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GRANT AND PROGRAM SUMMARY
AFGHANISTAN
PROMOTING ECONOMIC GROWTH AND FISCAL SUSTAINABILITY
Borrower

Islamic Republic of Afghanistan

Implementing Agency

Ministry of Finance (MoF)

Financing Data

SDR 33.3 million (US$50 million)

Operation Type

Programmatic Development Policy Series

Main Policy Areas

Macroeconomic and
institutional reform

Key Outcome Indicators

From a baseline at the beginning of 2012 to a program target to be
achieved by mid-2015

fiscal

management,

economic

growth,



Program Development
Objective and
Contribution to ISN

Customs duties increased from US$390 million to US$ 530
million
 Detection of non-compliance (in total customs examination)
increased from below 1 to 8 percent
 Roll-out of tender for three large-scale mines (to evaluation
stage)
 The prices of wholesale bandwidth decreased from US$900 to
below US$80/Mbps per month
 The number of subscribers to GSM broadband services
increased from 0 to 1 million
 The revenue of the Afghanistan Land Authority (ARAZI)
increased from US$1.5 million to US$3 million
 The area of surveyed land increased from 35,000 hectare to
45,000 hectare annually
 Three infrastructure projects concluded agreements for passive
infrastructure sharing
This program document describes the first in a series of two
programmatic grants to Afghanistan. The proposed first operation is
in the amount of US$50 million, out of US$100 million for the
programmatic series
The objective of this operation is to support policy reforms in
selected areas critical to strengthening revenue mobilization and
improving the enabling environment for investment in sectors with a
high growth potential. In this way, the operation expects to
contribute to the government’s strategy towards developing greater
economic and fiscal self-reliance. To this end, the operation supports
legal, regulatory and institutional reforms in customs, land
administration and management, mining, and information &
communication technologies (ICT).
The operation underpins the objectives of the Interim Strategy Note
(ISN) in all dimensions. Through its impact on fiscal management,
i

Risks and Risk Mitigation

the DPG will strengthen institutions and processes associated with
transparent and competent financial and economic management –
one of the operational objectives of ISN Pillar I: Building
Institutions. Some actions, such as the strengthening of customs and
land management systems, will help with more efficient and
equitable delivery of services (ISN Pillar II). However, the DPG is
designed to have its strongest impact at sector level, in support of
economic growth in the areas of mining, ICT, and agriculture
development, by strengthening the functioning of markets (including
land markets) and through changes in the regulatory and legal
environment (ISN Pillar III: Inclusive Growth and Jobs). As such,
the operation complements other investment and technical assistance
operations proposed in the ISN.
Afghanistan is undergoing a political, security and economic
transition which exposes the country and this operation to high risk.
Many of these risks cannot be mitigated.
Security risks: The security situation has deteriorated over the past
several years and may become even more challenging in the
transition period and the run-up to the presidential elections.
Political uncertainty related to presidential elections in spring 2014
also remains an important factor. The operation acknowledges these
risks but their mitigation is beyond the scope of this operation.
Governance and Political Economy risks: Political uncertainty
and instability could intensify rent seeking by individuals who are
bound to lose from the reduction in aid, undermine public finance
institutions, and lower fiscal revenue. This risk is directly addressed
by intensifying customs reforms which should reduce the scope for
rent seeking. Another risk is that the reform progress could slow as
the decision-makers’ attention shifts increasingly to the elections, or
the reforms themselves become the target of political campaigns.
This is compounded by the already-long backlog of issues pending
cabinet approval. The design of the DPG takes this risk into
consideration by balancing institutional with legislative actions, and
by moderating them to the extent that they can be implemented
before the political campaigns intensify.
Economic risks: The transition process may complicate the
challenges to macroeconomic stability in the next few years,
including further a slow-down in economic growth. The government
has few instruments to respond to adverse macroeconomic
developments. The ongoing dialogue between the government and
the IMF and World Bank involving ongoing analytical work
operations on economic and fiscal issues is intended to mitigate this
risk. Beyond this dialogue component, the DPG objective and
actions are specifically geared to address some of these risks. The
customs reforms aim to increase fiscal revenues. Implementation of
the economic reforms supported by this DPG is expected to support
the economic development process in the long run. However, large,
negative shocks (e.g., prolonged drought) could undermine the
results of the operation.
Programmatic risks: The reform program supported by the
proposed operation may face headwinds due to capacity constraints
and weak policy coordination. These risks are mitigated as follows:
ii

