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FOREWORD

When reforming their financial sectors, postconflict countriesface many challenges, among them
damaged physical infrastructures,deskilled staff, and outdated technol ogical capacity. Because properly
functioning financial systems enhance economic development, reduce transaction costsin the economy,
promotethe efficient use of financial resources, and improvefinancia market liquidity, it isvital that
those challengesbe met. The World Bank's experiencein Bosnia-Herzegovina, K osovo, and East Timor
has proven that these challenges are not insurmountable. Buildings can be rebuilt, staff retrained, and
technol ogy upgraded. Comprehensive, well-sequenced, and well-coordinated financial sector reformscan
restore basic servicesin the short-term, and the financia sector can return to long-term growth and
vitality.

Thisisthefirst comprehensivestudy of the financial sector in Afghanistan. It detailsthe state of the
financial sector after thefall of the Taliban regimein 2001; the reformsthat have taken place in the period
2002-2003, and outline the medium- to long-term financial sector development strategy for Afghanistan.
Although thisstudy is specific to Afghanistan, it sheds some light on some of the common
macroeconomic and financial sector challengesfacing governmentsof countries emerging from conflict,
and some of the possible solutionsthat would alow for successful financia sector reconstruction.

Thisstudy builds on the Bank's experience with reconstruction effortsin Bosnia-Herzegovina, Congo,
Liberia, and East Timor. Although every post-conflict society is unique, some general lessonscan
neverthelessbe drawn from experience. As happened el sewhere, financia sector reformsin Afghanistan
continueto produce a dynamic learning experiencefor the government and its international, multilateral,
and bilateral development partners. Already, their experiences, as documentedin thisstudy, have
reaffirmed lessons |earned e sawhere—namely, that legal reforms are critical; reforms should focus on
just afew areas; and effortsto rehabilitate state banks will fail without fundamental reformsof the legal
and regulatory frameworksor the ownership and governance structures.

This study reaffirms the World Bank's shared commitment, with the government of the Islamic Republic
of Afghanistan, in strengthening the capacity of itsfinancial sector and promoting financial sector
reforms. Although we still do not have all the information we need for a definite understanding of how
thefinancia sector worksin Afghanistan (nor, in fact, do we have answersfor the many reform questions
that have been raised) we can begin to move ahead with reformswith that we know. The challenge now is
to design, develop, and implement reforms, in partnership with the government of 1slamic Republic of
Afghanistan, with other donors, and with financial institutionsih the country, practical, effective
programswhat will serve Afghanistan's financial sector needs.

Joseph Del Mar Pernia
Director
Financeand Private Sector
South Asia Region
World Bank
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EXECUTUVE SUMMARY

L BACKGROUND

Thisisthefirst comprehensive study of Afghanistan's financial sector. It details the state of the financial
sector after thefall of the Taliban regimein 2001; it discusses the reforms implemented since 2002-03;
and it outlines a medium- to long-term financial sector development strategy. Although specific to
Afghanistan, it sheds light on general factors that contribute to successtul financial sector reformin
postconflict countries.

Afghanistan has faced more than 25 years of international and domestic conflict. When the Taliban
regime fell in 2001, the country was one of the poorest in the world. Its financial sector, like the rest of
the economy had collapsed — infrastructure,human, and technological capacity was weak and in most
cases absent.

Afghanistan's recovery has advanced through avariety of opportunities and resources— amongthem its
strategic location; its natural resources; a government committed to reform and development; full
multilateral engagement by the international community; and the determination and entrepreneurial spirit
or the Afghan people.

To sustain this progress, concerted efforts are required on al fronts— political, economic, and security.
Improvements in security depend on afunctioning, representative, and inclusive political system.
Economic growth can occur only if security continues to improve and the political situation becomes
more stable. Employment, to bring people out of perpetual poverty, isindispensable for long-term
political stability and security. At the heart of the current econamic recovery, upon which so much
depends, is an intense effort to rebuild and reform Afghanistan*;s banking and finance system. That effort
isbased on athorough investigation of the system's problems.

Written over two years (March 2002 —March 2004), this study is based on six field visitsto
Afghanistan—twoin 2002 (March and August), three in 2003 &January, June, and December), and one in
March 2004." The second field trip, in August 2002, included visits to the provincial cities of Jalalabad
and Herat. During the visits, team members conducted extensive interviews on the state of the financial
sector and the reforms required to strengthen its performance. They talked with staff at the Ministry of
Finance, Da Afghanistan Bank (DAB, the central bank), the Ministry of Rural Development, the Ministry
of Planning, the Afghan Chamber of Commerce, other governthent ministries and departments, and
several international aid institutions and nongovernmental orga@nizations (NGO:s). Discussions also were
held with numerous private sector financial entities, particularly the management of the state commercial
and development banks, the newly licensed foreign commercial banks, and the money exchange dealers,
including the chairperson of the informal, Kabul-based Money\Exchange Dealers Association and a
Jalalabad-based member of the association's executive committee. The January 2003 visit included the

"' World Bank Policy Notes prepared during these visits include: Inviting Foreign Banks into Afghanistan (July 31, 2002), The Money Exchange
Dealersof Kabul: An Analysisof the Hawala Systemin Afghanistan (June 2003), Bank Restructuring Options (June 2003), and Voluntary Staff
Rationalization Options (June 2003).



preparation of detailed assessmentsof Da Afghanistan Bank and the state commercial and devel opment
banks— Agricultura and Development Bank, Bank Pashtany and Terjaraty, Banke Millie, Export and
Import Bank, Industrial Development Bank, and Mortgage and Construction Bank.

It isthe thesis of thisstudy that the implementation of financial sector reformsin Afghanistan will take
longer than originally anticipated, given the profound and cumul ative deterioration of the financial sector,
as of the end of 2001. Afghanistan requiresafocused and sustained reform effort to fully addressa
complex and challenging set of problems:

Absence of an effectivelegal framework

Poor and outdated physical infrastructure

Lack of trained personnel

Inappropriategovernanceand ownership structuresin the state banks
Inadequate collateral and bad debts

Low depositor confidence

Absence of clear accounting standards

Lack of an effectiveformal paymentssystem.

Progress has been made since 2002. The central bank has been furnished with needed equipment; the
government has adopted two presidential decreesthat providea basic legal framework for a modem two-
tier banking system; and more than three new banks have been licensed on standards consistent with the
new legal framework. But much remains to be done beforethe financial system can play a meaningful
role in the economic development of the country. This study documentseffortstoward this goa and
recommendsmeasuresto improvethe effectivenessof the reform processin the central bank, the state
commercial and devel opment banking sector, the microfinanceindustry, and theinformal financial sector.

11. THE CENTRAL BANK

Chapter 2 focuses on Da Afghanistan Bank, discussingthe state of the country's central bank sincethe
fall of the Taliban government. It describesthe absence of meaningful central banking structuresand
functionsand the inadeguacy of the human and technol ogical resourcesto implement much-needed
financial sector reforms. It then tracesthe reform efforts of multilateral and bilateral partnersduring
2002-03. The chapter's conclusion reiteratesthe difficulties of establishing sound monetary and
supervisory policy and frameworksin postconflict countries.

State of the central bank after thefall of the Taliban

When the Taliban regimefell in 2001, Da Afghanistan Bank (DAB) was a moribund institution operating
in alegal vacuum and unable to offer basic financial services. Staffed with unskilled and often de-skilled
employees, it had little in the way of technological resources to undertake conventional central banking
functions. Its problemsfall into five main categories:

1. Legal and regulatory framework: Afghanistan's 1994 Law on Money and Banking, which provided
the country's only legal framework for the financial sector, was fundamentally flawed. Designed on
the now outdated socialist principlethat the purpose of monetary policy is to direct credit, the legal
framework was unsuitablefor a market economy. It tolerated significant conflicts of interest between
the government, central bank, and commercia banksand lacked important modem prudential
standards and enforcement tools.



2. Monetary policy framework: No functioning monetary policy framework wasin place. Confidencein
the national currency was low, asthe Afghani had lost much of its value during years of high
inflation. Moreover, DAB had little or no control over theissuance of currency —at least three
versions of the national currency werein circulation.

3. Banking supervision structure: Banking supervisionin a modem sense did not exist. DAB’s staff had
amost no knowledge of the abjectivesand techniquesof modern banking supervision. Banking data
had not been collected in years and no assessment had been made on the health of the banking sector.

4. Commercial banking activities and the national paymentssystem: The central bank had no capacity to
play itsrolein international and domestic payments systems. With a single, unreliable telephone
connection, it had no SWIFT or related connectionswith the rest of the bankingworld. Domestically,
the central bank branch network faced serious structural and operational problemsthat made it
difficult to achieve quick interbranch connectivity.

5. Operational capacity: DAB’s staff did not have the banking and technical skills needed to conduct
non-cash-based banking business. Consequently, the central bank had not prepared audited financial
statements since 1996. Although accounting data for financial transactionshad been, and continued to
be, collected, the data was not processedin a manner that enabled the preparation and audit of
financial statementsin accordance with international accounting and audit standards.

Central banking reformsin 2002-03

With the help of international organizationsand bilateral partners, the central bank's restructuring and
modernization commenced in mid-2002, albeit with enormous challenges:

A new central banking law isnow in placethat guarantees the central bank's autonomy.

e A new commercial bankinglaw isin placethat requires of banks prudent entry, conduct of
banking operations, and exit from thefinancial sectori

e A rudimentary monetary policy regimeis emerging after the successful issuance of anew
currency.

e A new banking supervision department is in place and has commenced on-site inspections of
banks.

e Thecentra bank's SWIFT connection is functional—one-third of the central bank branchesare
now connected el ectronically for domestic payments.

e The central bank's operational capacity has been substantially improved.

Overall, progress has been modest but the pace of reform has been seriously stalled. There were reports of
legal wrangling over the degree of central bank independence; attempts at improving the international and
domestic payments systemswere at times poorly funded; and steps at building internal human and
technological capacity were limited. In a hasty effort to addressthe problems plaguing the payments
system, the reforms of 2002 and 2003 failed to realize the scope of the reforms envisioned at the
beginning of the process. In December 2003 DAB remained far behind even basic standards of modern
central banking. Central bank reforms urgently require a more comprehensiveapproach. The modest
progress made to date includes:
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Legal and regulatory framework: After an exhaustive consultation process, numerous revisions, and
apresidential decree the government passed a new central bank law in September 2003. The law
provides a strong framework for atwo-tier banking system in Afghanistan. Significantly, the law
also providesfor full central bank independencein the design and implementation of monetary and
banking supervision policy. Article 4 of the central bank law states that the management of Da
Afghanistan Bank shall enjoy autonomous regulatory powers, be entirely independent from any other
authority in the pursuit of its objectives and the performance of its tasks, and must refrain from
political activities.

Monetavypolicy: The government made acrucial step in establishing financial stability with its
introduction of the new currency on January 2,2003. With it, the country will be able to create an
environment conducive to restoring sustainable economic growth in Afghanistan. The exchange rate
of the Afghani hasremained broadly stable since the completion of the conversion process, reflecting
both sound financial policies and popular confidence in the new currency. The central bank also has
chosen to adopt afloating exchange rate regime because, a least for the near term, the economy is
undergoing large structural changes, and the equilibrium exchange rate will change as a resullt.

Banking supervision: The Banking Supervision Department was created in July 2002. By December
2002, the central bank had begun to design and implement specific policies and proceduresfor
licensing, off-site analysis, enforcement of laws and prudential standards, reporting, accounting, and
off-site examinations. Training for the department's 38 staff memberswas done concurrently with
the realignment of its activities into three sections:

0 Supervision of banks and non-banks
0 Specia supervision of troubled banks
o Licensing and regulation.

By June 2003, the bank had a semi-functional supervision department.

Commercial banking activities and national payments system: Very early in the reform process, it
was clear that DAB should not continue its commercia banking activities and needed an appropriate
exit strategy. It was also recognized that, given Afghanistan's circumstances, DAB should make a
gradual transition from its direct role in the payment and settlement system to one in which it
regulated, supervised, and oversaw other institutions. While the payments system is being devel oped,
confidencein that system needs to be built and maintained, and the exit plan needsto be carefully
coordinated and phased. The central bank law of September 2003 recognizesDAB’s overall strategy,
particularly the need for commercial banking servicesin areas where there are no banks or services,
and pre-establishes an exit strategy for the central bank once those services are established by others.

THE STATE COMMERCIAL AND DEVELOPMENT BANKS

Chapter 3 analysesthe financial condition of the state commercial and development banks and considers
the feasibility of restructuring some of them. In the absence of any recent financial statements, annual
reportsand regulatory information, this chapter is exploratory and necessarily investigative. More detailed
assessmentsare required prior to the implementation of a comprehensive restructuring program.



The state banking sector after thefall of the Taliban

Afghanistan has a very old banking tradition oriented toward the private sector. Bank Mille,
Afghanistan's first private bank, was established in 1933; and the second, Pashtany Terjaraty Bank
(PTB), in 1955. It was only in the 1970s that the state, under the Daoud government, took an ownership
interest in both financia institutions. PTB was nationalized in 1974, and Banke Millein 1976. During the
1970s the government al so established two devel opment banks—Industrial Development Bank (1973)
and Export Promotion Bank (1975), in addition to the Agricultural Development Bank, which had been
established in 1954. By December 2001, however, all these state-owned banks were plagued by the same
problems as DAB —week corporate governance and management structures, unskilled human resources,
outdated technological capacity and accounting systems, and grave liquidity and solvency problems:

e  Corporate governance and management structures: Political interferencein the banks' operations,
management, and control (including lending decisions), lax legal and regulatory oversight, poor
incentives for sound banking, the lack of banking experience among the clerics and mullahs
appointed to management positions, the transformation of the banking system into mono-banking
during the Soviet era, and inappropriate applications of Islamic banking practices during the Taliban
period resulted in unclear organizational and departmental policies, procedures, information and data
flows, decision-making responsibilities, and accounting systems.

e  Human resource capacity: Ungualified and inexperienced bank personnel staffed all levelsof
banking operations, including the managing board and department headsin most, if not all, banks.
There was little understanding of the componentsof profit and loss, cash and funds flows, financia
intermediation, branch management and operations, computer and automation technology,
accounting, loan administration, and risk assessment and management. The Taliban ordered the
termination of all qualified staff and top management, as well as anyone educated in the Soviet
Union, any member of pro-Soviet political parties, and all women.

e  Computing technology: In 2001 the few personal computersin use in Afghanistan's banks were old,
slow, and had little storage capacity. They were used primarily as word processorsin the chief
executive's office. Occasionally, afax machinewas found, but they too were of little use, given the
unreliability of telecommunications. Until the early 1990s a few banks used NCR machinesto record
ledger and statement entries, but these machineshad fallen into disuse. Universaly, transactions
were processed and recorded by hand. Customerswere given passbooks and ledger cards, which
were maintained manually.

e  Accounting systems: Weaknesses in the banks' accounting systems (for financial reporting,
management, budgeting, and decision-making), made it almost impossible for management and staff
to perform any meaningful financial analysis and disclosure. Given theineffective corporate
governance structures, the weak financial and managemerit accounting systems in the banks resulted
in their failureto:

o Comply with the existing financial, operational, and management regulatory
reguirements (poorly designed as they were)

0 Assess credit worthiness and manage risk

o Observe appropriate loan accounting policies, practices, and reporting consistent with
sound credit and risk analysis, and asset and liability management



0 Ensurethat minimum capital requirements, capital adequacy, required.liquidity, credit
concentration, and foreign currency exposurelevels are properly accounted for and
measured

o Providefor thetimely recognition of identifiedlossesand credit risks.

e Financial condition: Thefirst financial assessment of the banks conducted in January 2003
concludedthat al the bankswerein dire financial condition. Using incompletefinancial data, the
reconstructed the bal ance sheets and income statements of all the banksfirst suggested adverse
capital, asset quality, earnings, and liquidity positions. A subsequent financial review by the centra
bank conducted at the end of the year yielded slightly better results—al the banks had positive
capital:

Bank Millie $61 million
Banke Pashtany $18 million
Agricultural Bank $127 million
Export Promotion Bank $4 million
Mortgage and Construction Bank $0.037 million

With the exception of Bank Pashtany and the Mortgage and ConstructionBank, the banks had positive
net liquid assets:

Bank Millie $42 million
Banke Pashtany ($12 million)
Agricultural Bank $1 million
Export Promotion Bank $3 million
Mortgage and ConstructionBank ($0.016 million)

The state commer cial and development banking refor msof 2002-03

With the enactment of the new commercial banking law in September 2003, the central bank had to
decide which bankswould be allowed to apply for relicensing as specified in the act. Banks operating
under alicense granted by DAB before implementationof the new law were required to apply for a new
licenseby March 15,2004. Under the related presidential decree, DAB must decide on those applications
by June 15,2004.

Owing to their present impaired condition (see above), all six of the existing commercial banks are
required to submit, as part of their license reapplication,a restructuring plan to bring theminto line with
the prudential and management standards specified in the banking law. Formulation of these restructuring
plans should be the task of the banks' management or board of supervisors (from which employees of
DAB, the Ministry of Finance, and al other state authoritiesand municipal bodiesare legally excluded).
Shareholders (including the Ministry of Finance, if it isa shareholder) are to have the opportunity to
consider and vote on the restructuringplans prior to their submissionto DAB for approval . Assent or
dissent isto be conveyed by amajority vote of an extraordinary general meeting of shareholders.

DAB has the sole authority to review and pass judgment on the applicationsfor new bank licenses—and
thus sole responsibility for eval uating whether the restructuring plans submitted with the applicationsare
adequate. In its evaluation, DAB is bound to ensurethat the banks will meet the conditionsand standards
specified in the banking law, and that each bank will be treated equally in thisregard.



Should DAB reject an individual bank's relicensing application, the bank’s operationsare to be
suspended immediately. The ownersof the bank must then disposeof the bank's assets. DAB isbound by
the banking law to ensure that operations of the subject bank are terminated, and its assetsliquidated in
compliancewith legal requirements. Should the bank fail in thistask, DAB isto appoint a conservator to
carry out or completethe liquidation of the bank under DAB’s supervision.

V. THE MICROFINANCEINDUSTRY

Chapter 4 traces the growing importanceof microfinanceinstitutions(MFIs) in providing capital to small-
and medium-scal eenterprises (SME) to strengthen their businesses, and small loans to familiesto
improvetheir livelihoods. This chapter detailsthe state of the microfinance sector at the end of the
Taliban regime, discusses the reformsof 2002—-03, and concludes with recommendationson how to
strengthen the sector and increaseits contribution to private sector development. Providing innovative
financial servicesto the poor can be effectivein countrieslike Afghanistan, where most families consider
themsel vestoo poor to use conventional financial servicesfrom formal banks.

Themicrofinancesector after thefall of the Taliban regime

The demandfor microfinance servicesin Afghanistanis huge, becausefew entrepreneursgenerate
sufficientincome internally to reinvest in their business. And where there isa paucity of formal blanking
servicesthe informal sector fills the vacuum, providing the main source of financia servicesfor the
majority of people. The overall lack of capital is akey constraint to micro- and small-businessgrowth,
whilerural indebtednessis a serious problem in poppy growing areas.

The principal sources of credit in urban and rural areas are shopkeepers, traders, landlords, moneylenders,
family, and friends. With the collapse of the formal financial sector, people lost access to financefrom
commercial banks.

Asof May 2002 the supply of microfinanceservices was extremely limited. A World Bank assessment of
some 20 local and foreign nongovernmental organizations(NGOs) that offered, or planned to offer,
microfinance activitiesfound that, together, the NGOs had atotal outstandingloan portfolio of US$1
million and served just 12,000 clients—a tiny percentage of potential demand.

Overall, the microfinancesector provided financial serviceswhere the formal banking sector was clearly
failing. Because of the scale of the humanitarian disaster in Afghanistan, none of the NGOs specializedin
the provision of microfinance services exclusively. Many were engaged in providing other social services
and business support services. Unfortunately, the microfinancedxperience in Afghanistan has not been
well informed by lessons|earned from experience elsewherein the world.

Most NGOs activein Afghanistan have treated microfinanceas a charitable undertaking, appearing less
concerned about the sustainability of financial servicesfor the poor. The focus on end-clients, instead of
the ingtitutional-level clients, led to low repayment ratesand very limited outreach. A number of
microfinance service providers, recognizing the need for sustainable service delivery, started to be more
aware of cost-effectiveness, efficiency, and the possibilities of lending on a cost-recovery basis while not
violating Islamic principles. Few microfinanceprograms, however, incorporated what are considered
good practicesin microfinance.



Microfinance reformsin 2002-03

In 2002, the microfinance sector attracted widespread interest among Afghanistan's international and
bilateral partners keen to support SMEs. All highlighted the importance of micro-enterprise in helping to
revitalize the economy. Thelack of information about such enterprises, however, and about how best to
support them, led to cautious investment. In mid-2002 no donor was financing microfinance-specific
activities, and few had developed concrete plans to support microfinance. Most donors focused on
conducting assessments to get a better handle on the state of the industry, notably:

e |nternational Finance Corporation (IFC): Thefeasibility of abusiness plan to establish the First
Microfinance Bank of Afghanistan in partnership with the Aga Khan Fund for Economic
Development (AKFED)

e U.S. Bureau of Population, Refugees, and Migration (PRM) and USAID: Received proposals from
some of the leading U.S. NGOs planning to start microfinance programs.

e Asian Development Bank: Assessment of the state of the old Agricultural Development Bank for
purposes of revitalizing SME loans for the agricultural sector.

In May 2002 the World Bank and the 28-member Consultative Group to Assist the Poor (CGAP) joined
the list with a study on the feasibility of establishing a national microfinance institution to provide
financing and technical support for microfinance development. Their efforts resulted in the creation of the
Microfinance Support Facility for Afghanistan (MISFA), whichiis:

e Coordinating investment for microfinance by establishing a mechanism to channel donor fundsto
microfinance providers within a sectorwide devel opment framework

e Establishing well-structured financing for the start-up and development of sustainable microfinance
providers, including financing for institution building and loan-fund capital

e Providing or fund training and advisory services to microfinance providersto build their ingtitutional
capacity to deliver high-quality services

e Promoting good microfinance provider performance and transparent operations by working with
practitioners, donors, and government to establish sectorwide performance standards, aswell as
reporting and monitoring criteria

e Acting as an interim monitor of the non-deposit-taking microfinance sector, and promote the
development of a supportive environment for non-deposit-taking microfinance providers
(encompassing relevant legal areas such as taxation and NGO registration).

In the months leading to December 2003, real progress was made on microfinance initiatives. MISFA has
$25.2 million in committed funding from CGAP, the World Bank, the United States, Canada, Great
Britain, and Sweden. Of the total, $15.7 million has been disbursed to finance small loans for more than
17,000 Afghans, with thousands more to follow in the coming months. MISFA has signed funding
agreements with three microfinance institutions (BRAC, FINCA, and Mercy Corps) and isclose to
finalizing two more. Due to higher-than-expected demand, thefacility is seeking additional funds.

Meanwhile, local and international organizations showed continued interest in developing larger-scale,
sustai nable microfinance programs.

e First Microfinance Bank of Afghanistan (FMBA), with AKFED and IFC asitsinitial
shareholders, was licensed by DAB in September 2003 under the new banking law. Donor
pledges for theinitial technical assistance support were received from Japan, Norway, USAID,
the Netherlands, and IFC in the total amount of US$1.95 million. By February 2004, initial



capital of US$5 had been paid in by the AgaKhan Fund for Economic Development and the IFC.
The pilot microfinanceprogram started earlier by the Aga Khan Foundationwith 2,000 clients,
will be transferredto FMBA starting in the first half of 2004. In five years, FMBA intendsto
reach approximately 23,000 clients.

e Thelnternational Labour Organization has formulated a $6 million vocational training and $2.5
million microfinanceprogram to be implemented through two local NGOs. Funding is being
sought.

¢ The United Nations Drug Control Program has drafted @ $10 million social compact program, for
whichit is seeking funds, in poppy-growingdistricts of Kandahar and Badakhshan provinces.

¢ USAID is planning a program to rehabilitate agricultural input marketswith multiple
components. The finance component will focus on agricultural input traders and dealers, of which
there are an estimated 1,500 to 3,000, 75 of whom are large wholesalersand importers.

o Severd largeinternational NGOs with specialized microfinancecapacity have submitted
proposalsto donors for microfinanceprogramsin Afghanistan and have recruited or are planning
to recruit microfinancespecialists.

Although microfinanceis challenging in the Afghanistan context, the sector could take off rapidly if
several challenges can be met. Chief among those challengesare operating efficiently in scarcely
populated areas, stabilizing the currency, recruiting appropriate human resourcesfrom among aworkforce
that has not been working for many years, and promoting femal e home-based businesses.

Whiletheinstitutional capacity is being strengthened, it is also important that the legal and regulatory
frameworksfor NGOs and savings and credit associationsbe addressed. NGOs continueto be regulated
under a 1998 law adopted by the Taliban that is very unclear on microcredit activities. The timeframe for
drafting new legidlation had not been set at the time of our visit. Afghanistan reportedly does not have a
strong tradition of informal savings and credit associations, and no legal framework currently existsfor
membership-based savings and credit institutions.

The study participantsmake the foll owing recommendations:

Credit-only NGO MFTs should not be subject to prudential regulation and supervision. That is, the
central bank should not have a statutory rolein licensing or supervising NGOs doing microfinance,
because they do not deal in public money and create no risk to the safety and soundnessof the
financial system.

The central bank should consider devel oping specialized legisl ation for membership-basedsavings
and credit institutions over the next one or two years.”

V. THE INFORMAL FINANCIAL SECTOR
Chapter 5 focuses on the current practice of the hawala systemin Afghanistan. Aninforma mechanism

for transferring money, hawala operatesin parallel to the conventional banking system and offers many
similar services.” Its advantagesover formal financial institutionsinclude convenience, cost-effectiveness,

* See CGAP, " The Rush to Regulate: Legal Frameworks for Microfinance,” Occasional Paper, April 2000, for a good discussion of legal and
regulatory issues from the perspective of asupervisory body.

* The term hawala simply means "' transfer*'in Arabic. For purposes of this paper,"hawala system™ refers to the mechanisms for transferring
funds from one location to another that exists in parallel to the money-transfer mechanisms of the conventional banking system. A hawala
transaction, asdefined here, encompasses transfers that are made through hawala system service providers (money exchange dealers) regardless
of the useor purpose of the transaction and the country of remittance or destinabon. It isan operation that consists of making afinancial transfer
between principals located in countries A and B, using intermediaries, hawaladarsHA and HB, who operate in the informal sector. HA receives
fundsin one currency from aprincipa (nongovernmental organization) and asks HB to advance the equivalent of the paid amount to a designated
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speed, and access to regions not served by forma financial institutions. The chapter describesthe
operational characteristicsthat make the hawala system vulnerableto financial abuse and presents
regulatory and supervisory optionsfor informal funds transfer systemsin Afghanistan.

Thestate of theinformal financial sector after thefall of the Taliban

In 2001 the Hawala system was the only reliable, efficient, safe, and inexpensivemeans of transferring
funds into Afghanistan and among its provinces. The country's formal banking system was not
operational. The six licensed banks provided no commercial banking services, nor did they have the
capacity to offer international or domestic remittanceservices. Unlessthey physically moved money
around the country, organizationsoperating in Afghanistanused the informal financial sector to conduct
banking business.

The informal money exchange dea ersoffer a diverserange of financial and nonfinancial businesses
opportunitiesstratified into local, regional, and international markets. Presently, morethan 300° registered
money exchange dealersin the market have organized themselves into an impressive open market
offering foreign-currency exchange, funds transfers, microfinance, trade finance, and deposit taking.
Nonfinancial activitiesmay includetelephoneand fax services, regional and international trade, and,
morerecently, Internet services.

Theefficiency, speed, and cost-effectiveness of theinformal financial sector

The Hawala System has become highly efficient. Transferringfunds to Kabul from Peshawar, Dubai, and
London takes an average of 6 to 12 hours. Most transfers between Kabul and any of the regional centers
are completed within 24 hours. Slightly moretimeis required for paymentsto more remote regions or
villages where the money exchange dealer does not have alocal officeor representative. As
communicationfacilitiesimprovein Afghanistan, thetransaction time will continue to decline.

The cost of making fundstransfersinto and around Afghanistan averages1 to 2 percent. The fina
guotation dependson the volume of the transaction, the rel ationshi p between the client and the hawala
dedler, the currency of exchange, the security environmentin Kabul and at the destinationfor the funds,
and the negotiating skills of both parties.

The hawala systemisalso reliable. Theinternational agencies and NGOs contacted during the course of
the study expressed general satisfaction with the delivery of funds. Seldom do dealersfail to make
payments. In addition to the expected high standard of adherenceto codes, default risk has been
eliminated through the " confirmation-before-payment™ process. In al cases reviewed during the study,
the remitter pays the hawala deal er for the funds remitted only after the recipient confirmsreceipt of the
money.

Thedevelopmental role of money-exchangedealers

International and domestic NGOs, donors, and devel opment agencies use the hawala system to deliver
humanitarianrelief and developmental aid to Afghanistanand to move fundsinto and around the country.

beneficiary in the local currency. Since HA instructs HB by phone or fax, funds are delivered in amatter of hours. HA is remunerated through a
fee or the spread on the exchange rate, but normally a hawala transaction remains less expensive than payments made through the formal banking
sector.
* Estimates of the number of unregistered money exchange dealersin Kabul and around Afghanistan vary widely, from 500 to 2,000.
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Thereisno limit to the volume of fundsthe money exchangedealers of Kabul can process, either
individually or severally. Singletransactionsin excess of US$500,000, especially between Peshawar and
Kabul, are not uncommon. Smaller organizationsregularly remit US$20,000-US$30,000 through the
hawala system to meet operational expenses.

Vulnerabilitiesto financial abuse

The general inaccessibility of the customer records of money exchange deal ers and ambiguitiesin the
settlement process make the hawala system vulnerableto abuse. There are no standard documentary
requirementsfor conducting businessin the market. Neither the central bank nor the hawala deadlers
association requires dealersto open their booksfor external inspection, nor do they require periodic
financial reports. (Standardized documentation and reporting are considered unnecessary because of the
high level of trust upon which theinformal systemisfounded.) There are no standard requirements for
keeping records of completed transactionsand no regulatory requirement for customer identification.
Consequently, hawala transactions may leave no audit trail for law enforcement agenciesinvestigating
predicate offenses of money laundering, tax evasion, corruption, or other related activity.

It isdifficult to quantify and document the degree to which kawala is used to launder money in
Afghanistan. It is equally difficult to trace illegal money flows, to separatelegal fromillicit flows, and to
establish the financial linksto criminal activities. Law enforcement agenciesare often unable to penetrate
informal financial systems because of cultural and linguistic barriersor the close businessor kinship ties
of the participants. Additional constraintsin Afghanistaninclude:

Poor monitoring of cross-border currency movements

No reporting requirementsfor large cash transactions

Lack of uniform guidelinesfor identifying suspicioustransactions

Large parallel black market economies

Few opportunitiesto share financial informationwith foreign law enforcement authorities.

Regulatory and supervisory options

Selecting the appropriate regulatory and supervisory schemefor the informal financial systemrequiresa
realistic assessment of the environment in which the money exchange dealers operate. At the outset of
2002 the fundamental question facing DAB was whether money 5exchange dealersrequired regulation and
supervision. Did they pose such systemic risks as to require formal regulatory and supervisory regimes
similar to those being developed for the banking sector? Or could they be left alone without endangering
the long-term stability of thefinancial sector and monetary policy?

Afghanistan had four options. It could have prescribed no regulatory or supervisory standard. It could
have extended formal banking sector regulationsto the money exchange market and establish formal on-
and off-site supervisory mechanisms. It could have allowed self-regul ation and supervision among
dealers. Or it could have established special regulatory and supetvisory standardsfor theinformal sector.
Each policy approach presented specific administrativeand institutional challenges.

In light of intenseinternational effortsto combat money laundering and the financing of terrorism, the
first option was not feasible. Regulatory authoritiesimmediately begun considering, instead, how current
hawala practices will be brought into closer compliancewith international regulatory and supervisory
standards. Could the registration process be strengthened? Could client information the awaladars



already collect be standardized? Could hawal adar s begin to report suspiciousactivity to their own
association or directly to the central bank?What about the records hawaladar s keep? Could agreement be
reached about external oversight and accessto theserecords?

Article 77 of the central bank law states that foreign-exchangedeal ers, which includeshawal adarsdealing
in foreign exchange must be licensed by, or registeredwith, DAB under regulationsthat have yet to be
drafted. Oncelicensed, they will be expected to:

e Report transactionsover a minimum amount to a government department or agency designated by
theregulation

e  Collect and maintaininformationabout their customersas specifiedin the regulation
Periodically provide DAB with information about their customers, management, administration,
business, and financial condition.

The successof DAB’s attemptsat regulating the money exchange dealerswill be determined by the
deders appreciationof the need for external supervision. Because both DAB and the dealershavelittle
experiencewith regulation and supervisionof the informal money transfer business, the regulationto be
devel oped should not impose excessiverules and regulations. Still in its infancy, the theory behind
regulating informal transfersdoes not provide sufficient guidancefor policymakersfaced with a highly
innovativeand growing money transfer industry. If too detailed in its prudential requirements, the
regulatory structuremay stifle rather than promote the growth of an innovativeyet accountableand
transparent sector. Given the current level of knowledge of the informal transfer market, the regulatory
models adopted by the central bank should be based on incentivesrather than on direct external regulatory
interventions. Broader financial sector policiesthat improve the quality of money transfer servicesin the
formal sector will, in the longr un, be more effective.

VI. CONCLUSIONAND RECOMMENDATIONS

Over the last two years, progress has been made in reforming the financia system in Afghanistan.
Compared to December 2001, when the legal framework was outdated, no commercial banks were
operating, and a handful of NGOs competed with the informal financial sector, the outlines of aformal
financial system are emerging. Much remainsto be done, however, before Afghanistanrealizesthe shared
vision of a market-oriented, private-sector-ownedfmancial systemin which:

e Theautonomouscentral bank is fully equippedto carry out its regul atory and supervisory
responsibilities;

e Financial infrastructureprovidesfull accessto modern informationtechnology and
telecommunications;

e Financial ingtitutions, instruments, and servicesmeet the needs of the government, NGOs,
businesses, and households in both rural and urban communities

e Thecountry's financial institutionsare sound, efficient, and competitive.

Achievingthose goalsis hindered because Afghanistan still lacks prudential regulations, because DAB
remainsfar behind the standards of modern central banking, and becausethe publicly owned commercial
banks—Ilacking basic management systems, procedures, controls, and skilled personnel —remainin
critical need of rehabilitationor liquidation.

To addressthe key issues constrainingthe financial sector and achievethe long-term vision outlined
above, the central bank's reform efforts must now focus on:
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Strengthening the legal and regulatory framework of the entirefinancia system and enhancing
regul atory capacity to enforce that framework.

Enhancing the quality of corporate governancein the banking system and of financia sector
infrastructure.

Improving access to financial servicesfor small and medium enterprisesand rural communities,
and diversifying financial services and products.

Broadening and deepening the financial sector.

Strengthening the legal and regulatory framework and regulatory capacity

In the short to mediumterm astrong legal framework is a priority. Sustainablefinancial sector growth
and stability require aframework based on strong creditor rights. Weaknessesin the legal and judicial
framework governing the enforceability of commercial contract$, and slow and biased functioning of
courts, are common problemsin devel oping countries, particulatly postconflict countries. Developing an
appropriate legal environment for financial sector devel opment will require attention to the following
actionsin the short term (table 1):

Central bank: The recently passed central bank and commercial banking laws need to be
augmented with specific prudentia regulationsfor monitoring bank performancewith respect to
capital adequacy, asset quality, liquidity, and loan classification. Simultaneoudy the abillity of
bank supervisorsto conduct on- and off-site inspections should be strengthened.

State commercia banks: Until the state commercia banks are privatized, the central bank should
focusits reform efforts on strengthening corporate govemance structuresthrough a variety of
optionsincluding: guidelinesfor the appointment and dismissal of managersand board members,
new organizational structures, revised credit policy and controls, new proceduresfor credit-risk
evaluation, improved internal documentation and monitoring Systems, enhanced asset/liability
and treasury-management techniques, and automation.

New commercia banks: Afghanistan needs stronger bank licensing criteriaand proceduresto
providefor detailed assessment of new banks ownership and management structures, their
operating plan and interna controls, and their projected financial condition, including their capita
base. If the new bank isforeign, it is good practice to obtain prior consent from the home country
regulator.
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TableES.| L egal and regulatoryreformsneeded in Afghanistan'sfinancial sector

Short term ] Mediumterm Long term

rudential e Strengthen prudential e Continue progresson fi hancial

regulationsfor monitoring bank | regulations, includingloan sector reformincluding
performance—capital, asset classificationstandards, capital | strengtheningthe regulatory
quality, and liquidity adeguacy; increase minimum framework and modernizingthe
o Strengthen the ability of bank capital requirements central bank

banking supervisorsto conduct | e Establish competent

New
private
banks

commercial courts

e Strengthen corporate ® Sever state ownership of e Continueprogresson financial

governancestructures; process banks sector reformincluding

of appointing and dismissing resolutionof state-owned
board membersand commercial banksand entry of
management private sector banks.

¢ Strengthen criteriaand e Introduceanti—money e Strengthenrisk-based
proceduresfor new banksto laundering|egislation prudential regulations

clarify capital entry
reguirements, the scope of
individual operations,
management and sharehol der
reguirements, impact on
banking sector competition, and

¢ |ntroduceproduct/service
specific regulationsto ensure
safe banking practices

Microfinance .~
e Establisha more effective ¢ Adopt new NGO legislation e Continueprogresson financial
system of NGO and encompassing microfinance sector reform including entry of
microfinanceregistrationand activities, cooperatiives, and nonbank financial institutions
monitoring other savingsand credit
o Facilitateentry and expand associations
outreach
® Recognizethe self-regulatory | e Introduceprudential e Continueprogresson financial
potential of the Money Dealers | regulationsfor licensingor sector reform including entry of
Associationto introduce registration, suspiciousactivity | nonbank financial institutions
prudential regulationsrequired reporting, and record keeping
by law

FEporting Fequirements

¢ Work with the associationto
draft acode of ethicsand
standardsof conduct, and to
adopt disciplinary procedures

Given the growing concerns over resurging poppy production and the terrorist threat in some
parts of the country, the government will soon be expected to pass legidation to combat money
laundering and the financing of terrorism.

Microfinance ingtitutions. The new banking law includesno provisionsfor regulating and
supervising microfinanceinstitutions. Despite the increasing number of NGOs entering thisfield,
microfinanceis still at an early stage; it needsto be nurtured within the parameters of an
accommodating legidlative and regulatory structure. Reforms must focus on establishing abasic
but effective system for NGO and microfmance registration and monitoring. A legal framework
that is too detailed may stifle rather than devel op the sector.
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o Informal financial ingtitutions. Although DAB lacks the capacity to regulate money exchange
dedlers, it should recognizethe potential of the Money Deal ers Associationto act as a self-
regul atory body and work with it to introducethe new prudential regul ationscalled for in recent
legidation. The central bank should encouragethe association to draft awritten code of ethicsand
standardsof conduct, and to devel op disciplinary procedures.

Concurrent with these reforms, DAB should continue to strengthen the administrative mechanismsfor
implementing the law and the regul ations provided for under the law. In particular, it should enhancethe
ability of its banking supervision departmentsto conduct on- and off-siteinspectionsof key financial
institutionsunder its purview, establish a more effective system of NGO and microfinanceregistration
and monitoring, and work with the money exchange dealers associationto introduceits membersto the
benefits of external regulation and oversight mechanisms for licensing, identifying customers, reporting
suspiciousactivity, and keeping records.

In the medium term, it will be necessary to reformancillary legislationfor banks, microfinance
institutions, and informal financial entitiesto permit a wider range of financial transactions. Thereform
will have to embrace prudential regulations(includingloan classification standards); capital adequacy
requirements; establishment of commercial courts; anti—money laundering legislation; NGO legislation
encompassing microfinanceactivities, cooperatives, and other savingsand credit associations; and
regulationsfor licensing or registration, suspiciousactivity reporting, and record keeping. Asit increases
its supervisory role, the central bank must continue to reduce the government's role in the financial sector
by decreasing its equity stake in the banks.

