
Integrated Urban Development Project (RRP NEP 42161) 

FINANCIAL ANALYSIS 

A. Background 

1. The project will provide the population in the municipalities of Dharan, Janakpur, 
Nepalgunj, and Siddharthanagar with better access to municipal infrastructure and services in a 
socially inclusive manner. Gender equality and social inclusion (GESI) will be mainstreamed in 
all subprojects in the municipalities, and the capacity to address GESI in the Ministry of Physical 
Planning and Works (MPPW) will be strengthened by establishing an appropriate institutional 
structure and mechanisms in the MPPW and its departments. Participating municipalities will 
implement subprojects in the areas of solid waste management; storm water drainage and 
roads; water supply; and community development programs, including small-scale community 
infrastructure projects in poverty pockets.  
 
B. Sustainability Assessment 

2. An assessment was carried out to ascertain the financial capacity of the municipalities to 
sustain investments based on the medium- to long-term financial forecast. The sustainability 
assessment of the proposed investment was based on the participating municipalities’ ability to 
contribute to the project, to service debt obligations arising from their proposed Town 
Development Fund (TDF) subloans and to ensure proper operation and maintenance (O&M). 
The municipal revenue forecast is based on revenue improvement after implementation of the 
comprehensive financial management improvement plan as well as the introduction of new 
service fees for the new services provided by the municipalities. It indicates that the financial 
obligations ensuing from the project can be sustained by the participating municipalities. In the 
case of Nepalgunj and Siddharthanagar, the improved road will reduce O&M costs, partially 
offsetting the increased debt servicing burden. Furthermore, support to enhance the financial 
capacity of the municipalities is provided through the capacity development technical 
assistance.1 
 
C. Financial Cost–Benefit Analysis 

3. Asian Development Bank (ADB) guidelines for financial analysis classify projects into 
two distinct groups: (i) nonrevenue-earning; and (ii) revenue-earning.2 The currently identified 
subprojects are classified as: (i) nonrevenue-earning: drainage, roads and solid waste 
management project; and (ii) revenue-earning: water supply. A financial cost–benefit analysis 
was carried out only for the revenue-earning subproject. 
 
4. The financial cost–benefit analysis undertaken for the Dharan water supply subproject 
made the following assumptions: (i) a project implementation period of 5 years from 2012; (ii) an 
evaluation period of 20 years from commission; (iii) 35% of the project cost will be provided 
through a TDF loan with 5% interest rate per year for 20 years, including a 5-year grace period; 
(iv) use of 2011 constant prices; and (v) an exchange rate of NRs72 = $1. 
 

1. Weighted Average Cost of Capital  

5. The cost of the project is estimated at $16.95 million. 
 

                                                
1
 ADB. 2011. Technical Assistance to Nepal for Strengthening Municipalities for Urban Service Delivery. Manila. 

2
 ADB. 2005. Financial Management and Analysis of Projects. Manila. 
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Table 1: Weighted Average Cost of Capital  
($ million) 

Item ADB Loan 
Converted 
to Grant 

ADB Loan 
Convert to 
TDF Loan 

Government 
Funds 

Municipal 
Contribution 

Total 

Amount 4.41  5.93  2.54  4.07  16.95  

Weight 26% 35% 24% 15% 100% 

Nominal cost  1.00% 5.00% 6.78% 6.78% 
 Tax rate  0.00% 0.00% 0.00% 0.00% 
 Tax adjusted nominal rate 1.00% 5.00% 6.78% 6.78% 
 Inflation rate 0.50% 5.70% 5.70% 5.7% 
 Real cost 0.50% -0.66% 1.02% 1.02% 
 Weighted component 0.13% -0.23% 0.15% 0.25% 

 Weighted average cost of capital 
(real) 0.30% 

    ADB = Asian Development Bank, TDF = Town Development Fund. 
Source: ADB fact finding mission estimates, 2011. 