First, the DPG actively counteracts coordination failure by
encouraging ministries to use the DPG itself as an instrument for
coordination. Second, the proposals of the DPG are intended to
mitigate overall implementation and coordination failure risks by
ensuring that technical assistance is provided at all levels of
government concerned with implementation of the reforms.
Fiduciary risks: Fiduciary risks are high despite good progress in
most phases of budget operations. Previous DPGs and investment
operations have helped to put in place adequate processes and
practices for financial management, procurement and control.
Afghanistan has a relatively strong public finance capacity track
record, as noted in the 2013 PEFA. However, fiduciary risks remain
high due to limited internal and external controls. For the most part,
the DPG relies on the self-reinforcing actions committed to under
the PFM Roadmap, the ARTF Incentive Program, the IMF Program
and the Second Public Financial Management Reform Project. The
ARTF Incentive Program, in particular, focuses heavily on the
timely implementation of PFM measures, including internal and
external audits, procurement certifications, and budget transparency.
Social and Environmental risks: The operation is expected to have
impacts on social livelihoods as well as the environment. Most of
these are related to the development of the mining and hydrocarbon
sector and to changes in land-related legislation. However, the
legislative actions supported by this operation have been designed to
specifically include provisions that improve social and
environmental safeguards and address stresses produced by the
reforms. In this sense, the DPG serves the additional objective of
making future investment operations, particularly mining, more
inclusive and sustainable.
Notwithstanding these high risks, the benefits of this operation to
Afghanistan’s development process, in our view, far outweigh its
cost. This operation helps the government of Afghanistan to
undertake momentum and discipline reforms in these challenging
times. Even if not fully measurable in the short-term, the reforms
supported by this operation are designed to have a tangible, positive
impact not only on fiscal and economic developments but ultimately
also on the life of the people of Afghanistan. Without it, the chances
of achieving these results would be lessened.
Operation ID

P118027
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I.

INTRODUCTION

1.
Afghanistan is undergoing a major security and political transition. At the Kabul and
Lisbon Conferences in 2010, the North Atlantic Treaty Organization (NATO) and the Afghan
government agreed that full responsibility for security would be handed over by 2014. The country
now faces the prospect of a drawdown of most international military forces that so far have
supported the fight against the ongoing insurgency. At the same time, Afghanistan is gearing up
for a presidential election in April 2014 which many anticipate to be a difficult process given the
complex political environment and challenging logistics.
2.
The transition process carries major economic implications. The operations of
international troops were supported not only by a high level of military but also civilian aid that
financed reconstruction efforts and the provision of public services. Aid is therefore set to decline
as the international troops leave, presenting Afghanistan with a new economic reality to which it
will need to adapt. Specifically the decline in aid will pose risks to
(i.)

Fiscal sustainability: Currently, 65 percent of the budget is financed by donors.
Public expenditures are expected to grow significantly as a result of the handover of
security responsibilities and donor-built assets from foreign actors to the Afghan
government. Higher expenditures are also required to further expand and improve the
provision of public services that are still limited in coverage and quality.

(ii.)

Macroeconomic stability: Afghanistan’s export base is currently very small and the
country receives little foreign direct investment. At the same time, the country is
highly dependent on food and oil imports. The country relies on foreign aid inflows to
balance its current accounts. While Afghanistan currently enjoys a strong foreign
reserve position, adjustment processes in tradable sectors are expected to be slow and
could further compound external imbalances.

(iii.)

Economic growth: The reduction in foreign aid is bound to impact negatively on
economic activities that have so far benefited from aid, especially construction and
services industries. World Bank analysis suggests that even a gradual decline in aid
could significantly reduce Afghanistan’s growth prospects to about half of its current
average – insufficient to reduce the country’s high poverty rates and create jobs for the
400,000 to 500,000 young people who will be entering Afghanistan’s labor markets
every year.

(iv.)

Political economy: The anticipated decline in aid, compounded by the general
uncertainty about the economic outlook, may increase incentives for rent-seeking
behavior and puts public institutions under greater stresses. This factor has already
contributed to a decline in fiscal revenues.

3.
Afghanistan vision is to become more self-reliant by 2025. The government is
cognizant of its donor dependence and the implications of the anticipated decline in aid. In order to
prepare itself for the challenges ahead, it has embarked on an ambitious reform program that aims
to foster domestic sources of economic growth and enhance revenue mobilization. In addition, the
government has put in place a series of austerity measures to mitigate the current decline in fiscal
revenues, including stronger expenditure controls and increases in selected customs duties and
fees.