I mproving cor por ategover nanceand the quality of financial sector infrastructure

In coming years, DAB should strive to improve the corporate governance structures of state banksthat are
relicensed. Particular attention should be given to the compositionand personal qualificationsof the
board, the directors' remuneration, the board's rel ationshipwith the shareholders, and its accountability to
shareholders. Every financial institution, including DAB, should be headed by an effectiveboard capable
of leading theingtitution—and every board should have a balance of executive and nonexecutive
directors. Every institution should have a formal and transparent procedure for the appointment,
remuneration, and removal of new directorsto the board; every one should hold an annual general
meeting to communi catewith private investorsand encourage their participation; and every board should
have proceduresfor regularly reviewing all controls—notably financial, operational, and compllance
controlsand risk-management procedures. In addition to improving corporate governance structures, the
reforms need to address the overall quality of the financial sector's infrastructure: human resourcespolicy
and processes, accounting and auditing standardsthat meet international standards, technology-based
management information systems, and an effectiveinterbank and national payments system (table 2).

e Human resources. Significantinvestment is needed in human resourcesin the central bank, especially
in theareas of monetary policy and banking supervision. Immediate solutionsinclude (i) identifying a
core cadre of young prospective managers for accelerated training in key aspects of central banking
activities, and (i) establishing a separate bankers' training institute, jointly financed and managed by
the central bank and the rest of the financial sector.

e Accounting and auditingpvoceduves: Present weaknessesin accounting and auditing practices must
be addressed immediately. Information on DAB’s financial position and the financial condition of the
state banks is unreliable, because international ly accepted accounting standards are not used. The
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central bank should phase in such standardsfor banks and nonbanking financial institutions, starting
with basicrulesfor asset and liability recognition, provisioning, writing-off, and depreciation and
then moving on to more complex standards such as consolidated accounting. In the medium term,
DAB should begin producing externally audited financial statements.

e Computing technology: Substantial investment is requiredin the central bank's technological
capacity. DAB should start the computerization process at the points of data entry —in the banking
hall, computer departments, research and statistics, and other operational departments. The hardware
rollout should be matched with a systems development processthat will enable DAB’s departmentsto
communicateelectronically.

¢ Interbanktransactions: DAB must create and strengthen the operational infrastructurefor new banks,
which will need physical and technological infrastructurefor interbank transactions, international
payments and settlements, and day-to-day treasury operations. Presently, the hecessary infrastructure
issignificantly lacking, and it is unclear whether the central bank has the resourcesto provideit.

e Paymentssystem: Infrastructureinvestment must also focus on key branchesof the domestic
payments system. Devel oping basi c payment mechanisms and savingsfacilitiesin postconflict
countriesis akey step toward enabling the popul ationto participatefully in the formal economy. The
absence of effectiverural paymentssystemsis particularly acute. Given the absence of private
investment in rural financial infrastructure, DAB must improve itsrural physical infrastructureand
the capacity of some of itskey branchesto facilitate basic financial transactions between Kabul and
theregions. In the medium to long term, there should be aconversion from state central bank
branchesto privately owned commercial bank branches.

In the medium- to long term, the private sector is best placed to provide effective and efficient
infrastructurefor the financial sector. For that reason alone, it isimperativethat DAB completethe
relicensing processin atimely and effective manner. Only banks that meet the minimum legal licensing
requirementsand have a viable management plan must be allowed to reenter the financial system.

Given the complexitiesassociated with rehabilitating state banks, it is recommended that DAB relicense
no more than two of the six existing state commercia and development banks. The rest should be
liquidated or quickly sold to private investors. In the medium- to long-term the assets of the state financial
sector should be privatizedto promote efficiency. Of the availableresolution options, DAB should avoid
merging the devel opment banks to create another government bank. Merging financial institutionsunder
good financial conditionsis complex; in the presence of solvency and liquidity concerns, it is needlessly
risky.

Improving accessto financial servicesfor small and medium enter prises, and for rural communities

The old model of directedlending to small and medium enterprises (SMEs) and to rural communities
through publicly owned and managed devel opment-financeinstitutionsor specialized banks has become
redundant and outdated. Universal experienceshowsthat a strong, market-based, competitivefinancial
system comprising banks as well as capital markets serves these needsin a much more efficient and cost
effective manner. Provision of funds through directed and subsidized credits by devel opment-finance
institutionscontributed to the current state of the financial sector in Afghanistan. Their nonperforming
assets and those of specialized banks account for alarge proportionof their total advances, degrading the
overall quality of banking-systemassets.



Table ES.2 Strengthening theinfrastructureof Afghanistan'sfinancial sector
Area | Short term | Medium term 1 Long term
Central bank '

¢ Board and management:
strengthen the central bank's
corporate governance structure
e Human resources: Identify a
core cadre of prospective
managers for accelerated
training

e Accounting: Complete the
introduction of anew chart of
accounts

¢ Banking and information
systems: Install hardware and
software

dedicated international and
domestic management training
program

e Accounting: Prepare
externaly audited financial
statements in accordance with
international accounting
standards

o Human resources: Establish a

e Continue progress on
financial-sector reform
including strengthening the
financial sector infrastructure

within the central bank

| Banking

State
banks

Private
banks

¢ Board and management:
strengthen the central bank's
corporate governance structure
e Completetherelicencing
process

e Introduce independent
management in banks to be
rehabilitated

® Revive safe and sound
operations

e Install accounting and
financial controls

o Establish alega framework
with appropriate regulations for
payments system and domestic
interbank market

e Revive retail payments
systems including the use of
checks

L

o Complete the resolution of the
unlicensed state banks

¢ Commence the Voluntary
Retirement Scheme, taking into
account the government's fiscal
commitments

e Improve check clearing and
settlement systems

o Complete the privatization of
the remaining relicensed state
banks

e Convert to real-time gross
settlement systems

Microfinance

T

® Begin licensing microfinance
institutions under the new
legislation

¢ Entrust larger, well managed
institutions to expand their,
range of products, includigqg
devosit taking among members

o Consider the transformation of
some of the large microfinance
NGOs into banks or nonbank
financia institutions

Informal financial institutions

o Accept applications for
banking licenses from large
money exchange dealers that
have a strategic banking partner
and meet legal licensing
requirements

e Consider licensing compliant
money exchangedealers a$
nonbanking financial
institutions, thus permittin

them to engagein awider iange
of well-regulated financial
activities

e Consider the transformation of
some of the larger money
exchange dealers into banks

At the same time, market failure, particularly in postconflict countries, justifies public policy intervention
on behalf of underserved SMEs and rural communities. Currently, the financial system provides little or
no access to financial products and services for urban or rural enterprises. Instead, an extensive array of
informal money exchange deal ers and some NGOs support urban and rural microenterprises with limited
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financial services. Asthe reconstruction effort progresses, there is a pressing need to address the
burgeoning regquirements of such enterprises, along with the needs of more formal enterprises and those of
international investors. Finance for microenterprise, rural communities, and SMEs are all essential
components of a comprehensive and sustainable financial sector reform program based on a diversified
and competitive economy.

The development of rura financial marketsis currently hindered by several factors: (i) dispersed
populations and poor transport and communications facilities; (ii) high risks associated with rain-fed
agriculture; (iii) absence of physical collateral and land-tenure systems that minimize the value and use of
land as collateral; and (iv) past history of state involvement and subsidized lending, leading to low
recovery rates. These problems, some of which may affect urban microenterprise finance, tend to be more
acute inrura areas. The strategy for developing financia servicesin rural areas will need to take into
account the above factors.

Bringing the commercial financia system closer to rural customerswill require improving the business
environment and regulatory framework to facilitate rural finance operations and increase the perceived
creditworthiness of clients; using technology to lower transaction costs and improve transfer mechanisms,
introducing new products and risk-reduction techniques; and encouraging the use of agency arrangements
to leverage scarce or expensive infrastructure and to create flexibility and mobility in service provision.

Broadeningand deepeningthe financial sector

Achieving the high rates of growth necessary to reduce poverty significantly will require increased
mobilization of domestic and foreign savings to support higher rates of private sector investment.
Mobilizing savings implies a broadening and deepening of financial markets, institutions, and products,
particularly long-term project finance. It also means supporting the creation of banks and nonbank
financial ingtitutions offering a range of products and services that compete with or complement those
traditionally provided by banks.

While the banking sector is likely to remain the largest component of the financial system for sometime,
there is al'so a need to develop leasing companies, commercial credit companies, credit unions, factoring
companies, insurance companies, and pension and provident funds, and, in the longer term, to develop
debt and equity markets. The establishment of a broad range of instruments into which savers can deposit
their funds and through which companies and consumers can obtain access to capital and credit, will spur
the overall development of the economy.

To enhance competition and make the intermediary role of the banks and nonbanks more efficient, DAB
should ensure that the banking industry isnot dominated by a single bank or group of banks.
Conventional means of enhancing competition within banking systems—such as bank privatization and
changes in laws and regul ations affecting companies, banks, foreign ownership, and bankruptcy — should
congtitute the basis of such apolicy.

Authorities must create an environment, through regulation, to prevent collusive behavior among banks
and conglomerate relationships between banks and nonbank financial institutions. Therefore, the present
ownership structure of the two state banks to be relicensed should be gradually changed through their
privatization and through the entry of reputable new private banks and financial institutions. To ensure
continuing effective competition, DAB should permit new banks to be set up only by qualified,
professional, and experienced parties.



In the long run, financial sector reformsshould result in the following outcomes:

Only self-sustaining and commercialy viable financial institutions that do not depend on the
government's support for resource mobilization or pricing should be alowed to operate in the
market. Government should channel resources to priority sectors or subsectors in cases of market
failure, for reasons of equity, or to achieve social objectives, but such allocations should be explicit
budgetary costs and not subsidized through atax on finarcial intermediation.

The government's role should be confined to creating a regulatory environment and am incentive
regime that will draw investors and savers to financial institutions. Where government participation
in equity becomesnecessary it should be done without involvement in management.

In arriving at the conclusions and recommendations made in this chapter, we recognize that financial
sectors in postconflict countries vary in their levels of development and capacity for reform. Therefore,
reform efforts must continue to accommodate Afghanistan's unique characteristics and circumstances.
Specifically, the government and its devel opment partners must bear in mind:

Sustainable financial reforms have a long maturity period. Enacting legislation, improving governance
structures, developing competitive financial practices, building financial infrastructure, and encouraging
international and domestic confidence in financial institutions require patience and determination. In
postconflict countries, the need for persistenceis even greater,

Proper sequencing of reformsis essential’: Financial sector reforms achievethe best resultswhen
the macro economy is stable. Price stability dependson low inflation rates; fiscal stability on no
more than modest deficits. A conducive environment isneeded to promoteinvestment only from " fit
and proper" sources, domestic and foreign, into the system. And financial infiastructure—in the form
of laws and regulations, institutionsthat implement policy effectively, skills formation, information
systems, and accounting and audit capacity —must bein place. All of these componentsare essential
for effective implementationof financial reforms. In some cases, results can be achieved relatively
quickly, whereasin others they will take time. Because a stable and sound environment will makeit
easier to meet the longer-term challenges of institutional |development, reformsshould be
appropriately sequenced.

Financial reformsare incompl ete without well-conceived measuresfor introducingand supporting a
competitive environment. Reforms should be designed to have long-termeffects, alwayslkespingin
mind the ultimate objective of establishinga competitive environment based on principlesof safe
and sound banking under stable financial conditions. Financial sector legislation and regulations
(along with appropriatetax policiesand open current and capital accounts) constitute the basis for a
competitivepolicy.

Efforts to recapitalize previously existing and troubled banks should be pursued only as a last resort
(resulting from the absence of new investment and in the interest of broadprovision of banking
services), and within the context of a time-boundprivatization program. It takesa long timefor
private banksto tool up in an environment like Afghanistan. But because the costs of recapitalizing
troubled state banks are high relative to monetary and fiscal returns, any moveto rehabilitate any of
the existing troubled banks should be carried out using performance-based contracts.

* Mathieu, N.. (1998) Financial Sector Reform: A Review of World Bank Assistance, Washington D.C: World Bank, pp 54-55.



¢ Financial reformsare not sustai nable unlessthey are comprehensiveandpenetrate institutional
structures. Strengtheningfinancial infrastructurerequires several developments. A good starting
point isto ensure the central bank's ability to supervise banks. Attention must next be given to
infrastructure, including the payment and settlement system, accounting and auditing standards, the
framework for secured transactions, and institutional capacity to comply with and enforce prudential
norms. Professionalismin banking, combined with steady development of accountingand audit
standardsand capacity, should help to implement the reform process.

e  Reformswill not succeed without devel opment of the systemfor paymentsand settlements. The lack
of aformally functioning paymentssystem for international and domestic fundstransfershas been an
important obstacleto the timely and effectivedelivery of reconstructionassistancein Afghanistan. It
has al so impeded support of central authority, as the government has had problems paying civil
servants. Action to improvethe payments system should be accel erated.

e Security risks hamper implementationandprivate sector competition. So far, few private sector
bidders have responded to government tenders. Perceived security risks have led firmsto withdraw
their offers, even after being selected through competitivebidding. Where tendersattract too few
bidders, external consultantsand contractors should be sought to implement the reform strategy.

Overall, the sustainability of the reform programwill depend on continued commitment by political and
technical leadership teams, and on the cascading of support to middle management and the entire
financial system. In the long term, sustainability will depend on the degree of institutional capacity for
professional servicedelivery, and on energy and support driven by economic growth and opportunity.
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1. INTRODUCTION

1.1 BACKGROUND

Afghanistan has endured more than 25 years of war and civil strife with devastating results. When the
Taliban regimefell in 2001, the country was ranked as one of the poorest in theworld. The financial
sector, like all other sectorsin the economy, had collapsed. The country's infrastructureand human and
technological capacity were weak and in most cases absent.

The process of reconstruction has been hindered by a difficult security environment and a complex
political reality. The government and its devel opment partnersfaced substantial challenges, which
continue to be exacerbated by an increasingly pervasive drug economy that underminesthe security
environment and detracts from the state-building agenda.

Fortunately, Afghanistan has opportunitiesand resources, which it has drawn on over the past two years,
includingits strategic |l ocation between Asiaand Europe, and, within the region, between central and
South Asig; its natural resources; agovernment committed to reform and devel opment; full multilateral
engagement by the international community; and most important; the determination and entrepreneurial
spirit or the Afghan people themselves.

By December 2003 the impending humanitarian disaster was largely resolved. Agricultureis slowly being
revived, in large part due to welcomerainfall the previous winter. Small-scalefarm and irrigation
investments are expanding in many places. Small businessis likewise expanding, particularly in cities
like Kabul where security is good. Government capacity has increased, particularly in the economic and
key ministriesresponsiblefor reconstruction. Many of these have energetic ministersand advisors.
Government has been able to prepare its own devel opment strategy and budget, endorsed by its
development partners.

To sustain the progress, concerted efforts are required on all fronts. Political stability, economic growth,
and national security are fundamental to stability and prosperity. Improvementsin the security situation
are reinforced by a functioning, representative, and inclusivepblitical system. Economic growth will
occur only if security continuesto improve and the political situation becomes more stable. But increased
economic growth isitself the foundation upon which a sustaingble political and security outcome can be
built over the longer term. Robust economic growth alone will generate the employment needed to bring
people out of perpetual poverty.

Thisstudy has been prepared as part of the ongoing financial sector reform dialogue. It is the first
comprehensivestudy of the financial sector in Afghanistan. It details (1) the state of the financial sector
after the fall of the Taliban regimein 2001; (2) the reformsthat have taken placein the period 2002-
2003; and (3) Afghanistan's medium-to long-termfinancial sector devel opment strategy.



Although this study is specific to Afghanistan, it sheds some light on general factors that contribute to
successful financia reformin postconflict economies. The study highlights common macroeconomicand
financial sector challengesfacing such governmentsand discusses possible solutionsthat would allow for
successful reconstruction.

This chapter will provide a brief background on Afghanistan's financial sector at the end of the Taliban
regime and summarize the research methodol ogy used to review the sector reformsthat have since been
implemented.

1.2 THE FINANCIAL SECTOR

As of December 2001, the formal financial sector was virtually nonoperational . By then, the conflict had
resulted in an operationally weak central bank, a moribund state commercial and devel opment banking
sector, and an active but ill-funded microfinance sector; taken as a whole, these conditionsproduced a
vibrant informal sector.

Da Afghanistan Bank (DAB)

Under the Taliban, the central bank (DAB) was governed by aweak legal and regulatory framework
under the outdated 1994 money and banking law. In addition to possessing serious practical weaknesses,
the law also presented impossible compliance hurdlesand was largely inconsi stent with international best
practices. It had no functioning monetary policy framework and thus no way to provide any meaningful
monetary and financial stability. High inflation and multiple versionsof the same currency further eroded
confidencein the currency. The central bank had no regulatory or supervisory capacity to monitor the
operationsof the remaining six state commercial and development banks. Operationally, the central bank
was poorly designed and resourced to function as both a central and commercial bank. Its head office and
reported 89 branches possessed poor physical infrastructure, unskilled (and often deskilled) staff,
inadeguate tel ecommuni cationscapacity, incompletefinancial records, and weak overall governance
structures.

State commer cial and development banks

The six state-owned commercial and development bankswere physically destroyed, technologically
outdated, and operationally nonfunctional. What remained of the six commercial banks were frail and
dilapidated buildings without the infrastructureto sustain the most basic business operations. In addition
to their poor physical state, the bankswerein bad and often insolvent financial condition. Loan portfolios
were virtually unrecoverable, and the only source of incomefor many of the bankswasforeign currency
accounts held outside of the country. Many of the banksstill employed a significant number of the
personnel hired before the hostilities began in the mujahedin (anti-Soviet) era. They lacked the skillsand
training required to run modern financial institutions. From an accounting perspective, the banks still
relied on handwritten book ledgers and had not prepared audited financial statementsfor many years.
These factorsall contributedto the declinein public confidencein the banking system. The public no
longer used the banks to place deposits or for other basic transactions, whichin turn severely reduced the
resource base for banksto lend. With the exception of afew minor directed-lendingtransactionsand a
special loan programin one of the provinces, the banks had ceased all lending operations. They had been
left with loan portfoliosthat, in most cases, had been originated more than 15 years ago.



Microfinanceinstitutions

Nongovernmental organizations (NGOs) provided a limited amount of microfinancefor small and
medium enterprise devel opment. Cumulatively, microfinanceprogramsin 2002 served only 10,000
clients. Their operations geographic reach extended to selected rural villagesless than half of the
provinces. Loan sizesranging from US$20 to US$300 were provided using various methodol ogies
including individual lending, group lending, and community-based savings and credit approaches. By and
large, however, the microfinance programswere not sustainable. First, the NGOs' humanitarianmissions
and financia inexperiencemeant that few if any had clear long-term strategiesfor devel opinginstitutional
and financial sustainability. Second, hyperinflation had led to regular decapitalization of loan funds as
NGOs did not charge interest rates that would cover inflation. The long-term downwardtrend in the value
of the Afghan currency had also led to devalued loan portfoliosin dollar terms, as NGOs were not able to
protect or hedge against this, while religiousrestrictionson usury curtailed the volume of loans.

Infor mal financial institutions

The money exchange dealers, however, remained active financial intermediariesin Afghanistan at the end
of the Taliban regime, offering a diverse and reliable range of financial and nonfinancial business services
stratified into local, regional and international markets. The more than 300° registered money exchange
dedersin the Kabul money exchange market organized themselves into an impressive open market. Their
financial activitiesinclude foreign currency exchange transactions, funds transfers, microfinance, trade
finance, and deposit taking. Nonfinancial activitiesmay include telephoneand fax services, regional and
international trade, and more recently internet services. The infofmal international and domestic payment
system they providewas also the only reliable, efficient, safe and inexpensive means of transferring funds
in and out of Afghanistanand to its provinces.

Effecting fundstransfersinto Kabul from Peshawar, Dubai, and London, for example, take an average 6
to 12 hours. Commonly, 24 hours are required for transfers between Kabul and any of the regional
centers. Slightly moretime is usually required for paymentssent to morerural regionsor villageswhere
the money exchange dealer has no local office or representative. The cost of making funds transfersinto
and around Afghanistan averages 1 to 2 percent. Thefina guotation depends on the volume of the
transaction, the relationship between the client and the hawal a dealer, currency of exchange, security
environment in Kabul, the destination of funds, and the negotiating skills of both partiesbased in part on
their understanding of the market.

The government recognized Afghanistan's urgent need for investment in the financial and private sectors
for the country to alleviate any poverty, create jobs, or realize any trade and overall economic growth. To
this end, the government, in consultation with its multilateral and bilateral partners, embarked on reforms
targeting the central bank, commercial banks, and microfinanceinstitutions.

1.3 CONCLUSION

Thethesisof thisstudy isthat financial sector reformsin Afghanistanwill take along timeto implement;
further, these reformswill continueto face significant challenges. The sector had so deteriorated by the
end of 2001 —namdly, the absence of alegal framework; poor and outdated infrastructure; lack of trained
personnel; inappropriate governance and ownership structuresin the state banks; inadequate collateral and

¢ Estimates of the number of unregistered money exchange dealersin Kabul and around Afghanistan vary widely from 500 to 2,000.
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bad debts; low depositor confidence; absence of clear accounting standards; and an ineffective formal
payment system —that only focused and unrelenting reform efforts can help.

Although progress has been madein since 2002, this study argues that much remains to be done. The
central bank now has some equipment, but it needs more. The government has issued two presidential
decrees. These provide at least the basis for amodem legal framework for a two-tier banking system.
Although three new banks have been licensed on standards consistent with the new legal framework, the
financial sector remains severely undeveloped. Substantia reforms must be implemented if the financial
system can play a meaningful role in the country's economic development. This study documents efforts
toward this goal and lays out a strategy for enhancing the effectiveness of the reform process.



2  THE CENTRAL BANK’

2.1. INTRODUCTION

After thefall of the Taliban regimein 2001, the central bank (Da Afghanistan Bank, or DAB) was a
moribund institution. Operating in alega vacuum, it could offer not even the most basic financial
services and was staffed with unskilled, and often deskilled, empl oyees. Without basic technol ogy
resources, the central bank was not equipped for conventional, modern-day central banking functions. Its
headquarterswas in serious disrepair, and the branches|acked electricity, running water, and modern
plumbing. Perhaps most important, DAB branches had no vaultd for the safe storage of cash. Perhapsno
more than 20 of itsreported 89 branches acrossthe country had the infrastructure required for basic
central banking operations.

With the help of international organizationsand bilateral partners,’® the central bank began to restructure
and modernizein mid-2002, albeit with immediate challengesiricluding legal difficultiesregardingits
independence; ill-funded attemptsat improving the international and domestic payment systems; and a
number of hurdlesin its effortsto build internal human and technological capacity. These and other issues
have stalled the pace of the hastily devised reforms of 2002 and 2003 (which were designed largely to
addressimmediate concernswith payment systems) havefailedto fulfill the goalsthat reformersfirst
envisioned. By December 2003 DAB still lagged far behind eveh basic standards of modern central
banking. More comprehensivereformsare urgently required.

2.2 STATE OF THE CENTRAL BANK AFTER THE FALL OF THE TALIBAN, 2001
Legal and regulatory framework

As of December 2001 the 1994 Law on Money and Banking provided the legal framework for the
financial sector. A March 2002 IMF review found that the legislation had serious practical weaknesses,
insuperable compliance problems, and was largely inconsistent with international best practices. The 1994
law was designed on the now-outdated socialist principle that the purpose of monetary policy isto direct
credit, making it unsuitablefor a market economy. Second, the law created a number of conflicts of
interest between the government, central bank, and commercial banks. Third, it contained no modern
prudential standards and enforcement tools. For most of itslife, however, the law wasirrelevantin
practice, as the Taliban largely ignored it. So, in order for the financial sector to develop in Afghanistan,
thereis an urgent need to replace the law in its entirety (See Annex 2.1 for asummary of the issues
surrounding the 1994 |aw.)

7 This section draws extensively on the work of the IMF presented in |MF (2003) Isla.mic State of Afghanistan: Rebuilding a Macroeconomic
Framework for Reconstruction and Growth. IMF Country Report No. 03/299, and IMF and World Bank Mission reports prepared during the
period 2002—2003. ‘

¥ The three main organizations involved with this effort are the IMF, USAID, and the World Bank
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Monetary policy framework

In 2001 Afghanistan's postconflict monetary policy framework faced grave challenges. Reconstruction
effortsin Bosniaand Herzegovina, Liberia, Congo, and East Timor suggest afew of the immediateand
longer-term challengesit needed to address, among them:

1. Lackd astable currency —the extreme uncertainty and instability afflicting postconflict
countries create weak and unstable currencies.

2. High inflation—unstable currency and political instability produce high inflation, which often
leadsto economic collapse.

3. Commodity-basedeconomy —high inflation often leadsto heavy reliance on barter or on
commoditiesas aform of payment.

4. Lackd savings—the lack of confidencein the currency and the absence of a sound banking
system, combined with high inflation, generally leads to reduced savings.

5. Lackd acentralized (or effective) monetary authority to shape andenforce monetary policy—
ineffective monetary authority often leadsto badly designed or implemented monetary policy and
inadequate supervision of the banking system.

6. High unemployment—war and conflict often cause high unemployment, which makes
postconflict countries highly susceptibleto renewed conflict.

Asof December 2001, Afghanistanhad no functioning monetary policy framework in place. Confidence
in the national currency, the afghani, was low owing to years of high inflation, which led to devaluation.
Moreover, DAB, had little or no control over the issuanceof currency —at |east three versionswere
circulatingin the country. First, there was the official afghani, issued prior to the Taliban rule and which
they continued to issue from the remaining stocksin the central bank vaults. In addition, duplicatesof the
official banknotes were placed into circul ation during the Taliban years by the then internationally
recognized government in exile, which had ordered rerunsof earlier issued seriesfrom the country's
regular printer and had issued these in the northern parts of the country.

By using the same serial numbersas used in earlier years, the government-in-exileensured that the new
notes could not be distinguishedfrom those already in circul ation. Furthermore, two warlords had issued
their own counterfeit versionsof the official currency. Although very similar to the official currency, the
counterfeit currency did possess some distinguishingfeaturesand typically traded at a discount in the
Kabul money markets. Reflecting the limited confidencein the afghani, foreign currencieswere widely
used, especially the U.S. dollar and the currenciesof neighboring countriesand especially in the case of
larger transactionsand as a store of value.

The structureof banking supervision

When the Taliban regimefell, Afghanistan had no functioning structurefor banking supervision. DAB
staff had almost no knowledge about the objectivesand techniquesof modern supervision. Banking data
had not been collected in years and no assessment of the sector's heath had been made.

For along time, the sole supervisory obligation of banks wasto submit statistics on a number of topics,
even though the data collected were largely irrelevant for two reasons. First, the accounting rules under
which the data were produced did not correspond to international practice; thus, the data could not be
assessed against prudential benchmarks. The misleading and imprudent treatment of loansisaprime
example. Second, the data had no bearing on or relation to prudential considerations, while other data
relevant for risk assessment were not collected. For example, data were collected on the number of bank
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employees, including their profession, gender, etc., and on the number of bank-owned buildingsand
vehicles, whiletheir income statementswere not. During the Taliban regime, bank supervisionsimply
stopped. In essence, bank supervisory functionshad to be built from scratch after along period of neglect
dating from before the Taliban period.

Retail banking activitiesand the national payment system

DAB was designed to function as both a central and commercial bank. In fact, it began as a commercial
bank before assuming the responsibilitiesof a central bank in 1939. In 2001, besidesbeing the
government's bank, the DAB still offered commercia banking services, extended long-termloansto
banks and enterprises, and accepted deposits from the public through its vast network of branches.

Officialy, in addition to its headquartersin Kabul, DAB reportedly reportedly operated 89 branches
across the country, six desksin hotelsand other public places, and four toll desks on highways. Each of
the 30 provinces had a main provincial branch headed by a general director and one or more district level
branches headed by a director. The general director in the province oversaw and supported the district
branchesin that province. As aresult of the civil and military upheavals, 24 of 89 brancheswere closed.”
In practice, as of January 2002, it was near impossibleto verify the number of functional branchesor
desks.

Although most of the commercial banking operationswere discontinued in 1995, a number of DAB
accountswere still current in 2001. At DAB headquartersthere'were only 5,000 active accounts out of a
total of 1010,000 accounts (35,000 of which had a zero balance). In the first 30 branchesassessed in May
2002, fewer than 6,000 accountswere found to be active™".

Further, despite assuming the role of international and domestic payment systemsprovider, DAB had no
capacity to do so. Internationaly, DAB did not haveany SWIFT or related connectionwith the rest of the
banking world. DAB only had one unreliabletelephone connection. Domestically, the central bank branch
network faced serious structural and operational problems which madeit difficult to achieve quick inter-
branch connectivity over the short term. These problems variedbetween regionsand branches but
generally included:

. Poor infrastructure: Many central bank brancheswere compl etely dilapidated. They lacked the
basic amenities, electricity, and, most important, vaultsfor the safe storage of cash and
equipment.

. Staff: The DAB brancheshad limited staff capacity; staff did not have the required barking and
technical skillsto conduct non-cash-based banking business.

. Inadequate telecommunications capacity: The central bank branchesdid not have the
tel ecommuni cationsequipment required for basic finanicial transactions. In most cases, branch
officesdid not even have telephones(and certainly not ones that could communicatewith Kabul).
Urgent messagesto central bank brancheswere sent viatelegram. Until early 2002 the central
bank headquartershad only one direct telephone line and afew analog lines capable of calls
within Kabul.

® This left the provinces of Bamyan, Maidan Shar, Qala E Naw, Zabul, and Nimroz without any functioning branch at all. The provinces of
Gardez, Khost, Kapisa, Logar, Ghazni, Kunurha, Qalat, Urazghan, Ghorat, Farah, Badghis, Sar-e-Pol, Baghlan, and Talugan emerged with only
one branch each. Apart from Kabul, which has 15 official branches, the provinces least affected were Nangarhar (with five branches), Kandahar
(four), Herat (five), Mazar-i-Sharif (seven), and Kunduz (three). DAB owned 30 branches. The remaining properties belonged to other state
institutions and private investors.

' Active accounts are defined as those that had any movements since the beginning of the year or that had a customer who declared an interest
for hisor her account.
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o Transportation: The central bank lacked suitablevehiclesfor the delivery of cash to the
provinces. Branchesrelied on their local provincia authoritiesand private sources—which were
ill-suited for this purpose.

Oper ational capacity

At thetime the reformscommenced, the central bank had not prepared audited financial statementssince
1996. Although accounting data for financial transactionshad been, and continued to be, collected, the
datawere not processedin a manner that enabled the preparation and audit of financial statementsin
accordancewith International Accounting and Audit Standards. There are three primary reasonsfor the
poor state of the accounting function and the lack of up-to-datecentral bank accounts.

o Accountingpolicies andprocedures: DAB had a clear set of accounting policies and procedures,
which were applied consistently bank staff acrossthe bank and its branches, and from one period
to the next. The rules and regulations, however, for recognizing, classifying, recording, and
reporting central bank assets and liabilitieswere vague. The criteriafor recognizing current and
capital expenditureswere undefined. The quality of financial data across departmentswas
thereforevaried with no identifiableaudit trail from one department to the next.

J Branch and departmental communications: In addition to ill-defined departmental and accounting
staff duties, there was no accounting system to convey information between departmentsand
individuals. Grave weaknessesin the telecommuni cationsystem meant unreliable
telecommunication,fax, and voice messaging. In someinstances, informationfrom provincial
brancheswas delayed for periodsin excess of three months.

o Double-entry booking and accrual saccounting: Because staff membersrecorded most
transactionsin single-entry fashion, they did not adhere to common rules of double-entry
bookkeeping and accrual s accounting; neither the branch accounting records nor records of
departmentswithin the central bank could be reconciled with the records maintained by DAB’s
central accounting department.

o Incompleterecords: Even in instanceswith a rudimentary system in place, incompleterecords
were common. For the past six years, no effortswere made to reconcilethe balance of branches,
and of departments, with that of the central bank. Thelast available balance sheet of DAB isfor
theyear ending 31 March 1996.

o Computerization: Every transactionin the bank was manually written into source documentsand
accounting records. Computer hardware and software were nowherein evidence. The accounting
department had only four nonoperational NCR data-processing machines. There were no
computers, accounting, or bookkeeping software applications, nor any suitably trained, computer-
literate accounting staff.

Thelack of reliableaccounting informationabout the central bank's financial condition impeded the
design of an appropriate long-term restructuring and modernizationprogram and undermined the planned
departmental and branch reforms. It was not possible, for example, to determine DAB’s capital or
liquidity position on adaily basis, asrequired in conventional, modern-day central banking practice. It
was a matter of extremeurgency for reformers to addressthe constraintslisted above.

Finally, it was estimated that DAB’s total staff compliment exceeded 2,500. The central office had 1,191
employees; Kabul branch employees, including thoseat its airport counters, Ibne sinaHospital, the
government pharmacy, and the provincial governor's office, number 560, with 1,098 staff membersinits
provincial branches. Prior to the war, as many as 622 employeeswere working as tax collectorson
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highways. When the Taliban regimefell and the ban on women working was lifted, approximately 300
women returned to the DAB. Most, however, worked in the central office and its Kabul branches.

23 CENTRAL BANKING REFORMS, 20022003

Given the woeful state of the 1994 banking law, the need for new legislation was immediately apparent,
and the consequent debate commenced in earnest. A key reform objective, which garneredimmediate
consensus, was the need to create atwo-tier banking system by providing an unambiguousdistinction
between central and commercial banking operations. Althoughthe DAB carried out both, the separation
of the commercial banking operationswas a sine qua non under atwo-tier banking system. The other
broad objectivesagreed to were: (1) establishing astrong legal framework to ensurethe autonomy and
accountability of DAB in its monetary and financia supervisory activities; (2) enhancing and deepening
financial intermediationin Afghanistan in efforts to encourage competition in the banking sector, improve
governancethrough better disclosure, transparency, and international standardsin accounting and
auditing, and (3) Providing the legal framework for regulating yariousfinancial institutionsand services.

L egal and regulatory framework

It was widely agreed that quick promulgation of key financial legislationwas critical for reestablishing
confidencein the Afghan banking system. This was important both within the country and with regard to
the international community, including donors and the commercial and financial sectors. The initial
expectationsof a speedy drafting and enactment of the legislation proved overoptimistic. Thiswas
unfortunate because a series of reforms hinged on passage of the legislation. It had been expected that,
oncethelawswere passed in early 2002, stepswould be taken to modernizethe central bank, consistent
with the provisionsof the new legislation, followed by effortsto relicensethe commercial banks, in
accordancewith prudent entry requirementsand strengthened supervision rules. The lawswere not passed
until September 2003.

One of thekey issuesto surfacein 200243, and which delayed the legislation, was a dispute over the
autonomy of the DAB. The Ministry of Financeargued that DAB’s institutional capacity wasstill
sufficiently weak to warrant limits on its independence. Unsurprisingly, the central bank thought
otherwise. The debateis common to devel oped and devel oping countries; the structure defining the
statutory relationship between the central bank and government usually proceeds from political and
economic realities.

Central bank independence

A common element of modern central banking is that such institutionsare lenders of last resort, serve as
banker for the government, and operatein afiat money system where the issue of money is monopolized
by government. Beyond that, wide variations occur in both the nature of the relationship between the
government and the central bank and in the range of responsibilitiesfor the conduct of monetary policy,
autonomy from the Treasury, and requirementsto supervise the banking system and insurefinancial
system stability. (See Annex 2.3 for asummary of five key aspects governing the statutory relationship
between the executive and the central bank, along with samplecountriesthat have satisfied each of the
criterion.)

A critical aspect of the executive-central bank relationship (the executiveis usually represented by the
Ministry of Finance) involvesthe function of the supervisory board (which oversees operations) and the
authority of the central bank governor in appointing senior officials.
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An effective supervisory board serves, at a minimum, to provide some distance between the executive and
the central bank either by facilitating the appointments process or by ensuring that the head of the central
bank, the governor or president—the CEO—operates within the limits of his or her mandate and does not
violate codes of good conduct (i.e., ensures competence). Beyond that, the board's effective degree of
authority, and its appointments procedures, can vary considerably from country to country. Generally, the
executive retains the authority to appoint senior central bank officials. In several countries, however, the
appointment may require ratification by the legislature. There seem to be no net benefits in adopting one
system over another. In most developing or emerging markets, the executive makes these senior
appointments.

More important is the degree of legidative oversight over the central bank's operations and performance.
Also controversia iswhether the relatively common practice of making a government official an ex
officio board member (at least in devel oping countries) is beneficial. Initially, such membership was
believed to contribute to the harmony between fiscal and monetary authorities. More recently, in linewith
the increased emphasis on central bank autonomy, board involvement by a government official is
believed to represent a constraint on the free flow of discussion among decision makers. Moreover, as
transparency and accountability have gained currency as synonymous with good monetary policy, the
lines of communication between the central bank and the executive are preferably handled more at arms
length.

After an exhaustive consultation process and numerous revisions, the government finally passed, by
Presidential Decree, the Central Bank Law in September 2003. The law providesa sound framework for a
two-tier banking system in Afghanistan. Significantly, the law also providesfor full central bank
independence in the design and implementation of monetary and banking supervision policy.

Article 4 of the Central Bank Law states that the management of Da Afghanistan Bank shall enjoy
autonomousregulatory powers; be entirely independent from any other authority in the pursuit of its
objectives and the performance of itstasks; and not engage in political activities. Specifically, Article 4
states:

1. In carrying out itstasks, Da Afghanistan Bank shall enjoy autonomousregulatory powers, including
thoseto pass regulationsto facilitate orderly electronic transactionsbetween Da Afghanistan Bank and
banks and their respective customers. All regulations, guidelinesand instructionsissued by Da
Afghanistan Bank that apply to more than one institution shall be published in the [Official Gazette] and
shall take effect on the date of such publicationor on such later date as such regulation, guideline or
instruction shall specify. Da Afghanistan Bank shall maintain a public register of such regulations,
guidelinesand instructions.

2.Da Afghanistan Bank shall be empoweredto enter the officesand to examine the accounts, books,
documentsand other records of any bank, foreign exchangedeal er, payment system operator, money
service provider, securitiesservice provider, securitiestransfer system operator or other personwhois
licensed by, or registered with, Da Afghanistan Bank, and to obtain such information from such person as
Da Afghanistan Bank shall deem necessary or advisablefor the proper discharge of its supervisory
responsibilities.

3.When exercising the powers and carrying out the duties and tasks conferredupon it by law, Da
AfghanistanBank shall be entirely independent from any other authority in the pursuit of its objectives
and the performanceof its tasks. The autonomy of Da AfghanistanBank shall be respected by all and no
person shall seek to exerciseimproper influenceon membersof the decision-makingbodies of Da
AfghanistanBank in the performanceof their tasks or interferein any other way in the activitiesof Da
Afghanistan Bank.
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4. Each member of the Supreme Council and the Executive Board and each other employeeof Da
Afghanistan Bank shal havethe duty to promotethe reputation of Da Afghanistan Bank as a politicaly
autonomouscentral bank serving al of Afghanistanwith impartidity, and shall refrain from any activity
that isincompatiblewith that duty .

5.While serving in the supreme council, members of the supreme council of Da Afghanistan Bank shall
not engagein politicd activities.

Thelaw did not, however, grant the central bank full and immediate political independence. Article 135
(regarding deferred enactment of articles governing political activities) permits persons to continue as
officers of the central bank who would otherwise have been disgualified on account of their political
activities under Article (4) paragraph (5) and Article (12) paragraph (1) subparagraph (h) regarding
political activities until thereis asuccessor administration to the Transitional 1slamic State of
Afghanistan."'

Overall, the recently passed legislation provides afirm foundation upon which to build an active financial
sector. The DAB law articulates the central bank' objectives and tasks, organization and administration
structure, financial arrangements and provisions, currency, mongtary functions and operations, exchange
rate policy and foreign exchange controls, relations with the state and with banks, payment/ clearingl
settlement, securities, financial audit and reporting, financia services tribunal, and other miscellaneous
but important provisions.

The central bank's effectiveness in exercising itsindependence will be determined in large measure by
the quality of Supreme Council appointed to overseeits operations.'* Articles 7 and 8 of the Central Bank
Law, which defined the Council's functions and powers, giveitwide-ranging authority in thisregard (see
Annex 2.3). ‘

Monetary policy framework

With no functioning monetary policy framework, the governmi‘nt faced a number of key policy questions.
Working with the International Monetary Fund, the Ministry offFinance and the central bank focused on
|dent|fy| ng waysto best establish financial stability,” and to dof so qui ickly. Currency was one of the most
pressing issuesin this regard. Should Afghanistan temporarily adopt aforeign currency as legal tender, or
introduce anew national currency. The latter option would take] time to implement, and thus require an
interim plan. It would also require the central bank to adopt a fiamework for monetary policy. What
would be the objectives and intermediate targets of that policy? Would it be better to fix the exchange
rate, or to let it float? And in the absence of a functioning banki ng system, what instruments could the
central bank use to implement monetary policy? ‘

Currency conversion

Oneinterim plan was afull dollarization until the successful launch of the new afghani. The temporary
use of a stable foreign currency would have provided immediate monetary stability, as well as time to
establish credibility and to build up the necessary capacity at DAB. Full dollarization, however, would
have entailed an upfront redemption of al existing afghanis, which would have required considerable

' At thetime of writingthe national electionswere expected to be held in September 2004

2 At the time of writing the Supreme Council had not yet been appointed.

" This section draws on the work of the IMF presented in IMF (2003) |slamic State of Afghanistan: Rebuilding a M acroeconomicFramework for
Reconstructionand Growth. IMF Country Report No. 03/299. pp 97
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organi zation. Moreover, this approach woul d have been expensive, requiring significant additional donor
assistance, and might have been difficult to reverse.

