
Third Small Towns Water Supply and Sanitation Sector Project (RRP 35173) 
 

DETAILED FINANCIAL MANAGEMENT ASSESSMENT 
 
Executive Summary 

 
1. This financial management assessment (FMA) has been prepared in accordance with 
Asian Development Bank (ADB)’s Guidelines for the Financial Management and Analysis of 
Projects1 (the Guidelines) and ADB’s Financial Due Diligence A Methodology Note2. The 
FMAfocuses on fund flows, staffing, accounting policies and procedures, internal controls, 
financial reporting and monitoring and internal and external audit. The FMA is based on the 
financial management assessment questionnaires prepared for Department of Water Supply 
and Sewerage (DWSS), Town Development Fund (TDF) and the sample sub project Water 
Users and Sanitation Committee (WUSC)3.  
 
2. The purpose of this FMA is to ensure that adequate financial management 
arrangements are in place for the proposed Third Small Towns Water Supply and Sanitation 
Sector Project (the project or STWSSSP3). The FMA notes that the agencies concerned [the 
DWSS, TDF] are experienced in implementing externally-financed projects and have an 
institutional set-up appropriate for the implementation of the project. WUSCs shall be supported 
by TDF and DWSS and shall also be staffed adequately for the purposes of the subprojects 
implementation.  This assessment draws from previous financial management assessments 
including recent country public sector financial management system assessment and financial 
management system of the implementing entities from the ongoing ADB supported water supply 
and sanitation project in small towns (STWSSSP2)4. Earlier assessments have identified risks 
for the project that include: (i) delays in implementation due to complicated institutional 
arrangements for project management; (ii) weak financial management capacity of Water Users 
Associations (WUAs); (iii) inability of WUAs to service their debt; and, (iv) unclear tariff model 
especially in subsidies to the poor. These issues have been addressed in the design of the 
STWSSSP3. Suitable risk mitigation measures have been incorporated as part of the Financial 
Management Action Plan (Table 7). This assessment shows that the overall financial 
management capacity of the DWSS and TDF to implement the project is generally adequate. 
Although the financial management capacity of the WUAs is weak, they shall be supplemented 
by dedicated accounting staff to mitigate this risk. This assessment has been informed by 
discussions with concerned officials of the Project Management Office (PMO) in DWSS 
established under the STWSSSP2, and also draws from lessons learnt during the 
implementation of the first project5 (STWSSSP1) and STWSSSP2. The FMA questionnaires of 
DWSS, TDF and WUSCs’ are available on request.  
 

Table 1: Summary of Financial Management Assessment 

1. Executing and implementing agencies 
DWSS, a government entity under the Ministry of Urban Development (MOUD), is responsible for 
project implementation.  DWSS will have two regional project management offices, namely, Regional 
Project Management Offices (RPMOs). RPMOs, with support from DWSS’s existing Water Supply 
and Sanitation Division or Sub-division Offices (WSSDOs) for the district, will implement the project in 

                                                      
1
 ADB, 2005, Financial Management and Analysis of Projects. Manila. 

2
 ADB, 2009, Financial Due Diligence A Methodology Note. Manila 

3
 WUSCs are the elected executive bodies of the Water User Associations (WUAs).Sample subproject towns are 

Chandrauta, Charali and Mahendranagar. 
4
 ADB. 2009. Report and Recommendation of the President to the Board of Directors: Proposed Asian Development 
Fund: Second Small Towns Water Supply and Sanitation Sector Project. Manila (Grant 0157-NEP). 

5
 ADB. 2000. Report and Recommendation of the President to the Board of Directors: Small Towns Water Supply 

and Sanitation Sector Project. Manila (Loan 1755-NEP) 

http://www.adb.org/Documents/RRPs/?id=35173-013-3
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collaboration with the participating WUAs and local bodies at filed level. The TDF will be responsible 
for appraisal, disbursements and recovery of loans advanced to the participating local bodies or 
WUAs. 
 

2. Major experience of managing externally-financed projects 
ADB financed projects: Community Based Water Supply and Sanitation Sector Project (CBWSSSP), 
First and Second Small Towns Water Supply and Sanitation Sector Project (STWSSSP). The 
Second STWSSSP is ongoing and is expected to finish by end 2016.   
 

3. Funds flow arrangements 
The subprojects shall be financed on a government grant: loan: beneficiary cash contribution basis of 
70:25:5 in general. If the subprojects are not viable at a level of 70% grant financing, then the grant 
component can be increased up to 95% in conditions that are specified as 'terrain or source difficult', 
affordability of the community is severely constrained and alternate sources of water are not 
available.  Part of ADBs loan shall be converted into a grant by GON and passed on to the WUAs 
and part of ADBs loan shall be relent to TDF who will further onlend it to the WUSCs at no more than 
5 percent.  The government grant component shall be channeled to the WUSCs through the DWSS. 
The WUAs or local bodies will be responsible to collect and manage users' contributions as agreed. 
The government will establish a US dollar imprest account at the Nepal Rastra Bank (NRB) - the 
Central Bank of Nepal, to receive ADB funds and make payments in foreign currency to the 
consultants and contractors. The PMO in DWSS will operate the account. The Government will pre-
finance the ADB share of project costs in accordance with Government budgeting (Red Book) and 
expenditure management (Treasury System) through the MOUD.  After incurring project expenditure 
PMO in DWSS will claim reimbursement from ADB (and other financiers as appropriate) who will 
replenish the funds in accordance with the Statements of Expenditure (SOEs) to the Financial 
Comptroller General Office (FCGO) under the Ministry of Finance (MOF). The PMO will be 
responsible for managing the Projects’ grant funds. 

 
4. Organization and staffing 
The PMO’s Accounts Section has three dedicated staff (one Under Secretary [finance], one Accounts 
Officer and one Accountant). At RPMO and WSSDO level, the accounts officer of the entity is also 
responsible for project accounting. Account staffs are generally permanent civil service employees. In 
addition to the three dedicated staff in PMO, one computer operator, hired by the project on a 
contract basis, generally supports the project accounting functions.  To improve the project financial 
information system, there is a need for the Project to provide one qualified accountant in each WUA 
to provide necessary training to accounts staff working in RPMOs, WSSDOs and WUSCs.  
 

5. Accounting policy and procedures 
Project accounting will follow government procedures as directed by the FCGO. The PMO prepares 
two types of reports: one for the government and another for ADB (and other financiers as 
appropriate). The DWSS will be responsible for government grant funds’ management, and WUAs or 
local bodies will be responsible for the loan and user's contribution funds management. The 
government will have a subloan agreement with the TDF to onlend the loan portion to the 
participating WUAs or local bodies. Accounting system of the TDF and WUSC is based on generally 
accepted accounting principles of accrual accounting system. However, there is a need to establish a 
uniform system of accounting and reporting in WUSCs to improve existing financial management 
systems, such as accounting, treatment of receivables, debt service etc, financial reporting system, 
auditing etc. These reforms are being undertaken as part of this project.  
 

6. Segregation of duties 
For the project's financial transactions through the government, the Project Director and heads of 
RPMOs are responsible for authorization of payments of government’s grant portion. Accounts heads 
are responsible for accounting and reporting. The head of the store unit in DWSS is responsible for 
custody of assets. In WUAs' financial transactions, the WUSCs' representatives are responsible for 
financial transactions but there is no clear segregation of duties of authorization, recording of 
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transactions and custody of assets among the WUSC members and staff. Therefore, a clear 
institutional system with clarity in roles and responsibility of unit and staff needs to be established in 
WUSC in the project. The project will assist the WUAs in preparing Business Plans that will establish 
these responsibilities 
 

7. Budgeting system 
The Project Director, in coordination with the concerned RPMO and accounts section of the PMO, is 
responsible for preparing budgets. The government will allocate necessary budget for project 
activities. Budgets are prepared in detail for all significant activities and provide benchmarks for 
budget variance analysis. Actual expenditures are compared with the budget before each 
transaction. Variation approvals are required in advance if required.  
 

8. Payments 
The PMO is responsible for payments of goods and services procured at center. Payments are made 
against the invoices submitted for the payment and duly verification system is established. It is also 
responsible to make payment of portion of works in foreign currency as per the recommendation of 
RPMOs. The RPMOs authorize payment of works for the GON grant portion in NPR. The WUA or the 
local body  is responsible for payment of works that are financed through the user's or the local 
body’s contribution and loan.  
 