1

4.
Despite these steps, Afghanistan will need to rely heavily on donor financing to
ensure the continued provision of public services and investment through the transition
period. In 2012, the government secured sufficient pledges for funds for the security sector and
for civilian aid to balance the budget throughout the transition period and for a few years beyond.
In return, the government of Afghanistan committed to hold timely elections, strengthen human
rights, and improve governance, public financial management and macro-economic management,
including stronger efforts in revenue mobilization.
5.
At the request of the authorities, this DPG series is designed to support the
government’s strategy for developing greater economic and fiscal self-reliance. The proposed
operation seeks to achieve this goal by supporting policy reforms in selected areas critical for
strengthening revenue mobilization and improving the enabling environment for private
investment. To this end, this operation reinforces legal, regulatory, and institutional reforms in
customs, land administration and management, mining, and ICT.
6.
The reform program is ambitious, especially in light of the upcoming elections, but it
is strongly supported by the government, key stakeholders and donors. Many reforms in
Afghanistan are contested by vested political interests and it is often difficult for the reformminded parts of the government to attain their goals. As with other reforms, and to varying
degrees, the reform program supported by this operation is likely to face resistance as well.
However, the government has shown firm resolve in keeping the program and this operation afloat
since preparations began in mid-2011. With the prior actions of the first operation in this series
undertaken, the government has created a momentum that will help to sustain the implementation
of the reform program. Donors have been involved in the preparation of this operation since its
inception and participated in review processes. Given the complementary and expected synergies
of this operation with the Tokyo Mutual Accountability Framework (TMAF – see Box 2 below),
the ARTF Incentive Program, and the IMF program, donors are very supportive.
7.
This program document describes the first in a series of two programmatic grants to
Afghanistan. The proposed first operation is in the amount of US$50 million, out of US$100
million for the programmatic series. A programmatic approach is proposed to carry on reform
momentum and strengthen reform incentives during times in which political incentives for reforms
are typically low due to upcoming election. Moreover, lessons from other operations in
Afghanistan favor a carefully sequenced and continuous reform-approach.
II.

COUNTRY CONTEXT

RECENT ECONOMIC DEVELOPMENTS IN AFGHANISTAN
8.
Afghanistan had a solid development track record between 2001 and 2012,1 but
major challenges remain. There have been some major achievements – rapid economic growth,
relatively low inflation, significant improvements in public financial management, and expansion
of basic health and education. Starting from a low base, key social indicators such as life
expectancy and maternal mortality improved, and women have started to increasingly participate
in the economy. However, in spite of the efforts made, Afghanistan remains a country facing major
development challenges. Its GDP per capita was estimated at US$595 in 2012, 36 percent of the
population lived below the poverty line in 2008, and more than half of Afghanistan’s population is
considered vulnerable. With respect to security, institution building, and governance of public
finances and private markets, considerable weaknesses and uncertainties remain.
9.
Real GDP growth in Afghanistan has been strong but volatile due to weather-related
cyclicality in agricultural output.2 Real GDP grew at an average rate of 9.2 percent between
2003 and 2012, driven mainly by capital investments for reconstruction activities, large aid flows
1

The Persian solar year (March 22-March 21) is expressed in this section as the year in which it begins, i.e., 2011/12 is
expressed as 2011, since the lion’s share – nine months – of the twelve month-period falls into the first calendar year of
the split.
2
A large proportion of agricultural output is rain-fed.

2

fuelling the service sector, and occasional surges in agricultural production (Figures 1, 2, and 3).
Since 2007, agriculture has consistently been the second-most important growth driver of real
GDP in Afghanistan – after services and closely followed by construction.
Figure 1: Real GDP and Agricultural Growth
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Table 1: Selected Development Indicators
Nominal GDP (2012, billion US$)
19.8
Average Real GDP growth 2003-2012
9.2
(%)
CPI inflation (2012 period average, %)
6.4
GDP per capita (2012, US$)
595
Population (million, 2012 estimated)
33.4
Unemployment (2008)
7.1
36
Poverty rate (2008, %)
Life expectancy
49
73
Infant mortality (per 1,000 live births)
Literacy rate
39
98
Gross primary enrollment

Real GDP growth (left axis)
Agriculture growth (right axis)

Source: CSO and Ministry of Agriculture, Irrigation and Livestock , *denotes projection