Another option, recommended by IMF staff based on pragmatic economic and technical grounds, was to
use aforeign currency to conduct government transactionsuntil the new currency could be introduced.
Meanwhile, the public would have been free to use any mutually agreed currency for any transaction and
to hold any currency. Existing afghaniswould have continued to circulate until redemption by the new
currency, within afloating exchangerate regime, but the central bank would not issue more afghanis. The
government would have announced its commitment to redeem existing afghanisfor the new currency at a
rate to be determined later. Therisk of counterfeitswould have remained, but would have had less impact.
This approach would have imposed a substantial degree of transparency and disciplineon both fiscal and
monetary policy, thus contributing to financial stability.

The authorities decided, however, to continue to use the existing afghani and to introduce a new currency
as soon as technically possible. The authoritiesviewed the afghani as an important symbol of sovereignty
and unity and were concerned that even apartial and temporary dollarizationwould be difficult to
reverse. While the authoritiesrecognized the risks posed by the various counterfeitsto financial stability,
they believed these risks had diminished, based on information received from at least some of the printers
involved regarding volumes printed, and their assurancesthat printing had stopped. As the value of the
old afghani had been eroded by inflation—the largest denomination(A£10,000) was worth about $0.25
and people had to carry around large bundlesof cash for anything other than the smallest of
transactions— one new afghani would replace 1,000 old ones.

The introduction of the new currency was a crucial step in the authorities' effortsto establishfinancial
stability and create an environment conduciveto restoring sustai nable economic growth in Afghanistan.
The plan for the introduction of the new currency was made public on September 4,2002, and the
conversion process started on October 7,2002. Replacing all banknotesin a postconflict country such as
Afghanistan within afairly short period posed tremendouslogistical challenges(details of the currency
conversion are provided in Annex 2.4). Nevertheless, the authorities, assisted by theinternational
community, managed to completethe changeover successfully on January 2,2003. The exchangerate of
the afghani has remained broadly stabl e since the completion of the conversion process, reflecting not
only sound financial policiesbut also the population's confidencein the new currency.

Exchangerate policy

With a new currency in place, DAB’s attention shifted to the task of choosing an exchangerate regime
appropriatefor Afghanistan. After much debate, the authorities decided to adopt a floating exchange rate
regime, at least for the near term. Therationalefor this decision was based on the following factors:

First, Afghanistan's economy is undergoinglarge structural changes; the equilibrium exchangerate will
changeas aresult. Thus, therewould be a considerablerisk of an exchangerate misalignmentin afixed
regime. The reconstruction phase has been attracting large foreign exchange inflows, both from donors
and repatriation of funds by Afghanis, which may cause the real exchangerate to appreciate. A more
practical matter isthat in present-day Afghanistan, it would be very difficult to get afirmideaasto what
the appropriateexchangerate level would be in afixed regime, not in the least because of the lack of
reliable data.

Second, Afghanistan continuesto be very vulnerableto shocks, both external and domestic, real and
financial. Theseinclude, inter alia, trade shocks, droughts, earthquakes, and political tensions. Under a
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fixed regime, labor and product markets would need to be flexible. Although these markets are expected
to show acertain flexibility, perhaps they should be allowed to absorb shocks rather than letting the
exchange rate adjust.

Third, the central bank authorities have yet to establish credibility. In the eyes of economic agents, the
government has at best no track record for its economic policies; at worst it has a poor track record of
high inflation. A firmly fixed rate, such asin acurrency board arrangement, could help to establish
credibility, but such a board would not automatically confer credibility. In particular, the authorities
commitment to fiscal discipline had not yet been put fully to the test.

Finally, it isimportant to choose the right reference currency. In the case of Afghanistan, to which foreign
currency should the domestic currency be pegged—the U.S. dollar or the currency of a neighboring
country? There isonly limited information on the composition and direction of trade, but it appears that a
large share of Afghanistan's trade is with neighboring countries, But at the same time, a significant share
of trade flows seems to be denominated in U.S. dollars. On the one hand, fixing the rate against the U.S.
dollar could result in areal appreciation against neighboring cduntries, adversely affecting Afghanistan's
competitiveness. On the other hand, fixing the rate against the currencies of neighboring countries could
adversely affect stability.

The authorities saw the benefits associated with exchange rate stability because it instills confidence in
the new currency and supports price stability. Since the introduction and float of the new currency in early
2003, DAB has therefore aimed to limit volatility by holding the exchange rate within arange. Thisrange
isnot firmly set or announced, however, and DAB does not intend to resist persistent exchange rate
pressures (should these emerge) and risk losing its reserves. The exchange rate regime can therefore be
described more accurately as a de facto managed float —that is, more of an intermediate regime
somewhere in between a pure float and a firmly fixed rate. Minimal financial integration and market
development in Afghanistan allow DAB to pursue this approach, although the informal financial markets
are such that consumers can quickly substitute one currency for another if they wish.

Monetary policy committee

The success of Afghanistan's monetary policy will in part be determined by the effectiveness of the
administrative structures and decision-making mechanisms in place within DAB, and the role of the
Supreme Council. Four types of structures are typical.

Many central banks—referred to as single decision-making institutions— invest their CEOs with final
authority over monetary policy. A major concern with such a system is that the central bank's position
and influence may become too closely tied to the personality of the CEO (and perhaps that of the
counterpart in the executive, usualy the finance minister), increasing the potential for conflict between
the government and the bank. Until recently, developing nations have tended to vest authority for
monetary policy with the CEO; a committee structure is now feplacing the single decision-malung model.

A variant of this structure retains an authoritative CEO, whose role is supported by a group of monetary
experts (e.g., Canada's Governing Council). The head of the central bank resorts to a quasi-formal
mechanism to obtain support for policies he or sheislegally responsible for implementing. Developing
countries follow either the single decision-making model or the committee model, with the CEO often
primus inter pares.
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Two other types of decision-making structuresformally invest a committee with the ultimate
responsibility to implement monetary policy. These are becoming increasingly common, as the public,
markets, and even governments demand—often in exchange for considerable autonomy in carrying out
monetary policy —that central banks make decisions based on varied views. Statutes differ according to
the degree of openness with which deliberations are carried out and announced. Some countries provide
limited information about committee members' positionsor voting preferences(e.g., the European
Central Bank [ECB]). In other countries, their votesand positions are announced (e.g., the United
Kingdom); disagreements are represented in carefully chosen language. In the case of the ECB it is
important to recognizethat it serves as the sole central bank for a group of loosely organized sovereign
countries. Hence, regional influenceswill be important in the decision-making process, not unlike
federationswith a relatively weak center.

The bank's decision-making structure can be influenced by the country's government structure. Hence, in
unitary states thereis no formal statutory recognition of regional concerns. In weak federationswith
powerful central governments, regional concerns may enjoy some formal recognition, perhapsfor
historical reasons. But even if regional concernsreceivea hearing, central bank decision-malung, asin the
United States, is highly centralized. In other countries, relatively few mechanismsexist for regional
concernsto have a decisive influence on the conduct of monetary policy (e.g., Australiaor Mexico). In
stronger federations-—namely,where the relative power of the provincesor regionsis significant—there
may exist more formal means of providing arolefor the regions. The German Bundesbank, prior to the
start of European Monetary Union, is one such example. There the German regions, or Lander, were
given formal, though rarely decisive, rolesin decision-making. In other countries, subnational states can
directly or indirectly thwart the national government's ability to interact with the central bank (e.g.,
Argentina).

Another variation arises from decisions on whether to make the legislation governing the central bank
organic— explicitly defining its authority in a country's constitution—or leave the matter, asin many
countries, to an act of Parliament with amendmentsor revisions easy or difficult. In the case of easy
changes, the act usually requiresa simple magjority to implement amendments (e.g., asin many
parliamentary democracies such as Canada or New Zealand). Elsewhere, passage of amendmentsis more
difficult either because more than 50 percent-plus-1 vote is required for passage, the executive's power is
restricted by the Constitutionin such matters (e.g., the United States), or the regions have a powerful
legidlative voice, or automatic recourse to the judiciary that may limit the executive's ability to shepherd
new legislation (e.g., asin Germany). In other countries, no matter whether legislation defining the
authority of the central bank isorganic or not, it may nevertheless be relatively straightforward for
governmentsto change the Constitution either because the judiciary isweak or because no effective
tradition hinders governmental interference in defining the role of the central bank in national affairs (e.g.,
inLatin Americaor Africa).

In one model or another, the relative autonomy of the central bank may be influenced by whether the
political system isa two-party system with a bicameral legislature (as in the United States), resulting in
executive appointments and legislative supervision. Multiparty systems with proportional or mixed
representation can conceivably weaken the authority of the central bank if amendments can be easily
implemented. More likely, such changeswill be difficult to introduceif the legidation governing the
central bank has special status requiring a large majority, which can be difficult to generateif coalitions
are unstable or difficult to build. Finaly, in Westminster-style parliamentary democracies, the majority
party will usualy find it relatively easy to implement its preferred central bank structure in principle.
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In short, several political forces can shape the overall structure of the relationship between the executive
and the central bank. Consequently, the eventual political makeup of Afghanistanand, in particular, the
relative administrative authority of the regions may have important effects on the implementation of the
new central banking legislation. In any case, avariety of central bank structures can accommodate the
delivery of good standardsin the implementationof monetary policy.

Banking supervision

The Banking Supervision Department was created in July 2002 to protect depositors, promote safe and
sound banking practices, and prevent systemic financial instability. Until the new banking law was passed
in September 2003, therewas no legal basis for these responsibilitiesnor the resources and skills required
to achieve them.

Inits August 2002 report, the IMF identified the following capacity-building prioritiesfor the Banking
Supervision Department: (i) internal audit and controls; (ii) corporate governance, (iii) reporting
requirements, disclosure, and transparency; (iv) analysis of prudential ratios; and (v) twinning
arrangementsfor the department in all areas of supervision, reghilatory oversight, staffing and training
requirements, drafting of regulations, manuals, procedures, and handbooks, organi zation and
administration, building and operating facilities, and modemizdtiontool, equipment, and IT. The IMF
also recommended that the Supervision Department adopt the fiinctional approach, i.e., off-siteand on-
sitedivisions, as opposed to the 'institutional approach’, arguing that it was a more efficient use of human
resources, and that, with afew exceptions, foreign bank branchesand domestic banks should receive even
handed treatment.

Strengthening the Banking Supervision Department required substantial support in establishingan
appropriate regulatory framework and supervisory with respect to bank entry (licensing requirements,
minimum capital requirementsand fitness and probity tests), bank supervision (capital adequacy, loan
loss provisioning, and liquidity management), and bank exit (curatorship, receivership, and liquidation
procedures). The department urgently required new guidelines, policies and proceduresfor evaluating
bank license application, conducting onsite and offsite supervision for banks and nonbank financial
institutions, and facilitating the orderly exit of distressed banks; It aso needs appropriate computing
hardware and software, and continued local and foreign-based training to attain the standard required of
modem financial sector supervision departments.

In December 2002 USAID started addressing some of these needs. Its technical assistance project
componentsinclude support for the comprehensivedesign and implementationfor sound policiesand
proceduresfor licensing, off-siteanalysis, enforcement of laws and prudential standards, reporting,
accounting and offsite examinations. It started this processwith daily half-day training sessionson
banking and supervision to the department's 38 staff. It also realigned the department's activitiesinto
three sections, namely, Supervision—Banks and Nonbanks, Special Supervision— Troubled Banks, and
Licensing and Regulation. By June 2003, it had a semi-functional supervision department performing
basics regulation and supervision. By July 2004 the USAID program aims to have an accredited bank
supervision training programin place, written a detailed supervision manual, and automated the off-site
analysisof bank data. Finally, by 2005, it aimsto havereplaced all expatriate staff with local central bank
staff.



Retail banking activitiesand a national payment system

Establishing an efficient payment and settlement system is critical to the stability of any economy,
because it "' reduces the cost of exchanging goods and services, and is indispensableto the functioning of
the interbank, money and capital markets. A weak payment system isa severe drag on the stability and
developmental capacity of an economy; itsfailures can result in inefficient use of financial resources,
inequitable risk-sharing among agents, actual loss for participantsand loss of confidencein the financial
system and in the very use of money.”"* An efficient and effective payment and settlement system is one
of key reform challengesfor any devel oping financial sector. Due to the fragmented nature of the banking
system in postconflict economies, the payment system (if one exists) is oftenin need of significant
improvements. Above al, reforms must anticipate that the vast majority of transactionsare of
comparatively small value. Fortunately, technol ogiesand software packages have been designed to make
implementation of effective payment systems attainable around the globe. Thisis essentia not only for
broad market confidence and basic transactions but also to contain money laundering and other financial
crimes. For these reasons, one of the immediate demands for policymakersin postconflict countriesis
establishing a strong, efficient, reliable, safe, and stable payment system that facilitates a country's
economic development.

Asof January 2002 DAB was conducting activities normally reserved for the second, commercial, tier of
the banking system. Indeed, DAB’s commercia activities accounted for most of the commercial banking
activity taking place in Afghanistan at the time.

Under the circumstances, this decision was grudgingly accepted because there were no functioning banks
under sound regulation and supervision. Thus, DAB strengthened its commercial payments capacity to
ensure that government, NGOs, private businesses, households, and other parties had access to the system
to make payments and transfers. Likewise, DAB provided.letters of credit and other trade finance
facilities to businesses, organizations, and othersto handle such needs through its existing network of
bank branches.

The status quo raised several developmental concerns. First, losses in trade financing might risk
undermining DAB's financial position, weakening its role in devising and implementing monetary policy.
Second, it might send an adverse market signal to potential commercia banks: they might be competing
with the central bank. For DAB to retain its commercial functions could, in other words, deter investment.
Finally, there were concerns about the inevitable conflict of interest resulting from DAB acting as both a
commercial bank and bank supervisor.

DAB consequently agreed it needed to develop an exit strategy from retail banking. Given Afghanistan's
circumstances, a gradual exit from its direct role in the payment and settlement system to onein which it
regulates and supervises was considered appropriate. The payment systemis still being devel oped,
confidencein that system needsto be built and maintained, and an exit strategy needsto be carefully
coordinated and phased. Such an approach would accommodate the transition from state to private
provision of financial services.

The Central Bank Law passed in September 2003 recognized DAB’s overall strategy, particularly the
need for commercial banking servicesin areas where there are no banks or services, and establishesan
exit strategy for the central bank once others begin to provide these services. Article 129 (Da Afghanistan
Bank's commercial banking services) states that:

1* Bossone, (July 2001). pg 7



“... inany region o Afghanistan where commerdd banking services are not provided to the
public by a least one bank licensed by Da Afghanistan Bank, Da Afghanistan Bank shdl be
authorized to provide such sarvicesfor commerdid holders of account on its booksthat maintain
an active place of businesslocated in that region, notwithstanding any other provison of thisLaw,
for aperiod not more than two years from the effective date of this Law. Da Afghanistan Bank
shdl ensure that the agreements governing each such account permit Da Afghanistan Bank by
written notice to discontinue providing commercia banking servicesto the account holder in
crcumgtances including thet one or more banks licensed by Da Afghanistan Bank providesuch
savicesin theregion, and to dose such account as soon as shdl be practicabl ethereafter. No
failureon the part of Da Afghanistan Bank to provide or not to provide commerdid banking
sarvicesin accordancewith this Article shdl affect the validity or enforceability of agreements
concluded by Da Afghanistan Bank for the provison of such services. For the purposes o this
Article, theterm” commercial banking services' meansay df the banking activitiesdefined as
such by the Banking Law."

Meanwhile, theinstallation of SWIFT equipment in 2001 under a USAID grant of US$80,000 led to
numeroustechnical and staffing problems. The initial absence af a dedicated telephoneline was an
obvioustechnical constraint. Training was ineffective, at least at first. Two sessions have been held in
Dubai. The first, attended by two DAB secretaries, focused on $WIFT configuration. The second,
involving more than 10 bank staff members, focused on processing SWIFT transactions. Only one staff
member is said to have successfully completed the course. Unti] the technical and human skills
componentsof the SWIFT connection are addressed, DAB has po reliable meansfor effecting
international payments.

For awhile, Crown Agents Financial ServicesLimited (CAFSL) provided the only formal secure
arrangementsfor effectivebank transfersto Afghanistan and for making afghanisand U.S. dollars (USD)
availablein-country. The procedurewas simple. The remitting client paid the fund to CAFSL and
completed aform advising it of the sum to be transferred to Afghanistan and the name and passport
number of the individual who will collect the funds in Kabul. On receipt of the fund, CAFSL sent an
instruction to the central bank in Afghanistan, to pay a fixed amount of dollarsto a named individual on
application and identification at the central bank countersin Kabul. Funds were normally availablefor
collectionimmediately, subject to banking hoursin Kabul. Thellocal Kabul office manager accompanied
the named individual to Da Afghanistan Bank for first collectiop and assisted with any queries on
subsequent collections. The fee for each transactionwas 1 perqént of the sumto be transferred with a
minimum of USD250 and a maximum of USDS500. If, however, the recipient client had an account at the
central bank, the transfer charge was only $50. Initsfirst threemonths of operation, CAFSL remitted
over US$4 million on behalf of well over twenty clients.

But this service suffered some limitations. First, it is available only to international organizationsengaged
in devel opment activitiesin Afghanistan. Second, the funds can be made available only to DAB counters
in Kabul. CSFSL could not arrange the transfer of fundsto other areas of Afghanistan. Third, the funds
had to be withdrawnin full as soon as poss bleafter the client's local representativehas been advised that
the funds are available. It was not possible to withdraw the funds in installments—unless, of course, the
client has an account at the central bank, or requests CSFL to hbld the fundsin London and make the
fundsavailableas required.

Consequently, the central bank continued to strengthenits payment system capability. By September
2003, it had reconnected 35 of its main provincial branchesto DAB’s head office in Kabul. These
branches had been connected by laptops with Immarsat connections, and by end-December 2003 they
were expected to be able to report to the center their balances and account movements, with the capacity



to do so on adaily basis. Bank branchesin Kabul were aready reporting to the head officeon adaily
basis under the existing communicationsystem. In the near future they were to be connected by a
computer network.

One of thedriving forcesfor the central bank branch reformswas the need to disburse government
salaries, the main expenditureitem in the provinces, and the provincia donor-funded programs.

But much remains to be done, including: devel opinga physical distribution system with some regional
cash centersfrom where the distribution of cash could be made; the introduction of a softwaresystem for
the management of the currency inventory; the purchase of an armored fleet or use of an aircraft suited to
the important yet risky task of transporting cash within and outside the city. For the medium term, with
the emergenceof a commercial banking system, discussionsare underway to discuss plans to implement
two payment systems that will represent the core of the National Payment System. The payment systems
are expected to providethe clearing and settlement of both high- and low-valuecredit payments, using a
Real Time Gross Settlement (RTGS) system and a Direct Giro Credit (GC) system.

24. CONCLUSION

Outdated legislation, a nonexistent monetary framework, inactive banking supervision, moribund
international and domestic payment systems, and inadequateoperational capacity, taken together,
presented Da Afghanistan Bank with daunting reform decisionsin 2002—03. Y et, in a post-conflict
environment, countriesand organizationsmust muster the political will to addresscomplex issues.

With the help of international organizationsand bilateral partners, the central bank's restructuringand
moderni zation commenced in mid-2002. A new central banking law is now in place that guaranteesthe
central bank's autonomy; a rudimentary monetary policy regime is emerging after the successful issuance
of anew currency; a new banking supervision department, which has commenced on-site inspectionsof
banks, isin place; the central bank's SWIFT connectionisfunctional, one-third of the central bank
branchesare now connected el ectronically for domestic payments; and the central bank’s operational
capacity hasimproved.

The central bank still facesill-funded attempts at improving the international and domestic payment
system; and less than adequate steps at building internal human and technol ogical capacity, dl of which
have significantly stalled the pace of reforms. In ahasty effort to address the immediate payment system
related problemsin the financial system, the reformsof 2002 and 2003 failed to realizethe full reform
aspirationsenvisioned at the beginning of the process. By December 2003 DAB still lagged behind even
basic standards of modern central banking. A more comprehensiveapproachto the central bank reforms
isurgently required.

Much remains to be done before DAB developsinto atruly competent, efficient, and effective
conventional central bank that seeks to reduce urban and rural poverty and to improve economic
development through the use of market-orientedfinancial operationswithin awell-regulated and stable
financial environment throughout the country. More aggressivereformsare required to strengthenthe
institutional and operational capacity of the Afghanistan Central Bank, and in turn, the banking sector's
efficiency and effectivenessin financial intermediationactivities, including resource mobilization,
resourceallocation, and international and domestic payments. To attain these goal s, the government of
Islamic Republic of Afghanistan needsto strengthen both (1) the legal and regulatory environmentin
which financial institutionsare operating in by building on the recently passed financial sector legidlation,
with specific prudential regulations, and (2) the operational capacity of the central bank to carry out its

38




central banking functionsrelating to macroeconomicand monetary policy, banking supervision, national
payment systems.

The abjective of the reformsmust be to implement a structure and culture appropriatefor the central bank
for the country so that DAB can carry out its duties both in Kabul and outlying cities and towns. These
dutiesinclude the full creation and implementationof a national payment system, introductionof
management information systems, implementation of accounting and auditing standardsin accordance
with international standards, implementationof areorganizationand operational restructuring program
(whichincludes substantial changes to human resources, persorinel management processes, and
management information systems). Building a modem information and communi cation technol ogy
infrastructureis afundamental requirement as it facilitatesall activitiestaking place within DAB.

Critically important is the devel opment of aformal paymentssystem. Such asystem will ensurethe
rational distribution of government salaries through the DAB branch network, allow for fund transfers
and disbursementsfor public and private users, and help to channel foreign aid flows throughout the
country in support of the objectivesof national development. Establishing an efficient and reliable
national payments system directly impacts Afghan citizens, for it provides the meansby which funds—
for al purposes—reach themin atimely and transparent manner. Beyond the activitieslisted above, a
national paymentssystem will also increase several-fold the speed at which remittancesfrom membersof
the Afghan diasporareach their intended beneficiary at much less cost to the sender.

Intricately linked to development of a national payment system is the reestablishmentof afunctioning
branch network. Interconnectivity between and among DAB branchesand headquartersin Kabul is
critical. Communication systems, appropriate software (e.g., a General Ledger package), information
technology hardware, basic office equipment, and facilities upgrades are required to ensure a properly
functioning system. Training in financial reporting, accounting, transaction management, and technol ogy
use also fits prominently into the plan.

Monetary Policy

Recognizing the difficultiesof developing an effective monetary policy regime, this chapter concludes
with recommendationson the implementation of legislationover time.

The sole near-term objective of monetary policy should be stability; the ultimate objectiveshould be a
form of pricestability. The use of the term monetary stability is consistent with legislationfound in many
devel oping nations and need not prevent the achievement of an acceptable record on inflation. Given the
apparent shortage of competent staff at many levels, the uncertainty of the relationship between the
regions and the center (i.e., Kabul), and the need to compilearecord of reasonably accurate pricelevel
statistics, price stability (i.e., inflation of around 3 percent) may easily take a decade or longer.

1. Thecentra bank should have instrument independence. International organizationsought to assist
the country in forming a viable and liquid market for bonds and in producing acommercial-type
study so that an interest rate becomes a useful signal, when combined with inflation, for monetary
policy purposes. The use of an interest rate instrument heed not be inconsistent with Islamic
practices since a discount rate of someform isused, for example, in Kuwait, Qatar, and Saudi
Arabia. In the current environment, borrowing tends ta occur on an informal scale at times
between the central government and the regionsin view of the current political situation. In the
short-term—lasting, say, 10 years— consideration should be given to permitting the central bank
to discount private sector study. If the experienceof the transition economiesin central and



eastern Europe is taken as a guide, one would anticipate |oans to be short term. If the state of
Afghanistan returns to complete stability it will take at least a decade, likely longer, to establish
markets for longer term instruments (i.e., five years or more) which could provide an indication
of market expectations for future short-term inflation. Considering the existence of awell-
functioning internal market for credit in Afghanistan but an essentially nonfunctioning banking
system and, again following the example of the transition countries, the central bank should be
encouraged to create quasi-banking institutions to permit the intermediation of savings and
borrowing with a view to facilitating the growth of aprivate sector for debt (see aso items
below). One bank might focusits activities on the export sector, another on the domestic retail
deposit market (e.g., through a post office bank), still another on domestic industrial activities.
Serious thought should be given to preparing for the eventual weaning of such specialist banks
fi-om the central bank. Several models for this transition exist; the Hungarian model is one of the
most successful recent example.

When appropriate, monetary policy guidelines should be outlined on an annual basis. Initially,
any inflation objective contained in these guidelines should be flexible and used only to ensure
proper policy implementation. With experience and better data, an inflation objective can be
quantified and justified and even combined with other objectives (e.g., an exchange rate or money
growth) as transitional measures. Since the specification of an inflation objective can begin only
after the collection of reasonably useful price statistics, as noted earlier, the central bank may find
it more desirable to monitor money supply and depositsin order to assess the spread of the
national currency in relation to alternative forms of script that may continue to circulate for a
decade or more.

The central bank should intervene in foreign exchange markets only to maintain orderly markets.
Any intervention should be publicly announced and explained. An important question in the
design of central banking legidlation is the exchangerate system and the authority of the central
bank in this sphere. Some flexibility is necessary at first; determinations about whether to operate
under a crawling peg or an adjustable peg can be made at alater date. The crawling peg, followed
by countries such as Hungary, may be a useful model because exchange rate movements signaled
theimplicit inflation objectives of the central bank and the government. Such measures would
provide some externally imposed credibility on domestic monetary policy while retaining some
domestic control. Ideally, an exchange rate system will be chosen jointly by the central bank and
the executive and openly reviewed on a periodic basis thereafter. If there are persistent failuresin
achieving a stable inflation rate because of exchange rate policies, then a more rigorous fixed
exchange rate (or narrower crawl) might be necessary. Policymakers should know, though, that
such regimes tend to fail more often than they succeed and are rarely a permanent means to
achieve a stable inflation rate.

The central bank's mandate should include maintaining financial market stability in cooperation
with an independent supervisory authority as well as via public announcements of any actions the
monetary authority deems necessary to advance that objective. Given the shortage of competent
personnel, it may be useful, again for at least a decade, to combine the monetary policy and
supervisory functions. Thisisacommon approach in most developing and Islamic countries.
Eventually, however, experience has shown that financia stability is more likely to be guaranteed
if the central banking and supervisory functions are separated.

The central bank will be entirely responsible and accountable for the day-to-day implementation
of monetary policy free from any government direction unless the government states publicly



why it wishesto direct the central bank to alter its existing policies. From timeto time, the
government may, via periodic reviewsof the conduct of monetary policy, wishto set anew
coursefor the central bank. This may require amending the central bank law. Experience offers
many examples of crisesfacing the central bank ending with poor policy choices made largely
because actua or potential interferenceby the political authoritiesundermined the capacity of the
central bank to make the correct choices consistent with monetary policy stability. This aspect of
central bank—executivelinks transcends other differencesamong central banks in the developing
versusthose in the devel oped world.

In the long term, the central bank's objective should be monetary policy. As stated in the new law, DAB’s
primary responsibility isto " achieve and to maintain domestic price stability.” The other objectivesof
DAB —to foster liquidity, solvency, and proper functioning of & stable, market-basedfinancial system,
and to promote a safe, sound, and efficient national payment syslem—are subordinated to the overall goal
of price stability.



3. STATECOMMERCIAL AND DEVELOPMENT BANKS

3.1 INTRODUCTION

At theend of the Taliban regime, in the beginning of 2002, Afghanistanwas left with a banking system
that was physically destroyed, technologically outdated, and operationally nonfunctional. The six state-
owned commercial banks remain in frail and dilapidated buildings. They lack the basic infrastructureto
sustain business of any sort and are in bad and often insolvent financial condition. Loan portfoliosare
virtually unrecoverable, and the only source of incomefor many of the banksis foreign currency accounts
held outside of the country.

Many of the banksstill employ many personnel hired before the hostilities began in the mujahedin (anti-
Soviet) era. Such employeesgenerally lack the skillsand training required to run modern financial
institutions. Management relies heavily on the central bank for basic operating instructionsand guidance,
areflex that has hindered the banks' ability to evolveinto commercialy viablefinancial institutions.
Incidentally, this practice predates the decades of hostilitiesand civil collapse and must be changed if the
banks are to function properly.

The banks need magjor assi stance with basic accounting, asthey al still rely on handwritten book ledgers,
and audited financial statements have not been prepared for many years. Employeesprobably do not have
the necessary skillsto follow internationally recognized accounting standards— standards that would help
in accurate assessmentsof these institutions' financial health. But the existing skill levels at some of the
banks provide at |east afoundation that, with training, could see a great deal of improvement.

All of thesefactors have contributedto the public's lossin confidencein the banking system. The public
no longer uses the banks to place depositsor for other basic transactions, a devel opment that has severely
reduced the resource base banks requirefor lending. With the exception of afew minor directed lending
transactionsand a special loan program in one of the provinces, the banks have ceased al lending
operations. Their loan portfoliosin most cases originated more than 15 yearsago. It isunlikely, given the
loss of loan documents, the destruction of property, and the deaths of many of the original borrowers, that
they will be able to collect on these loans.

Given their intermediary role in the economy, Afghanistan’'s banks arein critical need of rehabilitation
and reconstruction. Some of the banks are beyond recovery, but others have the potential to return to good
financial health provided they pursue sound recovery programs. This assessment is based on areview of
the state banks by a World Bank team that began in 2002 and ended in July 2003. Team members
interviewed bank management and personnel, and conducted basic analysis of fragmented and often
incompletefinancial information. The following section containsa summary of these reviewsand abasic
financial analysis of the banks.
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3.2 HISTORICAL BACKGROUND

Afghanistan hasa private sector banking tradition (see Table 3.1) going back to 1933, when the country's
first commercial bank (Bank Millie Afghan [BMA]) was established. A second commercia bank was
founded in 1955 (Pashtany Terjaraty). Initially capitalized with Af9.6 million (old afghanis), BMA was a
mixed-ownershipfinancial ingtitution— 72 percent of its shareswere held by private shareholdersand the
rest by government. Pashtany Terjaraty Bank (PTB) was established as a joint venture between the
government of Afghanistan and private Afghan investors, with initial paid-up capital of Af120 million
(old afghanis). A portion (58.3 percent) of this shareholdingwas held by the government through various
state-owned organi zations, namely the central bank (Da Afghanistan Bank—DAB), the Ministry of
Finance, and the Ministry of Commerce. Another portion (33.3 percent) of the shareholding was held by
more than 1,000 private shareholderswith the Agricultural Bank. An employeeprovident fund under
Ministry of Finance administration held the remaining 8.4 perceht. Interestingly, even the Industrial
Development Bank was initially established as a private institutibn. Sixty percent (or Af144 million) of
the bank’s shares were held by 203 domestic sharehol ders, and 40 percent by six foreigninvestors.'

Established . S

Branches o st Lol

Domestie (Foreign) - 23 -
Employees . . o0

It isonly in the 1970s that the state, under the Daoud government, took an ownership interest in both
financia institutions. PTB was nationalized by the Daoud government in 1974. All the sharesof the
original shareholderswere purchased by the Ministry of Financg, at a discount of 30 percent to face value.
Government organizations, mainly the Ministry of Finance and DAB, assumed ownership of PTB’s
equity. The nationalization of PTB does not, however, appear to,haveresulted in any major changein its
operations. Controlsand procedureswere not diluted, and normal businessactivity continued. Before
1974, private individualsand companiesowned a |east 49 percent of the Mortgage and Construction
Bank. Their names and identities are not known as most of the bank's recordswere destroyed during the
civil war between 1992 and 1996. After nationalizationin 1974, the shareholding was divided between
DAB (40 percent), the Afghan Chamber of Commerce (30 percent), Ministry of Finance (20 percent), and
BMA (10 percent) (Table 3.2).

 Ministry of Finance |

Da Afghanistan Bank

. Bank Millie -

i Chanber of 'Cdmmérée

Assdtiate of Carpetand =
Dry Food Traders

> Chase Manhattan Bank, First National City Bank of New York (predecessor of Citi¢orp), the International Finance Corporation of the World
Bank Group, National Westminster Bank of London, Ltd., Industrial Bank of Japan, Ltd., and Crédit Lyonnais of France.
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During the 1970s the government al so established two development banks—Industrial Devel opment
Bank (IDBA) (1973) and Export Promotion Bank (1975), in addition to the Agricultural and
Development Bank (AgBank), which had been establishedin 1954. The original shareholdersof the
Export Promoation Bank, which remain unchanged, were the Ministry of Finance on behalf of a
"retirementf und” under its administration (80 percent), the Chamber of Commerce (10 percent), and the
Association of Carpet and Dry Foods Traders (10 percent). Theinitial paid-in capital at AgBank was
supplied by the Ministry of Finance (69.67 percent), Da Afghanistan Bank (30.03 percent) and Bank
Millie (0.30 percent), al three of which retain the same ownership shares. Today, the Ministry of Finance
and the central bank hold equity stakesin all the financial institutions, with minor public shareholdingsby
others.

Bank Millie Afghan

BMAis the oldest and largest commercial bank in Afghanistan, havingits rootsoriginally in the Afghan
Millie Company. By decree of the prime minister and the Council of Ministers, BMA was legally
establishedin 1933 by Abdul Majid Zabouli, a prominent Afghan businessman, to providecredit facilities
for the export and import activitiesof tradersin Afghanistan. BMA preceded the founding and
establishment in 1939 of Da Afghanistan Bank (DAB), and it is believed to have undertaken some core
central banking activitiesfrom 1933 to 1939.

Between 1933 and 1976, BMA pursued afairly aggressivedomestic and international intermediationand
expansion program. In 1933, thefirst foreign branch opened in Berlin, Germany, followed by onein
Peshawar and Chaman in Pakistan. In 1934, BMA opened its London branch, followed by the Panama
City branchin 1940. Thefirst six branchesof BMA in Afghanistanincluded Herat, Kandahar, Andkhol,
Mazar-e-Sharif, Gazni, and Agcha. Adversepolitical, economic, and environmental conditions,
particularly during the 1970sthrough the mid-1990s, brought an end to this earlier success. Currently,
BMA has only five foreign branches (a Hamburg, Germany, branch having recently been closed), 10
branchesin Kabul, and 13 provincial branches.

In 1976, BMA was nationalized as a state bank by the Daoud government, bringing private ownership to
an end. The bank went through tumultuoustimes during the Soviet, mujahedin, and Taliban periods.
Today, it isweak, lacking in liquidity, and basically unableto lend. Like al the banksin the financial
system, BMA lost public confidence, and the Afghani people reverted to the informal banking system,
namely hawala, for money transfersand exchange, and to alesser extent, deposit placement and loans.
Bank Millie Afghan is now fully owned by DAB and effectively operatesas a subsidiary—with no
policy, operational, or management autonomy. Although itslegal status as a state-owned bank is not quite
clear, BMA islicensed under the 1994 Banking Act of Afghanistan. New legislation adopted in mid-2003
providesa framework for the bank’s resolution.

Pashtany Terjaraty Bank

PTB was set up in 1955 to meet the growing trade-financingneeds of a thriving businesscommunity,
especially importersand exporters. In particular, the government was keen to generate foreign exchange
by supportingthe export of cotton and dried fruitsfrom Afghanistanto Chinaand the Soviet Union. PTB
was set up to focus on this. Inits early years as atrade-focused bank, PTB performed well, benefiting
fromits close rel ationshipswith the merchantsof Afghanistan. The bank had several thousands of
customers, offered savings, current and time deposit accountsin local and foreign currencies, made and
received domestic and international funds transfers, issued | etters of credit, handled trade collection

documents, provided freight forwarding services, extended loans to the trading community, and paid
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bonuses to staff. Its trading client base expanded to cover exportersof carpets and karakul skin to Europe,
dried fruitsand medicinal herbsto India, and the import of Soviet equipment and machinery into
Afghanistan.

The bank experienced two periods of financial deterioration. The first began in 1979during the
Communist regime. Large businesses and propertieswere taken over by the state, imports/exports by
private traderswere replaced by intergovernment trade (mainly barter trade with other communist
countries), and trade relations with the western world diminished. Afghan traderslost interest and
confidence in the economy, triggering out-migration, which led to a contraction of PTB’s volume of
business. The second period started in 1992 when the mujahedin forcestook control of the country.
Government assets were plundered by troops, and the government restricted PTB’s businesswith the
trading community. Political appointeeswith little knowledge of banking were given control of financial
institutions. PTB began to encounter problemswith liquidity, and could not always honor its
commitments, including encashment sought by depositors. Virtually every check payment had to be
authorized by the bank president, who in turn needed to seek the approval of government " intelligence’
officers. Needlessto say, those with greater political influencewere given priority.

Taliban rule accelerated the bank's demise, along with that of Afghanistan's other banks. Mullahswere
appointed to key executive positions, and the bank was not permitted to pay or chargeinterest. Attempts
were also made to plunder the bank's assetsby arbitrarily instructing bank officialsto withdraw foreign
currency deposits placed with banks overseas. (This was thwarted by the freezing of PTB’s deposits by
the international community.) Deposit mobilization stopped due to the lack of confidencein the banking
system, and PTB discontinued lending due to the lack of business transactionsand credit worthy
borrowers. Loan portfoliossaw major defaultson account of the political turmoil, the flight of traders
overseas, and PTB’s inability and incapacity to recover debt. PrB, aong with the other commercial
banks, cameto a virtual halt in performing banking operations.

TheAgricultural and Development Bank

AgBank was established by the government in 1954 as the A gricultural and Handicraft Bank, with a
mandate to serve small farmers and handicraft producers. Thebank originally operated on avery small
scale, and was neither active nor successful. In 1968 it was reorganized and renamed pursuant to an
agreement between the government, the UNDP, and the World Bank. It included (i) refocusing its
business on financing the agricultural supply chain, from production through processing and export; (ii)
an IDA credit facility for re-lending; (iii) appointment of a German general director; and (iv) related
technical assistance, including several on-site advisors.

Accordingto AgBank management, the period from 1968 to 191 was one of high growth and successful
operations. Short-term (up to one year) loans were made to individual and cooperative producersfor seed,
fertilizer, fuel, repairs, and other agriculture-relatedservices (e.‘g., other inputs, storage, maintenance,
distribution) and for operating expenses. Borrowerswere diverse: farmers, horticulturalists, poultry
farmers, and livestock (mainly sheep) producers. Medium-term loans of up to five years were madeto the
same client base for the purchase of tractors, pumps, harvestiné and imgation equipment, and other
capital purposes. Long-termloansfor more than five years were made to processorsfor plant and
equipment. L etters of Credit and related trade financing were provided to processorsand traders. AgBank
operated as more than a bank. It also served as an equipment dealer, importing tractors, pumps and other
production and imgation machinery from the Soviet Union and, to alesser extent, India, Iran, Japan and
Italy. Stocks of equipment and spare parts were maintained in warehouses in Kabul and at outlying
branches, and sold with related supplier credit. The Bank also handled the current accountsand savings
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depositsfrom these client bases. The International Development Agency provided additional loan funds;
Tractor Export USSR supplied funds via supplier credit in connection with equi pment purchases), and
DAB did the same viasupport from Japanese and other donors.

After the 1979 Soviet invasion, the German general director and other technical advisors departed the
bank and business volumes declined. For the next 10 years, AgBank continued to import and sell Soviet-
made equipment and to provide somefertilizer and operating expense financing, under the effective
control of DAB and its Soviet advisors. After the Soviet departure in 1989, with the exception of two
brief periods of directed loan activity, the bank was basically shut down. No importswere received.
Stocks of equipment and parts in the branches were looted, and only a small inventory of very old parts
remainsin a Kabul warehousetoday. Currently, thereis little ongoing loan or deposit activity.
Management reported that total deposit inflowsin 2002 were about US$4,300 (new Af200,000) in the
branches and US$2,200 (NAf100,000) in the head office, atotal of about US$6,500 (NAf300,000). There
were no inflows before or during the Taliban era, apart from when DAB loaned AgBank approximately
$56,000 (old Af2.6 billion) for one-timere-lending to producers, just before the Taliban took power.
More recently, in the summer of 2002, Herat governor Ismail Khan gave the bank about US$650,000
(NADO million) for re-lending to local farmers, whichisin the process of being disbursed.

Export Promotion Bank

EPB was established in 1975 by the government to specialize in financing Afghanistan's foreign trade.
Despite its name, there has been no special emphasison exports. In fact, import letter of credit financing
was actually the highest volume activity. Management explained that the bank operated actively until
1992, Because its operations were mostly in three major cities (Kabul, Herat, and Mazar), they were able
to operate throughout the Soviet occupation. After 1992, operationswere disrupted by civil strife and then
effectively suspended under the Taliban regime until late 2001.

Prior to 1992, EPB offered two kinds of credit. It opened import letters of credit, which were funded from
their foreign correspondent accounts. Typically import clients paid a 40 percent cash deposit at thetime
the LIC was opened, and the balance against rel ease of documents when the goods arrived. The EPB also
made pre-export loans to producers and traders, which were repaid from sales proceeds which were paid
through the Bank under letters of credit issued by foreign correspondents. It had demand and savings
accounts from this customer base as well as from the general public, although no loans other than these
specialized trade facilities were offered.