9. Policies and procedures 
The accounting system of the PMO and WSSDOs are cash based. The accounting standards 
followed are defined by the FCGO and Office of the Auditor General (OAG) of Nepal. These are 
based on Nepalese Accounting Standards. The Financial Procedures Act and Rules, and the 
Procurement Act and Rules cover all routine financial management and related administrative 
matters. The project has prepared guidelines for project implementation and accounting to the 
WUSCs, however it needs to be fully followed.  

10. Internal audit 
Internal audits are performed every month by the relevant District Treasury Controller Offices 
(DTCOs) and submit report often in quarterly basis.  However, internal audit staff, appointed by the 
DTCO, are not professionally qualified for auditing, these are not risk based, often delayed, and 
internal audit recommendations are not followed up on. There is no internal audit system established 
in the WUSCs. Therefore, risk mitigation measures are being designed keeping in view that limited 
reliance is being placed on the Internal Audit function. 
 

11. External audit 
An external audit of the Project is conducted after the end of each fiscal year by staff appointed by 
OAG in accordance to the International Organization for Supreme Audit Institutions (INTOSAI) and 
Fundamental Accounting Principles. The audit is generally completed within 9 months of the 
completion of the fiscal year.  The PMO submitted audited project financial statements (APFS) for the 
Second STWSSSP for FY 2011/12 on April 15 2013 to the ADB, which is within the time limit agreed 
with the GON (9 months after completion of the FY). All implementing agencies have statutory audit 
provision and these systems and processes are well established. For his project, the APFS shall be 
submitted to ADB by DWSS within 9 months of the end of the FY 2014 and FY 2015, within 8 months 
of the end of the FY 2016 and 2017 and within 6 months until the FY 2021 on a progressive sliding 
scale. Only one set of audited project financial statements shall be prepared consolidated for all 
sources of funds and all expenditure across all project towns. DWSS shall collaborate with WUSCs 
and TDF for the preparation of such APFS, since supporting documentation is maintained with the 
WUSCs. WUSCs shall ensure that adequate access is provided to OAG staff to audit their 
expenditure, or that financial statements for the WUSC as a whole are audited by an independent 
auditor acceptable to ADB, and a copy of their audit report is provided to the OAGN, such that OAGN 
can provide an opinion on the consolidated project financial statements.  
 

12. Reporting and monitoring 
Financial statements are prepared on a monthly, trimester (4 monthly) and annual basis. Financial 
statements and supporting schedules are prepared according to Nepalese Accounting Standards. 
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13. Information system 
There is no computerized financial management system in the PMO and WSSDOs.  
  

 
3. Nepal is a "high" fiduciary risk country due to its failure to comply with its own legal and 
regulatory framework of the country6. Key issues raised included lack of compliance with, and 
poor implementation of, regulations; weak monitoring, weak staff capacity in accounting and 
financial management, low prioritization in terms of allocating resources to institute good 
financial management systems, and poor accounting for funds. In 2008, the PEFA Secretariat 
under the Ministry of Finance prepared a Public Financial Management Strategy for 2010 – 
2012 for Nepal's Public Financial Management Reform Program (PFMRP) Phase 1, which 
defined a number of reforms to be carried out over the period. The Government is addressing 
these weaknesses through the introduction of a Treasury Single Account System (TSAS), 
preparation of Nepal Public Sector Accounting Standards (NPSAS) now ready for piloting, 
development of a computerized government accounting system (CGAS), and capacity 
development through training, workshops and studies. Since the Third STWSSSP will operate 
under the existing Public Financial Management (PFM) regulatory framework there is limited 
scope to improve the financial management system at the Project level. Therefore, 
recommendations made for financial management improvements relate largely to fulfilling 
ADB’s financial reporting requirements. 
  
4. Project financing will consist of an ADB loan, government funds, and WUA or local 
body’s contributions in cash. The MOUD through the DWSS will be responsible for financial 
management activities. ADB and government funds will be channeled to WUSCs partially 
through the government treasury system and partially through TDF. Based on actual 
expenditures made during project implementation, the PMO will claim reimbursement from ADB 
in accordance with SOE procedures. The GON loan funds to the local bodies or WUAs’ will be 
lent through TDF. WUAs or local bodies will be responsible for managing the loan funds and 
users’ contributions for project implementation. A US dollar imprest account will be opened at 
NRB (the Central Bank of Nepal) by the PMO.  The ADB will transfer funds to the imprest 
account. The project will withdraw funds from this account to foreign currency payment and 
reimburse funds provided by the government.   

 
5. The current mechanism of funds transfer under the STWSSSP2 is also appropriate for 
the STWSSSP3. The reimbursements of funds by ADB are sometimes delayed by the late 
submission of required documents by the Division and WUSC offices to the PMO. In the 
STWSSSP1 there were dues to the contractor after the accounts had been closed by the ADB. 
Poor financial reporting capacity of the concerned divisions of DWSS and the WUSCs to 
produce reports according to ADB’s reporting requirements and delays in payment to 
contractors due to absence of a smooth cash flow system, were are the main causes for delay.. 
The provision of a qualified accountant under the WUSCs, periodic training of accountants at 
the division offices and RPMOs of DWSS and WUSCs and establishment of smooth cash 
management system under WUSC is essential to address the problem of quality and timely 
reporting in the submission of SOEs.  

 
6. The APFS shall be submitted to ADB within 9 months of the end of the FY 2014 and 
FY 2015, within 8 months of the end of the FY 2016 and 2017 and within 6 months until the FY 
2021 on a progressive sliding scale. Normally the ADB would require the audited project 

                                                      
6
 World Bank, 2003. Financial Accountability in Nepal, A Country Assessment 2003, Washington. 
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financial statements to be submitted to the ADB within 6 months of fiscal year close. However, 
under this Project, there are a number of "Cost Centers7" that need to submit their financial 
statements to the PMO and this takes more time. Further, the main reasons for extension up to 
9 months for submission include (i) complex fund flow (ii) manual book keeping by WUSC (iii) 
geographically spread locations (iv) a large number of small transactions. Under the 
STWSSSP2, the executing agency has been submitting audited project financial statements 
within nine months of completion of each fiscal year. The Government will submit project 
financial reports in accordance with ADB requirements after completion of the each fiscal year.    
 
A. Project Description  

7. The project will support the government in providing water supply and sanitation (WSS) 
services to selected small towns in Nepal.  In line with the government’s 15-Year Development 
Plan for Water Supply and Sanitation in Small Towns (15-year plan) of 2009, and drawing on 
experience and lessons from the earlier interventions, this project will fund physical investments 
in WSS infrastructure in selected small towns (project towns)  and nonphysical investments in 
the strengthening of sector policy, regulatory and institutional capacity, service delivery, and 
project management.  
 
   
B. Country Issues 

8. Nepal’s legal and regulatory framework for ensuring public sector financial 
accountability is specified in constitutional provisions of the OAG, the Commission for 
Investigation of Abuse of Authority (CIAA), and the Public Accounts Committee (PAC). The 
Financial Procedures Act and Financial Administration Regulation specify comprehensive 
provisions for budget preparation and approval, accounting and reporting, internal control 
mechanisms, and the Local Self Governance Act (LSGA) provides regulations for financial 
accountability at the local level.8 However, in its country assessment report, the World Bank 
ranked Nepal a "High" fiduciary risk country due to the failure to comply with the legal and 
regulatory framework. Lack of compliance and poor implementation of regulations, weak 
monitoring, weak accounts staff in accounting and financial management, low priority in terms of 
allocating resources to institute good financial management systems, poor accounting for funds, 
etc. were identified as key issues contributing to the high fiduciary risk of the country.  
 
9. The government carried out a public expenditure and financial accountability (PEFA) 
assessment with the support of the World Bank in 2008. This indicated that while the public 
expenditure system is well designed, it is unevenly implemented and represents a high fiduciary 
risk environment. The PEFA assessment identified four PFM areas and prepared an action plan 
to strengthen public financial management performance. Table 2 highlights the results of the 
PEFA indicators and the key issues identified in the assessment report, 2008 that may be 
relevant to STWSSSP3.   
 

Table 2: Public Financial Management Indicators and Key National Level Issues  

PFM Indicators Key Issues 

A. PFM OUT-TURNS   

                                                      
7
 approximately  26 DDWSSDOs and 26 new WUAs or local bodies. 

8
 World Bank, 2003. Financial Accountability in Nepal, A Country Assessment 2003, Washington. 
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PFM Indicators Key Issues 

PI-1: Aggregate expenditure out-turn 
compared to original approved 
budget. 
 

 Deviation of actual expenditure from budgeted 
expenditure. 

PI-4: Stock and monitoring of 
expenditure payment arrears. 

 The system of arrears recording is weak and partial. 

 Since the accounting system is cash based, there is no 
system to account the liabilities. 
 

