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1. Country and Sector Background 

The challenge in Nepal is to reverse the vicious circle of poverty, inequality and violence, which in part is 
the result of successive unstable governments. In late January 2003, a cease-fire was agreed upon by His 
Majesty’s Government of Nepal and the Maoists that lasted until August 2003. Conflict then resumed 
until April 2006, when the King’s powers got restricted and a new government (Government of Nepal – 
GON) was formed – until constituency assembly elections take place.  The new government and the 
Maoists agreed on a ceasefire and the inclusion of the Maoists in the Interim Government.  This political 
change opens up tremendous opportunities for Nepal to break with its past and to lift many of the social 
and political constraints that were previously accepted as given. While the political situation remains 
unstable, one of the critical challenges that new GON faces today   is one of establishing credibility for 
the state as an institution. Improving the state’s delivery of development becomes therefore important not 
just for its own sake but also as a means to create the political space and the institutional legitimacy GON 
now so critically requires.  

The key problems in rural areas in Nepal continue to be: (i) high poverty, social exclusion and lagging 
human development indicators in rural areas; (ii) limited success of public rural development and anti-
poverty programs in reducing poverty; and (iii) the Maoist insurgency that distracts government and 
limits services and opportunities in conflict areas. 

(i) Rural Poverty and Social Exclusion: Poverty in Nepal remains pervasive with 31 percent of the 
population below the national poverty line. In general, the poor live in rural areas (about 88 percent) and 
engage in subsistence agriculture on small plots of low quality land; have limited access to roads, 
markets, health and education, often because of remoteness; and rely heavily on seasonal migration and 
remittances. Further, some ethnic minorities, people living in remote areas, female headed households, 
and women continue to lag behind in income and asset levels, educational achievements, and other human 
development indicators. The gender gap in education is not narrowing, and remains at 13 percent at the 
primary level and an 8 percent at the secondary level. 

(ii) Poor effectiveness of public expenditures in rural areas: GON spends close to 6% of GDP on 
rural development and poverty alleviation programs. While this high level of expenditures shows the 
commitment to rural poverty alleviation, there are concerns regarding the effectiveness of these 
expenditures. Key issues include poor targeting; tied funds, and supply driven investments; high 
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administrative costs; complex procedures; and lack of transparency. In addition, it is widely believed that 
corruption is pervasive, leading to misallocation of public resources, delays in project implementation, 
and rapid turnover and perverse incentives for public servants. Lack of coordination in donor assistance 
compounds the problem, resulting in projects that are often ’donor driven’, work at cross-purposes, and 
escape government oversight. Finally, Nepal’s problems are compounded by its fiscal situation; low 
growth has led to a short-fall in domestic revenues and the Nepalese estimate a decline of around 25 
percent in foreign aid disbursements compared to the 2002/03 Budget. This was because many donor 
funded projects were not implemented as planned due to security and related issues that have affected 
implementation. As a result, development expenditures have been far less than what was budgeted - 
perhaps as much as 20 percent. 

 
(iii) Maoist Insurgency: Since peace talks with the new government have resumed, a cease-fire has 
been agreed upon. The parties have agreed on a peace process that would be based on the establishment 
of an interim government that includes the Maoists, and on the simultaneous dissolution of the Parliament 
and the Maoists’ “people’s governments” existing in many Districts. United Nation’s assistance in 
monitoring of arms during the election period for the constituent assembly was also requested. Over the 
past few months, daily life has become noticeably easier, with movements of both people and materials 
taking place with fewer hindrances.  However, a strong and consistent message on public policy from the 
Interim Government, including the Maoists, is needed for improved economic management and business 
confidence. 