10.
With growth in services and construction expected to slow as the reconstruction
boom fades, agriculture will become ever more important. Between 2003 and 2011 agriculture
typically accounted for between one-fourth and one-third of GDP, and real agricultural growth
ranged from minus-22 percent to 45 percent, thereby driving a significant proportion of overall
GDP growth (Figure 1). Moreover, agriculture is by far the largest employer, with 60 percent of
the working population, which means that rural development plays a crucial role in sustaining
growth.
Figure 3: Sector Contributions to GDP
Growth (percent)

Figure 2: Sector Growth in Value Added (percent)
50
20
18
16
14
12
10
8
6
4
2
0

40
30
20
10
0
‐10
‐20
‐30
2003 2004 2005 2006 2007 2008 2009 2010 2011
Agriculture

Industries

Agriculture
Mining

Services

Manufacturing
Services

Construction

Sources: IMF and Central Statistics Organization (CSO), WB staff calculations. *denotes projections.
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11.
The illicit production of opium3 declined by 36 percent in 2012 but continues to play
a significant role in the rural economy. Recent UNODC estimates4 put the farm gate value of
opium at 3.3 percent and export value at 7-8 percent of GDP. While the nominal difference
between opium-GDP and non-opium-GDP is relatively small – an average of US$500 million each
year – non-opium- and opium-GDP growth can differ by more than 5 percentage points in some
years (Figure 4). However, the average
Figure 4: Licit and Illicit Real GDP Growth
growth gap of around 0.2 percentage
points between 2003 and 2012 indicates
25.0
that opium has not been an important
driver of economic growth. Nevertheless,
20.0
the raw drug is still considered an
important cash crop and often determines
15.0
income and consumption for poor, rural
10.0
households. Relative prices of opium visà-vis other crops such as wheat may
5.0
continue to provide unfavorable farm
incentives towards opium production. In
0.0
the meantime, opium continues to not only
fuel conflict but also undermine
Real GDP growth (non‐opium)
governance by providing income to
Real GDP growth (opium)
insurgents and other criminal groups.
Source: Central Statistics Organization (CSO). *denotes
projections.

12.
Mining’s contribution to GDP
has historically been small – less than 0.5 percent between 2003 and 2010 – but is set to
increase substantially. Two decades of war, chronic neglect, and severe under-funding have
limited the development of this sector (Figure 3). The two large-scale investments in Aynak and
Hajigak and the oil field investments at Amu Dayra in 2012 could mark a fundamental shift in the
future economy of the country. It is estimated that Afghanistan has substantial untapped mineral
deposits, which have the potential to make the country a large exporter of minerals. In 2012, the
mining sector is estimated to have contributed 1.8 percent of GDP, underlining the sector’s
increasing importance in value generation in the Afghan economy.
13.
Recent developments in the economy signal early repercussions from transition. The
uncertainty attached to the political and security transition process has started to negatively affect
investor confidence. Consequently, the number of newly-registered firms declined by 8 percent in
2012 (Jan-Dec) and FDI stagnated at 2 percent of GDP. The construction sector, in particular,
experienced slower company growth: only 1,760 new firms were registered in 2012 compared to
2,630 in 2011.
14.
Over the last 10 years, macroeconomic stability has relied heavily on large aid flows
(see Box 1 below). Not surprisingly for a country in a period of reconstruction and recovery
supported by foreign assistance, the large material needs of the reconstruction period skewed
Afghanistan’s trade balance heavily towards imports. The resulting trade deficit continually
accounted for a substantial part of the large current account deficit (excluding grants) of 42.9
percent of GDP in 2012. The financial and capital account balance has been marginal compared to
the trade balance. The current account deficit continues to be financed by international aid,
yielding a positive overall balance since 2004 (Figure 5).5 Inflation has been trending downwards,
helped by declining food and non-food prices, to 6.4 percent in 2012, from 10.9 percent in 2011.
Reserves steadily built up to a historic high of US$7.1 billion in December 2012 (Figure 6), but
declined to US$ 6.5 billion in March 2013. Exports, estimated at US$2.6 billion, declined by 5
percent in 2012 in spite of a depreciating currency (8 percent), implying limited export capacity
and a loss of competitiveness in key markets.
3