B. BUDGET CYCLE  
PI.11. Orderliness and participation it 
the annual budget process. 

 Top-down approach of budget formulation process needs 
to be replaced by bottom-up approach so that fixed 
budget calendar will be more effective. 

 Public participation has not been formalized in the 
formulation of the annual programs and budgeting. 
 

P.12. Multi-year perspective in fiscal 
planning, expenditure policy and 
budgeting. 

 Linkages between sector strategies, investment budget 
and forward expenditure estimates are, at best, weak and 
questionable in meeting the policy outcomes. 
 

PI-20. Effectiveness of internal 
controls for non-salary expenditures 

 Although there is a good procedure for expenditure 
commitment control, enforcement, especially during the 
last trimester of the fiscal year, is violated often in the 
name of crisis and emergency.    

 Other than the MTEF, there is no mechanism for 
controlling commitment of future liabilities. 

 Lack of appropriate system of advance treatment has 
created huge volume of financial irregularities and 
increased public concern. 

PI-21. Effectiveness of internal audit.  Internal audit reports are generally weak and not focused 
from the risk management perspective. Very little 
observations are made on the performance of internal 
control systems.  

 Internal auditors do not use professional audit methods or 
follow the risk-based approach.  The scope of work under 
internal audit is also not properly defined. There is no 
code of ethics for internal auditors. The concept of internal 
audit committee has not yet been introduced in the 
system.  

 Capacity is even weaker in case of local governments, 
and the internal audit system as required by local 
Financial Administration Regulations has not yet been 
institutionalized. 
 

PI-23. Availability of information on 
resources received by service 
delivery units. 

 With respect to the external budget, verified information is 
not provided by the Government on the extent to which 
reported disbursements are reaching the beneficiaries.  
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PFM Indicators Key Issues 

PI-25. Quality and timeliness of 
annual financial statements. 

 The assets and liabilities are neither accounted nor 
disclosed in the consolidated financial statements. 

 There is no National Public Sector Accounting Standard 

 Advance payments are treated as expenditures in the 
existing cash basis of accounting. 

 The audited consolidated financial statements and annual 
revenue and expenditure statements do not include 
accounting policies and explanatory notes as required by 
IPSAS; whereas the consolidated financial statements 
issued by the Financial Comptroller General Office for 
government use include basic accounting principles and 
assumptions. 
 

PI-26. Scope, nature and follow-up of 
external audit. 

 Follow-up on audit recommendations is generally weak 
due to non-enforcement of existing legal provision. As a 
result, issues raised by the Auditor General are repeated 
in subsequent reports. 
 

D. DONOR BUDGET CYCLE  
D-1. Predictability of Direct Budget 
Support. 

 Poor predictability of inflows of budget support has 
affected the predictability of funds.  

 In-year timeliness of donor disbursements (compliance 
with aggregate quarterly estimates) is very low and does 
not meet the criteria mentioned in rating. 
 

D-2. Financial information provided 
by donors for budgeting and 
reporting on project and program aid. 

 All major donors, primarily, bilateral, do not provide budget 
forecast for disbursement of project aid for coming fiscal 
year and at least 3 months prior to its start. 

FCGO = Financial Comptroller General Office, IPSAS = International Public Sector Accounting Standards, MTEF = 
Mid-Term Expenditure Framework, OAG = Office of the Auditor General  
Source: Government of Nepal. 2008. An Assessment of the Public Financial Management Performance 
Measurement Framework. Kathmandu. 

 

10. In 2008, the PEFA Secretariat under the Ministry of Finance prepared a Public 
Financial Management Strategy for 2010 – 2012 for Nepal's Public Financial Management 
Reform Program (PFMRP) Phase 1, which defined a number of reforms to be carried out over 
the period. These included the introduction of a TSAS, preparation of NPSAS, development of a 
CGAS, and capacity development through training, workshops and studies. This is supported by 
a Multi Donor Trust Fund managed by the World Bank 
 
11. The Nepal Country Partnership Strategy (CPS) of ADB for the period 2013-2017 
identified risks relating to country governance also includes PFM, public procurement, and 
corruption and prepared a risk management plan by following the Second Governance and 
Anticorruption Plan (GACAP II) framework and guidelines of the ADB. Major risks and risk 
management plan prepared in the CSP are in Table 3. 

 
Table 3: Governance Strategy County Partnership Strategy ADB, Key Risks and Risks 

Management Plan Related to PFM and Corruption 

(i) Major Risks (ii) ADB Actions 

Public Financial Management (iii)  
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(i) Major Risks (ii) ADB Actions 

Budget execution follows 
elaborate and complex 
processes, leading to an uneven 
pace of expenditure 

(iv)  

 Engage with government to make budget execution smooth 
by simplifying procedural matters in PFM, such as 
authorization, procurement plan, annual program approval, 
contract timing and timely reportage. 

 Put in place a Medium-Term Budget Framework for 
MOFALD 

 

(v) Accounting system not able to 
provide a fair, accurate and timely 
picture of public finances 

 Engage with Government and other DPs on speedy 
implementation of NPSAS and full operationalization of 
within FCGO.  

 Provide support to FCGO 
 

Lack of capacity of relevant 
central and local level bodies in all 
aspects of PFM 

 Provide targeted technical assistance (TA) support to 
relevant bodies. 

 Help finalize the PFM protocols and assist agencies to 
finalize relevant capacity building plans. 

 Assist in following through on capacity building plans 
 

Ineffective internal controls, audit, 
monitoring and evaluation 
systems 

 Provide support to strengthen capacity of internal auditing 
system. 

 Build capacity of OAG and Public Accounts Committee to 
follow up irregularities 

 

Final auditing system not able to 
function effectively due to time 
and quality issues. 

 Explore the possibility of concurrence audit with the 
Government and DPs. 

 Working with other DPs, provide necessary support to OAG 
for conducting final audits on time. 

 Encourage OAG to roll out risk based auditing more widely 
 

Fiscal transparency low at all 
levels 

 Ensure timely and regular public access to budget 
documents. 

 Build demand for seeking fiscal information 

 Provide TA support for enhancing fiscal transparency on a 
sustainable basis 

 

Combating Corruption  

Low capacity of central agencies 
and LBs to investigate corruption 
cases and to implement the rules 
and regulations in place  

 Engage with government to maintain political support for the 
anticorruption agenda  

 Ensure some level of support to LBs to review good 
governance practices in ADB projects and programs 

 Coordinate with development partners on provision of 
needed technical assistance so as to maximize impact  

 

Weaknesses in audit provisions 
and follow-up at all levels of 
administration  
 

 Provide needed technical assistance on audit provisions to 
relevant agencies (OAG, PAC, local bodies, etc.)  

 Engage with government to continue to emphasize follow up 
on audits  
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(i) Major Risks (ii) ADB Actions 

No institutional presence of 
anticorruption agencies at the 
local level 

 Help assess the extent of need of institutional presence of 
relevant anticorruption agencies, particularly CIAA, at the 
local level  

 Assess existing provisions on DAO work on anticorruption, 
and provide technical assistance as needed  

 Strengthen existing auditing and other control provisions at 
local level 

Weak whistle-blowing provisions  Review existing provisions and ascertain gaps 

 Assess whether similar provisions can be built into other 
existing laws  

 Strengthen grievance handling mechanisms in government 
institutions and in service delivery agencies  

 Organize seminars and workshops on ethical values and 
provide technical assistance to establish public complaint 
systems 

CIAA = Commission for Investigation of Abuse of Authority; DAO = District Administration Office; DP = Development 
Partner; FCGO = Financial Comptroller General’s Office; MOFALD = Ministry of Federal Affairs and Local 
Development; NPSAS = Nepal Public Sector Accounting Standards; OAG = Office of the Auditor General; PAC = 
Public Accounts Committee; PFM = Public Financial Management. 
Source: Country Partnership Strategy Nepal, 2013 – 2017, ADB 2013 

 
12. Since the STWSSSP3 will operate under the existing PFM legal environment and 
regulatory framework there is limited scope to improve the public financial management system.  
Therefore, recommendations made for financial management improvement are limited largely to 
managing project specific risks and risks at project implementation. 
   
C. Risk Analysis for the Project 

Table 4: Financial Management Internal Control and Risk Assessment 

Risk 
Risk 

Assessment 
Risk Mitigation Measures 

Inherent Risk   
1. Country-specific 
Risks 

High  Fully adopt fiduciary risk mitigation measures initiated by 
the Government in public financial management system 
improvement.  