Government Strategy: There has been a significant political transition in Nepal since April 2006.  
Following three and a half years of derailed democracy, a democratic government has been formed by the 
Seven Party Alliance (SPA).  There is, however, a widespread skepticism about the democratic process to 
govern the country responsibly and effectively, which had led to the King’s intervention in the political 
process in 2002 in the first place and lies at the heart of the unstable political situation. Therefore, a 
central challenge for the new government is to establish credibility of the state as an effective institution 
especially for development.  The government is aware of this challenge, and recognizes that it must 
deliver tangible development impact to a broad segment of the population in a short time.  GON budget 
for FY06-07 reveal important and broad changes that seem to set a new direction. In particular, there is a 
distinct shift in the allocation toward ‘pro-poor’ spending (i.e., primary education, primary health care, 
rural access, etc.).  Claiming 54% of the increase in the budget, the share of pro-poor spending will rise 
from about 33% of the total budget in FY05/06 to 38%.  In addition, this budget takes a major stride 
toward making community-based programs the mainstay of the development strategy.  Significant 
increases in the allocations for the Poverty Alleviation Fund (PAF), community-managed schools and 
other similar projects, as well as doubling of block grants to the Village Development Committees (to 3% 
of the budget) all indicate that the central government is trying to shift decision-making authority over the 
use of resources as close to the ground level as possible.  This approach also gives credibility to the focus 
on rural development.  
 
2. Objectives 
 

The project's development objective is to improve the livelihoods of the rural poor and socially excluded 
in Nepal by: (i) creating infrastructure, employment and income generating opportunities in the most 
depressed villages and habitations; (ii) enhancing the capacity of local governments, particularly Village 
Development Committees (VDCs) to provide and sustain services for poor and socially excluded groups; 
and (iii) creating an instrument where donors can come together in a coordinated manner and support 
government programs targeted on the rural poor. 
 



3. Rationale for Bank Involvement 
 
The Bank brings its global experience on social funds, community driven development and 
decentralization, all of them relevant to today’s Nepal. Many evaluations of these types of operations have 
taken place (Social Funds: Assessing Effectiveness, OED, World Bank 2002). Several operations in 
South Asia (e.g., India, Pakistan) in fairly similar contexts provide valuable lessons for Nepal. The Bank 
has also supported similar projects in other post-conflict situations (e.g., Peru) with problems similar to 
those Nepal faces today. Support by the Bank would make it easier for Nepal to involve other donors as 
well. While all donors have been supportive of the new government, they have been somewhat cautious in 
making new commitments, pending the presentation of the government’s strategy for renewing the 
development efforts.  The Bank strongly endorses the new government’s strategy and supports its focus 
on PAF as a key instrument to deliver quick development impact.  Providing additional funding for PAF 
will not only assist this particular initiative, but also signal support for the new government’s larger 
efforts to maintain strong focus on development and poverty reduction. Finally, because the Bank is 
actively supporting the decentralization agenda in Nepal, it would be able to ensure that PAF and 
decentralization would continue in a complementary and harmonious manner. 

4. Description 
 

The project would include the following components: 

 (a)  Administration of the PAF. The project would finance PAF staff, establishment and operating 
expenses including financial, procurement and environmental management and audits. 

 (b)  Income Generating Sub-projects Targeted to the Poorest and Excluded Groups: Examples include 
micro-irrigation, micro-enterprises, land productivity, animal husbandry, and others. The Credit 
would provide matching grants for income generating activities to be decided on by the groups in 
poor communities. Social organizations (such as NGOs) would be recruited to work with these 
community groups to help them develop sub-project proposals. 

 (c)  Small Scale Village and Community Infrastructure: Examples include engineered trails, 
footbridges, schools, clinics and other public infrastructure of small scale that can be managed by 
community groups or VDCs (Village Development Councils). Preference would be given to 
infrastructure in VDC development plans where they exist and where the VDC is willing to 
contribute a share from its own resources.  Requirements for approval would be that the 
employment created would benefit the poorest populations, and that a credible operations and 
maintenance plan has been prepared. 

 (d) Capacity Building: This would include four sub-components: 
 

(i) Mobilization of Community Groups: Support Organizations (SOs) and other organizations 
would be selected to work in target areas to disseminate information about the project, 
mobilize community groups and work with them in developing subproject proposals. 
Where local governments are functioning, SOs would also liaise with them to ensure that 
the proposed infrastructure projects fit into VDC's plan and priorities. 

 (ii)  Capacity Building for Local Governments: This sub-component would focus on building 
capacity of local governments in financial management, participatory budgeting, social 
issues, and other relevant topics for local development, as well as on the rules of operation 
of the PAF to enable local governments to assist groups and communities to access PAF 
resources. 