Since 2002 some banking activity has resumed. Savings accountsfrom individuals have increased from
about US$61,000 (NAf2.8 million) to about US$78,000 (NAf3.6 million). The bank also made two loans
to exportersin 2002. There have been no foreign transactions, and no activity of consequencethrough
EPB’s foreign accounts since 1992. Other than receiving statementsfrom time to time, the bank
apparently makes no effort to manage these accounts.



TheMortgage and Construction Bank

Established in 1948 to finance residential and commercial constructionin Afghanistan, the MCB
underwent operational change after nationalization. It continued to provide loansfor the construction of
private homes, providing commercial property loansto traders. Loanswere aso made availablefor the
purchase of land and construction materials. The only other product MCB offered was savingsaccounts.
Customerswho had savings accountswith MCB were given priority in the processing of mortgageloan
applications.

MCB’s performancebegan to declinein responseto political and civil strife seen during the Taliban
period, which a so affected the other financial institutionsin Afghanistan. The situation significantly
worsened after 1992, particularly as MCB was more vul nerabl e because of its location near the western
entranceto in western Kabul, whereintense fighting took place. In 1995 most of the bank burned down
during the fighting and most of its records were destroyed; MCB’s management was able to rescue only
theloanfiles.

Although the bank was partially rebuilt, it now scarcely resemblesa bank. Its head office is housed on the
first floor of arundown building, the ground floor of whichisa DAB branch. Today, MCB islargely
inoperative. Operationally, its last loan was made seven years ago. Since then, its principal activity has
been recovering interest totaling US$11,000 that accrued but was not paid by customersduring the
Taliban period. Thisappliesto an estimated 300 |oansand rent/(US$29,000 annually) on mortgaged
propertiesrepossessed by the bank. Its assets are valued at less than US$100,000.

The Industrial Development Bank of Afghanistan

IDBA was incorporatedin 1973 as afully privatefinancia institution under a government charter, with
initial paid-up capital of Af40 million. It was established primarily to providefinancial assistanceto the
country's industrial sector. In 1977 the Daoud government nationalized the bank, fully compensatingall
private shareholders.'® Its legal status, although unclear, is said to be based in an industrial development
law specifically promulgated to establish the bank. Today, shatreholders include Da Afghanistan Bank, the
Ministry of Finance, Pashtany Terjaraty Bank, Bank Millie Afghan, and the Afghanistan Chamber of
Commerce. Likeall banksin Afghanistan, IDBA was devastated by the turmoil of the past two decades
and is now a defunct and bankrupt financial institution. It has only 40 employees—10 percent of its
original banking staff. The bank never recovered after thefall of the Taliban, whileits two sole branches,
in Mazar-e-Sharifand in Kabul, had to be closed. IDBA has sibce 1996 ceased all banking and financial
intermediation.

' |t is understoodthat all sharehol derswere fully paid at book, although upon inquiry, there was no accounting evidence that the shareswerere-
purchased by Government.



33 CORPORATE GOVERNANCE AND MANAGEMENT STRUCTURES

Over the years, political interferencein the banks operations, management, and control (including
lending decisions) hasleft them with weak corporate governance and flawed organizational structures.
For example, as of the fall of the Taliban regime, the central bank governor was also chairman of the
board for al the banks, presenting clear conflict-of-interest concerns. Interferencein credit allocation,
deposit and lending rate-setting, policy and operations has long tarnished the banks activities. Lax legal
and regulatory oversight and, until recently, poor incentivesfor sound banking, undermined the banks
operationsas well. These weaknesses combined with the lack of banking experience among the clerics
and mullahs appointed to management positions, the transformation of the banking system into mono-
banking during the Soviet era, and some inappropriately applied versions of |slamic banking during the
Taliban period led the banks to almost certain insolvency and liquidity. Overall, in amost al the banks,
corporate governance and organi zational structure were characterized by the following weaknesses:

e unclear organizational and departmental policies, procedures, dataand information flows,
decision-making responsibilitiesand accounting systems,

e vague and impreciselines of communicationfor policy dissemination and decision-making
within and between departments;

* jll-defined duties, responsibilities, accountability, and span of staff and supervisory authority in
all operating departments;

e wesk, if any, management information system for information dissemination, financial analysis,
decision-making, and long-range planning due to the banks heavy reliance on DAB for policy,
operational guidelines, and planning;

* weak written operating policies and procedures, especially in credit administration, risk
assessment and management, and loan servicing and workouts;

¢ poor branch management control, and ineffective general banking operations oversight
procedures;

o ineffectivetreasury management operations, absent collateral appraisa proceduresand
techniques, and nonexistent debt recovery operations.

e unreliable broken communication links, and data transmission and delivery that often break
down, as telecommunications systems are outmoded and unreliable;

e anentire corporate structure that is void of computerization, automation, and information
technology, having only eight computers, which are used primarily for word-processing, and;

e archaic accounting systemsthat are not IAS-compliant and are incapable of resulting in a*true
and fair" value of the bank's financial condition and performance.

In general, the concept of corporate governanceis alien to all bank management, which operates under a
weak corporate governance structure. In theory, the banks were subject to inspections and audits from
DAB, Ministry of Finance, Ministry of Commerce, Ministry of Justice, and the Control and Inspection
Department. In reality, however, the poor quality and tardiness of financial information made independent
auditsdifficult. For example, the last DAB audit covering the inspection of Pashtany Terjaraty's financial
accountsfor the year ended in March 1998. Also, these bodies did not have the expertise and tools
required to ensure the adequacy of corporate governance standards. At PTB, the overall division of
responsi bilitiesbetween the commercial vice president and the administrative vice president (who
reported to the president) meant that the former handled all external trade-related and lending functions,
and the latter managed all operational issues, support functions, and domestic branches. Other than this
broad differentiation, reporting lines are unclear and are based neither on functional/product linesnor on
customer segments. There are no independent credit, treasury, operational risk, or human resource
functions.
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34 HUMAN RESOURCE CAPACITY

Given the levelsof activity (or rather, inactivity) in the state commercial and development banks, al the
banks are highly overstaffed, and underutilized. In 2002 the number of staff at BMA (including thosein
local and foreign branches) was 800, 25 percent of whom are female (of whom two are in management
positions). Pashtany Terjaraty Bank has atotal of 564 staff, 31 of whom are managerial personnel.
Seventeen managers are at the head office, eight are at the Kabul branches, and an additional six are a the
provincial branches. Of the total employees, 191 have completed high school (12 years of schooling), 47
have completed " Grade 14,” 59 have completed " Faculty of Ecdnomics” (similar to a bachelor’s degree),
four have a master's degree, and as many as 263 have had no education at all. From a peak of
approximately 1,500 employees, AgBank now employs atotal of 219 people. Of these, 155 are staffed in
the head office, and 64 work at the 15 branches still open. It isimportant to note that the bank has not
hired anyone new since 1979, so the average age of the staff is approximately 50 years old. EPB employs
178 people, 150 at head office, eight in another branch in Kabul, and 20 in its remaining outlying branch
in Mazar. Of these, 48 arefemale. MCB has atotal of 75 staff, of whom 22 are women and 12 are
managerial personnel. Fifteen employees have college degrees in economics or engineering.

Thereisan obvious lack of qualified and experienced bank personnel at all levels of banking operations,
including the managing board and department heads. There is little understanding of the components of
profit and loss, cash/funds flows, financial intermediation, branch management and operations, computer
and automation technology, accounting, loan administration, and risk assessment and management.
Although most of the staff have long tenures in the banks, this has not translated into genuine banking
experience owing to more than two decades of economic and banking inactivity owing to war and internal
strife. Hardly a single employee has been exposed to modern organizational systems, technologies, or
accounting systems. Very little English is spoken or understood (essential for many new technologies and
related training), even at the highest levelsin the bank. In part, the absence of qualified staff can be traced
to the Taliban regime's decision to remove top management who had been educated in the Soviet Union,
were members of pro-Soviet political parties, or women.

Recognizing the need to upgrade staff skills, some banks introduced training programs after the fall of the
Taliban regime. BMA has introduced an English-training program, with 52 staff participating and 16
already having completed the first course. Computer training began in August 2002, with 24 currently
enrolled at BMA, while another 30 are taking the computer training program at the Ministry of Labor and
Socia Affairs. Pashtany Terjaraty has arranged for 20 staff members to receive English language and
information technology (1T) training through courses conducted at the DAB’s Banking Institute and at the
Ministry of Planning, the Ministry of Foreign Affairs, and the Ministry of Labor. A further 15 staff are
currently being similarly trained, and alarge number of other staff are also waiting for these
opportunities. Twelve staff members from the AgBank were receiving English training at the DAB in
mid-2003.

3.5 COMPUTING TECHNOLOGY

One of the key operational constraints for the banks isthe low level of computer technology. As of 2002
there were few persona computers in the banks. Where present, they were old, slow, and had little
storage capacity. They were used primarily asword processors in the chief executive's office. Therewas
the occasional fax machine, although these too were only as reliable as Afghanistan's telecommunication
lines. All transactions were therefore processed and recorded by hand. Customers have passbooks;
individual customer ledger cards are maintained manually.
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The lack of modern equipment, automation, and computerization technology a so affected the banks
accounting, bookkeeping operations, and management information systems. The banks employed very
elementary accounting methods, did not code their accounts, and did not accrue income and expenses.
They generally use outdated accounting systems that were not in accordance with international
accounting standards. As an example, PTB did not classify loans according to prudent |oan classification
standards and principles. The bank's outstanding loan portfolio is almost totally nonperforming, even
under Afghanistan's earlier accounting practices, which allow banks to consider unpaid loans up to 12
months as current. Y et most of these |oans are retained on the balance sheet at face value instead of being
fully provisioned according to international standards.

Box 3.1 Examplesdf the Operational Challengesat PTB Branches

The organization of processes and workflows are archaic and sometimesiillogica. To completea cash
withdrawal/deposit transaction, acustomer needs to visit two to three counters, first to fill out forms and then to
physicaly deposit/withdraw cash. PTB claims, however, that the average transaction time is less than 10 minutes.
To maeke payment of abill under an L/C, acustomer hasto first go to the IC  Department, which issues a credit
advice, then to the cash counter, which issues another receipt. A copy of the receipt then is sent to the Accounts
Department, which makes entriesin aledger, which is then signed by dl concerned department heads. Againin the
L/C department, all L/C copies, documents, etc. are maintained here, but customer ledgers are kept in the Accounts
Department. This department was aso holding on to some 300 files containing documents of titleto goods shipped
~morethan S yearsago.

At the AgBank, which lacks basic electronic equipment, management communicates with its Herat and
Mazar branches by cell phone, but otherwise it relies on the post and telegrams. All bank records are
handwritten and stored in book ledgers. Instead of cell phones, the management at the Export Promotion
Bank relieson DAB facilities to communicate periodically with foreign correspondents and to update
time deposits and income data. All records there too are maintained manually on book ledgers.

3.6 ACCOUNTING SYSTEMS

The banks' financial systems and accounting records constitute perhaps the most desperate aspect of al
the financia institutions. Weaknesses in their financial and management accounting systems made it
nearly impossible for management and staff to perform any meaningful financial analysis and disclosure.
Given the weak corporate governance structures, the banks weak financial and management accounting
systems resulted in their failureto (i) comply with the existing financial, operational, and management
regulatory requirements (poorly designed asthey were); (ii) assess creditworthiness and manage risk; (iii)
observe appropriate loan accounting policies, practices, and reporting consistent with sound credit and
risk analysis, and asset and liability management; (iv) ensure that minimum capital requirements, capital
adequacy, required liquidity, credit concentration, and foreign currency exposure levels are properly
accounted for and measured; and (v) provide for the timely recognition of identified losses and credit
risks.

Making sense of the available financial systems was atortuous effort: none of the banks had recent
financial statements. The PTB’s latest available audited accounts were for the year ending March 20,
1998. The AgBank had not produced an audited financial statement since 1994. Further, the accounting
systems/procedures in al the banks were underdevel oped, as staff members did not follow or even
understand basic standards, such as accrual accounting and provisioning. The financials provided by
management were difficult to understand and were inconsistent with international accounting standards
(IAS). Sometimes, the banks maintained two balance sheets, one with afghani-denominated assets and
liabilities, and another with foreign currency assets and liabilities, both with various reserves and capital
accounts, neither of which reconciled with the other.



Beyond the lack of the most basic technology, let a one a basic management information systems,
management cited a number of obvious reasonswhy accurate accounting and performance monitoring
have been impossiblein recent years. One of the most significant factors affecting the quality df the
banks' financial information was that many accountants had |eft their positions, abrain drain that
contributed to the banks' poor performanceand their inability to hire more qualified personnel. The
destruction attending two decades of civil strife also destroyed many of the banks' records, which some of
the banks were unableto reconstruct. The AgBank, for example, made 135,000 fertilizer loans,” the
accounting for which was automated at the government's Central Statistical Organization. But that group
was shut down 15 years ago; manual copies of the |oan records were updated only sporadically.

3.7 FINANCIAL CONDITION

A January 2003 World Bank diagnostic review of the financial condition of the banks concluded that all
the bankswerein dire financial condition. Using incompl etefinancial data, the World Bank reconstructed
the balance sheets and income statements of all the banksfor a!preliminary assessment of their financial
condition.

Bank Millie Afghan

At the January 2003 USD-afghani exchangerates, the bank appeared to have total assets of around
US$81.2 million. BMA had around US$60 million in foreign bank deposits, owned considerablleforeign
assetsin itsforeign branch holdings'” and had foreign investmentsof some Af730.7 billion equivalent
(US$162.4 million), of which 60.6 percent are in USD, 39.1 percent in GBP, and .30 percent in Euros. All
foreign assets were unfrozen by the international community in early 2002, permitting full accessby Bank
Millie Afghan. In addition, BMA owned shareholdingin four of the banks in Afghanistan, 3.31 percent in
PTB, 13.57 percentin the IDBA, .43 percent in the AgBank, and 6.40 percentin MCB. Similarly, it held
considerable investmentsin textiles, insurance, oil, carpets, and the national airlines, Ariana, and so forth,
amounting to about Af 1.3 billion (book value)—although only three of 21 companiesin whichit has
investments are operating today at 50 percent capacity.'®

Domestic loanswere arel atlvely small component of BMA’s total assets, whilethe entireloan portfolio
was considered nonperformlng because of political and econbmic conditionsover the previous decade.
Although some level of provisioning was practiced, albeit insignificant, the bank did not classify
nonperforming loansby term delinquency in order to apply appropriate risk-based |oan l0ss provisions.
Asagenera practice, a1 percent penalty is applied to the load's origina interest rate on all loans
delinquent after oneyear. Asloan servicing was extremely weak in BMA, collectionsin 2000 (the |atest
profit and loss) amounted to a paltry lessthan 1 percent of total interestincome, the rest of which were
feesfor banking services such as money transfers, goods forwardmg, and rental income. Aggressive
collectionsare not pursued, as a practice, although BMA claims to have apolicy of collateral seizure
upon the default of aloan.

' Theseinclude branchesin New Y ork, Hamburg (closed), London, Karachi, Peshawar, and Chaman. It was earlier thought the BMA owned the
5-storey building which housed its branch in Manhattan, New York. However, no records exist indicating BMA’s ownership of the building
(although this is still being researched). While New York is a branch, no rent is being paid for the branch facilities as the bank claims part
ownershipin the building. I n the bank's balance sheet, the New Y ork branch office is not reflected.

'8 A tableof BMA local and foreign investmentswill accompany the BTO.

' By IAS standards, BMA’s entire loan portfolio would be classified as LOSS, with 100 percent loan loss provisions applied. Overdue, on the
average, isabout 10 —12 years.



Pashtany Terjaraty Bank

The reconstructed balance sheet for the period ended 20 January 2003, and a profit and loss for up to 10
months of the current financial year, suggested an income of Af5.8 million (US$120,043) and total
expenses of Af2.8 million (US$66,536). The main sources of revenue appeared to be interest income on
its depositswith other banks of Af2.1m (US$45,000) and rental income Af3.2m (US$69,543). Expenses
were essentially salaries and office expenses. Both income and expenses were accounted for on acash
basis. PTB’s balance sheet primarily comprisesforeign currency (FCY) (mainly USD) assets and
liabilities. FCY deposits with foreign banks are the largest single component at US$34 million with FCY -
denominated customer liabilities being significantly lower at US$16.8 million. The single biggest source
of funding and the largest liability item was foreign exchange gains of around US$61 million essentially
on PTB’s FCY assets. FCY customer deposits comprised a further US$14.5m (mainly unclaimed
deposits/excess payments made by customersin respect of L/Cs issued). USD customer-related assets
(around US$38 million) are essentially nonperforming, with all loans being overdue for over oneyear. No
provisions have been made for these nonperforming assets in line with generally accepted accounting
practices. This notwithstanding that it did appear onitsface that PTB was solvent and profitable (even
excluding foreign exchange gains on FCY nonperforming assets). Unfortunately, however, thisfinancial
position was largely on account of foreign currency assets (deposits) and foreign exchange gains rather
than due to recurring profits from commercial banking activities.

TheAgricultural and Development Bank

Based on the reconstructed financial daements’  the AgBank had nominal liquidity and virtually no
income from operations. The only real financial value for the bank seemed to be in its offshore accounts,
totaling US$2.4 million, along with some real estate assets the bank is currently holding onto in
Afghanistan. Simple analysis of the profit and loss statement indicated that the bank had virtually no
interest income from its loan operations primarily because most of the bank's 147,000 loans were more
than 15 years old. Given the decades of conflict Afghanistan has endured, it was virtually impossible for
AgBank to locate all the borrowers of these loans. Management believed, however, many of these loans
could still be recovered. The bank therefore carried these loans on its balance sheet. From an accounting
point of view, these loans should have been fully reserved. Operationally, it was not economically prudent
toinvest much in their collection.

The bank's reconstructed balance sheet suggested foreign currency depositsin excess of US$2.4 million.
(It has no other foreign currency-denominated assets or liabilities.) Cash receipts during the 12 months
ending March 20,2003, were estimated at US$140,000 (or 6.5 million in new afghanis—NAfs). Salary
and other cash expenses in this period were projected to be about US$98,000 (NAf4.5 million). The bank
was not repatriating interest income on foreign deposits (about US$42,000, or NAfI.9 million), which is
available if necessary. Earnings from the Herat |oan program are expected to be recognized in calendar
2003 (FY 2003-04). Rental income included only amounts actually received on |leases signed during the
year. The full annual amount of current rents was expected to be received in 2003.

The Export Promotion Bank

The EPB appeared to have substantial liquidity in the form of cash and due from banks. With individual
foreign asset and liability itemsestimated at US$12.3 million and US$8.8 million respectively, there are

% The reconstructed Profit and Loss statement was based on a " sourcesand uses" cash flow statement. The income statement does not contain
any non-cash items such as depreciation and amortization, since these items are meaninglessin view of the obsolete valuations.
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about US$3.5 million of net foreign assets and probably more that will accrue over time. In addition,
DAB and other local commercial banks have more than NAf38 million, about US$3 million, in current
accounts. Many of DAB’s deposit liabilitieswere very old, thusthe likelihood of customers malting
claimswas small. In the past 15 months some banking activity had resumed. Savings accountsfrom
individualshave increased from NAf 2.8 millionto 3.6 million. There are atotal 12,000 savings account
holders, and the interest rate is 13 percent, as specified by DAB. Therestill are 6,300 current accounts on
the books totaling NAf16.8 million. Perhaps 200 of these are " active™ according to management, meaning
atransaction every week or so.

In mid-2002 EPB made two loans, their first since 1992, to exporters, one of fruit the other of leather.
Each wasin the amount of NAf4 million (about US$85,000) for six monthsat 20 percent interest, secured
by real property. Besidesthese two loans, the bank still had claims on borrowersof more US$15 million.
The bank's management claimed that some large part of their loan portfolio was till collectable. The
reasons to doubt this were obvious. The claimsare more than ten years old and it is hard to believe many
borrowersare around and can pay. The security would have been imported items, either long consumed or
sold or depreciated in value. The bank has been defunct and borrowers have had no incentiveto pay.

Mortgage and Construction Bank

TheMCB’s profit and loss statementsreflected gross incomeof NAf1.1 million (US$24,000) and total
expensesof NAfL.7 million (US$37,000). The only source of revenueon a cash basiswas from rentalson
mortgaged property repossessed by the bank. PTB’s major expenseswere salaries and food for staff.
MCB’s funded its ongoing operational losses by drawing down its cash balances with other domestic
banks. It had no foreign currency assets and liabilities, while its main assetswere propertiesin Kabul
valued (historically) a NAf1.5 million (US$33,000), and cash balanceswith other domestic banks
totaling NAF1.4 million (US$31,000). Customer-related assetswere only NAf500,000 (US$11,000),
comprising unpaid interest on some 300 loans. Although overdue, no provisionshad been madefor these
past-due loans. MCB’s main sources of funding wereits capital of NAf2.0 million (US$43,000), and
borrowingsof NAf1.5 million (US$33,000) from DAB.

Effectively, MCB wasinoperative and engaged only in the recovery of outstandinginterest totaling
US$11,000 and in collecting rent of US$29,000 per annum on propertiesrepossessed by the bank, which
made for losses owing to overhead. Staff strength is small, at 75, and skill levels (especially mortgage
lending) arelow. Thisweaknessis further exacerbated by the absence of technology and automation.
Bank premisesarein a poor state. MCB was certainly not agoing or growing concern and a early
candidate for liquidation, or merger with another bank.

Thelndustrial Development Bank

Based on the bank's reconstructedfinancial statements, the IDBA isinsolvent, deeply illiquid, and
bankrupt. In January 2003 its total assets were estimated at US$54,000; itsentire loan portfolio of
approximately US$ 14,400 was nonperforming. Before 1996, when the last loan was made, IDBA
financed avariety of industrial activities—medical, textile, carpet, and other development projects—at
interest rates determined by DAB. Although collectionson past due loanswere said to have resumed, they
were insignificant relativeto the size of potential collectionsfrom nonperforming assets. In 2001 and
2002, about US$27,000 equivalent were collected from 14 and 37 defaulted clients, respectively.
Although the bank had a policy of provisioning against potential losses, most of the classified |oans were
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not appropriately provisioned according to their risk weights. Though penaltieson loan delinquencies
were applied on the original loan rates, they wererarely, if ever, markedfor collection.

IDBA’s sourcesof funds primarily were from DAB and IDA*' borrowings, surplusif any, funds from the
Union of Farmers Cooperatives, and to a much lesser extent fiom project appraisal fees. It has neither any
foreign assetsand, except for the IDA credit, no foreign liabilities. In 1974 and 1994, however, IDBA
received two loansfrom DAB for financing businessloans, aswell asto cover administrativeand
overhead expenses. With virtually no collectionsfrom loan servicing of nonperforming assets, it is
assumed that DAB is covering most of the administrativeand overhead costs. The bank's fixed asset base
included the land and building of its headquarters, transport and office equipment, furniture, and fixtures
at cost net of depreciationand estimated at lessthan US$15,000.

3.8 COMMERCIAL BANKING REFORMS, 2002-2003

In January—February 2003, the World Bank undertook a diagnostic review of the state commercial and
development banks. Thisreview led to an assessment of the banks' financia conditionand reform
options. Theimmediate recapitalizationof all state bankswasthe first option, which the World Bank
rejected in view of the commercial banks' poor state, the government's limited financial resources, and
the risks associ ated with resuscitating state banks. Instead, it decided to focus on a narrower reform
agenda. Initial stepsin that agendawill focus on afew core areas in the central bank, while addressing the
major difficultiesat the two larger state commercial banks

The second option was to seek the liquidation of all state banks and to concentrate on inviting new banks
into the country. Apart fiom its political insensitivity, this option ignored the risk that the potential for
new foreign entrantsinto Afghanistan’s banking environment remained low until the investment climate
improved. In any case, the entry of such bankswas unlikely to open retail/consumer bank operationswith
much-needed rural branch networks, meaning that the vast majority of Afghaniswould gain little access
to basic intermediationservicesfor quite some time—unless and until other banks with a greater retail
focus openedfor business.

Thethird option was to wait for the enactment of the new banking legislation and then seek the
relicensing of all commercial banks. The thinking was that new licensee requirementswould separate
good banks fiom bad banks. The outcomeof such a processwas foreordained—none of the bankswould
meet the new licensing requirements. Effectively, it was no different from the second option and would
only serveto delay the reform process.

A fourth option was to establish an Asset Management Company to dispose of problem assets and
institutions. Anticipated complexity and the costs of such arestructuring effort led the Bank to reject this
option too.

A fifth option was to establish one or two new state commercial banks, composed of the good assets of
the six banks. The Bank chose this option for reasons of cost effectiveness, operational efficiency, and the
likelihood that at |east one good consumer bank would emerge from the restructuring.

2 The IDA credit of US$2.0 million has been fully disbursed and loaned out. No recoverieshave been effected against the IDA sub-loans, which
today, are all non-performing These loans were lent at 10 percent as determined by DAB, and penalized with an additional 4 percent for non-
performance. Collections have resumed but collectionsare insignificant,about 1 percent of total potential collections, as the bank has virtually no
capacity for aggressiveloan servicing.
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Working closely with the Ministry of Finance, Da Afghanistan Bank, and bilateral and multilateral
agencies, the World Bank identified two strategicissues: (1) the number of state banksto rehabilitatein
order to provide basic financial servicesthroughout the country, and (2) what to do with the excess staff.
After much debate with the central bank and its reform partners—the IMF and USAID —the World Bank
presented the following:

Thefirst strategic issue was the most chalenging—namely, how many state banksto rehabilitate? Once
that decision was made, DAB would have to decide how to managethe rehabilitation process, with one
restructuringteam or two? The World Bank prepared a plan based on the five following goals: (i)
restructureonly those banks with reasonable prospectsfor commercial viability and privatization within a
three- to five-year window; (ii) build capacity at the banks thus identified (and targeted for eventual
privatization) so that they cater to the Afghanis' retail banking needs, including households and small
businesses; (iii) ensurethat technical assistance, mentoring, and training complieswith soon-to-be-
implemented|aws and regulations; (iv) contribute to the ongoing modernizationof the payment system;
and (v) support the banks' broader effortsto promote economic development and reinforcethe civil
authority's national devel opment objectives.

The second strategic issue was equally challenging but could bedelayed. A key reform objectivewas to
improvethe banks' operational capacity and efficiency; like a number of public sector enterprises,
commercial and devel opment banks both suffered from a vastly overstaffed bureaucracy. Improvements
in the banks' human resource base were seen as key. This required training and some bureaucratic
streamlining. But it also involved large-scal e staff reductions—a politically and socialy difficult reform
for Afghanistan at the moment.

Initsinitial proposal, the World Bank recommended the issuance of a single management contract to
rehabilitate one state commercial bank, and encouragedthe liquidation of all insolvent state devel opment
banks. This recommendation was based on the World Bank's technical experiencein rehabilitating state
banks. The central bank rejected this proposal, however, signaling its preferencefor atwo-bank
rehabilitation. The World Bank proposal was therefore revised. Instead of one state bank, and even the
merger of the two largest commercial banks into asingle reconstituted entity, the Bank has elected to
consider the rehabilitation of two banks. (See Annex 3.1 for asummary the options presented to the
central bank.)

Decisionswere al so expected on how best to rationalizethe human resource pool in the banking sector
and DAB without causing major dislocationsfor redeployedindividuasor for government fiscal
capacity. The restructuring team(s), once appointed, would need clear policy guidance and government
commitment in determining the appropriate human resource needs and skills mix for the restructured
bank(s).

A much-reduced complement of staff was considered essential {f the rehabilitated bank(s) were to achieve
operational efficiency and effectiveness, profitability, and sound foundationsfor timely privatization.
Annex 3.2 summarizesthe options presented to the central bank. Given the political sensitivitiesinvolved
in staff layoffs—and the fact that electionswere to be held mid-2004, the team recognized that although
layoffs were best delayed until after the electionslayoffs were nevertheless inevitable, and required
agreement sooner rather than later.

Ultimately, the government decided against the World Bank—proposed reforms, citing concernsthat the
costsof the management teams exceeded the value of the assets of the banksto be rehabilitated. | nstead
of appointing dedicated management teamsto rehabilitatethe selected banks at an estimated cost of



US$8m each, the central bank decided to implement the rehabilitation of selected banks using itsown
staff and team of advisors. As of December 2003 the central bank had conducted fresh inspectionsof all
the major banks and prepared revised financial statementsfor five banks."*

DAB’s assessmentsof the banks' financial condition produced a more favorable picture than that
provided by the World Bank's January 2003 diagnostic review. Each bank had positive capital (Bank
Millie, US$61m; Bank Pashtany Terjaraty, US$18m; Agricultural Bank, US$127m; Export Promotion
Bank, US$4m; Mortgage and ConstructionBank, US$0.037m), and with the exception of Pashtany
Terjaraty Bank and the Mortgageand Construction Bank, had positive net liquid assets (Bank Millie,
US$42m; Pashtany Terjaraty, US$11m; Agricultural Bank, US$1m; Export Promotion Bank, US$3m;
Mortgage and Construction Bank, US$0.016m).

3.9 THE RELICENSING OF STATE COMMERCIAL AND DEVELOPMENT BANKS

Following the September 2003 enactment of the new commercial banking law, the central bank now has
to decide which bankswill be allowed to submit applicationsfor relicensing, stipulated in the Act. All
banks that operated with a license granted by Da Afghanistan Bank prior to implementationof the new
banking law are required to apply for anew licenseno later than six monthsafter implementationof the
law (i.e., by March 15,2004). The Presidential Decreefor a Banking Law (Banking Law) requires DAB
to render decisionson these applicationsno later than three months after submission—June 15,2004.

All six of the existing commercial banksare required to submit, as part of their license reapplication, a
restructuring plan that brings them into line with required prudential and management standards specified
under the banking law.

Formulation of these restructuring plans should be the task of the management or board of supervisorsof
these banks (from which employeesof DAB, Ministry of Finance[ MOF], or of any other state authority
or municipal body are legally excluded).** Shareholders(including MOF, if a shareholder) should have
the opportunity to consider and vote on these restructuring plans prior to their submissionfor DAB
approval. Shareholder assent or dissent could be conveyed by amajority vote at an extraordinary general
meeting of shareholders.

DAB hasthe sole authority to review and pass judgment on the applicationsfor new bank licenses, and
consequently has sole responsibility for evaluating whether the restructuring plans submitted

as part of these applicationsare sufficient. In thisevaluation, the DAB is bound to ensure that these banks
meet the conditionsand standards specified in the new law, and that each of the six banks

will be treated equally in thisregard.

Should DAB’s decision on an individual bank's relicensing application be negative, the bank's operations
should be suspended immediately, and a decision by the ownersof the bank would then have to be taken

2 No inspectionwas conducted of the Industrial Development Bank
# By implementing the rehabilitation of the commercial banks itself, the central bank has placed itself in a clear
position of conflict of interest. Not only will it be submitting the license application on behalf of the commercial
bank, it will be responsiblefor its evaluation.
2t Under the Banking Law, no employee of the DAB, MOF, or any other state or municipal authority may be part of
the management, board of directors, or board of supervisorsof these or any other commercial bank. The technical
assistancein formulating some of these restructuring plansis being provided by DAB consultants, would not appear
to beinconsistent with the provisionsof the BankingLaw, as their role is not a decision making one
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with regard to the disposition of the bank's assets. DAB has the sole licensing authority and would be
bound by the new law to ensure that operationsof the subject bank had been terminated and that the

the bank's assets be liquidated in an orderly fashion and in compliancewith the requirementsset out in
the law. Should any bank fail to comply, DAB shall appoint a conservator who shall carry out or complete
the liquidation of the bank under its supervision.

3.10 CONCLUSION

The state commercia and devel opment banking sector was practically nonoperational at the end of 2001.
Political interferencein the banks' operationshad |eft them with weak governance and organizational
structures. Most of the banks were highly overstaffed, whiletechnol ogical capacity was abysmal. Perhaps
most desperate of al, their financial systemsand accounting records were in dismal shape.

Initial commitment to reform in 2002 wavered in the face of difficult decisionsregarding which, and how
many, banks to rehabilitate, and which staff memberscould be redeployed—decisions that were
unavoidableif the financia institutionswere to have any meaningful chance at rehabilitation. Instead of
outsourcinga single comprehensivereform strategy for al the banks, the central bank decided to
experiment with a phased reform strategy implemented by its own advisors and staff. With the support of
one of its bilateral partners, progress has been made in reexamining the financial condition of five of the
six banks. As of December 2003, however, Afghanistan has undertaken no actual reorganizationof its
banks.

Following the September 2003 enactment of the new commercial banking law, the central bank now has
to decide which bankswill be alowed to submit applicationsfor relicensing by March 2004; and makea
decision on which banksto relicense by September 2004. Though the central bank has committed itself to
meeting these targets, much remainsto be done. Further, more aggressive reformsare required to
strengthen the institutional and operational capacity of the seledted banks. They need to become more
efficient and effectivein their financial intermediation activities, including resource mobilizationand
allocation, and international and domestic payments. To attain this goal, the central bank needsto
implement a more comprehensiveand better-funded reform strategy that includes: (1) the introduction of
independent management teamsin the banks to be rehabilitated; (2) the commencement of Voluntary
Retirement Schemethat takesinto account the government's fiscal commitments, and the liquidation of
the remaining banks.

When implementing the reforms, the government's focus must be on restructuring commercial and

devel opment bankingfunctions—agricultural finance, mortgage finance, trade finance, export promotion,
and so forth—rather than institutions. These functionsare desperately needed for Afghanistan's
reconstruction effort. The institutions responsiblefor providing them, however, are no longer financially
or operationally viable. The reformsmust ensure that the finandia services, and not necessarily the
institutions, survive.

Ultimately, the reform objectives must be to devel op a competitive, market-oriented, and privately owned
banking sector that contributesto urban and rural poverty reductionand economic development through
the use of efficient and innovativefinancial productsand services, and increased levelsof financial
intermediationwithin awell regulated and stablefinancial environment. Given their intermediary role in
the economy, Afghanistan’s banks arein critical need of rehabilitation and reconstruction. Although some
of the banks are beyond recovery, others have the potential to return to good financial health provided
they pursue sound recovery programs.
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Financial sector reforms, particularly of state-ownedbanks, require strong political commitment. The
liquidation of banksand the likely staff reductionsand resulting loss of national prideare difficult
undertakingsfor governments. Even where state banks are restructured for subsequent privatization (not
infrequently to foreign financial interests), the same concernsare likely to arise. Threefactors, however,
stand the reform of the Afghan financial sector in good stead:

First, the banking system in Afghanistan has a history of private-sector ownership. It was not until
the mid-1970s, under the Daoud regime, that the banks (and other economic activities) were
nationalized. Prior to that, the vast mgjority of the banking sector had along, proud history of
private ownership and operation. Although the sector's current stateis dismal, Afghanistan's
memory of efficient private banking is sufficiently recent, and these memorieswill help both the
Afghan authoritiesand the general public. Moreover, for the many Afghaniswith experiencein
neighboring countries, they have witnessed the buoyant commercial banking systemsthere.

Second, the government's commitment to reforms, to date, has been impressive. Considerable
progress has been achieved. Mot notably, a major currency conversionwas completed within a
three-month time frame. Although implementationdifficultiesinevitably emerged, contributingto
exchangerate pressures, these were quickly resolved. Today, there is a regular weekly auction
system whereby DAB sells dollarsfor afghanis, regular trading continues unabated in the private
money market, and the afghani has stabilizedfor nearly half ayear at roughly NAf50 to US$1.
These activitiesgave Da Afghanistan Bank the opportunity to assess the condition of the financial
system and to identify areas urgently in need of reform.

Third, while the commercial banks have excess staff and a shortage of skilled employees, the tota
numbersof peoplewho will be encouraged to find other jobs (in the private sector, or elsewherein
the government) are not overwhelming. Total state bank employment levels (including DAB and the
commercial banks) are estimated at around 5,000 to 6,000. Meanwhile, with averagepay of around
US$50 per month, and very littledifferentiationin pay between top and bottom grades, voluntary
separation packageswill not be overly expensive. This minimizes the potential costs of a
comprehensiverestructuringprogram for the sector asawhole.
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4. MICROFINANCE INSTITUTIONS®

4.1 INTRODUCTION

The demand for microfinance servicesin Afghanistanis huge—and most Afghanisstill ook to the
informal sector to secure their livelihoods. Lack of capital, and until recently the lack of formal banking
services, isakey constraint on the growth of small and microbusinesses. Rural indebtednessremainsa
serious problem in poppy-growingregions. Y et despite the devastation wrought by two decadesof war,
Afghanisand their communities have shown remarkableresilience and entrepreneuria initiative. In fact,
with atotal population of more than 20 million, Afghanistan hag the potential market demand of at least 1
million households for microfinance services. Demand for credit by iseven greater in the urban micro and
small enterprise (M SE) sector. The deterioration of employment opportunitiesin war-ravaged rural
regions and the disappearance of public sector jobs combined td spur the growth of privately owned and
urban MSEs. Rural-urban migration has contributed to the growth of this sector.

A recent study conducted by |nternational e Projekt Consult (IPC) providesa good overview of the MSE
sector and its demand for credit. Of the 204 businessesinterviewed, nearly 75 percent of the respondents
cited lack of funds as amajor obstacle to business developmentand growth. Few entrepreneursgenerated
sufficient incometo reinvest in their business. Almost half of the respondentsreported that they regularly
reinvested less than 10 percent of their profits. Family and friends were the main source of credit for the
majority of urban enterprises. The IPC survey found that 43 percent had received loansfrom family
membersor friends, and moneylenderswere the second most inﬁportant source of credit: 25 percent of the
respondents reported securing loans from a moneylender. With the collapse of Afghanistan’'s formal
financial sector, commercial banks have played no role at all. NGOs’ microcredit schemeshave made a
tiny dent in the M SE sector: 3 percent of those interviewedin Kabul reported receiving aloan from an
NGO.

In the countryside, shopkeepers, traders, landlords, family, and friends are said to be the principal sources
of credit; in comparison with the cities, family and friends seem to play aless important rolein rural
credit provision. This disparity islikely traceableto rural household incomes, which are much lower than
urban incomes. A survey conducted by the U.N. Drug Control Program (UNDCP) found that shopkeepers
and traders provided three-quartersof al loans. ShopkeeperSregularly providegoods and agricultural
inputs on credit to trusted customers, with the credit often repaid at harvest time. Known as salaam, such
advances are common throughout Afghanistan.

The sectionsbelow detail the state of the microfinance sector at the end of the Taliban regime (Section
4.2), discuss the reformsimplementedin 2002-03 (Section 4.3), and conclude with recommendationson
M SE sector development in Afghanistan (Section 4.4).

25 This chapter drawson CGAP, " MicrofinanceReview of the Microfinancel ndustry in Afghanistan," by Sarah Foster and Doug Pearce, May
2002. The CGAP commissioned study analyzed the sector in May 2002 and recommendationsfor the devel opment of sustainablemicrofinancein
Afghanistan. It also draws on extensive analytical work preparedby UrsilaJung in 2003.
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4.2 THE MICROFINANCE SECTOR AFTER THE FALL OF THE TALIBAN REGIME, 2001

As of December 2001, the supply of microfinanceservicesin Afghanistan was quite limited. May 2002
World Bank assessment of some 20 local and foreign NGOs that had offered, or planned to offer,
microfinance, found that they had atotal outstandingloan portfolio of US$1 millionand served only
12,000 dients—a tiny percentageof potential demand. More than half the microfinanceoutreach was
rural. Most NGOs hed little knowledgeof global best practice; only a few programswere judged to be of
reasonable quality. BRAC (formerly known as the Bangladesh Rural Advancement Committee) had
aready demonstrated the demand and potential to devel op large-scale microfinancein Afghanistan—they
acquired more than 2,000 clients after only three monthsof operations.

Nongover nmental Organizations

In 2002 about 25 NGOs and U.N. agencieshad devel oped small-scalemicrofinance (mostly microcredit)
schemesin Afghanistan over the previousfiveto seven years, under very challenging circumstancesand
with limited funding (see Box 4.1). Given the anti-usury lawsimposed by the Taliban, NGOs devel oped
financing approachesmodeled after |slamic finance practices, which are founded on the core belief that
money is not an earning asset in and of itself. 1slamic law emphasizesethical, moral, social, and religious
factorsto promote equality and fairnessfor the good of society as awhole. |slamic finance models
encouragerisk sharing and wealth distribution. The principlesof |slamic finance and microfinancehave
much in common. Both systems advocate entrepreneurshipand risk sharing and believe that the poor
should take part in such activities.® Afghanistan has in many ways provided a testing ground to develop

I slami ¢ microfinance enterprises.

A brief summary of the main features of NGO programsat thetimeis provided below (see Annex 4.1 for
key facts of selected schemes):”’

e  Goals. All existing NGO microcredit programswere managed as part of more integrated programs
typically focused on community development or income generation, with development goals
including poverty reduction, livelihood promotion, employment creation, building self-reliance,

mi croenterprisedevel opment (see Box 4.2) and agricultural development (see Box 4.3). Most NGOs
had linked credit to productive uses, and tended not to provide household, consumption, and
emergency credit needs.

e  Targetpopulations were often specific vulnerablegroups, such as:
—women, with some programshaving a focus on war widows
—refugees, returnees, and internally displaced persons
—the disabled, primarily victims of armed conflict
—amdl farmers
—landless labor, unemployed, and local poor

e  Products. Most NGOs focused exclusively on the provision of microcredit to support income-
generation activitiesand microenterprises. A few schemes, however (e.g., Habitat, UNDP/UNOPS
Bait-ul-Mal scheme), also integrated savings.