 Consider flexibility in project design to adopt new project 
implementation arrangements in case of state 
restructuring after adoption of a federal government 
system.  
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Risk 
Risk 

Assessment 
Risk Mitigation Measures 

2. Entity-specific 
Risks 

High  Make PMO of DWSS responsible for timely approval of 
the project’s annual program, and timely notification of 
spending authority to spending units. 

 Make PMO of DWSS responsible for preparing project 
procurement plan, implementation and monitor progress.  

 Anticorruption and procurement procedures should follow 
ADB requirements as outlined in the Project 
Administration Manual (PAM). 

 Enter into Loan Agreement with TDF in time with clear 
procedure for on lending GON loan fund.   

 Strengthen institutional mechanism under the DWSS to 
support, oversee and regulate functions of local bodies, 
Water Supply Management Board (WSMB) and WUSCs. 
 

3. Project-specific 
Risks 

Moderate  Approve loan grant policy for small towns water supply 
and sanitation and set guidelines for tariffs 

 Set up project appraisal mechanisms in DWSS 

 Update and approve 15 Year Planfor small towns and link 
Project implementation and budget with the sector 
development plan. 

 Outline project selection process by adopting participatory 
planning process in PAM. 

 Mandatory insurance provision of water supply 
infrastructure constructed under the project.  

 
Overall Inherent 
Risk 

Moderate  

Control Risk   

1. Implementing 
Entity 

Moderate  Government to ensure required human resources in PMO 
in time, and to discourage the frequent transfer of key 
staff such as Project Director, Deputy Project Director and 
head of Accounts Section.   

 Establish two RPMOs to implement, monitor and 
supervise project activities.   
 

2. Funds Flow Moderate  Outline contents of financial management guidelines in 
the PAM.   

 Provide support for periodic training on financial 
management to accounts staff of R/PMOs, LBs and 
WUAs, specifically in respect of programming, budgeting 
and reporting requirements for SOE procedures.  

 Provide a financial management consultant to support 
project entities in project financial reporting and funds 
flow. 
 

3. Staffing Moderate  Provide funds to appoint a mid-level account staff in 
WUA’s under the project. 
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Risk 
Risk 

Assessment 
Risk Mitigation Measures 

4. Accounting 
Policies and 
Procedures 

Moderate  Update entity accounting manuals for the WSMB and 
WUSCs defining project accounting, revenue 
management, expenditure management, reporting 
system, internal audit and external audit. 

 Update project accounting guidelines for the use of Local 
bodies or WUAs considering accounting and reporting 
provisions based on generally accepted accounting 
principles. 
 

5. Internal Audit Substantial  The government is planning to introduce audit committees 
to sector ministries in the future through its PFM reform 
program to deal with any identified issues. Till then, 
project review missions will be fielded and annually 
implementation status of internal audit recommendations 
will be monitored. 

 Prepare guidelines for internal audit of the project account 
and provide training to accountants and internal auditors.  

 Make provision of internal audit of the project account of 
local bodies by the entity internal auditor.  

 Make provision of internal audit of WUA account by the 
internal auditor of the RPMO. 
 

6. External Audit Moderate  Statement of audit needs will be provided to DWSS and 
OAG for project financial statements audit.  

 Incorporation of Audit responsibilities in the Management 
Agreement with WUAs or local bodies. 
Mandatory provision of completion of external audit of 
local body or WUA account within 9 months of the end of 
the FY 2014 and FY 2015, within 8 months of the end of 
the FY 2016 and 2017 and within 6 months for until FY 

2021 on a progressive sliding scale.  
7. Reporting and 
Monitoring 

Moderate  Define financial reporting requirements from WUSC to 
RPMO to PMO in the PAM. 

 Define in the PAM a project implementation monitoring 
system and responsibilities, and an incentive/sanction 
system.  
 

8. Information 
Systems 

Substantial  Provide support for necessary hardware and internet 
access to the RPMOs, WSSDOs and WUAs. 

 Condition to disseminate program, budget and financial 
reports through the websites of DWSS, local bodies and 
WUAs. 

 Develop an integrated computerized financial 
management system for the use of WSMB and WUSC by 
including billing and revenue collection system, 
expenditure accounting system and inventory system. 

Overall Control 
Risk 

Substantial  

High, Substantial, Moderate, Low 
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D. Appraisal Capacity and Stability of the Financial Intermediary - TDF 

13. TDF shall be given a loan for up to 25% of the project costs which it shall be 
responsible for on lending to the WUSCs. In addition to being the on-lender, TDF shall also be 
responsible for performing a financial appraisal of the proposed subprojects to ensure financial 
and economic viability. This component is not structured as a ‘credit line’ by ADB or GON to 
TDF, and GON and ADB’s procurement, safeguards and other policies shall continue to apply to 
all costs incurred and all activities undertaken by the WUAs under the project. DWSS shall 
continue to remain the implementing agency supporting the WUAs. Even though credit risk is 
taken on by TDF, previous projects have shown that GON provides significant financial backing 
and the TDF acts primary as the fund manager and appraiser.  Nonetheless, as the financial 
intermediary for the proposed loan, we have assessed the financial appraisal capacity of TDF 
and also provide an assessment of the TDF’s financial performance based on standard metrics, 
namely capital adequacy, asset quality, management, earnings and liquidity. 
 
14. Legal Structure – TDF has been incorporated as a corporate under its own TDF Act. 
As such it is not subject to the prudential regulations of the Nepal Rastra Bank. Provisioning 
requirements and other banking principles that it must adhere to are given in its Act as well as 
its Accounting Manual.  

 
15. Appraisal Methods - TDF currently does not attract market funds directly, and all its 
sources of funding are from external development partners, through the GON. Accordingly, 
TDF’s appraisal methods have been dependant on the source of credit.  TDF has accessed 
three lines of credit from KfW, four from the ADB and two from IDA. The appraisal methods 
under KfW and IDA are based on entity financing as the borrowers are municipal. Under the 
ADB lines for STWSSP1 and 2, the appraisal is based on project recourse financing without 
sponsor support. 
 
16. Entity Financing - Under KfW lines the only client base of TDF was municipalities. 
TDF has accessed three lines of credit from KFW – TDP 1 (NR 226 million) TDP2 (NR 225 
million) and TDP 3, now under disbursement.  TDF has so far drawn down and on lent the first 
line and disbursed NR 220 million out of the second line. About 65% of the projects were 
classified as revenue generating and the appraisal method included the calculation of cash 
flows and municipal surpluses to assess debt service capacity. The financing was on the basis 
of a loan-grant blend dependent on the financial strength of the municipality, the sector, and a 
formula based assessment of debt bearing capacity. Under this KfW line and until 2011, TDF’s 
appraisal system for estimating the debt bearing capacity was based on a formula that 
summarized past trends in municipal current account surplus, factoring in a trend growth, and 
applying a fraction of that for debt service. Since the formula is an aggregation of major drivers, 
it allows little scope to factor in expected variations in key revenue or expenditure drivers. Apart 
from these variances, that formula was not transparent to the borrower or even to the appraiser.  
 
17. In 2011, TDF developed a more modern appraisal system for municipal lending and 
currently use the discounted cash flow method to appraise municipal loan requests. This 
method allows for factoring project revenues (if any) and assesses the risks of the entity as a 
whole. TDF now applies this method for municipal lending for IDA under the UGDP line of 
credit. 
 
18. Project Recourse - The TDF has been the provider of debt to finance the user’s 
contributions at a fixed percentage of 30% under STWSSSP1 (about NR 900 million) at an 
interest rate of 7% that allows a spread of 2%. Initially at project commencement these loans 
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advanced to users would need to be recovered and repaid to GON. Since the towns are pre- 
selected and Loan-Grant ratio pre-fixed, the TDF appraisal has mostly consisted of 
recommending a tariff that makes possible debt service.  
 
19. Since the loans advanced to WUSC are based on project recourse financing (with no 
sponsor support as credit enhancements), the appraisal methods would have to rely on tariffs 
and connection charges as the variables to accommodate debt service. This is because of 
ceilings imposed on the loan/grant blend and users contribution. TDF uses an excel model that 
displays the tariffs needed to ensure debt service and this model is capable of standard 
sensitivity analysis. The appraisal team is headed by a director and supported by a manager 
recruited through using an IDA funded capacity development program. Given the limited 
volumes – 29 in STWSSSP1, 21 in STWSSSP2, and up to 26 proposed in STWSSSP3 the 
staffing and systems are adequate. 
 
20. Financial Assessment – Capital Asset Management Earnings and Liquidity 
(CAMEL) 

(i) A study of TDF’s performance, based on its financial statements (annual 
accounts July 2013) indicate that the current equity of TDF is NR 958 million 
while its debt (to GON) is NR 560 million showing a low level of leverage of 
0.45:1. If the STWSSSP1 loan assets are removed from equity, the Debt: Equity 
ratio would rise to 1:17, implying the need for capital injection if prudential norms 
are to be maintained. 