 (iii)  Support to Micro-finance Intermediaries: While PAF would not finance micro-lending, it 
would finance capacity building for micro-finance intermediaries. 



(iv)  Information, Monitoring and Evaluation: This sub-component would include: (a) 
dissemination of information about the project and other government programs; (b) a 
standard management information system (MIS); (c) structured field visits to assess impact; 
(d) beneficiary assessments; and (e) impact assessment surveys starting with a baseline 
during the project’s early phase. 

 

5. Financing 
Source: ($m.) 
BORROWER/RECIPIENT 0 
IDA Grant 25 
 Total 25 
 
6. Implementation 
 

Institutional arrangements: PAF I was a pilot project, aimed at testing a new approach for poverty 
alleviation programs targeting vulnerable populations. Additional financing will be extended to 19 
additional districts (also ranking very low in Human Development Index) without any changes in the 
implementation arrangements.   

At the national level, and similarly to the pilot, the additional financing would support the PAF, 
established as an independent agency under Nepali law. PAF is managed by a Board of nine members 
belonging to the National Planning Commission (member secretary), Association of District 
Development Committees of Nepal (President), National Dalit Association (President), National 
Association of Village Development Committees of Nepal (President), and National Women’s 
Association (President). The Prime Minister will be the ceremonial chair of the Board, and the Vice-
Chairman, to be named from outside the government, will be the functional chair person. Day-to-day 
operations are the responsibility of an Executive Director, which was competitively recruited.  PAF has a 
lean structure with a limited number of staff, recruited on competitive salaries, on fixed term contracts, 
and a number of consultants and/or NGOs to help its operations as needed. Sub-projects approval, 
financial management and procurement follow acceptable transparent procedures. Assessments, sub-
project identification and preparation, and capacity building activities are contracted out. PAF’s 
monitoring and evaluation system would include to the maximum extent possible the following elements: 
(i) standard MIS; (ii) structured field visits by PAF staff or consultants during and after implementation to 
assure that projects funded by PAF are having the intended effect; (iii) a system of benchmarks based on 
global best practice and Nepali experience to enable PAF management to compare various cost-
effectiveness and service delivery measures; (iv) beneficiary assessment surveys; and (v) structured 
impact assessments. The results from this monitoring and evaluation system would be made available to 
the public in a regular manner to ensure transparency. 

At the regional level, regional offices are established where the volume of work in the area requires a 
presence, but staffing is kept at a minimum.   

At the community level, PAF supports two types of sub-projects: (i) for income generation; and for 
village infrastructure. The same basic rules apply to both: 

• sub-project proposals are identified by groups of poor people (which could cover a village or 
several villages); 

• communities provide cash contributions; 
• a ceiling on the investment per household has been defined; 
• a ceiling on the size of each sub-project has been defined; 
• funds would be deposited in community bank accounts; and 



• decisions regarding the sub-projects would be participatory and inclusive and this would be 
carefully  

 monitored. 
 
The village-level project cycle would comprise: (i) community mobilization; (ii) project preparation 
including an operations and maintenance plan; (iii) appraisal; (iv) approval; and (vi) implementation. 
Where local governments are operational, they would need to approve infrastructure sub-projects. Final 
sub-project appraisals would be the responsibility of PAF staff and approval would be by the Board 
although this could be delegated for smaller and standard sub-projects and once experience is gained. 

7. Sustainability 
 
Financing and provision of access to livelihood opportunities and basic services will remain a function of 
the Central Government. Through the Poverty Reduction Strategy (PRS), GON has recognized exclusion 
as a priority development agenda for poverty reduction. The PRS emphasizes improved service delivery, 
and more serious efforts to assist dalits and other disadvantaged groups. Sustainability has been further 
demonstrated by the most recent budget speech which identified community-based programs as the 
centerpiece of the GON’s efforts to extend rapidly its developmental reach to the remoter and poorer 
areas of Nepal. Among them, PAF was especially mentioned, for it has proven to be particularly effective 
in targeting the poorest and the marginalized communities.  As a result, GON has scaled up this program 
to 1/3 of its poorest 75 districts (as identified by the Human Development Index). The sustainability of 
community capacity for collective action would be promoted through project's demonstration effects. The 
sustainability of sub-projects would be promoted by (i) ensuring that villagers want the subprojects and 
contribute to costs; and (ii) ensuring relevant subprojects include an O&M plan proposed and supported 
by communities. 