 See UNDP Technical Note in cooperation with the World Bank, "' An Application of Islamic Banking Principles to Microfinance'™ for agood
discussion of 1slamic microfinance.
¥ This section draws heavily on the report by Professor Raja Ehsan Aziz: "' Microfinancing in Afghanistan: Strategies and Options' (October
2000), prepared for the ACBAR Microcredit Task Force. This report gives an overview of NGO microfinance programs and a perspective on
|slamic microfinance development in Afghanistan.
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Nature of Loans/Islamic Financing. As mentioned, many NGOsin Afghanistanexperimentedin
Islamic finance practicesdriven both by the Taliban's usury laws but aso by local tradition and
norms. Others, such as Save the Children (SCF), which had the largest existing program, adapted
forms of mainstream microfinance. SCF charged clientsfor the loan application form or passbook,
but did not chargeinterest in a conventional form.”®

Delivery Methodol ogy. NGOs experimented with a number of methodologies, including individual
lending, group lending and community-basedsavings and credit approaches. Inthe first two
methodol ogies, the NGO typically owned or managed the loan capital, making the lending decisions
and taking the credit risk. In the community-based approach, the NGO typically helped communities
to organize savings and credit associations, with capital ownership, lending decisions, and loan fund
management in the control of the community.

Business Support Services. Several programswere also linked to vocational or business training—
e.g., UNOPS's ComprehensiveDisabled Afghans Program (CDAP)—which provided microcredit
for self-employmentas well as vocational training/apprenticeships for disabled Afghans. Others
provided assistancewith product devel opment and marketing, particularly those NGOs that linked
microcredit to carpet weaving and handicrafts production.

Geographic Reach. Existing microfinanceprograms provided limited coverage— programsreached
about 10,000 clientsin 2002. The largest NGO microfinance program, run by Savethe Children, had
1,800 clients. The geographic reach of the programswas largely rural, operating in selected villages
in 10 to 15 provincesout of atotal of 29.

Depth of Outreach. Most NGOs focused on improving the livelihoods of impoverished and
vulnerable groups, with loansranging from US$20 up to around US$300.

Impact. Anecdotal evidence pointed to theimpact of microfinanceprogramson self-employment,
business productivity/profitability, self-relianceand self-esteem, householdincomes, and rural
indebtedness.

Sustainability. The NGO programs achieved low levelsof sustainability, which isto say, income
earned from interest and other feesdid not cover the costs of operating the program. These low
sustainability levelsarein large part dueto threefacts. First, theimplementingNGOs had a
humanitarian mandate and little experiencein microfinance, which meant none of them, except
perhapsfor Save the Children, had clear objectivesor a wdll-founded strategy to develop
institutionally and financially sustai nable microfinanceservices. Most of the NGOs, in fact, took a
charitable approach to loan provision and did not consider how to earn revenueto cover costs.
Second, hyperinflationled to the regular decapitalization af |oan funds as NGOs did not charge
interest rates that would cover inflation. The long-term downward trend in the value of the Afghan
currency aso led to devalued loan portfoliosin dollar terms, as NGOs have not been able to protect
or hedge against this. Finally, Islamic usury laws restricted the charging of interest.

%8 The most common Islamic finance schemes used by NGOs (and traditionally in Afghan communities) appearedto be: (1) mudaraba, under
which the lender/NGO providesthe capital and the entrepreneur the labor and expertise; profit and lossesare shared at afixedratio; (2)
murabaha --cost plus markup sales, whereby an NGO purchasescertain goods requirad by the beneficiary, e.g., livestock or seeds, and sellswith
acost mark-up for the purchasing service. Payment is usually madein installmentsin-cash or in-kind; (3) Bai salaam— advance cash payment
against deferred commodity delivery; (4) Bni ‘mua jjjal—sale of goods on deferred payments; and (5) Jjara—leasing, e.g., of communally owned
tractors.
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Box 4.1 Microfinanceinstitutions

Save the Children: Save the Children (U.S.) is probably the only NGO to date to have pursued astrategy of

devel opingfinancially sustai nable microfinanceservicesin Afghanistan. Though the portfolio quality is not great,
and operational self-sufficiency not even close, the programin remote Northern Faryab province has roughly 1,700
active clientsand has survived five wars. Save the Childrenintendsto spin the program off into alocal institution
and expandits clienteleto 6,000in five yearstime. In addition, it is seeking $300,000 in grant funding for one year
to reach 400 women clientsin Kabul and to lay the foundationfor alarger programin the future. It will beginto
pilot solidarity-grouplending for women in selected districtsof Kabul. After receivingtraining on the policiesand
operationsof the loan program, the clientswill receivesmall working capital loans. The programwill target women
with pre-existingincome earning activitiesor pre-existing skillsto enable them to return to their work with the
assistanceof aloan. After successful use and repayment of thefirst 1oan, borrowerswill be eligibleto accesslarger,
repeat loans. Savethe Childrenwill build its program on lessonslearned from six yearsof experiencein providing
microcreditto women in Faryab province and to Afghan refugee women in Quetta, Pakistan. It has proven
institutional capacity to backstop microfinanceprogrammesand to build sustainableinstitutionsin awide variety of
settings.

BRAC: BRAC, anational private devel opment organization, set up in 1972 wasinitially established as a relief
organization, to afford relief and assistanceto resettle refugeesreturning to Bangladeshfrom India after
Bangladesh'sLiberation War. The immediate task of relief and rehabilitationover, BRAC turned its focus to the
long-termissue of poverty alleviationand empowerment of the poor, especially women, in the rural

Bangladesh. BRAC is one of the largest MFIs in the world. It promotesincome generationfor the poor —mosgtly
landlessrural people of Bangladesh—through microcredit, health, educationand training programs. The
multifaceted development interventionsare particularly relevant to the Afghanistan context where poverty is
extensive. BRAC began operationsin Afghanistanin June 2002, in Parvan, Balkh and Kabul provinces. It already
has more than 2,000 members and intendsto reach 300,000 clientsin five yearstime. In addition, BRAC was asked
by the Afghan government to prepare a five-year plan on how the government can roll out microfinancein
Afghanistanon amassivescale.

CARE: CARE just recently started a savings programin Kabul for atarget group it has been assisting for many
years—widows. The program promotesa ROSCA-type mechanism and has some similaritieswith CARE’s
successful savingsand credit program in Niger. Saving is done weekly and monthly, allowing one group member to
receive aloan from the funds collected. CARE is expecting to finalizeits expansion plans in December, but what is
certainis that microfinancewill be amajor pillar inits next five year programmingcycle. CARE aso has proven
institutional capacity to backstop microfinanceprogramsin Afghanistanand to build sustainableinstitutionsin a
widevariety of settings.

e  Performance Data/Reporting. Until 2002, the NGO community had only limited knowledge of
microfinance good practice; focus on record collection and performance monitoring was minimal.
Few NGOs kept operational or financial reports that would all ow any in-depth performance analysis
of their microfinance programs.

o  Coordination.In 1999—2000 the Agency Coordinating Body for Afghan Relief (ACBAR) launched a
task force to assist with the various NGO microcredit schemes. It disbanded in 2001, however, and
several NGOs have expressed an interest in reviving the group in an effort to hel p develop
microfinance programs.




Box 4.2 Vocational Training+ Programs

IRC: TheIRC’s Small Business AssistanceProject arranges apprenti ceshipsto promising workersfrom Nangarhar
and Kabul provinces. After completing a nine-month apprenticeship, the trainee qualifiesfor aloan to start her/his
businesses. IRC pays both the trainee and sponsor, and ensuresthat the former is not only used aslabor but realy
acquiresaskill. IRC aso offerstrainingand small loansto both men and women to begin small businessesin such
fields as weaving, tail oring, shop keeping, auto-repair and carpentry. With approximately 500 |oans outstanding, the
repaymentrate is about 80 percent. IRC started its Small Business AssistanceProject program in 1997 with 75
percent grantsand 25 percent loans. It then changedto a 100 percent loan program with no service charge. A three
percent up-front management fee is now charged. Theloanrange is US$50-$250 and the loan term is oneyear. IRC
isprimarily activein Paktia, L oghar, and Nangarhar provinces. IRC intendsto maintain its current program, with
expansion being dependent on access to more funds.

CHA: Coordinationof Humanitarian Assistance (CHA) isalocal NGO, founded in 1988 with programsin
agriculture, education, health, and infrastructure. It is awell-developed organization with an interesting vocational
training program, among other activities. ltslending activities, thoughplaying an important role in adding value to
the vocational training and rural development, are negligiblefrom amicrofinance sustainableinstitution building
perspective. This year it provided 137 loansamounting to $37,800. Loans are for vocational training graduatesor to
communitiesfor the purchase of ahand pump. CHA has a good repayment (above 95 percent) but does not charge a
servicefee.

IAM: The International Assistance Mission (IAM) is an international NGO established in Afghanistanin 1966 with
programsin eye care, physiotherapy, mother and child care, primary mental health training, English-language
instruction, skills devel opment, renewabl eenergy, community development, agriculture, and recreational
equipment. The skills-devel opmentprogram provides graduates of the eight- month vocational training program
with aloan. Over afive-year period IAM disbursed approximately 40b interest-freeloans amounting to $12,000.
Loan sizeranged from $50-$500. Its current |oan program has ended; | ast repayments were due in June 2003. It
intendsto separateits microfinance activitiesfrom other program activitiesand to establish a sustainable
microfinance institution. IAM operatesin Kabul, Logar, Paktia, and Nangarhar (with emergency programsin
Mazar); the loan program was implemented in Farah and Herat. The dconomic development coordinator hasbeenin
Afghanistan for eight yearsand will be staying for another five years.|TAM is planning to recruit expatriates with
microfinanceskills. The envisaged |ending methodology and growth plan arein linewith best practicesand could be
dlightly more aggressive. It will start in Kabul and does not exclude ekpansionto other provinces. At the end of the
five-year period IAM intendsto have serviced 1,500 clients. It planstb grow dowly because of the uncertain
context. Once the situationin Afghanistan isfully stabilized, the program will be scaled up.

CDAP: The Comprehensive Disabled Afghans' Program (CDAP) was established in 1995 as a UNDP/UNOPS
interagency initiative. Participantsinclude primarily disabled persons, but also vulnerable women and children. The
program has three components: microcredit, training, and job placemént. The microlending componentisa
complementary activity to the vocational training program. The CDAP program cannot really be considered
microfinance, however, given its heavily subsidized lending. It is also a clear case of the negativeeffect of
subsidizedlending and mixing microfinance with other activities without clear demarcations. As aresult, theinitia
loan fund is, to alargeextent, depleted. The new program manager has halted lending activitiesand would like to
see the microfinance component outsourced. Statistics are to be delivered.
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Box 4.3Agriculture+ Programs

AREA: The Agency for Rehabilitationand Energy Conservation(AREA) is one of the largest NGOs in
Afghanistan. It was formed out of an environmental project involving Afghan refugeesin the Northwest Frontier
Province NWFP) in Pakistan and began operationsin Afghanistanin 1993. It has taken on many other activities—
one of which is microfinance--aspart of itsintegrated community development program. AREA is awell-
established organization, with formalized procedures. It pays attention to organizational development and building
its middle managers. Though it has a reporting system, microfinancereporting is done on a project base. As such,
basic microfinanceindicatorsare either not readily available, or not availableat all. AREA has disbursed 2,500
loanssinceit started lending in 1999. It lendsin-kind and employs a group-lending methodol ogy. It pricesitsloans
according to the murabaha cost mark-up principle. Loans tend to be related to animal husbandry, agriculture, a so-
called general loan, and a micro-enterpriseloan. The maximum loan amount is US$800 for the micro-enterpriseloan
with relatively long terms. AREA’s area of operationisprimarily in the middlie band of Afghanistan, both East and
West. The portfolioat risk isconsiderable.

ADA: The Afghan Development Association (ADA) isamultisectoral NGO, whichis currently still lending interest
free, but it isin the process of starting to charge a servicefee and establishing a credit department. One staff member
has a backgroundin banking. ADA began operationsin 1990 in Afghanistan and started the credit programin 1999.
It provides|oans to cooperativeswhich on-lend to their members, mainly for horticulture (apricots, apples,
pomegranate, grapes, amonds and raisins). It hasformed 7 such cooperativesaveraging 30 members and provides
credit, training, and assistance with packaging and selling products. In addition, ADA provides|oansto women who
have received vocational training. ADA has an estimated400 active clients. The loan size ranges from $20-$200
and the maximum loan term is one year. Repayment to cooperativesis 100 percent and to individual sabout 75
percent. Itsarea of operation is primarily southeastern Afghanistanand the Herat and Farah provinces.

Madera: Madera isaFrench NGO that began operationsin Afghanistanin 1989 and runsarural development
programin three western provinces (Lagrnan, Wardak, Nangarhar). Madera is primarily activein agriculture,
arboriculture, sylviculture, animal husbandry, handcrafts, and civil and hydraulic engineering. The credit operations
arelocated within the agricultural department. Loans rangefrom between US$45 and $600. A US$3.5 servicefeeis
chargedfor loansfor seeds and fertilizers; no servicefeeis chargedfor loansfor oxen. Though the exact number of
outstandingloansis not availableit isover 1000.

Dacaar: The Danish Committeefor Aid to Afghan Refugees (Dacaar) isa multipurpose NGO concerned primarily
with water programs. The organi zation has three main departments. water, integrated agriculture devel opment, and
constructionand has operationsin Lagman, Jaji, and Ghazni. It began operationsin Afghanistanin 1990 and started
its microfinance programin 2000. The lending falls under the agricultural activitiesand is intended to break the
seasonal cycle of indebtednessby encouragingfarmers to diversify. Loan sizes rangefrom US$25 to $1000. The
shura selects clients. The fundsfrom Dacaar to the shura's are grantswhich are subsequently used asarevolving
fund. At theend of 200 it had granted fundsto 81 villages.

Overall, the microfinance sector provided financial serviceswhere the formal banking sector was clearly
failing. Y et because of the scale of the humanitarian disaster in Afghanistan, none of the NGOs
specialized exclusively in the provision of microfinance services. Many provided a number of other social
services and business support services. Unfortunately, the microfinance experience in Afghanistan has not
been well informed by microfinance lessons learned elsewherein the world. Most NGOs activein
Afghanistan treated microfinance as a charitable undertaking and were less concerned about sustainable
financial service delivery to the poor. The focus on end-clients, instead of on institutional clients, hasled
to low repayment rates and very limited outreach. A number of microfinance service providers have
recognized the need for sustainable service delivery and are starting to be more aware of cost-
effectiveness, efficiency, and the possibilities to lend on a cost-recovery basiswhile not contradicting
Islamic principles. Few microfinance programs, however, incorporated what are considered good-practice
principlesin microfinance (CGAP, May 2002).
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4.3 MICROFINANCE REFORMS, 2002-2003

In 2002 microfinance received widespread interest among international and bilateral partners supporting
the reforms in Afghanistan. All highlighted the importance of microenterprise activity in helping
revitalize the economy. Investment in the area, however, was undertaken with caution mostly because of
organizations lacked information. In mid-2002, no donor was financing microfinance specific activities,
and few had developed concrete plans for microfinance support. Most focused on conducting assessments
to get a better handle on the state of the industry, notably:

* |nternational Finance Corporation: the feasibility of abusiness plan to establish the first
Microfinance Bank of Afghanistan in partnership with the Aga Khan Fund for Economic
Development (AKFED);

e The U.S Bureaud Population, Refugees, andMigration (PRM) and USAID: received proposals from
some of the leading U.S. NGOs planning to start microfinance programs (CHF, Foundation for
International Community Assistance [FINCA], ICMC, Save the Children, and Mercy Corps).

e Asian Development Bank: assessment of the state of the old AgBank for purposes of revitalizing SME
loans for the agricultural sector.

In May 2002 the World Bank and the Consultative Group to Assist the Poor (CGAP) joined thislist with
a study on thefeasibility of establishing someform of national microfinance apex institution to provide
financing and technical support for microfinance devel opment.

The Microfinance Support Facility for Afghanistan (MISFA)

Having accepted the broad rationale for additional investment in the microfinance sector, donor
organizations and the government of Afghanistan must address how best to proceed. How should they
invest external funding to support the development of sustainable microfinance and quality financial
services so that they are accessible on a large scale?

Four main donor-supported approaches to microfinance devel opment have emerged elsewhere in the
world: microfinance NGOs; microfinance banks created from NGOs; start-up microfinance banks; and
downscaled commercial banks (or developing microfinance delivery through an existing infi-astructure).
A fifth approach — credit unions and community-based credit and savings associations— hasalso played
an important role in microfinance provision throughout the world.”

All five approaches have succeeded in achieving both scale and sustainability. BRAC is a prominent
example of amicrofinance NGO; as of the end of 2001, it had an outstanding |oan portfolio of over $145
million and 3.5 million active clients. BancoSol, abank created from an NGO (PRODEM), had aloan
portfolio of almost $80 million at the end of 2000, with 61,000 active clients. As of end 2001, a greenfield
microfinance bank created in 1996, the Microenterprise Bank in Bosnia, had an outstanding loan portfolio
of $17 million, and 4,300 active clients. Perhaps the best known example of adown-scaling bank is BRI
of Indonesia, with aloan portfolio of almost $1 billion and 2.8 million active clients, as of end 2001.
Credit unions are the primary provider of microfinance in some regions, including parts of eastern Europe
and Latin America. In Ecuador, for example, 23 of the largest credit unions have a combined outstanding
loan portfolio of $66 million, and more than 450,000 active borrowers, whereas NGO and bank MFIs
havein the region of $24 million in outstanding loans, with 80,000 active clients.

» such models often get less attention given they are savings-based and are less dependent on donor support.



It isgenerally accepted that clients are probably best served by access to arange of financially self-
sufficient microfinance institutions, well-placed to meet local needs. In Afghanistan, it was expected that
banks, NGOs, and credit unions could all play a role in microfinance development, in addition to informal
community savings and loan funds, and rotating savings and credit associations (ROSCAs). Several
NGOs (including AREA, CARE, CHF, Mercy Corps, SCF) and U.N. agencies (UNDP/UNOPS) were
already developing plansto further develop or establish microfinance programs. Such programs would
focus on particular regions and target groups, and use a range of methodol ogies, including group lending
and community-based savings and credit associations. The Aga Khan Development Network (AKDN),
through its Fund for Economic Development (AKFED), started devel oping a business plan to establish
the First Microfinance Bank of Afghanistan. IFC took a keen interest in the banks and received a proposal
for review by June 2002.

Against thisbackground, it wasfelt that given the plethora of NGOs there was room for a national apex
institution or microfinance support facility. In an environment with many existing or planned
microfinance programs, and arange of approaches, donors, and priorities, a Microfinance Support
Fecility —a whol esale mechanism that provided financing and technical support to retail MFIs—can help
coordinate and rationalize donor support for microfinance within a sector devel opment framework,
provided a mechanism for introducing good microfinance practices and standards, and support the
development of institutional microfinance provider capacity. It could also provide donors with an efficient
funding mechanism that met national market needs. It was with these goals in mind that CGAP—the
Consultative Group to Assist the Poor —initialy suggested the model of a national-level microfinance
support facility for Afghanistan. The World Bank expressed interest in supporting such a facility and
conducted a project identification mission in May 2002, which led to the creation of the Microfinance
Support Facility for Afghanistan (MISFA).

In designing MISFA, the Bank and CGAP heeded |essons learned from apex institutions elsewhere. There
arefew examples of such institutions established to support the start-up and devel opment of MFIs, and
the experience has been mixed.”® PK SF in Bangladesh is sometimes cited as a regional model, but this
apex was established in an environment with a critical mass of microfinance institutions. The challengein
Afghanistan is quite different: to devel op the microfinance sector practically from scratch. Thisrequired a
long-term investment approach and a strong focus on building the capacity of microfinance institutions.

In Bosnia and Herzegovina the apex was successfully managed to support the development and start-up
of a viable microfinance sector. The apex, which was a World Bank—funded Local Initiatives Project,
provided financing and technical support to NGO MFIsin Bosniafor their start-up, growth, and
development. The Bank project combined performance-based financing with intensive, well-tailored
capacity-building support.

Based on experience, thefacility was designed as atransitiona intermediary from the outset. Its role was
to help jumpstart and develop the microfinance sector, but with the clear aim and a strategy to support
microfinance institutions transition to more sustainable sources of finance,’' and foster organizationa
autonomy and independence from donors. It was also decided to call MISFA afacility rather than an apex
to avoid the resource transfer connotations generally associated with the latter organizations.

The overall objective of aMicrofinance Support Facility was to actively support the development of a
strong, sustainable microfinance sector in Afghanistan that provided widespread access to high-quality

% CGAP," Apex Ingtitutions in Microfinance,” Occasional Paper, January 2002, for an analysis of the experience of apex institutions.
*1 More sustainable sources of finance that might be available in Afghanistan in the next five years or so include savings, socially responsible
investors, and domestic or foreign commercial banks.
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financial servicesto economically active low-income people. In summary, the Microfinance Support
Facility for Afghanistanwasto undertakethe following roles:

e coordinateinvestment for microfinance by establishing a mechanismto channel donor fundsto
microfinance providers within a sector-wide devel opment framework;

e providewell-structured financing for the start-up and devel opment of sustainable microfinance
providers, including financing for institution-buildingand loan fund capital;

e provideor fund training and advisory servicesto microfinanceprovidersto build their institutional
capacity to deliver high-quality services,

e promote good microfinance provider performance and transparent operations, by working with
practitioners, donors and government to establish sector-wide performance standards, reporting and
monitoring criteria; and

e provide an interim umbrellamonitoring role for the non-deposit-taking microf mance sector, and
promote the devel opment of a supportive environment for non-deposit-taking microfinanceproviders
(encompassing any relevant legal areas such as taxation and NGO registration).

To ensurethat MISFA achieved these goals, the following principleswere taken into account in. its design
and operations:

e Buy-infrom other donorswas to be sought from the concept stage, and the Facility wasto be
designed in a participatory manner with the full involvement of government, interested donors, and
potential client microfinanceproviders.

e The Facility was to be established as fully independent from government. Government could be
represented on the governancestructure, but should forswear any control of the Facility's operations
beforehand. Contributing donorswere also to be represented.

e |t wasto havethe capacity to blend and use grant fimding, concessional |oans, and, over time, fully
commercia loansfrom arange of sourcesto structure appropriate financing for microfinance
providers.

e Grant funding for technical assistance to microfinanceproviderswas to be prominent in the structure
of the Facility, in order to build a microfinance sector, with capacity-building preceding and
accompanying transfer of fundsfor on-lending.

e |t wasto havethe capability and flexibility to support innovation and experimentation, so asto
encourage the devel opment of microfinance methodologiesand institutional formsthat are effective
and appropriate to market nichesand local contexts within A fghanistan.

e |t would be committed to financing microfinance providersin a performance-based manner, based on
rigorous but realistic performance standards, working in close partnership with practitionerson the
development and monitoring of those standards.

e |twasto havethe capability of supporting microfinancedelivery throughout Afghanistanfrom the
beginning of its operations.

e Itwasto bedesigned as atransitional intermediary from the outset, with the clear aim and a strategy
to build MFI capacity and promote a transition from the Facility's fimding to more sustainable
sources of commercia or semi-commercial financefor MFIs.

In the months leading up to December 2003, real progress has been made in the microfinance sector.
MISFA has $25.2 million in committed funding: $1 million from CGAP, $5 million from the World
Bank, $5 million from the U.S. Agency for International Development, $7 million from Canada, $5.2
million from Great Britain, and $2 million from Sweden. The $15.7 million from thistotal sum that has
been disbursed to date has aready financed small loans for mare than 17,000 Afghans, with thousands



moreto follow in the coming months. MISFA has signed funding agreementswith three microfinance
institutions(BRAC, FINCA, and Mercy Corps) and is close to finalizingtwo more. Because of higher-
than-expected demand, the facility is actively seeking for additional funds.

New microfinance programs

During the period 2002-2003 there was continuing interest in developing larger-scal e, sustainable
microfinanceprogramsamong local as well as international organizations. The Aga Khan Foundation, for
example, decided to set up a microfinancebank. The First MicrofinanceBank of Afghanistan (FMBA)is
sponsored by the Aga Khan Fund for Economic Devel opment, AKFED, with additional sponsorship
taken by other bilateral shareholdersand institutional microfinanceinvestors. The bank will cater initially
to urban micro and small businessesin the Northeastern Province and, if security improves, develop a
nationwide branch network in the main economic centers with extensioninto semi-urbanand rural areas.
FMBA aimsto be incorporated as afull-servicefinancial institution, providing both credit and savings
products. The bank will be capitalized by US$3 million; one of the investorswill be the IFC. Infiveyears
time, FMBA intendsto reach out to approximately 23,000 thousand clients.

The ILO hasformulated a$6 millionvocational training and $2.5 million microfinanceprogram to be
implemented through two local NGOs. Funding is currently being sought. The ILO has shown active
interest in the devel opment of the microfinancesector and has expressed interest in coordinationwith the
World Bank.

The UNDCP has drafted a $10 million social compact program, for which it is seeking funds, in poppy-
growingdistricts of Kandahar and Badakhshan provinces. Although thefirst eradication measureswere
undertaken by the Afghan government in 2002, suitableinterventionsto inhibit the cultivation of the
opium poppy have yet to be devel oped. At thiscrucial juncture—where farmersdecide whether or not to
plant opium poppy in the forthcoming season—the UNDCP finds it essential to start short-term, quick
impact activitiesin the poppy-growingareas, to be continued and expanded by appropriateagenciesin
due course. Fifty percent of the project budget (i.e., US$5,000,000) will be used for revolvingloans,
through a subcontract with an NGO with experiencein microfinance(as the implementingagency for the
project).

USAID isplanning a program to rehabilitatesix market areas: agricultural input markets, agricultural
market information systems, technology, policy and regulation,fmance, and infrastructure. The finance
componentwill focuson agricultural-inputtraders and deal ers, of which there are an estimated 1,500 to
3,000, 75 of which are large wholesalersand importers. Foreseen credit productswill be directed to
importers(up to $150K); provincial and district dealers (up to $50K); and village level dealers(up to
about $10K). Theinstitutional vehiclefor credit delivery has not been decided. It could be a short-term
structure somewhere between a project and a finance company that concentrateson credit activities.
USAID may also consider alonger-termapproach of buying a bank, reformingit, and using it as a shell
through which to provide credit and, subsequently, other financial services.

Several largeinternational NGOs with specialist microfmancecapacity have submitted proposalsto
donorsfor programming in Afghanistan and have recruited or are planning to recruit microfinance
speciaists: Mercy Corps, CARE, Save the Children, CHF, WfW, and so forth.

In addition, Aschiana, ACTED, PHO, Ockenden International,and others have al so expressed interest.
(SeeBox 4.4.)
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Box 4.4 New NGO microfinanceoper ations

Mercy Corps. Mercy Corpsis requesting US$400,916 to implement a pilot businesstrainingand group-lending
program in Kabul. It hopesto support sustainablemicrofinance institutionscapabl e of reaching between 500 and
700 poor Afghan women in itsfirst year of operation; by year five, the institutionhopes to have some 5,000 active
clients. Services will be providedthrough traditional group loans, where women use solidarity and community in
placeof collateral. First loans will average $100, with subsequent |oans expanding in tandem with clients' needs and
capacity. Mercy Corpshas a country director with significant Afghan experience, aswell as amicrofinance
specialist on the ground.

CHF: CHF International is arelative newcomer to Afghanistan (with one year of operation, mostly construction
projects). It conducted a market study in Bamian and Kabul province$,interviewing 580 households and businesses.
Major findingsincluded indebtedness(often only to buy food or clothing). CHF intends to start a microfinance
programand isinterested in combining microfinance with gender and IT for marketing. The country director intends
to stay four to five years.

Ww: Women for Women International isa U.S.-based organization that provideswomen survivors of war, civil
strife, and other conflictswith tools and resourcesto move from crisis and poverty into a civil society in away that
promotes and protects peace, stahility, and self-sufficiency. It hasjust opened an officein Afghanistan. Its program
includeshuman-rightsawarenessraising, training, and microfinance.The microfinance program will probably begin
after the other training programs are underway.

FINCA: In November 2002, the Foundationfor International Community Assistance (FINCA) will receive a
$100,000 grant from a private donor to establish FINCA/Afghanistan and start-up afew pilot villagebanksin rural
areas and afew urban community banksin either Herat or Kabul. FINCA intendsto begin operationsin areasthat
are not covered by other microfinance serviceproviders. FINCA usually establishesa branch officein an urban area
fromwhich it devel opssatelliteofficesin rural areas. This pattern of growth will likely be followed in Afghanistan.
FINCA conducted amission to Afghanistan in January of 2002 and surveyed the demand for microfinance services
among women in Kabul and the environs. It seeksto mobilize $4 millionto reach over 20,000 families. FINCA’s
end godl is to establish a sustai nable microfinance deposit-taking institution that will be part of the community of
regul ated financial institutionsin Afghanistan. In the startup of FINCA Afghanistan, the groupwill draw on its
personnel from FINCA/Kyrgyzstan, amode microfi nanceinstitution in the region that reachesover 20,000 clients
and is convertinginto a specialized microbank.

ICMC: ICMCiinitially included a microcredit program in their proposed intervention in Herat and Kandahar. It has
sincedecided to wait until the villagesare stabilized and the residentsare not contemplating migration owing to
stresseson their basic livelihood. ICM C loanswill be based on atype of in-kind repayment system and will not
attempt to be sustainable.

The World Council of Credit Unions, Inc. (WOCCU),** which istheworld's leading advocate, innovator,
and development agency for credit unions, has also expressed ain interest inthe provision of microfinance
servicesby credit unionsin Afghanistan. After a recent assessment (and inquiriesfrom Afghans living in
the United States), WOCCU believesit can play an important tole in Afghanistan: that of establishing and
strengthening credit unionsin communities. The social values behind the common Afghan Shura group
identity, self-help, shared responsibility, and collective action—are the very ones that permeate the credit
union philosophy. Knowing that these founding values are highly regarded among Afghans, WOCCU
expects that people may quickly grasp the community aspects of credit unions.

22 Members of the WOCCU include regiona and national credit union associations, cooperative associations, and
business service organi zationsfrom 91 countries.
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WOCCU istherefore expectedto: (i) advise on legislation regarding the registration, operation,
supervision, and regulation of credit unionsin Afghanistan; (ii) assist in the formation and composition of
regul atory bodiesto oversee credit unions (which may be a functional unit shared with the banking
sector); and (iii) organization, operationalization,and development of credit unionsin rural areas and
urban communitiesof Afghanistan. WOCCU has already begun to translatekey credit union documents
into Dari and to recruit Afghan-Americans from the ranks of U.S. credit union professionalsand
volunteers.

4.4 CONCLUSION

Although microfinancesector developmentis highly challenging in the Afghani stan context, the sector
could take off quiterapidly. If the country's unique challengesare addressed —operating efficiently in
scarcely populated areas, currency instability, human resource recruitment among a workforcethat has
not been working for many years, femal e home-based businesses—outreach can increase significantly. To
facilitatethis growth, two key ingredientsare necessary: fundsto fuel the loan portfolio growth and
capacity building. Chapter 5 elaborateson capacity-buildingneeds; see Table 5.2 for outreach (current
and potential) based on growth rates and for capacity of existing organizationsand growth plans of new
entrants.

Two scenarioswere run, a conservativescenario and one showing more aggressivesector growth. Table
4.1 shows—even with conservativefigures— sector growth is expected to be rapid. The presence of
BRAC isamajor factor in thisregard, with its proven ability to reach hundreds of thousandsclients
quickly.

Table4.1: Client growth and loan portfoliofunding needs

Activeclients Loan portfolio(in US $)

June2002 Year 1 Year 5 June2002Year 1 Year 5
Current 11,000 | 31,000 | 236,000 1 million | 7.8 million | 69 million
New entrants | 5,000 | 61,000 I million | 0.5 million | 10 million
| 36,000 | 297,000 1 million | 8.3 million | 79 million

Totd

Afghans have shown remarkabl e entrepreneurship. It is expected that |oan volumes can be scaled up quite
quickly, and with MISFA in placeto facilitateloan funds and adequate investmentsin capacity building
of the microfinanceinstitutions, a critical mass of institutionscan reach sustainability within four to five
years. MISFA iswell placed to channel fundslike the above-mentioned UNDCP and possibly ILO-
mobilized program fundsin an effective, coordinated and durable manner.

Legal and regulatory reforms

Whilethe institutional capacity is being strengthened, the legal and regul atory frameworks must also be
addressed. Microfinanceproviders, including the multilateral and bilateral partners, were concerned that
the existing laws might inhibit growth. Of particular concern were the following:

e NGOs: NGOsare currently regulated under a 1998 law adopted by the Taliban. According to NGO
representatives, this law is unclear on the matter of microcredit, providing no mention of what
activitiesare permissible, and therefore not prohibiting NGO microcreditin any way. NGOs are
required to register with the Ministry of Planning; foreign NGOs register with the Ministry of Foreign
Affairs. The existing proceduresseem fairly straightforward, with littleif any ongoing monitoring by
the Ministry of Planning owing to lack of government institutional capacity. Theinterim authority has



proposed drafting new NGO legisation and establishinga more effective registration system, which
would provide the government with information on what NGOs are doing where. The timeframefor
drafting of the new legidationwas not clear.

e Savingsand Credit Associations: Afghanistan reportedly does not have a strong tradition of informal
savingsand credit associations, and no legal framework currently exists for membership-based
savings and credit institutions. Some donor or NGO-supported savings and credit associations and
(farmer) cooperatives do exist, however, and are expected to increase with the further development of
microfinance.

It is therefore recommended:

e NGOs: Credit-only NGO microfinanceinstitutions(MFIs) should not be subject to prudential
regulation and supervision; i.e., the central bank would not have a statutory rolein licensing or
supervising NGOs undertaking microfinance, given they do not mobilizethe public's money and
create no risk to the safety and soundnessof the financial system (the main concern of bank
regulators). Microfinance specialists should be involved in the drafting of the new NGO law to ensure
that microcredit is a permissible NGO activity. The tax status of NGO MFIswill need to be clarified
(including salestax and profit tax). Very often thereis confusion in countries over the tax status of
NGO MFIs, which have a social purposebut earn income (through fees or interest) off their activities.
Such issueswill likely need discussion and clarification in Afghanistan over the medium term.

e Savingsand Credit Associations: In theimmediateterm, the central bank does not seek to regulate
such nonbank financial institutions.” The central bank will need to focus on establishinga new legal
framework and devel oping the capacity to supervise the commercial banking system. Thisin itself
will be a challenging task. The central bank should, however, consider devel oping specialized
legidlation for membership-based savingsand credit institutionsover the next one to two years. This
is currently envisaged under Article 2 of the draft Banking Law. Given the likely large number of
informal community-based savings and credit associations, it is suggested that only organizations
above acertain size would be required to get alicense and be supervised by the central bank. This
could be based on asset or equity size of the organization, and/or number of members. Technical
assistance could be provided to the government to help devel op such legislation and the capacity of
the central bank to supervise such institutions. In the short term, if an apex/microfinance support
facility wereto be formed (see Section 1X), this could play arolein keeping track of all forms of
nonbank microfinanceinstitutions (NGOs, savings and credit associations, etc.) and their basic
performance.

Oncethe legal and regulatory frameworksare in placefor microfinance, the sector will undoubtedly ramp
up its operationsrather dramatically. Microfinance—the provision of financial servicesto the poor —fits
with avision of self-reliance; it providesahand up, not a hand out. In other countries, including
postconflict countries, microfinance has proved an important tool to support job creation and income
generation, and to assist the poor reduce their economic vulnerability. The challengein Afghanistanisto
develop viable systemsand institutionsthat can deliver high-quality, client-responsiveservices on alarge
scale and in a sustainable manner.

* See CGAP, "' The Rush to Regulate: Legal Frameworksfor Microfmance," Occasional Paper, April 2000, for agood discussion of legal and
regulatory issues from the perspective of asupervisory body.
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5. INFORMAL FINANCIAL INSTITUTIONS*

5.1 INTRODUCTION

Postconflict countriesinvariably play host, often by necessity, to a sophisticated and vibrant informal
financial sector. In the absence of effectivelegal and regulatory frameworks, consumersare compelledto
createfinancial networksthat help them make international and domestic payments.

In Afghanistan, an informal market devel oped, and expanded, in responseto two decadesof war and civil
strife. Money exchangedealers, or hawaladars as they are known in South Asia, provide a well-
organized, convenient, and cost-effectivemeans of malting international and domestic payments. They
have had lots of practice, for the Afghan population has relied on the informal sector to access financial
servicesfor hundredsof years. For many years, operating primarily from open-air markets, hawala has
provided the most reliable, convenient, safe, and inexpensivemeans of transferringfunds to far-flung
regions. The quality and utility of the hawala service® haveled some observersto suggest that the
Afghan financial authoritiesshould consider encouraging some of the hawaladars to convert their
thriving enterprisesinto formal banking enterprises.

The Kabul money exchange market, where most of the city's hawaladars operate, has an 80-year-old
history. Established along the Kabul River, it is near the gold and silver bazaars and the financial service
officesused by the precious-metal traders; Kabul's other specialized marketsall are within walking
distance. The money exchange dedlers have traditionally provided traders with a range of banking
conveniences, including currency conversions, international and domestic money transfers, deposit-taking
services, and more recently, communicationfacilities—for example, satellite telephone, fax, and e-mail.

Beforethe communist revolutionin the 1970s, hawaladars from Indiaand Pakistan dominated the
Afghan money market. Following the revolution, though, and the flight of most foreigners, the market
became dominated almost solely by Afghani dealerswho had operated in Kabul, although outside the
traditional market. Presently, the more than 300 registered hawaladars have organized themselvesinto a
self-regulating market. Unregistered money exchangedealersin Kabul and around Afghanistanare
estimated to number between 500 and 2,000.%°

% This Chapter is based on: Maimbo, S. (2003) The Money Exchange Deslers of Kabul: A study of the Hawala System in Afghanistan. Worid
Bank Working Paper No. 13

* A hawala transaction encompassesfinancial transfers made by principals, or customers (Customer A, or CA, and Customer B, or CB) located
in countries A and B, through hawala service providers in their respective countries. These providers (designated hawaladars HA and HB)
operate outside the formal financial sector, regardless of the use or purpose of the transaction and the country of remittance or destination.
Typically, HA receives fundsfrom CA and asks HB to advance the amount to CB in the local currency equivalent. In aprototypical hawala
transaction (figure5.1), an expatriate worker (CA) uses a hawaladar (HA) to arrange a remittance to his home country. He makes payment in
dollars or another convertible currency to this intermediary. This individual contacts a hawaladar counterparty (HB) in the receiving country,
who arranges payment in local currency to the remitter's family or other beneficiary (CB). Obviously, some network of family or connections
among hawaladar s is reguired to make such a system work consistently and on alarge scale.

* In the absence of regional records, and given the open nature of the Kabul money exchange market, these estimates must be viewed as
speculative.
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The operational characteristicsof thisinformal financial market—the system's geographic characteristics,
convenience, effectiveness, cost, and its relationshipwith the formal financial sysem—are discussed
below (see section 5.2). Section 5.3 presents case studies of the domestic transfer of devel opment funds
by international aid institutionsand nongovernmental organizations. It discussesthe hawala system's
benefitsaswell asthe operational characteristicsthat make it vulnerableto abuse. Section 5.4 presents
regulatory and supervisory options considered by the central bank, and also the option finally selected.
Finally, Section 5.5 presentsresearch conclusionsand policy advice on the developmental role of
informal financial institutionsin the Afghan financial system; the implicationsfor financial management
practices of donor-financed development programs; and the regul atory and supervisory optionsfor DAB.

5.2 OPERATIONAL CHARACTERISTICS

Scope

The money exchange dealers provide arange of financial and nonfinancial businessservicesin local,
regional, and international markets. Financial activitiesinclude money exchange transactions, funds
transfers, microfinance, trade finance, and deposit taking. Nonfinancial activities may include telephone
and fax services, regiona and international trade assistance, and, more recently, internet services. No
clear delineationsexist among any of these businessactivities, nor are there distinct geographic and
businessclassifications. The classificationsbel ow are meant to help identify general patternsand trends
rather than set out consistent, ongoing operational realities.

Loca money exchangedealers can be found in almost every coinmunity in Afghanistan. Traditionally,
these deal ers provide numerousfinancial servicesin addition to fundstransfers, for which they have
attracted much attention. They also provide deposit-taking facilitiesfor thosewho want to save;’’
microfinancefor informal entrepreneurs; trade finance for wholesalersand retailers; and currency
exchange servicesfor international businessand personal transactions. Hawala tends to be one of the
cheaper financial servicesprovided by local money exchangedealers.