(ii) The total loan assets of TDF amounts to NR 1491 million, of which STWSSP 
loan assets consists of NR 341 million, UEIP is NR 182 million and STUEIP is of 
the order of NR 85 million. So the share of these three lines constitutes over 85% 
of TDF’s loan assets, with STWSPP 1 itself accounting for over 67%. This shows 
high exposure to WUSC type - lending but given that the Fund was established 
specifically for town development, this risk is inherent in their nature. 

(iii) An analysis of the earnings from operations shows that these earnings are of the 
order of NR 87 million. TDF’s operating costs are about NR 79 million, allowing a 
net earnings of about NR8 million – insufficient to build capital. Given these facts 
TDF has requested GON to convert STWSSSP2 loans into equity. 
 

E. Project Financial Management: Strengths and Weaknesses  

21. The project financial management system is aligned with established public financial 
management system of the Government. Project financing will consist of an ADB loan, 
government funds, and WUA or local bodies contributions in cash or in-kind and the MOUD 
through the DWSS will be responsible for financial management of the project. ADB and 
government funds will be channeled to implementing units through the government treasury 
system. It comprises planning, budgeting, disbursement, account keeping, reporting, asset 
management, internal controls, internal audit, and external audit. The MOF will delegate 
spending authority to MOUD, which will delegate spending authority to R/PMOs through DWSS. 
The National Planning Commission (NPC) will be responsible for approving the project’s annual 
program in accordance with the established system. Spending units will receive project funds 
through the concerned DTCO under the FCGO. The WUAs or local bodies will be responsible to 
manage local bodies’ and Users’ contributions as well as loans taken to finance user’s share of 
investment. The GON loan funds to the WUAs or local bodies will be channeled through TDF 
based on a subloan agreement with the GON. Accordingly, TDF shall bear the credit risk related 
to WUSCs. 
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22. The Government has introduced TSAS, so that DTCOs are responsible for issuing 
checks and bank reconciliation of project funds according to the payment order provided by 
implementing agencies. DTCO is responsible for internal audit of the project funds and OAG is 
responsible for external audit. Unless otherwise agreed with ADB, the project will follow 
procedures stated in the Financial Procedure Act and Rules and the Procurement Act and Rules 
for all routine financial management activities. The current accounting system is adequate to 
reflect government transactions, resources and expenditure and to ensure that the system is 
capable of producing timely, relevant and reliable financial information required for planning and 
implementation purposes.  

 
23. The DWSS, with the support of the PMO, will prepare annual project programs and 
budgets project based on the medium-term expenditure framework, which includes all 
significant activities with details of physical and financial targets. The project budget provides a 
benchmark for performance monitoring.  

 
24. The Accounts Section established under the PMO will continue to be responsible for 
overall Project financial management. The accounts unit of the RPMO will be responsible for 
accounting and financial management of the project fund channeled through the DWSS but it 
will also be responsible to supervise and oversee the Project's funds managed by the local 
bodies and WUAs. The PMO prepares the project account and SOEs. The RPMOs are required 
to submit reports and necessary documents for aggregated project reporting and SOEs to the 
Accounts Section of PMO. Since, the DWSS accounting system is not computerized, 
spreadsheets are being used for financial reporting.  
 
25. The local bodies or WUAs is responsible to collect users' contribution and borrow 
money to meet the project investment needs on behalf of beneficiaries. Therefore, the local 
bodies or WUAs are involved in account keeping, reporting, asset management, internal 
controls and external audit in general supervision of the RPMOs.  Weak financial management 
capacity of the WUSCs and poor cash management system of the Project are the key issues 
affecting quality and timely financial reporting as well as project implementation. These issues 
are being addressed in this project by strengthening the technical, financial and managerial 
capacity of WUA's. 
 
26. The PMO has to make significant efforts to prepare and submit accurate financial 
reports in time which is reported as one of the major issues faced by the Project.  This is mainly 
due to the lack of qualified accountants in the WUSCs, absence of project related training to 
accountants at the division offices and WUSCs, and absence of a smooth cash management 
system under the WUSCs. As such, the project needs to include a program for strengthening 
the accounting and financial management system for effective implementation of the project. 
 
27. Audit system and reporting requirements of the WUAs account is not adequately 
established under the project. Therefore, the project has to set financial reporting and internal 
and external system under the project. 

 
Table 5: Project Financial Management: Weaknesses and Solutions 

Weakness Solution 
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Weakness Solution 

Weak financial management 
capacity of the WUAs 

 Use Project funds to hire one full time dedicated accountant in 
each of the participating WUSCs or local bodies.  

 Update entity accounting manuals for the WSMB or local body 
or WUSCs defining project accounting, revenue management, 
expenditure management, reporting system, internal audit and 
external audit. 

 Develop an integrated computerized financial management 
system to WSMB or local body or WUSC by including billing 
and revenue collection system, expenditure accounting system 
and inventory system. 

 Complete external audit of the WUAs accounts within 9 - 6 
months of completion of each FY on a progressive scale 

 Strengthen institutional mechanism under the DWSS to 
oversee and regulate functions such as tariff setting, 
management, revenue collection efficiency, expenditure control 
of WUAs for sustainability. 

Poor cash management system 
of WUAs 

 Improve cash management system of WUAs by establishing 
regular financial monitoring system of WUSCs through the 
concerned DWSS/WSSDOs. 

Delays in submission of SOEs 
due to partly payment by the 
WUSCs and timely reporting 
from division offices. 

 Hire one Financial Management Specialist to support DWSS, 
PMO and RPMOs in the project financial management.  

 Update project accounting guidelines based on the provisions 
of Third STWSSSP.  

 Provide financial management training (including project 
budgeting, reporting, accounting and SOE procedures) to 
R/PMO accounts heads and WUAs or local bodies accountants 
every two years. 

 Introduction of on-the-job support mechanisms especially for 
annual programming and budgeting and financial reporting 

 

F. Implementing Entity  

28. MOUD will be the executing agency and will delegate this authority to the DWSS. The 
PMO and RPMOs under the DWSS will be the implementing agencies for the project.  
 
29. DWSS is one of two departments under the Ministry of Urban Development.9  It has 
five Regional Monitoring and Supervision Offices and 75 Division/Subdivision Offices located in 
all 75 districts of Nepal.  
 
30. The central level institutional set up, a Project Coordination Committee (PSC) will be 
established at MOUD to recommend policy decisions and monitor progress. A Institutional 
Support and Advisory Unit (ISSAU) under the DWSS will responsible for institutional 
development support to local bodies or WUAs and SEIU under the MOUD will be responsible 
for sector policy, planning and monitoring.  The PMO under the DWSS will implement Third 
STWSSSP. RPMOs in association with WSSDOs, local bodies and WUAs will be involved in 
sub-projects implementation at field level. In addition, TDF will be assigned for loan funds 
management will be responsible to channel project loans to the local bodies or WUAs and 
recovery of the fund.  
 

                                                      
9
 The other is the Department of Urban Development and Building Construction.  
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G. Funds-Flow Mechanisms  

31. There are no significant changes in the fund-flow mechanisms for the STWSSSP3 
compared with the current practice of STWSSSP2.   
 
32. Project financing will consist of an ADB loan, government funds, and local bodies’ or 
WUAs’ contributions in cash or in-kind. The government will provide a mix of loans and grants to 
the WUAs or local bodies to implement the project. ADB and government grant funds will be 
channeled to implementing units through the government treasury system. Local contributions 
will be managed by the WUAs or local bodies at the subproject level. After the loan agreement 
is signed between the Government and ADB, project funds will be included the budget book 
(Red Book).  The MOF will delegate spending authority to MOUD, which will delegate to DWSS. 
The DWSS will delegate spending authority to the implementing units (PMO and RPMOs) 
accordance with the approved program by the NPC.  
 
33. The GON loan to the WUAs or local bodies will be onlent through the TDF. After the 
subproject financing agreement is carried out between TDF and the participating WUAs or local 
bodies, the GON will disburse the loan amount based on the agreement. TDF shall be 
responsible for repaying the loan to GON, and WUSCs or the local bodies shall be responsible 
for repaying the loan component to the TDF. 