 
2. Financial Internal Rate of Return and Net Present Value 

 
6. For the Dharan Water Supply Project, the basic assumptions are: (i) meter connection 
cost at NRs 20,000 per connection after completion of the project; (ii) user charges per month 
based on willingness-to-pay; (iii) progressive tariff rates set at NRs11.00 per cubic meter (m3) 
for shared connections consuming less than 10 m3 per month to NRs78.75 per m3 for non-
domestic clients using more than 20 m3 per month; (iv) O&M costs based on incremental 
personnel, energy and other needs; and (v) tariff collection level of 95%. 
 

Table 2: Financial Internal Rates of Return and Net Present Value 
Item  

Base Case        NPV                FIRR 

 (NRs million) 

        (5.17)              0.26% 

  

Sensitivity Test   
10% increase in capital costs (165.59) (0.77)% 
10% increase in O&M expenses (196.01) (1.14)% 
10% decrease in revenues (315.93) (2.13)% 
10% increase in capital cost and 10% decrease in revenues (667.17) (4.98)% 
Delay in project revenue by 1 year (195.24) (0.97)% 
( ) = negative, FIRR = financial internal rate of return, NPV = net present value, NR = Nepalese rupee. 
Source: ADB fact finding mission estimates, 2011. 

 
7. The analysis shows that the financial internal rate of return (FIRR) of the Dharan water 
supply subproject is 0.26% (Table 2), which is almost equal to the estimated weighted average 
cost of capital (WACC) of 0.30% (Table 1). Since the FIRR is very close to the WACC, the 
proposed subproject is financially neutral. However, in adverse situations, the FIRR is negative, 
the most sensitive risk factor being the decrease in revenues. In the event of a decrease in 
revenues, the projected cash flow of Dharan municipality, as analyzed in detail in the financial 
analysis, will still be sufficient to cover O&M expenditures and debt service. 
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D. Affordability 

8. The tariffs recommended for water supply subprojects are affordable (1.29%–1.85% of 
monthly income). However, the proposed weighted average water tariff rate and the monthly 
billing amount for average households will be significantly higher than the existing tariff rate and 
monthly household bills. The existing tariff rate is based on a flat rate of NRs50 per month for 10 
m3 and NRs15 per m3 for additional water consumed. Hence, considering average water 
consumption, the current average cost is about NRs8 per m3. The tariff paid by 43.4% of 
households is less than NRs100 per month; 48% of households pay NRs100–NRs300 per 
month, and the remaining households pay more than NRs300 per month. The proposed 
average water tariff rate is NRs28.26 per m3 on average, and the corresponding monthly billing 
for average households will be NRs452. For this reason, higher tariffs—which would have made 
the project financially sustainable under adverse scenarios—were not suggested. For shared 
connection costs, considering an average of five households per shared connection, the 
connection fees would be NRs4,000 per household. Additional measures, such as spreading 
out the connection fees over several months, may be required to ensure affordability for poor 
households. There is a provision to consider performance-based grants (such as output-based 
aid) to ensure access by the poor.  
 

Table 3: Water Tariffs 

 
Proposed Existing 

Item 
Band  
(m

3
) 

Price  
(NRs) 

Band  
(m

3
) 

Price  
(NRs) 

Tariff structure for shared connection 

0–10 11.00 per m
3
 

  
11–20 16.50 per m

3
 

  
>20 19.25 per m

3
 

  

Tariff structure for household 
connection 

0–10 27.00 per m
3
 ≤ 10 50 

11–20 40.50 per m
3
 >10 15.00 per m

3
 

>20 47.25 per m
3
 

  
Tariff structure for non-domestic 
connection 

0–20 45.00 per m
3
 ≤ 30 800 

>20 78.75 per m
3
 >30 30.00 per m

3
 

Tap stand Lump sum 500 
  

m
3
 = cubic meter, NR = Nepalese rupee. 

Source: ADB fact finding mission estimates, 2011. 