Regional hawaladars tend to be located in aregional rather than a provincial village, town, or city, and
serve more than one province. For example, Kandahar-based dealers may concentrate on the southern
Afghan regions of Helman, Oruzgan, and Zabol; Herat-based dealers may cover the western regions of
Badghis, Farah, Faryab, and Ghowr. Apart from serving the eastern regionsof Vardak, Parvan Kapisa,
Laghman, and others, Kabul-based dealers may serve the national market through the regional dealersin
Kandahar (south), Herat (west), and Mazar-e-Sharif (north). Regional dealers may offer the usual types of
auxiliary financia servicesprovided by local deders. Their principal clientsare traditionally regional
traders. In some instancesthey may engagein trade themselves, or they may be retired traderswho have
chosen to settle in one community but retain valuabl e regional contactsand counterparts.

International dealers, most of whom are based in Kabul, connect the domestic financial system to the rest
of theworld. Their counterpartsare found in traditional trading cities on the Asian subcontinent: Tehran
(Iran), Islamabad (Pakistan), and New Delhi (India); and in the Gulf cities and states of Riyadh (Saudi
Arabia), Doha (Qatar), Abu Dhabi and Dubai (United Arab Emiirates), and Muscat (Oman). These dealers
target international traders and investors, and more recently, international aid institutionsand NGOs
disbursing development funds for the rebuilding of Afghanistan.

%" Deposit facilities are unlikely to include an accumulation of interest—often because hawala dealers view this as contrary to the principles of
the Muslim faith, but also because such facilitiesare usually used for safekeeping rather than as investment tools.
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Transaction volumes

Thereis no limit on the volume of fundstransfersthe money exchange dealers can transfer; individually
or severaly. Since thefall of the Taliban regime, the volume of financial flows through the hawala
system has grown significantly. NGOs alone are estimated to have channeled at least US$200 millionin
emergency, relief, and devel opment funding through the hawala system. Single transactionsin excess of
US$500,000, especially between Peshawar in Pakistan and Kabul, are not uncommon. The larger
international aid institutionsand NGOs have made individual transactionsof US$1,000,000. Because
there are limited storagefacilitiesin Kabul for large sums of money, however, organizationsincludedin
thisstudy remit funds through the hawala system in smaller amountsof US$100,000 to US$200,000. The
smaller organizationsregularly remit US$20,000 to US$30,000 to cover operational expenses.

Internally, the funds remitted to the provincestend to be smaller, ranging fiom US$10,000 to US$20,000.
Owing to security concerns, these hawal a transactionsare made only when the regional officeshave
ready invoicesfor payment. This minimizesthe volume of cash the regional officeshaveto store on their
premises. The regional offices keep minimum cash reservesto meet their daily operating expenses.

Speed

Transferringfunds to Kabul from Peshawar, Dubai, and London usually takes6 to 12 hours. Lesstimeis
required if both the sender and recipient arein the dealers' respectiveofficesat the sametime. Then
confirmationand payment are instantaneous, and the entire transaction can be concluded in minutes.
Commonly 24 hours are required for transfers between Kabul and any of the regional centers. Slightly
more timeisusually requiredfor paymentsin the more remote regions or villages where the money
exchangedealer has no locd office or representative.

Cost

The cost of making funds transfersinto and around Afghanistanaverages 1 to 2 percent. Asis common
with every bazaar in South Asia, however, thefinal quotation dependson the negotiating skills of both
parties and their understandingof how the market operates. Some money exchange dealersquote a flat
fee of 2 percent on both international and domestic transactions. Y et thisis usually only a starting point
for discussion. Discountsand premiumsare offered and charged depending on the volume of the
transaction, the relationship between the client and the hawala dealer, the currency of exchange, the
security environmentin Kabul, and the destination of the funds. The larger international aid institutions
transferringUS$200,000 or more per month pay lessin fees than local NGOs transferring US$7,000 or
less per month for their administrativeexpenses. Under the Taliban regime, hawaladars charged higher
fees among the different regions, and few deal erswere willing to transfer funds within the country. Trade
itself was difficult and even dangerous. Presently, however, there are so many dealersin the market that
the fee structure has come down significantly to the stated average of 1-2 percent. In rare circumstances
the fee may exceed 2 percent of the transaction amount, typically when the customer isnew and failsto
comparison-shopamong the other dealersfirst. Rates aso climb in provinces, where the security situation
remainstenuous. The fee structure might also changeif the customer requires additional services not
normally provided—for example, an emergency transaction that must be expedited.
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Box 5.1 Hawaladar Operations in Afghanistan

Hajji Mustafa, Jalalabad

Background: Hajji Mustafa (not hisreal name) has been a money exchange dealer for 14 years. His shop is located
in the Jalalabad hawal a market among 180 other dedlers. Like the central hawala market in the capital city, Kabul,
the market islocated in the center of the city near the mgjor trading markets and the customs office. The 180 money
exchange deal ersbelong to an association that |ooks after its members' affairs. Mustafa's father was primarily a
trader of goodsfrom and to China, Azerbaijan, Turkmenistan, India, arid Pakistan. Alongsidehistrading activities,
he provided financia servicesto his colleagues, using his excess cash reserves. Mustafachose to concentrateon
providing financial serviceswhile occasionally investingin trade.

Financial sewices. Besidesfacilitating money transfers, Mustafa provides|oans, takesdeposits, and cashes checks.
Loans are availableto tradersfor trade finance, to NGOs for emergency relief activities, and to shop ownersfor
paying customs duties and taxes on imported goods.

Geogr aphical coverage: Mustafahas a brother in Kabul, acousinin the commercial hub, Herat, and a brother in
Melbourne, Australia. He also has partnersin Tokyo, London, Peshawar, and Dubai. Although he occasionally
conducts money transfersto other cities, thisis exceptional . Barring communication problems, money transfersare
completed within 24 hours.

Settlement: In most cases, end-of-month outstanding bal ances are between Mustafaand his brother in Melbourne,
with whom he conducts the most business. If hisbrother owes Mustafa money, he uses his bank account iri Japan to
purchase second-hand cars for export to Afghanistan. Once the carsreach Afghanistan, Mustafasells them and
keeps the proceeds. If Mustafaowes his brother money, he uses his bank account in Peshawar to remit the money to
his brother's account in Japan. Occasionally, he may export some Afghani products, such as carpets, for sale abroad.

Amanullah Mohammed, Kabul

Background: Amanullah Mohammed (not hisreal name) has been a money exchangedealer in the Shahzada
market for 25 years. He started the business after retiring from a career as aroad construction engineer in the
government and is now one of the largest money exchange dealers.

Financial services and geogr aphic cover age: Apart from currency exchange, Mohammed's main businessis
money transfers. Recently, this businesshas received a significant boost with the influx of foreign nongovernmental
organizations. Occasionally, he will provide safekeeping facilitiesfor businessmenwith excess currency. He does
not pay interest on these cash holdings. Neither does he charge interest on the loans he makes, owing to his
adherenceto the I lamic proscription against charging or receiving interest on loans and deposits.

I nter national cover age: Mohammed has awell-established international network of correspondent partnersin all
the major financial centersin the world—among them Tokyo, L ondon) and New York—and regional contactsin
every South Asian country. He maintainsbank accountsin Dubai and London for making transfersto cities and
countrieswhere he lacksloca contacts.

Domestic cover age: Within Afghanistan, Mohammed is able to make transfersto all major cities—Herat, Jalal abad,
Konduz, Mazar-e-Sharif, and Kandahar. Domestictransfersusually intlude at least two currencies, even if both the
transferor and the transferee are dealing in afghanis. By moving, for example, from afghani to Pakistani rupee to
afghani, Mohammed can make gains on the foreign exchange differences between the cities.

Expectations: Mohammedis keen to receive approval for his bank license application. He is confident that he can
provide good financial servicesto the Afghan population. He recognizesthat local Afghan banks can not match
international banking standards and recommendsthat international banks be invited into the country as soon as
possible.

Source: Research interviews.
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Reliability

The hawala system isreliable. Dealers seldom fail to effect payment. Beside the expected high standard
of adherenceto unwritten but neverthel esswell-established codes of businesspractice, default risk is
eliminated through a variety of hawala dealer selection criteriaadopted by users (see Appendix 8.7 for
some criteria), and operational usage procedures (see Appendix 8.8 for some of these procedures),
particularly the* confirmation before payment™ procedure. In all cases reviewed in the study, the remitter
pays the hawal a deal er the value of the fundsremitted only after the recipient has confirmed receipt of the
money. Becauseof the large sumsinvolved, NGOstypically make bank transfersinto the hawaladars'
accountsin either Pakistan or Dubai. When interviewed, the i nternational agenciesand NGOs expressed
general satisfactionwith the delivery of funds. The rareincidentsof client dissatisfactionwere limited to
occasionswhen the customer paid a slightly higher fee than that offered by competitorsfor that particular
routeor region.

Documentation

There are no standard documentary requirementsfor conducting hawala transactions, and the hawala
associationdoes not requireits members to open their booksfor external inspection, nor does it require
periodicfinancial reports. Standardized documentationand reporting are consi dered unnecessary because
of the high level of trust that makesthe system viable. Dealersknow that any failure to honor contracts
will result in immediate blacklisting, and possible expulsion, from the market.

Each hawaladar designs, devel ops, and maintai nsindependent documentary policiesand procedures.
Some of the procedureshave been in use for many years and adapted to the changing business
environment. Each businessdevel opsits own system for keeping track of transactionsand balancing their
accountswith international and domestic business partners. Some deal ers maintain detailed records for
each hawala transactionfor purposes of remittanceand settlement. Deal ersknow exactly how much cash
they have, how much has been transferred, and how muchis owed to them. During the research, the
money exchangedeal ersroutinely provided the following documentsin varying combinations:

Hawala dlips: Each customer is provided with a hawala dlip, which indicatesa hawala number or code.
The dealers use the code to identify customersand for payment and settlement purposes. Althoughthisis
the primary bill of exchange, some dealersrequire the holder to produce a secondary identification
document when presenting the note for cashing.

Customer identification documentsand records: Some hawaladar simplement rudimentary due diligence,
""know your customer" banking procedures. Deal ers maintain photocopiesof customer passports or
identity cards from hospitals, the army, and other institutionsthat issue such cards. Some of the data
collected for recordsare: (i) date of transaction; (ii) name and address of sender and recipient; (iii)
passport number or other identificationnumber; (iv) hawala number; and (v) name of counterpart dealer.
Thelast piece of information isimportant because there are so many playersin the market. The customer
must be able to identify the correspondent party at the other end of the transaction.

Accounting records: For established organizationssuch as NGOs and international aid institutions, the
dealersmaintain fileswith invoicesand quotations, copies of receipts, and transaction contractsand
agreements. The accounts between the organi zation and the deal ers are reconciled periodically. For their
correspondents, hawal adarsmaintain debit and credit columnsin an accounting ledger book or computer.
Each transactionis meticulously recorded, with columnsfor the date, hawala number, currency, amount,
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destination, fee, and the date of settlement. Deal ers maintain a separate book that customersat both ends
sign when atransactionis completed and funds received. Separate receiptsfor the sender and payment
confirmation documents can also be arranged if the customer so desires.

Settlement

Outstanding accounts between hawal adar s are balanced weekly or monthly. When the volume of
transactionsis high, dealers have been known to settletheir accountsdaily. The nature of therelationship
between deal ers appears to determine how frequently accounts are settled.

The many settlement optionsinclude simple monetary settlement (cash transfers), tradein licit and illicit
goods, smuggling, and other formsof bilateral or multilateral settlement. In the past, when the banking
system in Kabul was operational, deal ers settled their accountsthrough the exchange of checks. Now, if
dealersneed to transfer cash from one region to another, it is moved over traditional trading routes that
have been in existencefor years. A good many international settlements, however, appear to be done
either through cash or bank accountsin Peshawar or Dubai.

All international hawala deal ers maintain one or two accountswith formal financial institutions. The
usual locations used by Kabul money exchange deal ers are Peshawar, | slamabad, Dubai, London, and
New Y ork. These accounts are used for effecting fundstransfersfor customersand for settling with other
hawaladars. Many of the dealersin Kabul use their Peshawar-based bank accountsto receivedollarsfrom
NGOs that want afghani payments made in Afghanistan. Also, to avoid having to carry cash within
Afghanistan to settle accounts, dealers credit and debit each other's Peshawar or Dubai accountsvia
satellite communication. The London and New Y ork accounts are a so used to make normal bank
transfersto cities where the hawaladar has no correspondent rel ationshipswith another nonbank
institution or partner. Conventional money transfersfrom that account are made for customers, who are
then charged the normal banking fees and subjected to formal sector documentation, procedures, and
delays.

The recent surgein the volume of foreign currency entering Afghanistan through international aid
institutionsand NGOs presents researcherswith a number of unique questions. How arethe regional
counterparts able to finance payments on behalf of the international aid institutions? What is the source of
the afghani equivalent paid out in the regions?1n the past 12 mdnths, for example, international aid
institutionshave individually transferred amountsin excess of US$10 million. Whereisthe afghani
equivalent coming from?

For example, if the afghanis are being generated by legitimatetradein legitimate goods among regions,
then thereisno legal reason for suppressing the hawala system of fundstransfers. Y et if the settlement
processisin part completed with fundsfrom illegal activitiessuch as the smuggling of gold or vvegpons,
drug trafficking, or trafficking in girls and women, or if the process involvesinternational terrorist
financing, then users carry a high reputational risk of inadvertently helping to launder the proceeds of
criminal activities. Thisrisk is particularly acute because of thedifficulty of separating legal fromillegal
money flows.

Potential for financial abuse

Like the formal banking system, the hawala system is vulnerableto abuse by money launderersand those
seeking to finance terrorism. The number and variety of methods used to launder the proceeds of criminal



activities, especially opium production, continuesto becomeincreasingly complex. Money launderers
employ diverse methods that employ both banking and nonbanking channels. Recently, the abuse of
informal remittance systems by those who would financeterrorism has received a great deal of attention
inthe media

Criminalsuse similar techniquesto launder the proceedsof crime through the formal and informal
financial systems. First, neither formal nor informal financial systems necessarily transfer funds from one
jurisdictionto another. Instead they depend on a sequence of accounting debits and credits among
accounts kept by a network of individuals, companies, accountants, lawyers, and other partnershipsand
companies. Second, much as banking secrecy laws have been implicated in money laundering crimes, the
anonymity built into hawala meansthat it, too, is vulnerableto chargesthat criminalsor terroristsuse this
traditional, informal system to move or launder money and commit crimes.

The primary difference betweenthe formal and informal systemsliesin the amount of documentation
required of each. Laundering money through the formal financial system leaves a paper trail, making it
vulnerableto detection by law enforcement agencies during an investigation. Placing funds (from
criminal activities) into a bank resultsin deposit documentation; transferring funds from one account to
another requirestransfer request formsthat provide details about the transferor and the transferee. Finally,
fmancial investmentsrequirethe signing of deposit and withdrawal records, such as checks, by the
withdrawer or his nominee.

Hawaladars minimize detection by limiting external accessto or oversight of their records. Where
documentsare maintained, and money exchange deal ers often noted this during interviews, they are rarely
accessibleto third parties, especially to law enforcement agents. Funds can be placed anonymously when
amoney exchange dealer acceptsfundsfor remittance without establishing either the identity of the
remitter or the source of the funds. The recipient can receive monieswithout producing identity
documentsother than a previously agreed code. Thereafter, a money exchange dealer can initiate or
facilitatea number of transfers, al of which conceal the original source of fundsthrough a network of
hawal adar s operating in many different jurisdictions, with each dealer requiring little or no formal
documentation. Finally, the recipient of funds can reintegratethe fundsinto the formal, legitimate
financial system by making a"'legitimate" businessinvestment on behalf of thefunds owner. Or the
funds can be reintegrated into the formal financial system through imports and exports by transferor and
transferee, or even by third parties. Once the transaction is complete, there is no regulatory regquirement
for customer identification documents, nor are codes or referencespreserved for a specified period.
Consequently, hawal a transactions|eave no audit trail for law enforcement agencies to establish predicate
offensesfor money laundering, tax evasion, corruption, or other related activities. The absence of
financial transactionsrecords and businessdocuments could therefore make the use of the hawala system
attractivefor laundering the proceeds of criminal activities.

Is hawala used to launder money in Afghanistan?If so, to what extent? The lack of documentation makes
both questionsdifficult to answer. Illegal money flowsaredifficult to track. It is also difficult to separate
legal from criminal money flows and to establish, as law enforcement agencies mugt, actual financial
linksto actual criminal activities. Further, law enforcement agenciesface significant cultural and
linguistic barriers when investigating the informal financial systems. Business, tribal, or kinship ties
among the participantsa so complicateinvestigations. Additional constraintsin Afghanistan include:

e ineffectivemonitoringof cross-border currency movements,
o few if any reporting requirementsfor large cash transactions, or a pattern of inconsistent reporting
under avoluntary system;
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e varying guidelines used to identify suspicious transactions;
e parallel black market economies,
e little ability to share financial information with foreign law enforcement authorities.

These constraints are likely to continue in Afghanistan for many years. Although the hawala system in

Afghanistan is convenient and appears to serve anumber of |legitimate remittance purposes, its anonymity

and itsaversion to record-keeping, particularly in the reverse transactions, make it vulnerable to those

seeking to launder the proceeds of criminal activities. As Figure 5.1 shows, it ispossible that by remitting

funds through kawaladars, alegitimate second-hand car import business, for example, may find itself
aiding opium merchantsto purchase heroin from Kabul.

Figure5.1. Hawala Transactions Combining L egitimate and Tllegal Activities
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L egitimate Transaction

1 Vehideimporter in Afghanistan approachesahawala deder in Kabul with afghanisfor the
import of vehiclesfrom a Dubai-based car exporter.

2. Hawala deder in Kabul communicates payment ingtructions to a Dubai-based hawala desler.

3. Dubai-based hawala deder gives the vehicle exporter US$ equivaent as requested by the
vehicleimporter in Kabul.

Illegal Transaction

A. Drug dedlers gpproach ahawala deder in Duba with US$ for the purchaseof opium from
Kabul-based opium dederdgrowers

B. Hawala deder in Dubai communicates payment ingructions to a Kabul-based hawala dedler.

C. Kabul-based hawala dedler givesthe opium dealerdgrowersafghani equivaent as requested
by the opium smugglersin Duba.

Settlement of Accountsbetween Hawala Dealers

The hawala deders use the cash they receive from domestic clients to execute payment indructionson
behdlf of their foreign counterparts.

When differences arise thet can not be matched by reciproca transactions, hawala deders may use
formd transfers between their bank accounts.

The diagram above offersa possible, yet still speculative, network. Thefield research did not find
evidence that hawal a transactions facilitate opium transactions— nor for that matter that the formal
banking sector does not handle illicit proceeds. The diagram merely highlights possibilities that |aw
enforcement groups might ponder in the absence of clear information about the hawala transaction
process. In both transactions, it isimportant to remember that the neither hawala dealer needs necessarily
to know the purpose for the financial transfers to execute them.

Interestingly, before the national currency change in late 2002, the study found substantial volumes of
freshly printed, shrink-wrapped afghani notes. When questioned about the source of the new notes, the
hawala dealers said the monieswere printed in Russia and were available to dealers selling dollars. It was
not possible to determine the legality of the notes. Distinguishing between genuine and counterfeit notes
was complicated by the presence of three legal versions of the afghani then in circulation. One version of
the note found in northern Afghanistan was worth just half the currency used elsewhere in the country.
Another currency was also in usein asmall corner of northeastern Afghanistan; it dated to when the
region remained in the hands of the Northern Alliance while the Taliban regime held sway over the rest of
the country. The possibility of organized criminals printing the old afghanis and purchasing genuine
foreign currency in the money exchange market wasrea at that time.
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5.3 INTERNATIONAL AND DOMESTIC USE OF THE HAWALA SYSTEM
International aid institutions
Most international aid institutions operating in Afghanistan use Aawala to move fundsinto and around the

country. Only the largest organizations can manage the costs and logisticsinvolved in physically
transferring cash around the country.

Box 5.2 Inter national Aid Agencies and the Hawala System

Agency A: Agency A's policy isto make paymentsonly through officia banking channels. Where these do not exist,

it physically transfers cash to placeswhere payment is required. To pay salariesand expensesfor staffbased in
Afghanistan, the staff physically transfers cash from Pakistan to Kabul, The monthly transfersfrom Pakistan now
average US$23 million. Withinthe country, cash transfersare made, especially for large sumsof money. In one
instance, as much as US$7 millionwas transferredfiom Kabul to Kandahar for project financing. However, Agency
A does not monitor the remittance methods used by the Kabul-based recipients of its funds.

Agency B: Agency B would prefer to operate through normal banking channelsfor its international and domestic
fundstransfers. However, given the current situation, it is compelled to use the hawala operators based in |slamabad
and Peshawar. When Agency B needsmoney for salaries, it instructs the hawaladar to make a payment to one of its
officesin Kabul. The hawaladar in Islamabad instructshis counterpart in Kabul to make payment in afghanis. The
|slamabad office creditsthe account of the hawala operator in Islamabad only when the Kabul office confirmsby
fax that it has received the money. Because of growing concernsabout counterfeit currency in the market, Agency
B's hawala operatorsnow stamp the notes with special seals. If the noteislater determinedto be counterfeit, the
organization can return it to the deal er for full compensation. The monthly transfersfrom Pakistan are significant,
but the money exchange dealers have not had any difficulty in sourcing the required amount of afghanis, dollars, or
Pakistani rupees. Recently, the organi zation remitted US$900,000 to pay rent for officeand living space, aswell as
other overhead expenses. The cost of doing business through the hawala deal ershas come down significantly in
recent times.

Agency C: When Agency C requiresUS$1 million for use in Kabul, the hawala remittancesare divided into
tranches of US$200,000 to $300,000. Occasionally, remittancesof US$500,000 are made. Agency C asksitslocal
suppliersand contractorsto collect their money as soon as the Kabul-based hawaladar is ready to make payment.
Internally, funds transfersaverage US$20,000 to US$30,000. For security reasons, all transactionstake place on
Agency C premises. The entire processiswell documented. The recipient sends e-mail confirmationto the sender
beforethe money is given to the money exchange dealer. No payment is made until the e-mail or fax is received,
even where oral communication has taken place and confirmation has been given. Receiptsare issued to money
exchangedealerswhen they deliver cash. The receiptsact as settlement documentsfor the dealer. Each receipt states
clearly that the transfer has been made through the informal market because of security concernsand the absence of
afunctioning banking systemin the country.

Agency D: Agency D uses the hawala system for all its international and domestic transactions. International
transactions between Pakistan and K abul average US$20,000 to US$30,000 weekly. The hawala dealer deliversthe
monies directly to Agency D's office. He is given a receipt, which he faxes to his counterpart in Islamabad for
settlement with Agency D's office there. The mechanism used to deal with counterfeit notesisthe same as that used
a Agency B. Thefeefor transactionsis 1.5 percent if the settlement is made after confirmation that the transfer has
been made, and 1 percent if Agency D pays in advance. Within Afghanistan, the hawala system is used to make
payments to staff operating in the provinces. Physical transfers of cash are considered too dangerous for staff
members. Airlifting cash or arranging armored vehicles to escort cash deliveries is costly and attracts too much
attention. The agency is considering using the hawala system to make local payments to suppliers. Presently,
suppliers collect cash from the Agency D office, or cash is delivered to the supplier. Cash deliverieswithin Kabul of
US$10,000 have taken place. Documentation has not been a problem. The money exchange dealers are willing to
provide the documents the organization requires. However, as a security measure, cash balances at the head office
are minimized.

Source: Researchinterviews.
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Occasionally, some agencies bring cash when staff members fly into the country, but the amounts
involved are usually small and are meant to cover overhead expenses, not program needs. For larger sums
of money, hawala s often the only option.

International aid institutions now work with several dealers. Under the Taliban regime, agencies worked
with perhaps one or two hawaladars, with whom they established long-term relationships (see Annex 5.1
for some selection criteria). But the competition is now such that the hawaladarsregularly send agencies
dealing in large volumes of cash periodic bids for their services. With each round of bids, rates and
services become more competitive (see Annex 5.2 for sample operating procedures). Responding to these
inducements, agencies are working with a number of different dealers on different routes. In some cases,
the dealer may provide the service at no charge on one route on the understanding that he will receive the
contract for another route (see Annex 5.3 for an example of a contract). The cases below illustrate a few
aspects of the hawala system that institutions and NGOs must address, including the volume of cash, the
confirmation process, concerns about counterfeit cash, and the security of the cash when the local hawala
operator gives the transferee cash in response to instructions from his counterpart in Pakistan or Dubai.

Thetransfer arrangements of the four agencies reflect their size and area of operation. Generally, funds
are remitted from Pakistan (Peshawar or |slamabad) in tranches that meet the organizations' periodic

program requirements. Smaller amounts are then remitted to the provinces using the same or a different
dealer. In each case, the agency pays the dealer only upon confirmation that the transfer has been made.

Nongover nmental or ganizations

Nearly 700 NGOs are now operating in Afghanistan—-about 127 international groups and 467 local ones.
Government officials estimate that these NGOs have channeled more than US$200 million into the
country in the form of humanitarian relief, emergency aid, and development financing in the year
following the fall of the Taliban regime. Hawala was used to channel much of thisaid, as the system is
particularly well suited for NGOs operating in rural Afghanistan, where the formal banking systemis
absent. Some of the lesswell funded NGOs are especially grateful for the low costs associated with the
system. Although they lack the resources of international aid institutions, these NGOs are still ableto
implement life-saving relief and emergency assistance programs. The two cases below show the
similarities and differencesin NGO use of hawala.

Box 6.3. NGOsand the Hawala system

NGO A: NGO A uses the loca money exchange market to conduct banking business with its regionally based
groups. Most of its community development programs involve regional representatives purchasing equipment from
local markets and handing them over to the community. No cash is given to the community directly. The NGO’s
regional representatives collect cash from local money exchange dealers who may be shopkeepers or traders,
depending on the community in which the NGO is working. The commissionsare minimal, and the organizationhas
never had a problem with money exchange dealers. The volume of funds remitted through the system depends on
the number and type of programsthe NGO is implementingin a given region. For example, the eight agricultural
cooperativesNGO A works with have approximately 800 members who borrow an average of US$100 per person.
In 115 communities, individual loans average between US$250 and US$450.

NGOB: Every month NGO B receives competitivebidsfrom three or four large money exchangedealers. It accepts
the best offersthat come in each month. The fees rangefrom 2 to 4 percent for rural areasand 0.7 to 1.5 percent for
urban areas. In all cases, NGO B paysthe hawala dealer only upon receipt of confirmationthat the transfer has been
made.

Source: Author research interviews.
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A foreign bank in Peshawar is the bank of choicefor many NGOs. A second foreign bank plansto open a
branch there soon. The volume of transactionsranges from US$100,000 to US$300,000 for international
transactionsand US$20,000 to US$30,000 for domestic transactions. Transfersare completed quickly and
efficiently. Most problems have to do with delaysby the Peshawar bank in making the transfer to the
hawala dealer's account. Hawaladars are frustrated by such delays, but they understand that conventional
banking systemsare laboriously slow.

Money exchange deal ers provide NGOs with liquidity they otherwise might not have. NGOs are ableto
cash checkswith hawala deal ersand are discussing with a fewdeal ers ways to make the check system
more widespread. Should the discussionssucceed, NGOs will be able to issue checksto loca suppliers,
who will present them to money exchange dealersfor cash.

54 REGULATORY AND SUPERVISORY OPTIONS

Since theterrorist attacks of September 11,2001, on the United States, there has been renewed public
interest in the regulation of hawala systems. Media coverage, which often focused on the putative
connection between the hawala systems and the financing of terror, increased the level of official concern
about its potential susceptibility to financial abuse. Some national financial regulatorsbegan the process
of examining existing regulations, and in some cases, designing, devel oping, and implementing new
financia sector palicies, including those that address hawala systems.

In October 2001, the Financial Action Task Force (FATF) agreed to Special Recommendationson
Terrorist Financing, which included extending anti—money laundering requirementsto alternative
remittance systems (See Annex 5.4). At a conference on hawala in the UAE in May 2002, a number of
governmentsagreed to adopt the FATF recommendation. Shortly thereafter, the UAE government
announced it would soon imposealicensing requirement on hawalas. Participantsat the UAE meeting
drafted and agreed upon the Abu Dhabi Declaration on Hawala, which set forth five complementary
principles (see Annex 5.5).

The fundamental questionsfor the Afghan central bank at the beginning of 2002 were whether money
exchange dealers required regulation and supervision. Did they pose such systemicrisks asto require
formal regulatory and supervisory regimessimilar to those being devel oped for the banking sector? Could
they be left alone without endangering the long-term stability of the financial sector and monetary policy?

Afghanistan could choose one of four options. It could prescribeno regulatory or supervisory standard. It
could extend formal banking sector regulationsto the money exchange market and establish formal on-
and off-site supervisory mechanisms. It could allow self-regulation and supervision among dealers. Or it
could establish specia regulatory and supervisory standards for theinformal sector. Each policy approach
presented specific administrativeand institutional challenges.

Option #1: No Regulation or Supervision

Various parties, particularly the hawala dealers, have argued against regulation or supervision. First, they
note that except for dealers with shops at the market, hawaladars are difficult to identify or locate for
regulatory and enforcement purposes. Grocers, merchants, individuals, and a host of other individuals
conduct hawala transactions. Second, the dealers have no incentivesto declaretheir activitiesfor external
monitoring and supervision. Third, even if it were possible to identify, register, or license kawaladars,
their transactions are so varied and multifarious it would be impossible to develop a consistent set of
regulations for the sector. Fourth, even if it were possible to develop regulations, guidelines, and
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standards for the sector, the central bank simply does not have the resourcesto implement them. Finally,
attemptsto regulate an informal financial system will alter the system's original characteristicsand push
it farther away from the formal sector, especially as long as the primary reasonsfor its existence—foreign
exchangearbitrage opportunitiesand poor banking services—have not been addressed.

Y e, in the wake the events of September 11,2001, and subsequent international effortsto combat money
launderingand thefinancing of terrorism, it is no longer feasibleto abstain from regulation or supervision
of theinforma financial system isno longer afeasible option. Instead, the regulatory authorities have
began considering how the current practicesof the hawala dealers can be brought into closer compliance
with international regulatory and supervisory standards. Could the current registration process be
strengthened? Could the client informationthe hawal adar s already collect be standardized? Could

hawal adar s begin to report suspiciousactivity to their own association or directly to the central bank?
What about the records hawal adar s keep? Could agreement be reached about external oversight and
accessto theserecords?

In addressing these questions and others, the central bank had the options of introducine notions about
formal banking- style regulations and supervision practices, pursuing a self-regulatory model, or
devel oping specially-tail ored regulations. Selecting the appropriate regulatory and supervisory responses
required a realistic and practical assessment and understanding of Afghanistan's circumstances, and of the
environment in which the money exchange dealers operate.

Option #2: Formal banking-styler egulation and supervision

Given the country's socioeconomicand political conditions, a comprehensiveextension of existing
banking regul ationsand supervision practicesto the money exchange dealers was not arealistic option.
Such practicesaffect four key areas: licensing requirements,”® customer identification, suspicious
activity reporting,** and record keeping.*!

In the first instance, regulatory requirementsbeyond basic registration are not feasible in countriesthat
have inadequate or nonexistent supervisory capacity. As noted earlier, Afghanistan's central bank faced
several basic but fundamental challengeswhen the Taliban regime fdl —al of which made regulating the
hawal adars less urgent by comparison—Ioss of key personnel, weak reporting framework, both in the
central bank itself and between the bank and other institutions, lack of office automation, and the
seriously damaged physical infrastructure weakened the supervisory capacity of the bank. Even when
compared with other conflict-afflicted countries, Afghanistan's authoritiesface great challenges.

38 Bank licensing requirements are designed to prevent the control or significant ownership of financial ingtitutions by criminals or their
associates. |n determining the suitability of applicants, regulators need to consider, first, the skills and experience commensurate with the
intended activities, and, second, records of criminal activities and adverse regulatory judgments.

% Effective customer identification and due diligence enforcement require two complementary activities. First, in cases where money remitters
areregistered or licensed, the authorities must regularly communicate new legislation, regulations, and other guidance on customer identification,
and provide appropriate training. Second, the regulators need to ensure that money remitters accurately record the transaction details of their
clients, namely, the name and address of remitter and recipient, type of remittance, amount and currency involved, and other relevant details. The
records must be properly maintained and made available for inspection by regulators.

40 Requirements for reporting suspicious activity compel banks to have procedures in place to recognize, record, and report potentially suspicious
transactions. The procedures ensure that staff members pay specia attention to all complex, unusually large transactions, and all unusual patterns
of transactions that have no apparent economic or lawful purpose, especially where funds are suspected to proceed from criminal activity or to be
intended for the financing of terrorism. Often the law requires banks not to inform clients of their actions, hut instead to cooperate with the
regulators or law enforcement agencies, who may be required to further investigate the transactions background and purpese.

*! Record-keeping requirements makeit mandatory for banks to maintain records regarding customer identification and individual transactions for
areasonable period, typically not lessthan five years. For this requirement to be enforceable, the legidation, regulations or guidance notes should
define which identifying documents are to be maintained and the minimum period the recordsare to be maintained. At a minimum, the records
should besuch that regulatorsand law enforcement agencies will be able to reconstruct individual transactions.
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Option #3: Self-regulation and supervision

A World Bank study conducted in 2002 suggested that at the time it might be most feasible for
Afghanistan to implement a self-regulatory and supervisory framework, instead of pursuing abanking-
style modd for the sector. Self-regulation and supervision at least offer an interim solution. The
suggestion was made of the premise that the hawala dealers association had an executive committee
responsiblefor enforcing the tacit rules and businesscodes of the market. The executive committee was
aso responsible for the amicable settlement of disputes. The police and the committeerarely intervened
in the day-to-day affairs of hawaladars. The committee charged no fees for its services, and its appointed
memberswere not salaried or otherwise compensated.

Thereport aso encouraged, however, amovetoward formal, written rules and regulations, which offered
four advantages. First, if money exchangedealers perceived atangible value from registering with the
association, more might volunteer to register and be identified. Second, dealers operating under formal
rules might be better equipped (than external authorities) to identify the hawala practicesin particul ar
need of regulation and supervision. Third, under formal rules, regional or local association committees
might be in abetter position to share the administrativeand financial burdens of checking compliance.
Finally, regulationsand standards designed and administered by the hawal a dealersthemselves might
work to bring them closer to the formal financial system (whereasrulesimposed by external authorities
might push the system further underground). As with all self-ragulating bodies, however, thereisahigh
risk of self-serving regulations, perverse incentive structures, and regulatory forbearance.

Option #4: Special regulationsand supervision techniques

A fourth option was to create special regulationsand supervision practicesthat render business practices
more transparent without sacrificing Aawala’s most valuabl e attributes: cost-effectiveness, convenience,
and regional reach. Such regulations might have some or al of the following characteristics:

Hawala dealerswould be registered, but not licensed. The central bank could continueits current policy
of registering dealersin Kabul. Beside normal business registration procedures, money exchange dealers
would not have to comply with further legal and institutional requirements. Registration could be
extended to the provinces, and the central bank could refuse registration only if an applicant provided
falseinformation, failed to produce the documentation required by law, or did not pay the registration fee.
The bank would not conduct fitness and probity tests of applicants. Nor would it seek to determinethe
reasonableness of the applicant's business plan or the adequacy of the capital proposed for the business.

Dealerswould be required to identify customersand record or copy evidence of identity and address. In
particular, the central bank would ask that dealers bear the responsibility for determining suspicious
activity regardless of the fundsinvolved, and for keeping sufficient documentation to ensure customer
identification. However, the DAB would not prescribethe type and form of documentsthat dealers must
maintain, or the minimum amount above which asuspicious-a¢tivity report must be prepared.

Dealerswould adhere to a mechanismto facilitate investigationswhen the need arose. The regulations
should not require ongoing regulatory and supervisory oversight from the central bank. Instead,
authoritieswould retain the right to obtain accessto records whenever reasonable grounds existed for
believing that an offense had been, was being, or was about to be committed.

Overall, regulatory and supervisory requirementsfor hawal adars would be introduced gradually, in
coordinated steps, and in close collaboration with the Money Exchange Deal ers A ssociation.
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5.5 CONCLUSION

In Article 77 of the central bank law, every foreign exchangedealer must be licensed by, or registered
with, Da AfghanistanBank, as specified by central bank regulation. Once licensed, foreign exchange
deaerswill be expectedto:

e  report transactionsin val ue exceeding a minimum amount set by the regulationto adepartment or
agency of the state designated by the regulationfor that purpose;

e  collect and maintain on record informationabout their customersin such format and detail as shall
be specified in the regul ation; and

e provide DaAfghanistan Bank periodically with information concerningtheir customers,
management, administration, businessand financial conditionin such detail and format as shall be
specifiedin the regulation.

The successof the central bank's attempts at regulating the money exchangedealerswill be determined
by the dealers appreciation of the need for external supervision. Becausethereis insufficient theoretical
and practical experiencewith informal money transfer businessregulation and supervision, the regulation
should not impose overly complex rules and regulations. The development of informal transfer regulatory
theory is still initsinfancy and does not provide sufficient guidelinesfor policy makers faced with a
highly innovativeand growing money transfer industry. A regulatory structurethat istoo detailedinits
prescription of prudential requirements, at this stage, may stifle, rather than promote the growth of an
innovativeyet accountabl e and transparent sector. Given the emerging level of knowledgeabout the
informal transfer market it isimportant for the central bank to adopt regulatory models that promotean
incentive-based system rather than one based solely on regulatory interventions.

Experiencesuggeststhat regulationis most effective when those who are regulated also participatein the
formulation of those rules; such participation makes such regulation seem more appropriate and
legitimate. Efforts should also, then, be made to consult informal remittanceoperatorsand their clientson
what measuresand steps they see to be desirable, necessary, and redlistic. If Afghanistan chooses to adopt
the FATF specia recommendationon informal remittance systems, the target institutionsmust be
involved in adiaoguethat accommodates their interests, concerns, and specific institutional
characteristics, and most importantly, are appropriatefor the cultural and socio-economiccircumstances
prevailingin that jurisdiction. For example, in countrieswhere informal remittance systemsexists
alongside a well-functioningconventional banking sector, it ismay be possibleto require operators to
register and keep adequaterecordsin linewith the Financial Action Task Force (FATF)
recommendations. In a conflict-afflictedcountry like Afghanistanwith only a basic functioning banking
system, requirementsbeyond basic registration may not be feasible because of inadequate supervisory
capacity. To be effective, authoritiesseeking to strengthenthe legal and regulatory framework for
informal remittance systems through licensing or registration, suspicioustransaction reporting
requirementsor other regulatory instruments, need to recognizethe following:*

e When engaging the informal remittancecommunity, regul atorsshouldf ocus on the broader benefits
of aregulatory framework, rather than narrowly on therisk of terrorism. Although concerns about
the financing of terrorismare of utmost importancegiven the obvious consequences, focusing
exclusively on terrorism creates unease or discomfort among operators, who should be encouraged
to work with regulators.

42 SeePassas, NIJreport, 2003, for further details.
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e Regulatorsshould seek out informal remittance associationsor recognized |eadership as potential
partnersin improving transparency and accountability in the industry. Generally, members of such
associations are those who have been in the business, in the area, fir the longest time or provide
wholesale settlement services.” Although operators are dispersed throughout the country and are
engaged in avariety of businesses, they tend to know who their competitorsare. Licensing and
registration awareness campaigns are best advised to seek out such informal bodiesand to work
with them in each community or area.

e Regulatorsshould identify, and if necessary create, incentives for the informal remittance operators
to participatein the implementationof aregulatory and supervisory framework. Informal remittance
operators, in some cases, are highly trained and well educated individuals. Some are formei: bankers
well aware of the concernsthat are shared by regulatory and law enforcement agencies.

Consensus-building consultations, and the subsequent design, development, and implementation of
regulatory standards and supervisory arrangementsshould pay particular attention to wider public and
other policy implicationsof external interventions, emphasizingthat, becausethe informal remittance
serve millions of legitimate and mostly poor recipients of remittancesin devel opingcountries. For many
African households, and African nationsfor that matter, remittances are atremendously important source
of finance and foreign exchange, helping to stabilizeirregular incomes and to build human and social
capital.* It is on this premise that the recent World Bank—IMF study™ rightly concluded that “policy-
makers should acknowledgethe existence of practical reasons, from the customer's point of view, to
resort to these methodsrather than formal banksfor international payment purposes. Aslong as such
driversexist, the hawala and other [informal remittance] systems will continueto exist, and thus
addressing [informal remittance systems] will require a broader response, including well-conceived
economic policiesand financia reforms, awell-developedand ajfﬁcient payment system, and effective
regul atory and supervisory frameworks."

In the long term, successful regulatory policieswill recognizethé operators' interestsand create more
transparent systems— bringing them closer to the formal financial sector without altering their nature.
Meanwhile, national authorities must addressweaknessesthat @ay exist in the formal sector (see Annex
5.6 for more detailed recommendations). The formal and informal financial systemstend to benefit from
each other's deficiencies. Aslong as the cost, speed, and convenienceof remitting funds through the
formal sector are incompatiblewith the needs of migrant workers, the informal remittanceindustry will
continueto prevail.

3 See Maimbo, “Hawala system in Afghanistan," 2003, for further details.

“ See Sander and Maimbo (2003) for further details.