 
34. Spending units will receive project grant funds on a trimester basis through DTCOs as 
approved by National Planning Commission and MOF for Priority 1 projects, such as 
STWSSSP2 and all other externally funded projects. Generally, the government will transfer one 
third of project grant funds to the implementing unit's account from the treasury at the start of 
each fiscal year. The remaining funds will be transferred to implementing units based on 
implementation progress and the receipt of funds from ADB. Based on actual expenditures 
made in project implementation, the PMO will claim reimbursement from ADB in accordance 
with SOE procedures to reimburse GON expenditure to FCGO in MOF.   

 
35. In order to facilitate funds flow, a US dollar imprest account will be opened at the Nepal 
Rastra Bank (NRB), the Central Bank of Nepal, by the PMO. The ADB will transfer necessary 
funds to the imprest account. The project director and account’s chief will operate the imprest 
account. The project will withdraw funds from this account for major payments (payment in 
foreign currencies to the contractor and consultants) and to reimburse funds provided by the 
Government. 
 
36. The PMO and RPMOs will be responsible for the coordinated planning, programming, 
implementation and reporting of the funds at the central and subproject levels respectively. The 
RPMOs will be responsible for receiving revenue and expenditure statements from the WUAs 
and submitting them to the PMO on a trimester and annual basis. The funds’ flow chart of the 
project is given in the PAM. 
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H. Personnel  

37. FCGO deputes accounting staff to government offices and government projects. 
Therefore, PMO and RPMOs account staff are permanent government employees recruited 
under the Nepal Civil Service Act 1993. They are trained under the training plan of the MoF, 
which is general training for all accounts staff, and are adequately qualified to undertake the job. 
The Nepal Civil Service Act stipulates that staff may not be transferred from one 
ministry/department to another before the completion of two years of service in that particular 
ministry/department. As such, accounting staff involved in PMO and RPMOs will generally serve 
for a period of at least two years.  

 
38. The PMO Accounts Section is responsible for project accounting and financial 
management. The Accounts Section has three staff, one Under Secretary [finance] and one 
Accounts Officer is deputed by FCGO and one computer operator is hired by the project in 
contract basis. Since, RPMO is new institutional set-up, accounts staff for the office is yet to be 
deputed by the government. All accounts staff are experienced in accounting and financial 
reporting.  

 
39. In case of the TDF and WUSCs or the local bodies, entities' accounts staff are also 
responsible for project accounting and reporting. In general, the WUSC appoints accounts staff 
only after the sub project agreement with the GON.  The WUSCs has to maintain their account 
by hiring account staff by their own. However, continuous trainings to increase skill levels should 
be planned to improve the quality of work and to ensure timely reporting requirements. Accounts 
staff hired by the WUSCs is found generally to be weak in accounting and financial reporting, 
based on experience from the past projects. 
 
I. Accounting Policies and Procedures  

40. The project will follow the standard government cash-based accounting system 
established by FCGO. Based on previous experience from STWSSSP2, the Project Director at 
the PMO, project head at RPMO and WUSC chairperson or exectutive officer of the local body 
will be responsible for authorizing transactions for the STWSSSP3. The Accounts Section of 
each office will be responsible for accounting and reporting, and the Store Unit of concerned 
offices will be responsible for the custody of assets. It is mandatory in the government 
accounting system to keep all accounting and supporting documents in a secure location on a 
permanent basis. No unauthorized persons are allowed to handle accounting documents. 
Expenditure is automatically controlled by the budget sheet. Explanations are required for 
significant variations from the implementing agency heads. The Director General of DWSS, 
Secretary of MOUD and MOF are authorized, based on the nature and percentage, to approve 
contract variations. The PMO has prepared project implementation guidelines and accounting 
guidelines for the STWSSSP2 to facilitate project implementation and accounting system, 
however, these are yet to be properly implemented. Updation of project accounting guidelines, 
periodic training to concerned accounting staff and a monitoring system is required to improve 
financial management system of the project.    
 
41. In many cases, the WUAs have adopted generally accepted accounting principles 
based on accrual accounting systems, however, quality of those financial reports is weak due to 
absence of qualified accounts staff.  Therefore, the project has to provide support to update 
entity accounting manuals of the WUSCs by defining project accounting, revenue management, 
and expenditure management, reporting system, internal audit and external audit. 
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42. The WUAs will not be the asset owners of the project facilities, and hence their 
financial statements would reflect this. Specifically the assets of the WUAs are the rights 
conferred on them through the Management Agreement that allows the WUAs to recover debt 
from tariffs. The project would support training and assistance to WUAs to prepare financial 
statements in line with the accounting standards for these contracts. 
 
43. The TDF has satisfactory project accounting systems in place. TDF has successfully 
handled the loan portion of earlier projects in small towns and other parts of Nepal. Financial 
transactions are accounted on accrual basis of accounting following generally accepted 
business accounting practices. TDF has adequate policies and procedures governed by the 
TDF Act and Regulation; Financial Management Byelaws; Loan and Grant Policy; Employees 
Service Byelaws and Accounting Manual.  
 
J. Internal Audit  

44. DTCO is responsible for the internal audit of all government offices, which it does on a 
monthly basis. DTCO submits internal audit reports to the head of the audited office every 
trimester in general and to the Project Director, if applicable. The accounts staff of DTCO have 
experience in accounting but they are not, in general, professionally qualified auditors. In 
addition, conflict of interest may arise if they are assigned to audit an entity from which they 
transferred. In the case of local bodies, the internal auditor is appointed by the Municipality, or 
the District Development Committee in case of VDCs will be responsible for the internal audit. 
The internal audit report is submitted to the final auditor appointed by OAG. There is no internal 
audit system of WUAs’ accounts. Therefore, the project has to establish a mechanism for 
internal audit of WUAs’ accounts at least up to project construction period.  
 
45. Following an audit, the head of the concerned office has to take immediate action to 
address the findings of the internal audit report. However, in practice, internal audit 
recommendations are usually ignored. Therefore, risk mitigation measures are being designed 
keeping in view that limited reliance is being placed on the Internal Audit function. 
 
46. There is no Internal Audit Unit at TDF. The internal audit is being conducted by 
qualified and experienced internal auditors hired by the TDF Board on a contractual basis. 

 
K. External Audit  

47. The OAG is a constitutional independent body responsible for carrying out external 
audit of government transactions. The external audit of project accounts is conducted following 
the end of each fiscal year in accordance with OAG’s work plan and by staff appointed by OAG. 
The audit is performed in accordance with the Government Auditing Standards Part 3: Segment 
Audit Guidelines – Project Financial Statements issued by the OAG in October 2005, 
International Organization for Supreme Audit Institutions (INTOSAI) and Fundamental 
Accounting Principles. These guidelines were prepared specifically keeping in mind donor 
requirements, mostly ADB and World Bank. The PMO submits consolidated Audited Project 
Financial Statements to the ADB. The WUAs are authorized to appoint and carry out external 
audit of the WUAs account. However, there is no practice of submission of audit report to the 
OAG. 
 
48. OAG submits the external audit report of government funds to the President to take 
corrective action as necessary. The main issues raised by audit reports on DWSS transactions 
are: (i) improvement needs in procurement and inventory management of pipes, (ii) expenditure 
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with the proper supporting documents especially in grant to the local bodies for sanitation, (iii) 
payment of price escalation without following legal provisions, (iv) delay in settlement of 
mobilization advances, (v) limited competition in tendering, (vi) weak implementation of 
provision of user's contribution in water supply projects and (vii) procurement of vehicles by 
including that item in construction contract. The Public Accounts Committee (PAC), which is a 
parliamentary body, is responsible for providing direction to government entities to address 
issues raised by audit reports. However, follow-up on audit recommendations is generally poor 
due to a weak monitoring system. As a result, some of the issues raised by the Auditor General 
are repeated in subsequent reports.  
 
49. Audit of the project account is generally completed within 9 months of the completion of 
the fiscal year. The PMO had submitted audited project financial statements (APFS) of the 
STWSSSP2 of FY 2011/12 on April 15 2013 to the ADB, which is within the time limit agreed 
with the GON (- 9 months after completion of the FY for the first year  and a sliding scale 
thereafter, as shown in the next paragraph.  
 
50. The external audit of the STWSSSP3 will be carried out by OAG within 9 months of the 
end of the FY 2014 and FY 2015, within 8 months of the end of the FY 2016 and 2017 and 
within 6 months until the FY 2021 on a progressive sliding scale.  Normally the ADB would 
require the audited project financial statements to be submitted to the ADB within 6 months of 
fiscal year close, under this Project, there are a number of "Cost Centers10" that need to submit 
their financial statements to the PMO and this takes more time. Further, the main reasons for 
giving up to 9 months for submission includes (i) complex fund flow (ii) manual book keeping by 
WUSC (iii) geographically spread locations (iv) a large number of small transactions. Audited 
financial reports of the project will be submitted to ADB.  A tentative time bound action plan for 
submission of audited financial statements is In Table 6. 