Opium production is not included in the GDP figures in this section, as measurement within a national income
framework is complicated by uncertainties about value creation and distribution in processing and trading.
4 United Nations Office for Drug and Crime (2013). Afghanistan Opium Risk Assessment. Vienna.
5
Reliable data on the significance of remittance are currently not available.
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Figure 6: Gross International Reserves
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Figure 5: Current Account and Overall Balance
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15.
Following the Kabul Bank crisis of 2010, low deposit growth and loss of trust in
banks has put a strain on money growth and financial sector performance. The crisis induced
by fraudulent activities within Kabul Bank highlighted weaknesses in banking governance. Broad
money (M2) declined from 38.2 percent of GDP to around 33 percent in 2012 in spite of low
inflation and strong economic growth. Total assets declined to US$4.4 billion, from US$5.5 billion
in 2010. Transferable/demand deposits, which grew at an average 80 percent between 2005 and
2009, have slowed to an average 12.5 percent over the past three years. At the same time, growth
of commercial loans, which averaged around 40 percent annually before the crisis, has plummeted
to -20 percent since 2010, significantly lowering the loan-to-deposit ratio (Figure 7). As a response
to such loss of confidence and increased risk perception, amendments to the banking law approved
in March 2013 aim at improving regulatory oversight, while recent efforts to privatize part of
Kabul Bank have not yet yielded satisfactory results.
Figure 7: Banking Performance

Figure 8: Fiscal Sustainability
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16.
Fiscal performance, solid up to 2012, has begun to falter. The public financial
management system has undergone a structural transformation which has allowed the budget to
grow from US$346 million in 2002 to US$4.4 billion in 2011, demonstrating rising absorption
capacity for funding channeled through the budget. Domestic revenues increased by 40 percent
nominally per year over the same period, and grew from a low base of 3 percent of GDP in 2002 to
11.3 percent in 2011, thanks to reforms in tax and customs administration. A smaller budget and a
truncated budget period6 narrowed the financing gap in the operating budget from 6.1 percent of
6

The new fiscal year runs from December 21 to December 20.

5

GDP in 2011 to 5.3 percent in 2012 (April-December). However, while an increased security bill
boosted public spending by 45 percent in 2012, growth of domestic revenues slowed (to 13.1
percent in 2012) and fell short of targets. As a result, the proportion of domestic revenues over
operating expenditure decreased from 65 percent in 2011 to 60.2 percent in 2012 (Figure 8).

BOX 1: AFGHANISTAN’S AID DEPENDENCY
Afghanistan has entered transition as a country grown highly aid-dependent; foreign aid disbursements
amounted to nearly 100 percent of GDP in 2010, counting expenditures for both military-supported and
civilian aid.7 Official development aid and military assistance to Afghanistan has risen since 2002, from
US$404 million to more than US$15.7 billion in 2010. While the bulk of this represents security spending,
civilian aid was estimated at around US$6
billion, or nearly 40 percent of GDP. Such aid
Figure 8: Aid Flows to Afghanistan 2002-2010
dependence is almost uniquely high. Only a few
18
140
much smaller countries (and territories), such as
16
120
Liberia and West Bank and Gaza, receive more
14
aid per capita.
100
12

Aid is provided via two different modalities: a
relatively small portion of official development
assistance has come as on-budget support to the
government of Afghanistan, financing both
public investments and parts of the operating
budget. The contribution of this support is
critical because over 65 percent of total budget
expenditures (operating + development budget)
are financed by aid. Much of foreign aid,
however, has been spent directly by donor
agencies outside of the budget.
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Figure 9: Domestic Revenue Composition 2012 (left) and Recent Performance (right)
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17.
After slowing in 2012, domestic revenues declined by 19.6 percent in the first quarter
of 2013 compared to the same period the previous year. The weakening revenue performance
7

This refers to normal civilian aid as well as support to the Afghan security sector, but excludes money spent on
international military forces.

6

was driven mainly by declining customs revenues – a key component of overall domestic revenue
generation. Customs duties declined by 9.6 percent in 2012, and dropped by another 8.1 percent in
the first quarter of 2013. Other categories of revenue declined as well (Figure 9).
18.
The decline in customs revenues appears to be caused by an increase in rent-seeking
activities. Customs reforms have led to average annual revenue growth of 25 percent to US$636
million in 2011. This was driven by both annual increases in the volumes of imports and efficiency
improvements in duty collection. However, in 2012 customs revenues dropped to US$443.9
million, from US$491.7 million in 2011 (Figure 10). Agencies reported a simultaneous increase in
imports with a symmetric decline of customs revenues across all import categories (Figure 11).8
As far as tariffs are concerned, the applied weighted average tariff rate of most dutiable items
decreased by only 0.5 basis points in 2012 (from 7.2 percent to 6.7 percent) and rates for some
items increased. Hence, the declining trend in the collection of customs revenue cannot be fully
explained by external shocks in economic demand or policy. More likely, the decline is caused by
increasing corruption at borders due to shifts in the political economy as the transition takes hold
(see Box 2).
Figure 10: Imports and Customs Revenues