* The IMF-World Bank study examined the: (i) historical and socioeconomic context within which hawala has evolved; (i) operational features
that make the system attractive for both legitimate and illegitimate purposes; (iii) fiscal and monetary implicationsfor informal hawala-remitting
and hawala-recipient countries: and (iv) current regulatory and supervisory responses.
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6.1

6. CONCLUSIONSAND RECONIMENDATIONS

INTRODUCTION

Over the past two years, Afghanistan has made progress in reforming its financial system. Compared with
conditions in December 2001 —an outdated legal framework, no functioning commercial banks, a handful
of NGOs competing with avibrant informal financial sector—a basic formal financial system appearsto
be emerging.

A new central banking law now guarantees the central bank's autonomy; after the successful
issuance of a new currency, arudimentary monetary policy regimeisemerging; a new banking
supervision department, which has commenced on-site inspections of banks, isin place; the central
banks SWIFT connection isfunctional, and one-third of the central bank branches are now connected
electronically for domestic payments; and the central bank's operational capacity hasimproved
dramatically.

Although decision makersinitialy wavered in the face of difficult reform questions (how many state
and commercial banksto rehabilitate, for example, and thenumber of staff membersto be
redeployed), the bank relicensing process has resumed in earnest. Following the September 2003
enactment of the new commercial banking law, the centralbank has committed to deciding which
banks will be alowed to submit applications for relicensing by March 2004; and which banks will be
re-licensed by September 2004.

In the months leading to December 2003, real progress has been made on microfinance. MISFA has
$25.2 million in committed funding: $1 million from CGAP, $5 million from the World Bank, $5
million from the U.S. Agency for International Developmant, $7 million from Canada, $5.2 million
from Great Britain, and $2 million from Sweden. MISFA has signed funding agreements with three
microfinance ingtitutions (BRAC, FINCA, and Mercy Corps) and is close to finalizing two more.
Due to higher-than-expected demand, the facility isactively seeking for additional funds.

Much remains to be done, however, before Afghanistan realizes the shared vision of a market-oriented,
private-sector-owned financial system in which:

The autonomous central bank isfully equipped to carry out its regulatory and supervisory
responsibilities;

Financid infrastructure provides full accessto modem information technology and
telecommunications;

Financid institutions, instruments, and services meet the needs of the government, NGOs, businesses,
and households in both rural and urban communities;

The country’s financial institutions are sound, efficient, and competitive.

89



But these goalsare hindered by the lack of prudential regulations. In addition, DAB has not instituted
modem central banking standardsand the publicly owned commercial banks—Iacking basic management
systems, procedures, controls, and skilled personnel —urgently requirerehabilitationor liquidation.

The central bank and the supporting international devel opment agenciesacknowledgethat Afghanistan's
financial sector requires a multidimensional approach. While ensuring the implementation of medium-
and long-term goals, reforms must address urgent short-term needs, particul arly the restoration of a
formal international and domestic payments system and the provision of basic retail financial servicesin
secondary citiesand outlying areas. The central bank's reform efforts must now focus specifically on:

e strengtheningthe legal and regulatory framework of the entire financial system and building
regulatory capacity to enforcethat framework;

e improving corporategovernancein the banking system and the financial sector infrastructureas
awhole;

e Improvingaccessto financial servicesfor small and medium enterprisesand rural communities,
and;

e  Broadening and deepening the financial sector.

6.2 STRENGTHENING THE LEGAL AND REGULATORY FRAMEWORK AND REGULATORY CAPACITY

In the short to medium term, a strong legal framework is a priority for Afghanistan. Sustainablefinancial
sector growth and stability requireaframework based on strong creditor rights. Weaknessesin the legal
and judicial framework governing commercial contractsand their enforcement, and the slow and biased
court system, are common problems in devel oping countries, particularly postconflict ones. Developing
an appropriatelegal environment for financial sector devel opment will require attention to the following
actionsin the short term (see Table 6.1):

e Central bank: The recently passed central bank and commercial banking laws need to be
augmented with specific prudential regul ationsfor monitoring bank performancewith respect to
capital adequacy, asset quality, liquidity, and loan classification. Simultaneously, the ability of
bank supervisorsto conduct on- and off-siteinspectionsshould be strengthened.

e Sate commercial and development banks: Until the state banksare privatized, the central bank
should focusits reform efforts on strengthening corporategovernance structuresthrough a variety
of optionsincluding: guidelinesfor the appointment and dismissal of managersand board
members, new organi zational structures, revised credit policy and controls, new proceduresfor
credit-risk eval uation, improved internal documentationand monitoring systems, enhanced
asset/liability and treasury-managementtechniques, and automation.

e New commercial banks: Afghanistan needs stronger criteriaand procedures for bank licensing;
these would provide for more detailed assessment of new banks ownership and management
structures, their operating plan and internal controls, and their projected financial condition,
including their capital base. If the new bank isforeign, it is good practiceto obtain prior consent
from the home country regulator.
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Table6.1 Legal andregulatory reformsfor Afghanistan'sfinancial sector

Area \ Short term ] Mediumterm ] Long term
Central bank -
o |ntroduce prudential e Strengthen prudential e Continueprogresson financial
regulationsfor monitoringbank | regulations, includingloan sector reformincluding
performance-capital, asset classificationstandards, capital t ot the regulatory
quality, and liquidity adequacy; increase minimum framework and modermizing the
* Strengthen the ability of bank capital requirements central bank
banking supervisorsto conduct | e Establish competent
on- and off-site inspzctions commercial c:urts ; \ \
Baing il - _ . = e ]
State e Strengthen corporate o Sever state ownership of e Continue progresson financial
banks governance structures; process banks sector reformincluding
of appointingand dismissing resolution of state-owned
board membersand commercial banks and entry of
management private sector banks.
New e Strengthen criteriaand « Introduce anti—money e strengthen risk based
private proceduresfor new banksto laundering legisiation prudential regulations
banks clarify capital er?try o e Introduceproduct/service
requirements, the scope specific regulationsto ensure
individual operations, safe banking practices
management and sharehol der
reguirements, impact on
banking sector competition, and
reporting requirements
- e —————— e T R e T T "
Microfinance . R L Sl _.:]

e Establishamore effective
system of NGO and
microfinanceregistrationand
monitoring

o Facilitate entry and expand
outreach

‘sector
* Recognizethe self-regul atory
potential of the Money Dealers
Associationto introduce
prudential regulationsrequired
by law
¢ Work with the associationto
draft a code of ethicsand
standardsof conduct, and to

. adopt disciplinary procedures

encompassing microfinance
activities, cooperatiives,and
other savingsand credit
associations

e [ntrodu
regulationsfor licensing or
registration, suspiciousactivity
reporting, and record keeping

e Adopt new NGO legislation

e Continue progress on financial
sector reform including entry of
nonbank financial institutions

o Continue progress on financial
sector reform including entry of
nonbank financial institutions

Given the growing concernsover resurging poppy production and terrorism in some partsof the
country, the government will soon be expected to pass legisation to combat money laundering and
the financing of terrorism.

Microfinance ingtitutions: The new banking law includesno provisionsfor regulating and
supervising microfinanceinstitutions. Despite the increasing number of NGOs entering thisfield,
microfinanceis till a an early stage; it needsto be nurtured within the parametersof an
accommodating legislativeand regulatory structure. Reforms must focus on establishing abasic but



effective system for NGO and microfinanceregistrationand monitoring. A legal framework that is
too detailed may stifle rather than develop the sector.

e Informalfinancial institutions: Although DAB lacks the capacity to regulate money exchange
dedlers, it should recognize the potential of the Money Dealers Association to act as a self-regul atory
body and work with it to introduce the new prudential regulationscalled for in recent legislation. The
central bank should encouragethe association to draft a written code of ethics and standards of
conduct, and to devel op disciplinary procedures.

Concurrent with these reforms, DAB should continueto strengthen the administrativemechanisms for
implementing the law and the regul ationsprovided for under the law. In particular, it should enhancethe
ability of its banking supervision departmentsto conduct on- and off-siteinspectionsof key financial
institutionsunder its purview, establish a more effective system of NGO and microfinanceregistration
and monitoring, and work with the money exchange dealers' association to introduceits membersto the
benefitsof external regulation and oversight mechanismsfor licensing, identifying customers, reporting
suspiciousactivity, and keeping records.

In the medium term, it will be necessary to reform ancillary legislationfor banks, microfinance
institutions, and informal financial entitiesto permit a wider range of financial transactions. The reform
will haveto embrace prudentia regulations (including loan classification standards); capital adequacy
requirements; establishment of commercial courts; anti—money laundering legidation; NGO legislation
encompassing microfinanceactivities, cooperatives, and other savingsand credit associations; and
regulationsfor licensing or registration, suspiciousactivity reporting, and record keeping. Asit increases
itssupervisory role, the central bank must continue to reduce the government's rolein the financial sector
by decreasingits equity stakein the banks.

6.3 IMPROVING CORPORATE GOVERNANCE AND THE FINANCIAL SECTOR INFRASTRUCTURE

In coming years, DAB should strive to improvethe corporate governance structuresof the relicensed state
banks. Particular attention should be given to the compositionand personal qualificationsof the board,
thedirectors' remuneration, the board's relationshipwith the shareholders, and its accountability to
shareholders. Every financial institution, including DAB, should be headed by an effectiveboard capable
of leading the institution—and every board should have a balance of executive and nonexecutive
directors. Every institution should have aformal and transparent procedurefor the appointment,
remuneration, and removal of new directorsto the board; every one should hold an annual general
meeting to communicatewith privateinvestors and encouragetheir participation; and every board should
have proceduresfor regularly reviewing all controls—notably financial, operational, and compliance
controlsand risk-management procedures. I n addition to improving corporate governance structures, the
reformsneed to addressthe overall quality of the financial sector's infrastructure: human resourcespolicy
and processes, accounting and auditing standards that meet international standards, technol ogy-based
management i nformation systems, and an effectiveinterbank and national paymentssystem (see Table
6.2).

e Human resources: Significantinvestmentis neededin human resourcesin the central bank, especially
in the areas of monetary policy and banking supervision. Immediate solutionsinclude, first,
identifying a cadre of young prospectivemanagersfor accel erated training in key aspectsof central
banking activities, and, second, establishinga separate bankers' training institute, jointly financed and
managed by the central bank and the rest of the financial sector.
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e Accounting and auditingprocedures: Present weaknessesin accounting and auditing practices must
be addressed immediately. Information on DAB’s financial position and the financial condition of the
state banks is unreliable, because internationally accepted accounting standardsare not used. The
central bank should phase in such standardsfor banks and nonbanking financial institutions, starting
with basic rulesfor asset and liability recognition, provisioning, writing-off, and depreciation and
then moving on to more compl ex standards such as consolidated accounting. In the medium term,
DAB should begin producing externally audited financial statements.

e Computing technology: Substantial investment is required in the central bank's technological
capacity. DAB should start the computerization processat the points of data entry—in the banking
hall, computer departments, research and statistics, and other operational departments. The hardware
rollout should be matched with a systems devel opment process that will enable DAB’s departmentsto
communicateelectronicaly.

e Interbanktransactions: DAB must create and strengthen the operational infrastructurefor new banks,
which will need physical and technological infrastructurefor interbank transactions, international
payments and settlements, and day-to-day treasury operations. Presently, the necessary infrastructure
issignificantly lacking, and it is unclear whether the central bank has the resourcesto provideit.

e Payments system: Infrastructure investment must also focus bn key branchesof the domestic
payments system. Devel oping basic payment mechanismsand savingsfacilitiesin postconflict
countriesis akey step toward enabling the population to participatefully in the formal economy. The
absenceof effectiverural paymentssystemsis particularly acute. Given the absence of private
investment in rural financial infrastructure, DAB must improveitsrural physical infrastructureand
the capacity of some of its key branchesto facilitate basic financial transactionsbetween Kabul and
the regions. In the medium to long term, there should be a conversionfrom state central bank
branchesto privately owned commercial bank branches.

In the medium- to long term, the private sector is best placed to provide effective and efficient
infrastructurefor the financial sector. For that reason alone, it isimperativethat DAB completethe
relicensing processin atimely and effective manner. Only banks that meet the minimum legal licensing
requirementsand have a viable management plan must be allowed to reenter the financial system.

Given the complexitiesassociated with rehabilitating state banks, it is recommended that DAB relicense
no more than two of the six existing state commercial and development banks. The rest should be
liquidated or quickly sold to privateinvestors. In the medium- to long-term the assets of the state financial
sector should be privatized to promote efficiency. Of the available resol ution options, DAB should avoid
merging the development banks to create another government bank. Merging financial institutionsunder
good financial conditionsis complex; in the presence of solvency and liquidity concerns, it is needlessly
risky.
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Table6.2

Strengtheningtheinfrastructur e of Afghanistan'sfinancial sector

banks

Private
banks

software

financial instifutions

Short term

| Medium term

¢ Board and management:
strengthenthe central bank's
corporate governancestructure
e Human resources: I dentify a
core cadre of prospective
managersfor accel erated
training

o Accounting: Complete the
introduction of a new chart of
accounts

e Banking and information
systems: Install hardwareand

e Human resources: Establisha
dedicated international and
domestic management training
program

e Accounting: Prepare
externally audited financial
statementsin accordancewith
international accounting
standards

Long term

e Continueprogresson
financial-sector reform
including strengthening the
financial sector infrastructure
within the central bank

e Board and management:
strengthenthe central bank's
corporategovernancestructure
e Completethe relicencing
process

e Introduceindependent
managementin banksto be
rehabilitated

® Revive safe and sound
operations

e |nstall accounting and
financial controls

o Establishalegal framework
with appropriateregulationsfor
paymentssystem and domestic
interbank market

® Reviveretail payments
systemsincluding the use of

o Completetheresolution of the

unlicensed state banks

e Commencethe Voluntary
Retirement Scheme, taking into
account the government's fiscal
commitments

¢ Improvecheck-clearingand
settlement systems

. Compl eteth

theremaining relicensed state
banks

o Convert to real-timegross
settlement systems

institutionsunder the new
legidlation

institutionsto expand their
range of products, including

dzposit taking among members

o Consider the transformationof
some of the large microfinance
NGOs into banks or nonbank

1 institutions

Accept applicationsfor
banking licensesfrom large
money exchangedeal ersthat
have a strategic banking partner
and meet legd licensing
reguirements

e Consider licensing compliant
money exchangedealersas
nonbanking financial
institutions, thus permitting
themto engage in awider range
of well-regulatedfinancial
activities

e Consider the transformation of
some of the larger money
exchangedealersinto banks
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6.4 IMPROVING ACCESSTO FINANCIAL SERVICESFOR SME’S, AND FOR RURAL COMMUNITIES

The old mode of directed lending to small and medium enterprises (SMES) and to rural communities
through publicly owned and managed devel opment-financeinstitutionsor specialized banks has become
redundant and outdated. Universal experience shows that a strong, market-based, competitive financial
system comprising banks as well as capital markets serves these needsin a much more efficient and cost
effective manner. Provision of funds through directed and subsidized credits by devel opment-finance
institutions contributed to the current state of the financial sector in Afghanistan. Their nonperforming
assetsand those of specialized banks account for alarge proportion of their total advances, degrading the
overall quality of banking-system assets.

At the same time, market failure, particularly in postconflict countries, justifies public policy intervention
on behalf of underserved SMEsand rural communities. Currently, the financial system provideslittle or
no access to financial productsand servicesfor urban or rural enterprises. Instead, an extensive array of
informal money exchange deal ers and some NGOs support urban and rural microenterpriseswitlh limited
financial services. Asthe reconstruction effort progresses, there is a pressing need to addressthe
burgeoning requirementsof such enterprises, along with the needs of moreformal enterprisesand those of
international investors. Financefor microenterprise, rural communities, and SMEsare all essential
componentsof a comprehensiveand sustainablefinancial sector reform program based on adiversified
and competitive economy.

The development of rural financial marketsis currently hindered by several factors: (i) dispersed

popul ationsand poor transport and communicationsfacilities; (ii) high risks associated with rain-fed
agriculture; (iii) absence of physical collateral and land-tenuresystems that minimize the value and use of
land as collateral; and (iv) past history of stateinvolvement and subsidized lending, leading to low
recovery rates. These problems, some of which may affect urban microenterprisefinance, tend to be more
acute in rural areas. The strategy for developing financial services in rural areas will need to take into
account the above factors.

Bringing the commercial financial system closer to rural customerswill requireimproving the business
environment and regulatory framework to facilitate rural finance operationsand increase the perceived
creditworthinessof clients; using technol ogy to lower transaction costs and improvetransfer mechanisms;
introducing new products and risk-reductiontechniques; and encouraging the use of agency arrangements
to leverage scarce or expensiveinfrastructureand to create flexibility and mobility in service provision.

6.5 BROADENING AND DEEPENING THE FINANCIAL SECTOR

Achieving the high rates of growth necessary to reduce poverty significantly will requireincreased
mobilization of domestic and foreign savingsto support higher rates of private sector investment.
Mobilizing savingsimpliesa broadening and deepening of financial markets, institutions, and products,
particularly long-term project finance. It al so means supporting the creation of banksand nonbank
financia institutionsoffering a range of products and servicesthat competewith or complement those
traditionally provided by banks.

While the banking sector islikely to remain the largest component of the financial system for sometime,
thereis also a need to develop leasing companies, commercial credit companies, credit unions, factoring
companies, insurance companies, and pension and provident funds, and, in the longer term, to develop
debt and equity markets. The establishment of a broad range of instrumentsinto which savers can deposit
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their funds and through which companiesand consumers can obtain accessto capital and credit, will spur
the overall development of the economy.

To enhance competition and make the intermediary role of the banks and nonbanks more efficient, DAB
should ensurethat the banking industry is not dominated by a single bank or group of banks.
Conventional means of enhancing competition within banking syslems—such as bank privatization and
changesin lawsand regul ationsaffecting companies, banks, foreign ownership, and bankruptcy — should
constitutethe basis of such apolicy.

Authoritiesmust create an environment, through regulation, to prevent collusive behavior among banks
and conglomerate rel ationshi psbetween banks and nonbank financial ingtitutions. Therefore, the present
ownership structure of the two state banks to be relicensed should be gradually changed through their
privatization and through the entry of reputable new private banks and financial institutions. To ensure
continuing effective competition, DAB should permit new banksto be set up only by qualified,
professional, and experienced parties.

In the long run, financial sector reformsshould producethe following outcomes:

e Only sdf-sustaining and commercially viable financia institutions that do not depend on the
government's support for resource mobilization or pricing should be allowed to operate in the
market. Government should channel resources to priority sectors or subsectors in cases of market
failure, for reasons of equity, or to achieve social objectives, but such allocations should be explicit
budgetary costs and not subsidized through a tax on financial intermediation.

e The government's role should be confined to creating a regulatory environment and an incentive
regime that will draw investors and saversto financial institutions. Where government participation
in equity becomes necessary it should be done without involvement in management.

6.5 CONCLUSION

In arriving at the conclusionsand recommendationshere, we recognizethat financial sectorsin
postconflict countries have varying levelsof development and capacity for reform. Reform efforts must
therefore continueto accommodate Afghanistan's unique characteristicsand circumstances. Specifically,
the government and its devel opment partners must bear in mind:

e Sustainable financial reformshave a long maturity period. Enacting legislation, improving
governancestructures, devel oping competitivefinancial practices, building financial infrastructure,
and encouraging international and domestic confidencein financial institutionsrequire patience and
determination. In postconflict countries, the need for persistenceis even greater.

e Proper sequencing of reformsis essential.*® Financial sector reformsachievethe best resultsin a
stable macroeconomy. Price stability dependson low inflation rates; similarly, fiscal stability
depends on no more than modest deficits. A conduciveenvironment is needed to encourage
investment from "'fit and proper' sources, domestic and foreign. And the right financial infrastructure
must bein place—namely, laws and regulations, of institutionsthat can effectively implement
policy, human resourcesand skillsformation, information systems, and accounting and audit
capacity. All these componentsare essential for the effectiveimplementationof financial reforms. In

4 N. Mathieu, Financial Sector Reform: A Review of World Bank Assistance(Washington, D.C.: World Bank, 1998), 54-55,
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some cases, results can be achieved relatively quickly, whereas in others they will take time. Because
a stable and sound environment will make it easier to meet the longer-term challenges of institutional
development, reforms should be appropriately sequenced.

®  Financial reformsare incompletewithout well-conceived measures for introducing and supporting a
competitive environment. Reforms should be designed to have long-term effects, alwayskeeping in
mind the ultimate objective of establishing a competitive environment based on principles of safe
and sound banking under stable financial conditions. Financial sector legislation and regulations
(along with appropriate tax policies and open current and capital accounts) constitute the basis for a
competitive policy.

e  Efforts to recapitalize previoudly existing and troubled banks skould be pursued only as a last resort
(resulting from the absence of new investment and in the interest of broadprovision of banking
services), and within the context of a time-boundprivatization program. It takes along time for
private banks to tool up in an environment like Afghanistan. But because the costs of recapitalizing
troubled state banks are high relative to monetary and fiscal returns, any moveto rehabilitate
troubled banks should be carried out with performance-based contracts.

e Financial reforms are not sustainable unless they are comprehensive andpenetrate institutional
structures. Strengthening financial infrastructure requires several developments. A good starting
point isto ensure the central bank's ability to supervise banks. Attention must next be given to
infrastructure, including the payment and settlement system, accounting and auditing standards, the
framework for secured transactions, and institutional capacity to comply with and enforce prudential
norms. Professionalism in banking, combined with steady development of accounting and audit
standards and capacity, should help to implement the reform process.

e  Reformswill not succeed without apayments and settlements system. The lack of aformally
functioning payments system for international and domesti¢ funds transfers has been a major
obstacle to the timely and effective delivery of reconstruction assistance in Afghanistan. It has also
impeded support for central authority, as the government hgs had problems paying civil servants.
Action to improve the payments system should be accel erated.

Security risks hamper implementation andprivate sector competition. So far, few private sector
bidders have responded to government tenders. Perceived security risks have led firms to withdraw
their offers, even after being selected through competitive bidding. Where tenders attract too few
bidders, external consultants and contractors should be sought to implement the reform strategy.

Overall, the sustainability of the reform program will depend on continued commitment by political and
technical leadership teams, and on the support cascading down to middle management and the entire
financia system. In thelong term, sustainability will depend on the degree of institutional capacity for
professional service delivery, and on energy and support driven by economic growth and opportunity.
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8.  ANNEXES



ANNEX 2.1 THE LAW ON MONEY AND BANKING

1. The 1994 Law on Money and Banking was a compound of a central bank law and banking law; it was
poorly written and at times contradictory. Part | definesthe legal tender, the afghani, and its value,
ambiguously both in terms of gold and SDRs. It aso definesthe minimum reserves DAB hasto hold
against issued banknotesat 25 percent. It further reservesthe right of printing and issuing money to DAB.

2. Part II of the 1994 law relatesto the DAB, its objectives, responsibilities, and powers, and its organs.

It statesthat DAB is responsiblefor the implementation of the government's monetary and credit policy
and that it shall maintainthe value of the Afghani in order to facilitate banking and commercial
transactions. It aso empowers DAB to superviseoperationsof banksand credit institutionsand to
regulate and carry out foreign exchangeoperations. It mandates DAB to determinethe commercial banks
interest ratesfor depositsand loansand to set minimaand maximaon their commissions. DAB isalso
mandated to define liquidity and capital requirementsand limitson largeloan exposure. These provisions
are mostly ill-defined, however, and do not comply with international best practice. Thereare no loan
classificationor provisioning requirements. Furthermore, the law only empowers DAB to define ratios
and to collect information, but no provisionsexist on the enforcement of the regulations. Part II further
requires DAB to manage government accountsand, if necessary, to finance the government budget
deficit, aswell asto grant loansto governmentinstitutions, agencies, and municipalities. With respect to
loans for government projects, DAB is required to check on the projects' economicand financia
efficiency.

3. Thefinal section of Part IT definesthe compositionand the role of DAB’s organs, namely the
Supreme Council, the Monetary and Credit Committee, the Executive Board, the Board of Supervisors,
and the Banknote Reserves Supervision Board. The highest organ is the Supreme Council composed of
nine members: the prime minister, the ministersof finance, commerce, planning, minesand industries,
agriculture and light industriesand food products, the minister without portfolio (advising the Prime
Minister on economic affairs), and the governor of DAB. The Supreme Council is supposed to meet at
least four times a year and decideson all important mattersof DAB or on recommendationsmade by the
other supervisory organs. It notably approvesall regulations.

4. According to the law, the Monetary and Credit Committeeis charged with drafting regulations

and recommending the level of interest rates to the Supreme Council. Thiscommitteeis aso charged with
determining the accounting principlesto be used and advising the Supreme Council on monetary,
banking, and credit matters. The Monetary and Credit Committeeis composed of the following: the
governor and thefirst deputy governor of the DAB, the treasury director of the Ministry of Finance
(MOF), the financial and commercial director of the Ministry of Planning, the foreign trade director of the
Ministry of Trade, the president of the Chamber of Commerceand Industry, two presidentsof state
commercial banks, one of a private bank, and one of a specialized state bank (all four selected by the
president of DAB), and a professor of economics (specializedin banking) from Kabul University. The
composition of the Supreme Council and of the Monetary and Credit Committeeis highly problematicas
it politicizesdecisionsthat should be made on purely technical grounds. DAB thus lacks the necessary
independencethat a modern central bank should have.

5. The Executive Board consists of the governor and his two deputies. Upon recommendationof the
Supreme Council, the governor is to be appointed by the president for three years. The law stipul atesthat
the members of the Executive Board are not alowed, during their tenure of office, to accept any position
in any other government or privateinstitution. Finally, aBoard of Supervisorswith achairmanand two
members would supervise DAB’s banking operationsand accounting practicesand submit monthly
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reports to the MOF and quarterly reportsto the Supreme Council. This control function has not been
fulfilled for years.

6. Part ITI of the law relates to banking. A bank is defined as an establishment that accepts deposits

for the purpose of granting loans or making investments. Private banks receive a special definition as
institutionswhose operationsare limited in scope and whose activities consist of **monetary and credit
transactions™ and the purchase and sale of movableand immovableassets. It definesthe conditions for
establishing a bank, including its minimum capital requirement and itsby-laws. The law further requires
banks to use adouble entry accounting method and to submit to DAB its annua bal ance sheet and profit
and loss statement within four monthsfollowing the end of each year, together with an audit report. The
law empowersthe Supreme Council, upon recommendationsof the governor and the Money and! Credit
Committee, to transfer the management of abank to DAB, or to take measuresfor the management of the
bank or to close the bank (if, for example, the bank acts against the law or its by-laws). The law alows
that liquidation of an insolvent bank would be carried out by ateam that could include officials of the
failed bank. The involvement of the management of the closed bank is particularly problematicif the
bank failed for fraudulent reasons. If a government bank is clos¢d, all outstanding deposits, salaries, and
claimsof other creditorswould be paid by the government. In the case of the closure of a private bank or
semipublic bank, the law states that outstanding claims would be paid with the 15 percent of capital the
bank deposited with DAB at the time the bank was constituted, without indicating the order of priority.

1/ The text above is based an unofficial Dari-to-English trand ation of the Law on Money and
Banking of the Islamic State of Afghanistan. Legal weaknessesnoted here may stem
from an incorrect trand ation of the Dari.

Source: "'Idamic State of Afghanistan: Rebuilding a Macroeconomic Framework for Reconstructionand Growth," IMF Country
Report No. 031299,2003.
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ANNEX 2.2 ELEMENTSDEFINING EXECUTIVE-CENTRAL BANK RELATIONSHIPS*

Competence,
appointment, and
supervxswn

appointment, and

supervision
e.g., Germauy {pre-

O A

conduct only
e.g., ECB, most
African and Latin

American countries

‘Zealand, * Zealand, Korca

Single ‘
e.g., Reserve  e.g., Reserve
Bank of New  Bank of New

Thalland

Federation
semiformal
assistance
from
commnittee
e.g., Bank o
Canada,
Bolivia
Finwmmaibton Federation  Legislative ~ Multiparty system
(closed) (strong) ”'(easy) - . (“Westminster”?
e.g.,US Fed, eg, Canada, e.g., Bank of style)
Mexico, Argentina -' ‘ e, Umted

Notes: “E.g.” above means to provide an example of the country or countries that approximately meet the
definition appropriate for each cell. A weak federation isone where the power of theregions is small relative to
that of the center and vice-versafor the case of a strong federation. The interpretation is not restricted to matters
of monetary policy alone. An organic law implies that the country's constitution explicitly definesthe role and
place of the central bank in governmental ingtitutions. Difficult refers to the legislative hurdles in passing
amendments to central banking legidlation.

7 Each column isto be treated independently of the other. It is therefore possible, in principle, to mix and match items in each column with

items in the other columns.



ANNEX 2.3 FUNCTIONSAND POWERSOF THE SUPREME COUNCIL

Article7. Functionsof the Supreme Council

1

The Supreme Council shall be charged with the adoption of the principal policiesof Da
Afghanistan Bank and the supervision of the administrationand operationsof Da Afghanistan
Bank.

In carrying out its functions, the Supreme Council must periodically assess the monetary and
economic situation. To that end, the Executive Board shall report, not |ess than once every
calendar quarter, to the Supreme Council on the administrationand operationsof Da Afghanistan
Bank, on the conduct of its monetary and regul atory policies (including domestic price stability),
on the soundnessof the financial system including in particular the banking and payment systems
of Afghanistan, and on the state of the money, capital and foreign exchange markets, including
the events and conditionsthat have or must be expected to have a significant effect on the
administration or operations of Da Afghanistan Bank, the conduct of its policies, the financial
system or the before mentioned markets.

The Comptroller General shall present to the Supreme Council such reports and studiesas the
Supreme Council shall request for the supervision of the administration or operationsof Da
Afghanistan Bank.

The Governor shall ensurethat each member of the Supreme Council shall promptly upon his
request receiveall such informationas he or the Suprerhe Council shal requirefor the
supervision of the administration or operationsof Da Afghanistan Bank.

Article8. Power s of the Supreme Council

a)

b)

0)
d)

€)

9)

h)

D

K)

The Supreme Council shall have the following powers:

to formulate and adopt the monetary policy of Afghanistan, including the limits of open market
operationsby Da Afghanistan Bank, the interest ratesfor discountsand loans by Da Afghanistan
Bank, and the typesand levels of reservesthat banksare required to maintain with Da
Afghanistan Bank;

to formulate and adopt the foreign exchange policy and the exchange arrangementsof
Afghanistan;

to adopt al regulations, guidelinesand instructions of general application that are to be issued by
Da Afghanistan Bank pursuant to thisLaw or other legislationin force;

to approveall reportsand recommendationsthat Da Afghanistan Bank is to maketo the
government or the parliament of Afghanistan;

to decide on the participation by Da Afghanistan Bank in international organizations;

to determinethe face value and design of banknotesand coins, and the conditionsof any currency
recall;

to decide on theissue of debt securities by Da Afghanistan Bank and the termsand conditions of
such securities;

to determinethe categories of assetsthat shall be suitablefor investment of the foreign exchange
reservesand other financial resourcesof Da Afghanistan Bank;

to approve the discounting by Da Afghanistan Bank of instrumentshaving a maturity of more
than three monthsfrom the date of their acquisition by Da Afghanistan Bank;

to approve, with the consent of at least three-fifthsof the members of the Supreme Council
present, each loan and each guarantee or other contingent commitment of Da Afghanistan Bank
to or for the benefit of a bank pursuant to Article 88;

to adopt the by-laws of Da Afghanistan Bank and the regulationsapplicableto the administration
and operationsof Da Afghanistan Bank;

to determinethe organization of Da Afghanistan Bank;



m) to approve the appointment of the deputy governors (other than the first deputy governor) and the

n)
0)

p)
)]
r

S)
Y

comptroller general of Da AfghanistanBank, and to approve subsequent service at another
financial institution by the governor and the first deputy governor;

to establish and close subsidiaries, branch offices and agencies of Da Afghanistan Bank,

to decide on the purchase, construction, utilization and sale of buildingsand other real estate by
Da Afghanistan Bank;

to determinethe budget of Da Afghanistan Bank and in general the terms and conditionsof
employment, including pensions, of the employees, agents and correspondentsof Da Afghanistan
Bank other than the members of the Supreme Council;

to proposeincreasesin the authorized capital of Da Afghanistan Bank set forth in article 27;

to determinethe accounting policiesand the financial risk management policies of Da
Afghanistan Bank;

to adopt the annual reportsand financial statementsof Da AfghanistanBank,

to decide on the depreciation of assetsand the rate of depreciation of assets of Da Afghanistan
Bank, to establish special reserveson the books of Da Afghanistan Bank, to determinethe net
income of Da AfghanistanBank, and to decide what amount of such net income shall be
transferred to any reserve; and

such other powersas shall be granted to the Supreme Council by law.
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ANNEX 2.4 INTRODUCING THE NEW CURRENCY

The introduction of the new currency was a difficult task. Ravaged by more than 20 years of armed
conflict, Afghanistan isarugged country slightly larger than France and has a population of about 22
million. Roads arein very poor condition and thereislittle or no secure ground transportation between
major cities; the lack of communication facilities present enormous difficulties. To reach al holders of the
old currency within alimited period of time posed enormous logistical challenges. To address these vast
challenges, a steering committee was formed of senior officials from the central bank and the Ministry of
Finance (MOF), assisted by international experts from the IMF, USAID, the Bundesbank, and the U.N.
Planning for the exchange started in earnest in the early summer of 2002 with the formation of atask
force, composed mainly of senior officials from the central bank and severa international advisors.

2. Thefirst stages included the ordering, printing, and delivering the new bank notes. DAB contracted the
printing of the new currency in denominations of Af 1,2, 5, 10, 20, 50, 100, 500, and 1,000 to two
reputable banknote printers, building upon the work that had alr¢ady been donefor the Taliban regime.
The new notesincluded several advanced security featuresto deter future counterfeiting. It was difficult
to determine how many new banknotes would be needed. The authorities only had a crude estimate of the
existing amount of old notes in circulation. Including the various counterfeits, the face value of the old
Afghanisin circulation wasinitially estimated at about Af 16 trillion. For political reasons, it was decided
that two types of unofficial noteswould be eligible for conversidn, but at a 50 percent discount (closeto
the actual discount at which these counterfeits traded in the Kabul money market). Taking this discount
into account, thetotal value of old Afghanisto be exchanged was estimated at about Af 13 trillion. The
authorities realized, however, that running out of new bank notes before all old ones would be converted
would fatally undermine the public's confidence in the new currtncy. Because of this, and to be ableto
accommodate an increase in money demand at least in the first year following the new currency's
introduction, the authorities ordered atotal value of the new notks of Af 27.9 billion (with 1 new Afghani
replacing 1,000 old ones), equivalent to almost 800 million notes or about 500 tons. Thefirst deliveries
were received in August 2002 and the last shipments arrived in January 2003. Thefive smallest
denominations make up almost 90 percent of the total volume of notes ordered, but only 15 percent of the
total value.

3. A first problem to overcome was the extremely poor condition of DAB’s regional facilities. DAB had
89 branches, but most of them did not meet even the most basic requirements in terms of secure vaults
and office space. With the assistancefrom international donors, DAB urgently set out to refurbish or
construct a minimum of one currency distribution facility in each province. The country was divided into
seven regions, each the responsibility of an area manager. In addition to Kabul, the regions were Kunduz,
Mazar-i-Sharif, Herat, Kandahar, Jalalabad, and Gardez. Each region had a number of exchange points,
depending on estimates of population size and levels of economic activity. All in al, 47 exchange points
were established where the public could exchange their old notes for new ones. An exchange point
consisted of one to five units, with each unit having seven windows: five windows to take in the old
currency and two to give out the new. With communication still difficult, the success of the whole
program depended significantly on thework of the areaand the exchange point managers, who often had
to act on their own to deal with problems in their regions. Some; 2,500 local staff were selected to carry
out the operation. They were selected from the most experienced and skilled personnel in the banking
sector. In order to motivate staff and to establish reliable operations, staff were paid considerably more
than the $30 to $40 a month normally earned by a bank employee. In addition, the U.N. and USAID
provided international observers to oversee the process, notably the destruction of old notes.
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4. Transportationwas another obstacle. The 500 tons of new currency had to be delivered to exchange
points throughout the country, with almost half of thisto be transported to the provinces. Ground
transport for the more distant locationswas ruled out for security reasons. Air transport was seen asthe
best approach, but the facilitiesavailablewere very limited. USAID met most of the need by providing
two helicoptersand one airplane, an Antonov 32; it also set up an air operationsunit that handled the
scheduling and coordinationof flights (all flightsrequired clearancefrom the regional military air
command and a two-day advance notification). The Afghan Air Force also provided some assistance,
particularly in the early stages of the conversion period, when difficultiesin obtaining aircraft and crews
that were willing to operatein Afghanistanled to delaysin the arrival of the helicoptersand the airplane.

5. Adeguate security was yet another requirement, with security needed at all stages, from the delivery of
the new currency to the destruction of the old currency. The government, together with DAB, provided al
the security during the currency conversion process. The governor and deputy governorsof DAB visited
the governorsand local commandersin the provincesto ensuretheir cooperation. It is notablethat there
were no major security problemsor seriousviolationsof proceduresduring the entire three-month
exchange period.

6. President Karzai publicly announced the introduction of the new currency on September 4,2002. This
was followed by a broad public informationcampaign to ensure that most if not al Afghanswould be
aware of the conversion. With alargely illiterate popul ation and few householdswith a television, the
campaignrelied mainly on radio broadcastsand dissemination by word of mouth, through speeches,
village meetings, etc. Also, many posterswere distributed, and these depicted the new notes and specified
their main security features. The conversion processbegan on October 7,2002, and was initially set to
last two months, ending December 4,2002. The authoritiesopted for arelatively short changeover period
to limit the risk of new counterfeit printing. A currency decreewasissued to enable and to regulatethe
implementationof the currency conversion.

7. During thefirst two weeks of the exchange period, only the money changerswould be allowed to
exchangetheir old notes. Thisway DAB aimed to collect large volumesof old notesearly on. In order to
be able to handle the large volumesthat were expected to be exchanged thisway, a sampling procedure
was agreed with the money changers, whereby only 10 percent of the total amount presented was verified
to make sure that the count was correct, the denominationswere correct, and the noteswere indeed
eligiblefor exchange. If the sample count found, for example, 2 percent to be incorrect, this proportion
would be discounted from the entire amount that a money changer was presenting.

8. Demand from the general public to exchangetheir old bank noteswas such, however, that the exchange
was opened to the general public beforethe first two weekswere over. Thus, amost all of the exchange
pointsin the major cities opened in the first two weeks. Many exchange pointsin the provinceshad
delaysin opening, duein large part to delaysin the arrival of air transport, but also because many were
simply not yet operational until two to three weeksafter their planned opening at October 21. In
November, uncertainty grew among the general public whether everyonewould be able to convert their
old notes for new ones on time. Asresult, the exchangerate started to depreciate sharply. To easethese
pressures, DAB announced in mid-November that the conversion period would be extended by one month
to January 2,2003. Following this announcement, the exchangerate quickly returned to levelscloseto
those at the start of the exchange.

9. Intheinitial period, large denomination bank notes, 1,000, 500, 100, and 50 afghanis, dominated the
exchange, reflecting the early and activerole of money changers. This also meant that the weight of bank
notes, relative to their value, was much lessthan in the last month of the exchange, when primarily low



denominationbank notes (1, 2, 5, and 10 afghanis) were exchanged. Af3.9 trillionworth of old official
notes were exchanged during the conversion process for new notes, plus Af3.3 trillion in unofficia notes
at a 50 percent discount. Thus, Af 15.6 billion of new notes were issued in exchange. An additional Af2
trillion in old official noteswere absorbed through the forei gn exchange auctions during the conversion
period. All inall, someAf19 trillionin old notes were collected, equivaent to some5 billion banknotes,
or morethan 2,000 tons, almost 20 percent more than the estimated face value of banknotes based on the
informationreceived from the printing companies. This difference may reflect inaccurate or incomplete
informationreceived from the printers, "'last minute™ printing of counterfeits, or round-trippingof old
notes during the currency conversion process. To address the problem of round-tripping,initially old bank
notes were to be invalidated, using punchers and drills, and to be subsequently destroyed, using shredders.
But this approach quickly proved to be ineffective, as the arrival of equipment was delayed and, once it
arrived, had atendency to break down. The solution to the destruction problemwas to use incineration as
the principal method. Difficultiesin transportationand security meant that the best approach wasto
incineratethe noteslocally. The construction of ovenswas relatively smple and inexpensive. Also, ovens
did not require e ectricity, which was lacking in many exchange points. A schedulewas established for
the weekly or biweekly destruction of the old bank notes, with the requirement that there be both
international and national observers present to assure theintegrity of the process. The exchange ended
quietly on January 2,2003.
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ANNEX 3.1 STATE BANK RESTRUCTURING OPTIONS
Background

In February 2003, the Interim Islamic Government of Afghanistan agreed to aWorld Bank Financial
Sector Support Project aimed at restructuring the state banking systemin favor of one or more banks that
have reasonabl e prospectsfor commercial and financial viability.