 
Table 6: Tentative Time Bound Action Plan for Submission of Audited Financial Statements for FY 

2015 and FY 2016  

S.N Activities Responsible 
agency 

Minimum 
days 

required 

Time 
frame 

Remarks 

1 Account closing date (FY) EA/IAs/FM - 16 July   

2 Annual financial statement 
preparation by the account 
section 

SEIU, 
WSSDOs, 
WUSCs, 

local bodies, 
FM 

14 30 July   

3 Submission of financial 
statements to PMO 

SEIU, 
WSSDOs, 
WUSCs, 

Local Bodies, 
FM 

1 31 July  Uncertified financial 
statements are 
submitted 

4 Conduct internal audit and 
certify financial statements of 
the cost centers  

IAs 35 5 Sep  

5 Cost centers submit certified 
financial statements to PMO  

IAs 15 20 Sep  It takes time to reach 
the documents to 
PMO from the districts  

                                                      
10

 approximately  20 DDWSSDOs and 20 WUSCs 
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S.N Activities Responsible 
agency 

Minimum 
days 

required 

Time 
frame 

Remarks 

6 Consolidation of financial 
statements by the PMO - capital 
and recurrent costs  

PMO 7 27 Sep   

7 Submission of consolidated 
financial statements to Ministries 
/ FCGO for final verification of 
the accuracy of the financial 
statements  

PMO 3 30 Sep   

9 Preparation of unaudited project 
account 

PMO 20 20 Oct  All the accounting 
records are to be 
verified  

10 Final audit of all IAs (SEIU, 
divisions, FI, WUAs or local 
bodies and PMO 

OAG 90 20 Jan   

11 Preliminary audit report to be 
sent to the concerned offices  

OAG 10 30 Jan   

12 Clarification of audit observation 
to be sent to OAG 

IAs 35 5 Mar There is 35 days as 
per the rule  

13 Submission and audited 
financial statements to the PMO 

IAs 15 20 Mar It takes time to reach 
the documents to 
PMO from the districts 
from remote areas 

14 Finalization of project accounts 
after verification with FCGO and 
OAG  

PMO 7 27 Mar  

15 Certification by the concerned 
officials  

Departments/ 
Ministries 

4 31 Mar  

17 Certification by FCGO  FCGO 6 6 Apr  

18 Certification by OAG OAG 5 11 Apr Preparation of  audit 
observation report, 
including status of 
SOE, Imprest account, 
financial covenants 
and comment  on 
previous years audit 
report 

19 Submission of AFS to ADB  PMO 4 15 Apr  

 Total time required for audited 
financial statement 
preparation and submission 

 9 months   

AFS = Audited Financial Statements, EA = Executing Agency, FCGO = Financial Comptroller General Office, FM = 
Fund Manager, FY = Fiscal Year, IA = Implementing Agency, OAG = Office of the Auditor General, PMO = Project 
Management Office, SEIU = Sector Efficiency Improvement Unit, SOE = Statement of Expenditures, WSSDO = 
District Water Supply and Sanitation Division Office, WUSC = Water Users and Sanitation Committee.  

 
51. External Audit of TDF is conducted by an independent “class A ”registered auditor 
appointed by the TDF Board as per the recommendation of the Office of the Auditor General in 
accordance with the TDF Act 1997. The major issue of the previous audit report was related to 
the weak loan recovery capability of the STWSSSP loans. DWSS together with TDF has taken 
some remedial measures through their own fund to improve operation in order to improve loan 
recovery.  
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L. Financial Reporting and Monitoring  

52. The financial management of the project will be governed by various Acts, Regulations 
and Directives of the Government. It includes a budgeting system, a system of approval of 
transaction, an accounting system, a reporting system, and internal audit and external audit. 
The following are the major government provisions, with which the Project will have to comply: 

(i) Public Procurement Act, 2063 (2007)  
(ii) Public Procurement Rules, 2064 (2007) 
(iii) Financial Procedure Act, 2055 (1999)  
(iv) Financial Procedure Rules, 2064 (2008) 
(v) Travel and Days Allowance Rules 2064 (2008) 
(vi) Budgeting directives 

 
53. Project implementing entities prepare financial statements and supporting schedules 
based on the government accounting and reporting system. The chart of accounts of the 
government accounting system is adequate for recording project financial transactions. 
Reporting requirements comprise progress reports every trimester, and financial statements on 
a monthly, trimester and annual basis. The financial reporting system compares actual with 
budgeted expenditures and statements of advances. Although the Store Unit prepares reports 
of inventories and assets, it is not included financial reports. There is no system of accounting of 
assets and liabilities, balance sheet, and presenting them in consolidated financial statements.  
 
54. The charts of accounts currently followed by government offices are not structured to 
produce financial monitoring reports required by the project, such as Sources and Uses of 
Funds, Category-wise Expenditure, Government Replacement and Reimbursable, Project 
Output-wise Cost, etc. Therefore, the project has to prepare two sets of financial statements: 
one for the Government and another for ADB. Since the PMO will be responsible for preparing 
the project accounts in accordance with SOE procedures, the PMO will require spending units 
to adopt the same system. Considering weak category-wise expenditure reporting system in 
STWSSSP2, the PMO has to improve category-wise accounting and reporting system in 
STWSSSP3. 
 
55. The TDF prepares financial statement of the entity based on business accounting 
system in monthly, quarterly and annual basis. It comprises balance sheet, profit and loss 
account, cash flow statement and supporting schedules.  

 
56. The WUSC prepares financial reports which are based on generally accepted financial 
reporting systems on an annual basis. These include balance sheet, income expenditure 
statements trial balances and supporting schedules. It shows that financial reporting system of 
the WUSC is weak in connection with the management decision. Therefore, the project has to 
establish an oversight mechanism to monitor financial progress of the WUSCs and support 
financial management capacity development of the WUSCs.  
 
M. Information Systems  

57. Since, computerized accounting system hasn't been established in the PMO, and 
WSSDOs are preparing financial reports using spreadsheets. To prepare financial monitoring 
reports for ADB, the PMO needs to pool accounting and financial data from various sources 
such as SEIU, RPMOs and WUSCs. This is both time consuming and results in delays in 
presentation of reports. For reliable and timely financial reporting, the accounts sections of the 
department’s entities need to be equipped with a computer-based financial information system 
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with necessary hardware and internet access. Considering the initiative of the central 
government to introduce CGAS in all government offices, it is not recommended to establish 
different accounting software under the project.   
 
58. FCGO and DTCOs are fully computerized with CGAS and produce project financial 
reports required by donors on behalf of the DWSS. The CGAS has been developed by the High 
Level Commission for Information Technology in coordination with FCGO to computerize the 
existing government accounting system. CGAS comprises revenue, expenditure, deposit and 
public works accounting transactions of the Government. This is a comprehensive computer-
based financial management system and is planned for implementation in other government 
offices from the fiscal year 2014. It comprises: 

(i) Summary of Sources and Uses of Funds 
(ii) Statement of Transfer of Funds 
(iii) Cumulative Statement of Expenditure 
(iv) Statement of Expenditure by Budget Sub-head Category 
(v) Donor Source Allocation and Expenditure Statement 
(vi) Program Expenditure Statement 
(vii) Foreign Exchange Account Reconciliation Statement and  
(viii) Cash Projection. 

 
59. TDF's micro banking system and MIS system provides required information for financial 
reporting as well as management decision.  
 
60. WUSCs have installed billing and revenue collection information system with the 
support of the TDF. Expenditure management system of WUSC is done manually. Therefore, 
development of an integrated computerized financial management system by including billing 
and revenue collection system, expenditure accounting system and inventory system is required 
to improve accounting and financial reporting system of WUSCs. 

 
N. Procurement Arrangements  

61. The PMO will be responsible for procurement of all consultants, works and goods.      
 
O. Disbursement Arrangements  

62. The loan proceeds including ADB administered cofinancier funds will be disbursed in 
accordance with ADB’s Loan Disbursement Handbook (2010, as amended from time to time),11 
and detailed arrangements agreed upon between the Government and ADB. Pursuant to ADB's 
Safeguard Policy Statement (2009) (SPS),12 ADB funds may not be applied to the activities 
described on the ADB Prohibited Investment Activities List set forth in the SPS.  All financial 
institutions will ensure that their investments are in compliance with applicable national laws and 
regulations and will apply the prohibited investment activities list to subprojects financed by 
ADB. 
 