Figure 11: Imports and Customs Revenues,
2011 and 2012 (truncated)
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19.
Declining revenues are putting a strain on cash management. The revenue situation
will require efforts to consolidate the budget, both on the revenue and expenditure sides. As a first
reaction, authorities have started to reduce the allocation of discretionary development
expenditure. In addition, strong efforts are underway to implement a set of mitigating measures to
reverse the current revenue trends. In a bold effort to address governance and control weaknesses,
the leadership of the revenue department was replaced in March 2013. Other efforts include an
increase in tariff rates, changes in the customs valuation for selected items, and increases in fees
for selected public services and air travel. Nevertheless, there are cash management risks if the
government does not manage to stabilize and increase revenues over the coming months.
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Note that data are subject to severe limitations, and this analysis should be seen as indicative rather than definitive.
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BOX 2: THE POLITICAL ECONOMY OF TRANSITION
The security, political and economic transition poses several complex challenges to the political economy
environment:


Afghanistan is a nascent democracy and state-building is still evolving. The country is very
fragmented along ethnic and tribal lines. A peaceful transfer of power from the outgoing to
incoming government will require free and credible elections. Without it, the resulting power
struggles might tip the country into an even bigger conflict. Moreover, support from aid-weary
donors will be at serious risk, if the election were to be delayed or tainted.



The security situation is fragile. It is expected that insurgency activities will increase in the run-up
to the election. As of now, the Afghan army and police have proven to be adequately prepared to
capably manage security risks and incidences. However, if the security situation takes a turn for the
worse, the government may not be able to sustain service delivery and other government
operations, especially if aid to the budget ceases.



Afghanistan’s budget is highly dependent on foreign aid. Donors have committed to support budget
operations until 2016 and beyond. However, this support is predicated on commitments by the
government ranging from timely election, human rights, improvements in governance and public
financial managements, macro-economic management, and strong efforts in revenue mobilization.
These commitments are formalized in the Tokyo Mutual Accountability Framework (TMAF) and
progress on achievements in these areas is regularly reviewed. While not explicit, the TMAF
contains the notion that civilian aid may be reduced or discontinued if commitments are not
fulfilled.



Over the past decade, reforms have been driven by a small and expanding group of technocratic
officials, supported by international donors. Resistance in the form of non-reforms is often based on
skepticism around international community support that is perceived as either too short-term or a
threat to Afghan sovereignty. This is often combined with fears of a geopolitical stronghold.



The perspective of declining aid and uncertain economic outlook may increase the rent-seeking
incentives for individuals who have benefited from aid and other financial flows in the past,
especially those outside the control of the budget. This may expose public finance institutions to
greater risks of corruption as these individuals look for alternative sources of rent.

MACROECONOMIC OUTLOOK AND DEBT SUSTAINABILITY
20.
Economic growth is expected to slow in 2013 and 2014. As noted above, much
uncertainty is being caused by the upcoming elections in 2014 and the deteriorating security
situation. These factors hamper the private sector’s willingness to invest – a trend of declining new
firm registrations is expected to continue. Increased public spending, however, will continue to
fuel demand for services and construction through 2013. Mining should contribute more
noticeably to growth with the increase in oil production in Amu Darya. However, the moderate
rainfalls of earlier this year will probably reduce the 2013 harvest to a more ordinary output level
and slow GDP growth to 1.5 percent in 2013. If weather conditions are favorable and the elections
pass relatively peacefully, however, growth could pick up in 2014.
21.
The decline in aid is expected to reduce long-term growth prospects by half.
Simulations9 suggest that even with favorable assumptions, which hinge on good progress in
extractive industries and a relatively stable security environment, real GDP growth may fall from
an average of 10 percent annually over of the past decade to 4.8 percent during 2011-2018. Given
Afghanistan’s annual population growth of 2.8 percent, this would mean only limited improvement
in average per-capita income, continuing high rates of underemployment, and little progress in
reducing poverty. Only growth at the upper level of the range of plausible scenarios would enable
Afghanistan to meaningfully reduce poverty and achieve higher per-capita incomes. For example,
at a rate of 4.8 percent GDP growth per year, it would take Afghanistan more than two generations