8. Lessons Learned from Past Operations in the Country/Sector 
 

The project draws on the global lessons from the social fund and community driven development projects 
and the experience of development projects in Nepal. Key lessons for the design of a mechanism such as 
PAF are: (i) full autonomy and transparency; (ii) small, results-oriented organization; (iii) distinction from 
current programs; and (iv) complementarities with the decentralization process. Linkage to the fiscal 
decentralization process provides a way for PAF to develop an exit (or at least a scope reduction) strategy, 
unlike most social funds. As the process of fiscal decentralization provides more resources to local 
governments, and as their capacity increases, PAF would diminish its role to one of focusing on special 
target groups. 
 
The proposed project has also drawn on the Bank's global experience in community driven rural 
development. Key lessons are: (i) communities need to be in the driver's seat through control over funds 
and investment decisions to achieve efficiency and sustainability -- at the same time project implementers 
need to be continuously aware that "communities" themselves contain important social and economic 
stratifications and it is important to listen to the often more muted voices of those with low social and 
economic status within the village and ensure that their priorities are also reflected in the interventions 
PAF supports; (ii) communities can contribute towards investment and operational costs if they are 
assured of good service; (iii) it is not enough to mobilize communities for social action--they want 
economic opportunities and need investments to be made in these, alongside social mobilization; (iv) 
ensure speedy implementation through development of streamlined procurement and disbursement rules 
and regulations, detailed operational manuals, computerized MIS, standardized financial management 
procedures, regular and rigorous auditing, and quantitative monitoring and evaluation; and (v) create 



competitive employment conditions for the project management staff to attract and retain competent and 
motivated individuals. 
 
The large number of donor and NGO-sponsored local development projects implemented in Nepal over 
the past two decades provides a rich source of lessons for PAF design and operation. Studies financed by 
the World Bank, IFAD and others, show that the traditional model of public investment and service 
delivery in which line ministries and central agencies plan, finance and execute local public investments 
perform less well than participative models centered on community organizations and local government 
institutions involving also the private sector. In particular, modalities of investment and service provision 
which combined social mobilization (usually by NGOs), with SOs, VDCs and District Development 
Committees (DDCs) throughout the project cycle results in lower unit costs, better quality, greater 
transparency, and more long-term sustainability. This was largely the product of greater local ownership 
of project outputs, greater transparency, more realistic scope and size of projects, and the use of more 
appropriate technologies. 
 

9. Safeguard Policies (including public consultation) 
 

Safeguard Policies Triggered by the Project Yes No 

Environmental Assessment(OP/BP 4.01) [ X] [ ] 
Natural Habitats (OP/BP 4.04) [ ] [ ]
Pest Management (OP 4.09) [ ] [ ]
Cultural Property (OPN 11.03, being revised as OP 4.11) [ ] [ ]
Involuntary Resettlement (OP/BP 4.12) [ ] [ ]
Indigenous Peoples (OP/BP 4.10) [ X] [ ] 
Forests (OP/BP 4.36) [ ] [ ]
Safety of Dams (OP/BP 4.37) [ ] [ ]
Projects in Disputed Areas (OP/BP 7.60)* [ ] [ ]
Projects on International Waterways (OP/BP 7.50) [ ] [ ]

10. List of Factual Technical Documents 
 

11. Contact point 
Contact: Geeta Sethi 
Title: Sr Economist 
Tel: (202) 473-1386 
Fax:  
Email: Gsethi@worldbank.org 
 

* By supporting the proposed project, the Bank does not intend to prejudice the final determination of the parties’ claims on the 
disputed areas 



12. For more information contact: 
The InfoShop 
The World Bank 
1818 H Street, NW 
Washington, D.C. 20433 
Telephone:  (202) 458-4500 
Fax:  (202) 522-1500 
Email: pic@worldbank.org 
Web: http://www.worldbank.org/infoshop 

 