63. The government will establish one imprest account at NRB after the loan agreement 
becomes effective to channel ADB funds. The Project Director and the project accounts chief 
will operate the account and it will be used to pay ADB's share of expenditures. ADB’s SOE 
procedures will be used for reimbursing eligible expenses and replenishment and/or liquidation. 

                                                      
11

  Available at: http://www.adb.org/Documents/Handbooks/Loan_Disbursement/loan-disbursement-final.pdf 
12

  Available at: http://www.adb.org/Documents/Policies/Safeguards/Safeguard-Policy-Statement-June2009.pdf 

http://www.adb.org/Documents/Handbooks/Loan_Disbursement/loan-disbursement-final.pdf
http://www.adb.org/Documents/Policies/Safeguards/Safeguard-Policy-Statement-June2009.pdf
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Direct payment procedures will be used for payments to the contractors in foreign currency from 
the imprest account. The PMO will maintain the imprest account and submit statements of 
account in accordance with ADB requirements. The initial amount of the loan proceeds released 
to the imprest account will not exceed the estimated expenditure in the first six months of the 
project or not more than 10% of the total loan amount. 
 
64. The Government will pre-finance project expenditure according to the government 
Treasury System through DWSS. The PMO will be responsible for reimbursement of ADB’s 
share of project expenditures to the Government. The PMO will submit SOE records to ADB 
from time to time for reimbursement of eligible expenditures. The minimum value per withdrawal 
application will be US$ 50,000, unless otherwise approved by ADB. The PMO will consolidate 
claims to meet this limit for reimbursement and imprest account replenishment.  
 
P. Agreed Action Plan 

65. An action plan for financial management improvement agreed with DWSS is in Table 7. 
Required activities and financing will be incorporated in project design. 
 

Table 7: Financial Management Action Plan 

Agreed Action Responsible 
Person 

Agreed 
Completion Date 

1. Assign a fund manager to manage appraisals, 
disbursements and recovery of GON loan fund to be 
provided to WUAs or local bodies.  

DWSS/MOUD/MOF Within 6 months of 
loan agreement 

2. Establish a system to provide loan to WUAs or local 
bodies in trimester basis.    

DWSS/MOUD/MOF Within 6 months of 
loan agreement 

3. Hire one Financial Management Specialist to support 
PMO and RPMOs in the project financial management. 

Project Director - 
PMO 

Within 6 months of 
loan agreement 

4. Establish ISSAU under the DWSS to support, 
oversee and regulate functions of local bodies and 
WUSCs 

DWSS/MOUD Within 6 months of 
loan agreement 

5. Update project accounting guidelines by including 
accounting policy and procedures, financial reporting 
system, internal audit, external audit etc. 

Head of Accounts - 
PMO 

Year 1 

6. Manage project funds to hire one accountant in the 
WUSC or the local body  

Project Director - 
PMO 

Year 1 

7. Provide financial management training (including 
project budgeting, reporting, accounting and SOE 
procedures) to RPMO accounts heads and WUAs or 
local body’s accountants every two years. 

Project Director - 
PMO 

Years 1, 3 and 5 

8. Update entity accounting manuals for the WUSC or 
local body defining project accounting, revenue 
management, expenditure management, reporting 
system, internal audit and external audit 

PMO Year 1 

9. Develop an integrated computerized financial 
management system for the use of WUSC or local body 
by including billing and revenue collection system, 
expenditure accounting system and inventory system. 

PMO Year 2 

10. Establish mandatory provision of internal audit of 
WUAs or local bodies accounts and complete external 
audit of the WUAs or local bodies accounts within 6 
months of completion of each FY  

PMO Year 1 
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Q. Conditions  

66. The key financial management actions needed to be taken by the government under 
the project are: 

(i) The government will update the 15 Year Development Plan for Small Towns and 
link their programs and budget with the sector development plan; 

(ii) The government should allocate budget provisions and make available adequate 
funds on a timely basis, for each fiscal year for the implementation of the project 
to DWSS to implement project activities; 

(iii) The government will strengthen institutional mechanism under the DWSS to 
oversee and regulate functions such as tariff setting, management, revenue 
collection efficiency, expenditure control of WUAs or local bodies for 
sustainability. 

(iv) Government funds should cover vehicle operation costs, office accommodation 
and furnishings, travel, water, power, telephone rental (local), taxes, and 
remuneration of counterpart staff. 

(v) The government will approve the variable loan grant mix policy based on 
affordable tariff under the urban water supply and sanitation sector development 
by defining ownership of assets, eligible borrowers, borrowing capacity 
assessment and loan recovery systems. 

(vi) The government should enter into a subloan agreement with TDF to onlend GON 
loan fund provided to WUAs or local bodies with clear procedures of appraisal, 
disbursements and recovery. 

(vii) The government will prepare guidelines to WUAs or local bodies for upfront cash 
collection, connection charges and adopt water tariff guidelines considering 
accessibility of services to the poor and disadvantaged groups.  

(viii) The government will prepare project financial statements in accordance with ADB 
requirements and ensure annual audits of the project financial statements in 
compliance with international audit standards and the government's specific audit 
regulations. The government should also ensure an annual audit of the imprest 
account and financial statements, and should submit them to ADB within nine (9) 
months of the end of each fiscal year for the first year and on a sliding scale 
thereafter. 

(ix) The project will update the project accounting guidelines for the use of RPMO 
and WUA or local bodies including the project programming and budgeting 
system, accounting, financial reporting, SOE requirements, auditing and financial 
monitoring. WUAs shall also hire adequate financial accounting staff. 

(x) Participating WUAs and local bodies shall ensure that OAGN staff have 
adequate access to their books and records to enable OAGN to provide an audit 
opinion on the project financial statements 

(xi) Update entity accounting manuals of the  local bodies or WUAs defining project 
accounting, revenue management, expenditure management, reporting system, 
internal audit and external audit and will provide support to establish 
computerized accounting system in the local bodies and WUAs. 

(xii) ADB will have right to verify the financial accounts of the DWSS and WUAs or 
local bodies to confirm that the share of ADB’s financing is used in accordance 
with ADB’s policies and procedures. 
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R. Supervision Plan  

67. A Project Coordination Committee will be responsible for overall supervision of the 
Project. The Director General of DWSS through the Project Director will regularly monitor the 
status of the financial covenants agreed with ADB. The Project Director, PMO and RPMO heads 
will be responsible for regular supervision of project financial management. ADB project 
implementation support missions will supervise financial covenants twice a year in general and 
recommend corrective actions if any. 
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Abbreviations 

ADB   Asian Development Bank 
AFS   Audited Financial Statement 
APFS  Audited Project Financial Statements 
CBWSSSP Community Based Water Supply and Sanitation Sector Project 
CGAS  Computerized Government Accounting System 
CIAA  Commission for Investigation of Abuse of Authority 
CPS  Country Partnership Strategy 
DAO  District Administration Office 
DP   Development Partner 
DSC  Design and Supervision Consultant 
DTCO  District Treasury Controller Office 
DWSS  Department of Water Supply and Sewerage 
EA   Executing Agency 
FCGO  Financial Comptroller General Office 
FM   Fund Manager 
FMA   Financial Management Assessment  
FY   Fiscal Year 
GACAP   Governance and Anticorruption Plan 
GON  Government on Nepal 
 IA   Implementing Agency 
INTOSAI  International Organization for Supreme Audit Institution 
IPSAS  International Public Sector Accounting Standard 
LSGA  Local Self Governance Act 
MOF  Ministry of Finance 
MOFALD  Ministry of Federal Affairs and Local Development 
MTEF  Mid-Term Expenditure Framework 
MOUD  Ministry of Urban Development 
NGO  Non-governmental Organization 
NPC  National Planning Commission 
NPSAS  Nepal Public Sector Accounting Standard 
NRB  Nepal Rastra Bank 
OAG  Office of Auditor General 
PAC  Public Accounts Committee 
PAM  Project Administration Memorandum 
PEFA  Public Expenditure and Financial Accountability 
PFM  Public Financial Management 
PFMRP  Nepal's Public Financial Management Reform Program 
PMC  Project Management Consultant 
PMO   Project Management Office 
SEIU  Sector Efficiency Improvement Unit 
SOE   Statement of Expenditures 
SSTWSSSP Second Small Towns Water Supply and Sanitation Sector Project 
STWSSSP Small Towns Water Supply and Sanitation Sector Project 
TA  Technical Assistance 
TDF  Town Development Fund 
TSAS  Treasury Single Account System 
WASMIP   Water Supply in Semi Urban Areas 
WSSDO  Water Supply and Sanitation Division Office 
WUA  Water Users Association 
WUSC  Water Users and Sanitation Committee 