9

The World Bank (2013, upcoming). Afghanistan: Pathways to Inclusive Growth. Washington, DC.
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to increase real GDP per capita from its current estimated level to that of the South Asian region
(2011), which is US$786.10
22.
Security considerations aside, Afghanistan’s future growth model will in all
likelihood rely on its natural resource abundance. Education levels are too low and the
manufacturing sector too underdeveloped (in size and capacity) to expect leapfrogging the classic
pattern of structural transformation in which a natural resource-based economy is transformed into
a diversified and productive economy dominated by manufacturing and services. Currently the
potential for productivity growth is the largest in the agriculture and mining sectors, which
suggests that Afghanistan is still at an early stage of structural transformation.11
23.
Extractive industries offer good opportunities for more growth. It is reasonable to
believe that an improved security environment and a more favorable legal and regulatory
environment in the mining sector would lead to the exploitations of more mines than those already
factored in to the current projections. In a scenario with higher investment in mining development,
growth could increase to 5.9 percent on average until 2025, and fiscal revenues could reach 2-4
percent of GDP in the early 2020s, depending on the number and scale of the exploited mines and
the pace of their development (Fig. 12).
24.
Even so, the direct impact of mining is unlikely to be transformative. Mining is a
capital-intensive economic activity and produces few jobs. In the best-case scenario, mining in
Afghanistan could directly and indirectly generate about 100,000 to 125,000 jobs over the next 10
years. This is a rather small number, considering that more than 400,000-500,000 people will be
entering the workforce annually over the next five to ten years. With most of these jobs being for
skilled and semi-skilled workers, with a relatively small proportion being unskilled and involving
heavy manual work, the direct benefits for the poor and women are likely to be limited.
25.
On the other hand, there is a chance to multiply the impact of the mining sector by
sequencing investment and reforms that are within the control of the government, the development
community and the private sector. Such a sequence of actions is articulated in the Resource
Corridor approach which rests on the idea of using mining development as an anchor for the
infrastructure that underpins the viability of the other sustainable activities. It combines necessary
investment in mining infrastructure with the enhancement of objectives in local livelihood, social
and environmental ideals and governance. This involves strategic planning and investment in
supply chains which produce spillovers to other economic activities and synergies with private12
sector investment.
26.
Agriculture has good potential for growth. Afghanistan has a long tradition in
horticulture and livestock production and used to be an important exporter of fresh and dried fruits,
vegetables and nuts. But the last three decades of conflict have brought destruction and
disinvestment to Afghanistan’s agricultural sector. The country’s agricultural productivity is
currently 50 percent of its pre-war level. Household-level data show that a significant portion
remains underutilized due mainly to lack of water and poor soil quality. Only 63 percent of
farmers use fertilizer, a much smaller fraction uses pesticides or herbicides, and only few obtain
information or advice on crops or planning methods.13 From a positive point of view, the
challenges offer ample opportunities for productivity enhancement through, for instance,
investment in the rehabilitation of irrigation systems, new production and post-harvest processing
technologies.

10
Underlying projections assume a constant annual population growth rate of 2.8 percent, a constant exchange rate of
Afs 48.2 to 1US$. However, the estimated growth path may be biased by the fact that Afghan real GDP is measured in
1990 prices while South Asia real GDP is based upon 2000 prices.
11
The World Bank (2013 upcoming). Afghanistan: Pathways to Inclusive Growth. Washington, DC.
12
The World Bank (2012). Resource Corridor Initiative – Technical Summary. Washington, DC.
13
The World Bank (2013 upcoming). Afghanistan: Challenges and opportunities for inclusive growth – A labor market
view. Washington, DC.
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27.
Agriculture is highly relevant to poverty reduction and job creation, as 84 percent of
the poor live in rural areas. Workers employed in the agriculture sector represent 60 percent of
total employment, meaning that three out of five workers have their main source of income in
farm-related activities. Employment in agriculture is characterized by small family businesses,
often producing merely for subsistence and seldom providing enough resources to sustain families
throughout the year. To improve this situation would require mobilizing much of the Afghan
population, the largely underutilized rural labor force, and stimulating development of markets,
internal demand and, indirectly, the development of the non-farm sector.
28.
Additional investments in agriculture could increase general GDP growth to 5.8
percent annually on average (compared to the 4.8 percent baseline). An improved investment
climate that boosted the potential for both, mining and agricultural, could raise average GDP
growth to 6.7 percent. The services sector, though, which accounted for 46.6 percentage of GDP in
2012 – is set to decline in importance. This would be due mainly to reduced demand in military
and international service contracts for transportation and retail services, which would be only
partly offset by increased demand for ICT services and secondary demand from the growth of
other sectors.
Figure 12: Growth Simulations for Different Development Scenarios 2011-2025
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29.
While services are expected to decrease in the medium-term, ICT sectors show some
potential for growth. The past decade has seen a rapid increase in the number of Afghans using
ICT. Mobile telephones are now widespread and networks continue to expand and attract new
subscribers. Yet the domestic market is far from being saturated. And the introduction of new
technologies, notably mobile broadband, is expected to drive additional private investment and
connect more people and businesses to the Internet, with consequent positive spillovers for the
entire economy. With 8 percent of total domestic revenues, ICT companies comprise the largest
tax-paying community. Equally important, a development focus on agriculture and mining is also a
shift away from cities. However, sustaining economic activity in urban areas will be important
because cities like Kabul are rapidly growing and are attracting especially young people.
30.
These scenarios are predicated on improvements in security. The fragile security
environment has been the single most binding constraint to private-sector investment and privatesector-led growth. The high level of uncertainty around the upcoming elections in 2014 and the
impact of the transition process on Afghanistan’s security situation are key factors in this regard.
Continued violence and economic crime have also often undermined progress in Afghanistan’s
governance and state-building agenda. Much will depend, therefore, on Afghanistan’s success in
achieving peace, stability, and reconciliation. Without it, the previously-mentioned growth
prospects will not materialize.
10