Current Statusof the Project

The World Bank has completeditsinitial analysisof the central bank and the commercial banking sector,
and drafted detailed proposal s on the strategy for achieving the objectivesoutlined above. Two key policy
issuesremain, however, on which the project preparation team requires guidance fiom the minister of
finance and the central bank governor. One of theseissues relates to the proposed number of state banks
to be rehabilitated and the type of management contractsto be employed. Once decisionsare reached, the
project team will be ready to finalize the administrativearrangementsfor implementation.

Policy Decision Required

Initsinitial proposal the World Bank recommended the issuanceof a single management contract to
rehabilitateone state commercial bank, and encouraged the liquidationof all insolvent state devel opment
banks. Sincethat initial proposal, the World Bank has been asked to consider the rehabilitationof two
banks for reasonsranging fiom geographicdistribution of branches, to the need for competition, and
possiblepolitical considerations.

The Bank iswilling to proceed with the rehabilitationof either one or two banks and has advised of the
cost and management considerationsof each approach. Based on discussionswith various parties
concerned, there appear to be five optionsfor commercia restructuring and privatization (see Table 1).

The assumption in designing the following optionsis that the restructuring exerciseinvol vestwo phases
or componentsthat may be simultaneousor sequential. Oneinvolvesan evaluation of *good" and **bad"
assets, and the consequent impact on the banks in determining their fate under revised licensing
conditions based on new legislation and prudential norms. The second is the actual rehabilitationof the
one or more banks that will continueto operate as going concerns, with privatizationas the desired and
planned outcome.
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Table 1 Optionsfor Management of the Bank Restructuring Process

( OPTION W Description

OPTION 1:
UNIFIED
MANAGEMENT
CONTRACT FOR
ONE EXISTING
BANK

This option assumesthat there will be one contract for one presel ected
bank, and that the good" assets of the other five bankswill be merged
with the selected banks, whilethe ' bad" assetswill be sent to some
resolution unit for final liquidation/closure. Under such circumstances,
other bank(s) could continueto operate, assuming they applied for a
licensefrom DAB and are able to meet requirementsfor relicensing.
Technical assistance under the project would apply, however, only to the

one pre-sel ected bank.

OPTION 2: A variant on the "' onebank™ approach in Qption 1 is that the bank would W
UNIFIED not necessarily be pre-selected. Rather, the single bank would represent the
MANAGEMENT organizational outcome of the resolution process by which all salvageable
CONTRACT FOR assetsfrom all six bankswould be mergeé%l into one bank, which would
ONE BANK then be the recipient of technical assistance under the project. Thiswould

| SYNTHESIZED include a blending of liquid assetsin corr¢spondent accounts abroad along

| FROM with real estate(i.e., branches) and other usable assetsin Afghanistan.
SALVAGEABLE
PARTSOF OTHER
BANKS
OPTION 3: This option would seek out a single management team for two banks along
UNIFIED with the aforementioned resol ution activity. In this case, one chief of party
MANAGEMENT would oversee three teams: onefor each bank, and a third team involvedin
FOR TWO BANKS | resolution work for the other four banks, or potentially for all six banks.
Option4: Three | Thisoption would seek out separate managgement teamsfor two banks

| Separate along with a third management team for the af orementioned resol ution

| Management activity. In this case, the third team involved in resolution work could be

| Contracts, for involved in the four banksthat will not benefit from direct technical
Two Banks plusa | assistance (although the resolution work will be financed and would thus
Third for constitutetechnical assistance), or potentially in al six banks as a separate
Resolution function detached from the rehabilitation and restructuring efforts of the
Activity management teams in the two chosen barks. ‘
Option 5: This option would have one or two management team(s) for the one or two
M anagement banks,-along with a contract to establish an independent Asset
Contract(s) plus | Management Corporation (AMC). The AMC would carry out the
Establishment of | resolutionwork noted above, yet also be ¢onceived as more of aformal
Asset ingtitutional structureto help build up thelegal and institutional
M anagement infrastructure needed for problem banks, las well as to establish principles,
Company

policies, processes and proceduresfor future asset and bank resolution.

111



One-bank rehabilitation/creation approach

Option 1 A single management contract for the resolution of all insolvent state development banks
and the rehabilitation of one existing commercial bank;
Option 2 A single management contract for the resolution of all insolvent state commercial and

development banks and the creation of a new bank;

Two-bank rehabilitation approach

Option 3 A single management contract for the resolution of all insolvent state devel opment banks
and the rehabilitation of two existing commercial banks,

Option 4 A single management contract for the resolution of all insolvent state devel opment banks,
and two additional contractsfor the rehabilitation of each of the two existing commercial
banks.

Option 5 The creation of an Asset Management Company for the resolution of all insolvent

development banks, and two additional contracts for the rehabilitation of each of the two
existing commercial banks.

Recommendation

Each option above had implicationsfor the project's pace of implementation, cost, and effectiveness.
Based on detailed analysis of the above option, and the central bank desireto proceed with two banks
rather than one bank, the Ministry of Finance may wish to consider the fourth option—namely, two
management contractsfor each bank to be restructured and privatized, and one bank resolution
management contract to lead the liquidation of the remaining state banks.

Although the Bank team technically counsel s against a two-bank approach, owing to the significant
increasein the costs of TA, potential delaysin project commencement, and potential additionsto the
complexity to the implementation process, it understands the central bank's reasons for preferring two
banks, and the Bank is prepared to work with the authorities should this remain the preferred approach.
Under these conditions, the Bank believesit will be imperativethat three separate contracts be issued.
Althoughthereisarisk of delay, thisisnot a certainty. All three REFPs can be issued simultaneously,
received simultaneously, and awarded simultaneously. Although being more costly, there is also the
possible added benefit of competition among the various contractorsto achieve the best possible
reputation for performance.

Asfor Option 1, the main problem is the selection process. As no single bank appearsto represent a clear
choice, the risk then becomesexcessively political and thus potentially divisive. Options2, 3, and 5 are
not recommended owing to complexity and cost and the potential conflicts of interest for the management
teams. Detailed analysis of each of the above optionsis available in a separate Policy Note.
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ANNEX 3.2 VOLUNTARY STAFFRATIONALIZATIONSCHEME (VSRP)

Key Issues

Major issues regarding the labor redeployment and voluntary retirement schemes of the project include
thefollowing:

Identifying the number of employees targeted for lateral transfer and/or voluntary retirement. To
get atrue sense of the costs/benefits associated with the VSRP, extensive analysis must be
performed to identify the extent of overstaffing. The total number of staff employed by both the
central bank and the commercial banks must be clear, and the percentage of excessive staff
targeted for the VSRP must be calculated. Alternatively, if severance is not considered aviable
option due to fiscal risks, planners must develop a comprehensive and systematic set of priorities
and guidelines for the lateral transfer of surplus personnel to other parts of the civil service, with
their ultimate severance or redeployment packages determined within a broader settlement of
civil service personnel and compensation issues.

Measures to mitigate the risks of insufficient compensation on the one hand, or excessive
compensation and the revolving door syndrome on the other, have to be clearly developed. First,
any severance package might be insufficient owing to the larger cost issues involved not only in
the banking sector but also in potential fiscal liability. Thiswould result from government
pressure to keep severance compensation low to ensure alow cost civil service severance
package, introduced more universally. On the one hand, too few bank and DAB employees might
voluntarily accept the option, keeping head count too high. On the other, the financial package
might exceed areasonable compensation level, not in line with the rest of the civil service. This
latter devel opment would add to the potential fiscal liability, and could lead to excessive exit of
bank and DAB personnel. Finally, thereis the risk of retired employees being rehired by the same
organization or within the same sector, particularly if the severance package is viewed asvery
attractive and if too many critically needed staff depart. This risk could be managed by requiring
that any voluntary severance package be administered on alump-sum basis; participants would be
required to sign contracts attesting to the voluntary nature of the scheme, and contractually
requiring that full compensation be remitted should the individual berehired. More generally,
measures such as using a consultative process, having clear eligibility criteria, offering the correct
compensation package, and considering political/legal/social issues will have to be considered.
More important, in light of the limited data and potential implications for the budget and civil
service at large, alateral transfer option from the DAB and banksto other parts of the civil
service will need to be considered.

The absence of employment opportunities in the private sector will complicate the task. While
some will seek retirement provided sufficient compensation is made available, and others will
accept severance to start abusiness, many will hesitate to take a package of any sort because of
the uncertainty of the marketplace right now. There are also nonfinancial issuesto consider,
including "status." In some cases, people who are not suited for modern central or commercial
banking will still chooseto stay, even when compensation is higher elsewhere, because of the
status associated with employment in the financia sector.

Management autonony in the restructuring of banking institutions is essential ifproject
objectives are to be achieved. Management autonomy across the board is vitally important given
that the AFSSP isfocused on making the banking system more professional, competitive, and
efficient so that domestic banks have afoundation that allows them to compete. On thisbasis,
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commercial bankswill need to be reorganized as commercial institutions. Social considerations
with regard to personnel management will need to be subordinatedto these prioritiesand
concerns. Thus, arriving at an acceptablesolution that providesfair compensationfor redeployed
individuals, while &l so safeguarding management autonomy is essential.

e Dealing with the issue of redundant employeesis essential not only for the bank(s) to be
restructured but also for the banks to be liquidated. At a minimum, employeesof bankswhose
licenseswill be revoked will need to be reclassified. Under such circumstances, the procedures
that apply to these empl oyees should apply to employeesof banks that will retain their licenses,
but who are subsequently declared redundant. In neither case should employment issues hold up
restructuring or liquidation. At the same time, atransparent system needsto bein placeto ensure
these civil service employees have the possibility of finding an alternative assignment should they
not choose a voluntary retirement option.

e Delaysin civil service reform make it more difficult to provide aprecisepackage for voluntary
labor redeployment in thisproject that is consistent with overall measures that will be taken in
the public sector. Effortsare under way to develop an overall program and plan, but these will
take time. Meanwhile, the task is complicated by a number of other sensitivefiscal issues, such as
weak revenueflowsat the central government level and the consequent absent of a clear human
resource plan that can deploy people according to the vast range of public sector needs. A
databaseis still being assembled and verified, and longstanding problems persist with
documentationeffortsto verify skills, qualifications, years of service, etc.

e Elections scheduled for next year raise the risk that making bold decisions will be nearly
impossible, particularly as private investment remains low andprivate sector employment
capacity is essentially informal. Given the private market's current lack of absorptive capacity,
the governmentisin the difficult position of trying to reduceitslabor costs, assign
responsibilitiesto individualsand ministriesbased on key needs, and simultaneously deliver
servicesin an effort to restorethe country's confidencein civil authority. Redeployment schemes
at thisjunctureare politically risky and providelittle or no benefit to the public. Evenif such
programsare essential for building a viable banking system and private sector economy, thisisa
time-consuming processthat will not be significantly visibleto the public at large by the time of
next year's elections. Thus, the political risk associated with any VSRP that does not at |east
provide some financial resource cover is untenable.

e Among the most likely candidatesfor redeployment are those most victimizedin recent years.
Thetask is made even more because some of thosewho are least able to fulfill professional
functionsin banksor the DAB are those who have been deprived of education and other
opportunities. Thisincludeswomen whose access to public education was banned by the Taliban,
aswell as individualswho have been imprisoned over the yearsfor political and other reasons. In
many cases, these peoplewill not be able to assume professional responsibilitiesin the financial
sector.

General Rangeof Options

At the moment, there appear to be four broad optionsthat could be pursued in seekingto dea with the
issues noted above. These are describedin the table and then discussed based on considerationsof
affordability, political acceptability, management autonomy, and impact on project implementationand
effectivenessin achieving project objectives.



Option 1:

Option 2:

Option 3:

Option 4:

Attrition: Proceed by freezing new recruitment and waiting for people to retire. Thisis
certainly the least painful approach. But in a bank restructuring scenario, it has the
potential of restricting management capacity ta acquire the requisite skillsfor amore
efficient banking services. It will also impede prospects for privatization.

Direct L ayoffswith Minor or No Compensation: Thiswould clearly be affordable
froma project and fiscal standpoint, and would enhance and reflect management
autonomy. But given the limitations of formal private sector employment and the fragility
of whatever safety net exists, this approach isthe least socially and politically acceptable.

Full implementation of a market-based compensation scheme predicated on the
employee's age, years to retirement, experience, and needsfor the bank. This approach
would have major implicationsfor future civil service packages the government budget
may have to absorb. It would raisethe risk of a significant contingent liability for the
government should the package be used as a precedent for future severance paymentsto
civil servants declared to be excess staff.

Interim transfer of staff to a gover nment department or ministry, until such atime
that the Civil Service Commission has completed its work. Existing civil servicerules
require that staff being considered for redundancy join a surpluslist maintained by the
Ministry of Labor and Social Affairsfor six months, while attempts are made to find
them employment in other ministries. Thisamounts to moving employees, in some
virtual sense, to the Ministry of Labor and Social Affairs (MOLSA), whichthen triesto
place them in a government ministry. In all probability, MOLSA will not find another
willing ministry or department— and so they will sit there.

Recommendation

Based on each option's affordability, political acceptability, scale of management autonomy, and impact
on project implementation and effectivenessin achieving project objectives, Option 4, the interim transfer
of staff to a government department or ministry, appearsto prdvide the banking sector with needed
flexibility for effective staff rationalization with the least government fiscal costs. Thereis sufficient
flexibility within this option for people to take early/voluntary separation from government and to enter
the private sector, effectively reducing civil service head count. Thereis also interim budgetary support
for transferred civil servants to mitigate any financial costs of such an approach. Although it addsto the
operational burden of the government, it does support the bank-oriented focus of the AFSSP project,
which isto restructure and privatize one or two selected state banks.
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ANNEX 4.1

KEY FACTSFOR SELECTEDNGO MICROFINANCE SCHEMES

Name of Institutional Program Description Lending Key
organization Facts Methodology/Financing Performance
Terms Indicators
(if available)
Agency for Loca NGO Operate an Integrated In-kind loans, includingfor | Approx. 1,600
Rehabilitation | establishedin Community agri-inputs, livestock, loans disbursed
and Energy 1993; currently Development Program embroidery, knitting, shop (37 percent to
Conservation have 350400 in4 regionsand 23 keeping, shoe making and women)
(AREA) staff and a 2002 districts, whichincludes | carpetweaving Repayments
budget of $3.5 amicrofinance Servicefee of 10-12 percent | averaged98.5
million from component. (for the 'service' of buying | percent,
several donors Combination of the item(s) with the loan however, have
including community-based amount) recently
UNHCR, NOVIB, | savingsand credit and Averageloan amount$200 | declinedto 85
DFID and Muslim | group lending. Also equiv. percent dueto
Aid. work with 8 agricultural | Max. loan amount - $300 drought
cooperatives. for livestock conditions.
Group savings
Afghan Local NGO Has established 7 Interest-freeloansto
Development | establishedin agricultural cooperatives | cooperativesmainly for
Association 1990 witha averaging30 members. | horticulture(apricots,
(ADA) missionto Providecredit, training | apples, pomegranate,
eradicatepoverty. | and assistancewith grapes, amondsand
packagingand selling raisins); on-lent for one
productsin the market. year.
Trained 120 women in Interest freeloansto women
2001 in embroidery, for Pk Rs500 to purchase
carpet weaving, knitting, | raw materials.
and yarn making and Plan to introduce service
gaveloansto purchase | chargesthisyear.
raw materialsto be able
to craft and sell the
products.
|
CARE Approx. 550 staff. | Currently no NA NA
Community microfinance activities,
devel opment but planningto design a
projectsincl. program.
Rura Microenterpriseexpert
infrastructure, arrivingin mid-June.
widow's Expect program
assistance proposal to be ready by
programand mid-September.
umbrellasupport
program for local
NGOs. |
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Comprehensive [LO-program, Obj: to support economic Interest free loans of Est. $200,000
Disabled Afghans | implemented reintegrationof disabled max. $250 lentin Afs. | lent out
Program (CDAP) | through Afghans. (approx.
UNOPS. Three components: (i) 1,000 loans).
Started 1996. microcredit; (ii) job training; Approx. 80
(iii) job placement. percent
Microcredit not linked to job repayment.
training. Credit mainly givento
disabled with existing
skills/businesses.
CHF International Have developed microfinance Working capital loans | Planto
NGO. project (proposal/plan) with aim | averaging $100 to stall | disburse
to revitalize marketplacesin holdersplus $100 to 3,000 loans
Bamiyan. Comprises two repair stall. total.
components: (i) reconstruction | Lending through
of market infrastructure; (ii) merchants association
loansto stallholders to rebuild that represents stall
their stall and restock their holders. Elected body.
businesses. Responsiblefor
—group lending to women for screening clients, loan
carpet making in association w/ | decisionand collecting
loca NGO (CCA) repaymentson a fee-
basis.
Group lending to
women for carpet
weavingand livestock
purchase.
Total $3 million
proposal for 1 year.
Funding not yet
secured at time of
visit.
Savethe Children | International Operate microcreditprogramfor | Group lending to Resultsfor
(SCF) ‘NGO women in Faryab provinceand | women, primarily for | Faryab
six refugeecampsin carpet weaving. province (as
Baluchistan. Fee charged for loan of Nov 01):
Have put together anew application. 1,880 active
program proposal for financing clients
together with FINCA to expand $205,000
their program. This proposal loan
envisages2 new programs, one outstanding
supported by SCF (in Kabul) 35 percent
and one by FINCA, for atotal of portfolioat
$6m. risk
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ANNEX 5.1 SAMPLE SELECTION CRITERIA FOR HAWALA DEALERS®

In selecting financially sound hawala dealersto work with, users apply avariety of selectioncriteria,
some of which include the following:

Beregistered with the central bank, Da Afghanistan: The registration process includesmaking a
deposit with the central bank and paying an annual licensefee. Thereare no further legal and institutional
requirementswith which money exchange dealersmust comply. Although the central bank currently does
not conduct fitnessand probity tests of applicantsnor determinethe reasonablenessof the applicants
businessplan or assess the adequacy of the capital proposed for the business, thisis an important first step
a ensuring the operators' legitimacy.

Recognized by the M oney ExchangeDealer s Association: The market has an informal eight-member
Executive Committee that meetsregularly to discussits members' affairs. The committee's executive
director and histhree assistants direct the activitiesof the Money Exchange Dealers Associationand
ensure that each member adheresto the association's unwrittenrules of conduct and practices.
Membershipto the associationis voluntary and there are no subscriptionfees. Membershipisalso an
additional indicator the operator legitimacy

Maintain a physical presenceat the Sari Shahzadain Kabul: The physical money exchange market,
where most of Kabul's money exchange dealersare currently located, has an eighty-year-old history.
Established along side the Kabul River, it issituated closeto the gold and silver bazaars and financial
serviceto the metal traders. Kabul's other specialized marketsare al within walking distance of the
market, where traders conduct and concludetheir financial transactions. Operatorswith a physical
presence a the market are likely to have alonger operational history than those who do not.

Authorized todeal in foreign currencies. New central bank and banking laws have been drafted and are
expected to be passed soon. It isimportant that all transactionsconducted through informal financial
institutionsare in compliancewith these laws.

Beableto execute promptly alargenumber and volume of transactions: Thereis no limit on the
volume of fundstransfersthe money exchangedealers of Kabul can transfer; individually or severally.
The NGOs alone are estimated to have channeled at least US$200 millionin emergency, relief, and
development funding through the hawala system. Singletransactionsin excess of US$500,000, especially
between Peshawar in Pakistan and Kabul, are not uncommon. Thelarger international organizationsand
NGOs have made individua transactionsof US$1,000,000. A basic assessment of the operator's
operational capacity needsto be done before being contracted.

Agreetoissuepromptly a detailed monthly statement of fundstransfer transactions. Contrary to
common belief, money exchange deal ers maintain comprehensiverecordsfor each hawala transaction.
Thefinancia recordsthe money exchange deal ersmaintain are detailed, and the entire process of
remittanceand settlement is very well documented. There are recordsof everything. Dealers know
exactly how much cash they have, how much has been transferred, and how much isowed to them. It is
important that the accessibility of thesedocumentsfor usersisimproved through an agreed financial
statement review process.

Haveestablished a satisfactory domestic and inter national correspondent fundstransfer network:
Regiona money exchangedeal ersare generally situated located in aregional rather than village or

8 Author interviews.
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provincia town or city and service more than one province. For example, Kandahar-based dealers may
concentrate on the southern Afghan regions of Helman, Oruzgan, and Zabol; theinternational dealers are
mainly based in Kabul. They connect the domestic financial system to therest of the world. Their
counterparts are found in traditional trading cities on the Asian subcontinent: Tehran (Iran), Islamabad
(Pakistan), and New Delhi (India); and in the Gulf citiesand states of Riyadh (Saudi Arabia), Doha,
(Qatar) Abu Dhabi, and Dubai (United Arab Emirates), and Muscat (Oman). The government needs to
determine which operators are able to serveitsinterests.

Must have maintained an account in aformal commercial bank for at least fiveyears: A relationship
with aformal financia institution provides some measure of comfort about the probity of the money
exchange dealer. Also, because banks are mandated to report any suspicious transactions involving client
accounts, this measure provides additional oversight criteria. The money exchange dealer must provide
the bank the authority to communicate with the central bank directly when providing the reference letter.

Chargereasonablefeesfor itsservices: The cost of making funds transfersinto and around Afghanistan
average 0 to 2 percent. Aswith every bazaar in South Asia, however, thefinal quotation depends on the
negotiating skills of the parties and their understanding of how the market operates. Some money
exchange dealers quote aflat fee of 2 percent on both international and domestic transactions. Y et thisis
usually only a starting point for discussion. Discounts and premiums are offered and charged depending
on the volume of the transaction, the financial relationship with the relationship, currency of exchange,
security environment in Kabul, and the destination of funds. The larger international organizations
transferring US$200,000 or more per month pay lessin fees than the local NGOs transferring US$7000 or
less per month for their administrative expenses.



ANNEX 5.2 SAMPLE OPERATIONAL PROCEDURESFOR HA WALA TRANSACTIONSY

Nongovernmental organi zationsand international agenciesthat use the hawala system are keen to ensure
that all hawala transactionsinclude sufficient informationto ensure an effective ex-post field review of
documentation. Adequate documentationis often required to permit verification and comparison of the
financial services provided and paymentsmade by the operator. To that effect, users apply a variety of
operational procedures, some of which includethe following:

Obtain awritten document stating the following: (1) amount to be transferred; (2) fundstransfer
destination; (3) currency or currencies used for the transaction; (3) expected date of payment; and
(4) fee chargeabl e for the transaction: Each hawala dealer designs, devel ops, and maintainshis own
documentary policiesand procedures. Some of the procedureshave beenin use for many years and
adapted to the changing business environment. Each business devel ops adequate systemsthat are
sufficient for keeping track of transactionsand balancing their accountswith international and domestic
correspondent partners.

Establish monetary limits for individual transactions which reflect: (1) capacity of the money
exchange dealer; (2) security situation at the origin and the intended destination of the funds, and;
(3) capacity of the recipient to maintain cash holdings on their premises: Because there are limited
storagefacilitiesin Kabul for large sums of money, most organizationsremit funds through the hawala
system in smaller amounts of US$100,000-US$200,000. The smaller organizationsregularly remit
US$20,000-US$30,000 to meet operational expenses.

Agree that the remitter will only pay the hawala service provider after (1) the correspondent
hawala service provider has made payment of the agreed amount to the intended recipient, and; (2)
The recipient has acknowledged receipt of the funds. The confirmation of receipt must be both
verbal and in writing (fax or e-mail): The hawala systemis extremely reliable. Seldom do dealersfail
to effect payment. Besides the expected high standard of adherenceto codes, default risk has been
eliminated through the ** confirmati on-before-payment process. In all cases reviewed during the study,
the remitter paid the hawala dealer the value of the funds remitted only after the recipient had confirmed
receipt of the money. Therewas 100 percent satisfaction rate with the delivery of funds. Theisolated
incidentsof client dissatisfactionwere limited to occasionswhen the customer paid a slightly higher fee
than competitorswere offering.

Agree that, with the exception of small transactions, all financial transactions must be conducted in
asecure location, preferably on the premises of the remitting and recipient organization. Carrying
large amounts of cash around Kabul is not advisable, especially in abusy open market. Hawala dealers
are often willing to come to the premisesto collect/pay funds from/to the user/recipient.

4% Author interviews
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ANNEX 5.3 SAMPLE CONTRACT™®

AGREEMENT BETWEEN ISMAIL RADWAN REL |EF FUND
AFGHANISTAN
AND
HASSAN ZAMAN MONEY EXCHANGE”

This contract is drawn up between Ismail Radwan Relief Fund and Hassan Zaman Money Exchange
desiringto set forth the following understanding that will govern supplying of USS$, Pakistan rupees, and
afghanisto Ismail Radwan Relief Fund. As crossing the border is still an unresolvedissue, it was agreed
through both sidesthat the payment will be donein Peshawar office based on electronic communication
system, that isfax plus password file for confirmation.

Responsibilitiesof Hassan Zaman M oney Exchange

1. To providelsmail Radwan Relief Fund officeswith afghanis, Pakistani rupees and USD in 6 hoursfrom
Kabul and within 12 hoursfor the respected provinces after tequisition through Ismail Radwan Relief Fund
as:

For Kabul office: by faxing through Ismail Radwan Relief Fund, with commission of
0.65 percent.

For Ghazni office: by faxing through Ismail Radwan Relief Fund, with commission of'
2.0 percent

For Loghar office: by faxing through Ismail Radwan Relief Fund, with commission of
1.0 percent

For Gardez office: by faxing through Ismail Radwan Relief Fund, with commission of
2.0 percent

2. ToprovideIsmail Radwan Relief Fund with exchange rate of afghanis/Pakistan rupees equal or higher than
the Money Changersin the open currency exchange market. Hassan Zaman will be requested to observe
collectionof exchange rate quotationsthrough Ismail Radwan Relief Fund key staff.

3. ToinformIsmail Radwan Relief Fund about any problem, which may cause delay in, the cash being
delivered beyond 24 hours of the time of requisition.

4. Inthecaseof cash beingprovidedlate (i.e., morethan 24 hdurs after being requested despiteHassan
Zaman signing that he will providethe money), than, the exchangerate offered will be revised again (at the
time of delivery). If the second exchangerateis unfavorableto Ismail Radwan Relief Fund, then Hassan
Zaman should agreeto provideat the original agreed rate.

5. Thebank notesthat are provided must be legal tender and must not be damaged.
6. Invalid/damaged notesof all typesof currenciesshould be dhanged with newer ones.
7. Incase Hassan Zaman cannot providethe amount Ismail Radwan Relief Fund wants, he should submit

something in writing stating his excuse based on which Ismail Radwan Relief Fund can ask the second
money dealer to providethe needed amount onwards.

*® Source: NGO in Afghanistan.
51 Names of parties have been changed for reasonsof confidentiality.
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Responsibilitiesfor Ismail Radwan Relief Fund

1. Torequest money from Hassan Zaman 6 hoursin advancefor Kabul and 12 hoursin advancefor different
provinces of the time being required informing Hassan Zarnan of the exchangerateto be used.

2. Reimbursement of the same amount plus commission charge as mentioned in the first item of Hassan
Zaman’s responsibilities.

3. IFthe money paid to Ismail Radwan Relief Fund isin Rupeesand Afghanis, then the refund will bein
Pakistani rupeesand if the money paid to Ismail Radwan Relief Fund isin USD, then the refund will bein
UsSD.

4. Ismail Radwan Relief Fund faxesthe receipt documentsto its main officein Peshawar and it bearsthe fax
chargetoo.

5. Ismail Radwan Relief Fund will undertaketo count the money it receivedas quickly as possible.

General

Thiscontract will remainvalid for three months effectivefrom signing date onward. If either party wishes
to changethe contract, then, they must inform each other in written notice at least three weeks in advance
by either side. This contract will be extended with the same terms and conditionswhen both sides agree
after the validation of the contract.

For Ismail Radwan Relief Fund Afghanistan For Hassan Zaman

Name: Name:
Title Title
Date: Date:
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ANNEX 5.4  FINANCIAL ACTION TASK FORCE (FATF) SPECIAL RECOMMENDATIONS ™

Recognizing the vital importance of taking action to combat the financing of terrorism, the Financial
Action Task Force (FATF) has agreed these Recommendations, which, when combined with the FATF
Forty Recommendations on money laundering, set out the basic framework to detect, prevent and
suppressthe financing of terrorism and terrorist acts.

|. Ratificationand implementation of U.N. instruments

Each country should take immediate steps to ratify and to implement fully the 1999 United Nations
International Convention for the Suppression of the Financing of Terrorism.

Countriesshould also immediately implement the United Nations resol utionsrel ating to the prevention
and suppression of the financing of terrorist acts, particularly United Nations Security Council Resolution
1373.

II. Criminalizing thefinancing of terrorism and associated money laundering

Each country should criminalize the financing of terrorism, terrorist actsand terrorist organizations.
Countriesshould ensurethat such offensesare designated as money-laundering predicate offenses.

I11. Freezing and confiscatingterrorist assets

Each country should implement measures to freeze without delay funds or other assetsof terrorists, those
who finance terrorism and terrorist organizationsin accordance with the United Nations resol utions
relating to the prevention and suppressionof the financingof terrorist acts.

Each country should al so adopt and implement measures, including legislativeones, which would enable
the competent authorities to seize and confiscate property that is the proceeds of, or used in, or intended
or alocated for usein, the financing of terrorism, terrorist acts or terrorist organizations.

IV. Reporting suspicioustransactionsrelated toterrorism

If financial institutions, or other businessesor entities subject to anti—money laundering obligations,
suspect or have reasonable groundsto suspect that fundsare linked or related to, or are to be used for
terrorism, terrorist acts or by terrorist organizations, they should berequired to report promptly their
suspicionsto the competent authorities.

V. International co-operation

Each country should afford another country, on the basis of atreaty, arrangement or other mechanismfor
mutual legal assistanceor information exchange, the greatest possible measure of assistancein connection
with criminal, civil enforcement, and administrative investigations,inquiriesand proceedingsrelating to
thefinancing of terrorism, terrorist acts and terrorist organizations.

Countries should also take all possible measures to ensure that they do not provide safe havens for
individuals charged with the financing of terrorism, terrorist acts or terrorist organizations, and should
have proceduresin place to extradite, where possible, such individuals.

%2 See http://ww fatf.org
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APPENDIX 7.10 FATF SPECIAL RECOMMENDATIONSON TERRORIST FINANCING

V1. Alternativeremittance

Each country should take measures to ensure that persons or legal entities, including agents, that provide a
service for the transmission of money or value, including transmission through an informal money or
value transfer system or network, should be licensed or registered and subject to all the FATF
Recommendationsthat apply to banks and nonbank financial institutions. Each country should ensure that
persons or legal entitiesthat carry out this serviceillegally are subject to administrative, civil or criminal
sanctions.

VII. Wiretransfers

Countries should take measuresto require financial institutions, including money remitters, to include
accurate and meaningful originator information (name, address and account number) on funds transfers
and rel ated messages that are sent, and the information should remain with the transfer or related message
through the payment chain.

Countries should take measuresto ensure that financial institutions, including money remitters, conduct
enhanced scrutiny of and monitor for suspicious activity funds transfers, which do not contain complete
originator information (name, address, and account number).

VIII. Nonpr ofit organizations

Countriesshould review the adequacy of laws and regulationsthat relate to entitiesthat can be abused for
the financing of terrorism. Nonprofit organizationsare particularly vulnerable, and countries should
ensure that they cannot be misused:

a. by terrorist organizations posing as legitimate entities,

b. to exploit legitimate entities as conduitsfor terrorist financing, including for the purpose
of escaping asset-freezing measures; and

c. toconceal or obscure the clandestine diversion of funds intended for legitimate purposes
to terrorist organizations.
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ANNEX 5.5 ABU DHABI DECLARATION ON HAWALA4 (MAY 2002)”

At a conference on hawala in the UAE in May 2002, a number of governmentsagreed to adopt the FATF
recommendation and shortly thereafter, the UAE government announced it would soon imposealicensing
requirement on hawalas. Participants at the UAE meeting drafted and agreed upon the Abu Dhabi
Declaration on Hawala, which set forth the following principles:

Countries should adopt the 40 Recommendationsof the Financial Action Task Force (FATF) on Money
Laundering and the 8 Special Recommendationson Terrorist Financing in relation to remitters, including
hawalas and other aternative remittance providers.

Countries should designate competent supervisory authorities to monitor and enforce the application of
these recommendationsto kawalas and other alternative remittance providers.

Regulations should be effective but not overly regtrictive.
The continued success in strengthening the international financial system and combating money
laundering and terrorist financing requires the close support and unwavering commitment of the

international community.

Theinternational community should work individually and collectively to regulate the hawala system for
legitimate commerce and to prevent its exploitation or misuse by criminalsand others.

%% Sour ce: Confer encepr oceedings.



ANNEX 5.6 WORLD BANK—IMF CONCLUSIONS ON HAWALA SYSTEMS™*

Historically, Informal Funds Transfer IFT) systemsarer elatively commonplace. Despite the
different terminology ascribed to IFT sysems—fe-ch ‘ien (China), hui kuan (Hong Kong), hundi (India),
hawala (Middle East), pedal (Philippines), andphi khan (Thailand) —their growth is primarily foundin
the monetary facilitation of trade between distant regionsat a time when conventional banking
instrumentswere either absent or weak. Over time, the operational features of speed, low cost, and
cultural convenience, versatility, and potential anonymity led to their use for variouslegal and illegitimate
remittance purposes.

Hawala typically thrivesin jurisdictionswher ethe formal banking sector is either absent or weak,
or wheresignificant distortionsexist in payment systemsas well asforeign exchangeand other
financial markets. Generally, except for caseswhere use of theinformal sector isfor illegal or criminal
purposes, the growth of informal funds transfer systems seemsto be negatively correlated to the level of
development and liberalizationof the formal financial sector. The study found that these systems are more
likely to be prevalent in jurisdictionswhere the formal banking sector is either virtually absent or not
functioning, asis sometimesthe case in postconflict countries, or does not provide areliable, cost-
effective, and convenient mechanismfor the transfer of funds. Where these conditions exist in recipient
countries, the system can be particularly used for migrant labor remittances, humanitarian, emergency,
and relief aid in countriesexperiencing conflict. The attraction of informal operatorsisalso likely to be
heightened in countrieswhere inefficient banking institutionsoperatein an environment of financial
policiesthat include foreign exchangecontrols.

Illegitimateuse of hawala could occur regardlessof thelevel of development of thefinancial sector.
In cases wherethe user's intent isillegal or criminal, resort to informal financial systemswill occur
irrespectiveof a country's level of financial sector development. Although both the formal and informal
financial sectors are vulnerableto abuse, the potential anonymity that hawala offersits users rendersit
susceptibleto smuggling activities, capital control circumvention, customs, excise and incometax
evasion, money laundering, and the financing of terrorist operations. These crimes are not new, and as a
consequencelaw enforcement agencies have long been concerned about IFT and hawal a. For financial
sector regulators, however, legidationagainst financial crimesis arelatively recent phenomenon. In
drafting new international standards against financial crimes—registration, licensing, reporting and
record-keeping requirements—financia authoritiesal so need to consider the settlement process between
hawala operatorsand the economic and regulatory implicationsof hawala-type systems.

Thenatureof the hawala settlement processhasimplicationsfor economicand regulatory policies.
Developing appropriate responsesto | FT systems requires a clear understanding of both the remittance
and settlement analyticsof hawala. Essentially, the accountingdetails of these transactionsare similar to
other kinds of international payments, including those that go through the banking system. Like hawala,
when effecting transfers, banks do not necessarily move physical cash between branches or correspondent
banks. The main difference between hawala and formal institutionsis that the subsequent settlement of
hawala accounts usually remains outside formal operating channelsthat are regulated by national
authorities.

Becausehawala transactionsar e unrecordedin national accountsand other statistics,thedata
availableto policymaker swould not offer an accur atedescription of the economicand monetary
situation of a country and would tend to limit the effectivenessof their policies. A hawalatransaction
is a balance-of -paymenttransaction, not because' money is sent'" across bordersor thereis any recorded

* M. El Qorchi, S. Maimbo, and J.Wilson, 2003.
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purchase or sale of foreign exchange, but becausethe transactionisintrinsically linkedto changesin
international assets and liabilities. Although hawala and other IFT transactionsare conceptually part of
national BOP accounts, accurate compilationis almost impossible. Neverthel ess, even though national
authorities are unableto directly maintainrecords of informal financial transfers, the indirect effects of
these transactions on monetary aggregates and operations, as well as on the balance of payments, should
be taken into consideration. The system reduces the amount of statistical information availableto
policymakerson the level of economic activity inthe country.

IFT systemshavefiscal implicationsfor both remitting and recipient countries. First, hawala
operatorsare typically not taxed. The revenue collection structures required for informal financial
businessdo not exist. Second, the businessactivitiesof IFT users are aso likely to evade direct and
indirect taxation. Third, since the settlement of accounts between hawal a operatorsmay include under-
invoicing and smuggling of goods and services, the government may aso incur lossesin its customsand
exciseduty income.

IFT transactionscannot berdiably quantified since accessible'recordsare scarcely availablefor
dtatistical or BOP purposes. Despitethislimitation, certain considerations can be made of the dimensions of
IFT transactions, and there are some approachesto quantification that can giveindicativeresults. Although
these results are rough simulations, they indicate the significant monetary and fiscal implicationsof IFT
systems.

Current regulatory and supervisory practicesvary between hawala-r ecipientand hawala-remitting
countries. Overall, the study found distinct differencesin the regulatory and supervisory responses
toward hawala in recipient and remitting countries. In recipient countries, concerns over foreign exchange
management, capital movements, the quality of the formal finangial sector, and the level of political
stability have been important influences on the regulatory attitude toward the system. Hawala-remitting
countries, however, tend to havefairly liberal foreign exchange policiesand developed financial sectors.
In these countries, the regulatory and supervisory interest primarily stems from concerns about their
potential criminal abuse and terrorist financing.

Emerging approachesto inter national standardsneed to sufficiently takeinto account specific
domestic circumstances. In the wake of the recently heightened concernsthat money launderersand
terrorist groups use | FT systems, the number of national and international regulatory initiativesto license
or regulate their activitieshasincreased. A number of countries have decided that the potential anonymity
of these systems presentsrisks of money laundering, terrorist financing, and other law enforcement
concerns, which preclude a policy of benignneglect. This said, the study cautions against the application
of emerging international standardswithout due regard to specific domestic circumstances. Developing
international regulatory and supervisory standardsfor informal fundstransfer systemsis acomplex
process. Differencesin the stages of economic development in general, and the financial sector in
particular, imply that national regulatorsneed to give careful considerationto country-specific
circumstancesand national legal systems.

Regulator smust bear in mind that prescribingregulationsalonewill not ensur e compliance.
Regulations are not a panaceafor possible abuse of the IFT systems. Specifically, regulatorsneed to
possess the appropriate supervisory capacity to enforce the regulations. Also, they must bear in mind that
experience shows that restrictive methods will not drive out all businessesinvolvedin unlicensed

financial transfer activity from the market. The informal banking system can not be completely eliminated
by means of criminal proceedingsand prohibition orders. Policymakers should acknowledgethe existence
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of practical reasons, from the customer's point of view, to resort to informal methodsfor international
payment purposes. As long as such practical reasonsexist, hawalaand other IFT systemswill persist.

For purposes of long-term financial sector development, addressing the potential risksof financial
abuse and criminal activity requires a two-pronged approach. Inthe majority of countries, where IFT
systems exist alongside a functioning conventional banking sector, it is recommendedthat hawala dealers
be registered. In these systems, additional efforts should be made to improvethe level of transparency by
bringing them closer to the formal financial sector without altering their specific nature. Simultaneously,
the regulatory response must address the weaknessesthat may exist in the formal sector. The formal and
informal financial systemsbenefit from their mutual deficienciesand each tends to expand when the
condition of the other isimpaired. High transaction costs, long delaysin effecting money remittances,
exchange controlsand overly bureaucratic policiesand proceduresfor simple money transfersin the
formal system are major incentivesfor the existenceof the informal financial system. To facethe
challenge, the formal sector should tackleits deficienciesand enhanceits competitiveness. In conflict-
afflicted countrieswith no functioning banking system, imposing requirementsbeyond basic registration
may not be feasible because of thelack of supervisory capacity.

Clearly, the development of variousinformal fundstransfer systemsover many years and across many
countries pointsto the important role these systems can play in the absence of a robust and efficient
formal financial sector. Consideringthe informality inherent in these systems, particularly the anonymity
and the lack of records, it is clear that risks of misuse exist. The development of the ability of the formal
financial sector to respond to the legitimate market demand for hawal a-type transactions, coupled with
prudent regulatory policiesfor hawala operators, requires sound and sustai nable macroeconomicpolicies,
awell-devel opedpaymentssystem, and a healthy financial sector. Notwithstandingthe progress
apparently made by the formal sector in expandingits activity at the expense of informal activity, these
gains are not definitiveand can easily be reversed. Poorly functioningfinancial systems, or ssmply the
deteriorationin financial or macroeconomicconditions, could produce greater recourseto informal
payment systems. A setback in financial and exchangeliberaizationor therisein the exchange spread
between official and parallel market exchanges can awaysinduce more IFT activity.
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