31.
Substantial risks lie in rising fiscal financing needs. Ongoing analysis projects revenues
to reach more than 17 percent of GDP by 2025 (from current levels of 11 percent).14 However,
expenditures are expected to grow much faster. Total government spending could rise to
39 percent of GDP over the next 10 years, and potentially even higher in many of the intervening
years. The increase in expenditure is largely a result of rising security spending for both operations
and maintenance (O&M) and wages for the army and police, which are currently funded by donors
outside of the budget. But it will also be driven by non-security spending, which will increase due
to additional O&M liabilities associated with the handover of donor-built assets and with a rising
government payroll as civil service reforms unfold. Security spending is projected to be more than
15.2 percent of GDP in 2021 (about as much as total projected domestic revenue in that year), the
civilian wage bill 4.8 percent, and the civilian nonwage O&M bill 7.2 percent. The resulting
financing needs of the budget could reach as much as 30 percent of GDP between 2013 and 2016
depending on how many of the liabilities the government takes on.
Figure 13: Financing Gaps, With and Without Security
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32.
Donors have committed to cover the financing gap. The July 2012 donor meeting in
Tokyo pledged US$16 billion in development aid for Afghanistan over 2012-2016. Together with
earlier pledges on the security side, this means annual aid of about US$8 billion – roughly equally
divided between civil and security aid. This should help to cover the projected financing gap
(Figure 12) and allow the authorities to progress towards development and infrastructure targets.
33.
However, these funds will only be made fully available if the government makes
satisfactory progress on the TMAF. An important indicator in the TMAF is the increase in
domestic revenue; to this end the government committed to increasing revenues to 15 percent of
GDP by 2016 and 19 percent of GDP by 2025.15 Such levels of revenue could only be achieved in
Afghanistan by developing the mining sector, fostering private sector development, broadening the
tax base, and reducing the leakages at customs. The current decline in revenue, therefore, poses not
only risks to long-term fiscal sustainability but also to the achievement of TMAF targets. To
regain momentum in revenue generation, the government, supported by the IMF, is pressing ahead
with plans to introduce a VAT in 2014 and, supported by this operation, is intensifying efforts to
reform customs and to attract investment into the mining sector.

14
15

This outlook assumes that the Aynak copper mine and the Hajigak iron mine commence operations as envisaged.
The TMAF commitments are more ambitious than the IMF/World Bank projections
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34.
Afghanistan’s risk of debt distress was labeled high in spite of improvements in the
country’s debt profile. Afghanistan reached the Heavily Indebted Poor Country (HIPC)
completion point in 2010. Subsequent debt relief reduced public external debt from US$11.9
billion in 2006 to US$1.17 billion by end-March 2013 and the debt-to-GDP ratio from 19.8
percent in 2008 to 8.2 percent in 2011. The government has incurred very little new debt since
2008. However, the Debt Sustainability Analysis (June 2012) identifies significant risks stemming
from very high security and development spending needs as well from vulnerabilities to the
macroeconomic outlook. Should donor support or security deteriorate, Afghanistan’s debt burden
would become unsustainable. Under the assumption that the external debt-to-GDP ratio remains
constant, the country will still need to borrow domestically in addition to receiving substantial
grant-equivalent financing (Figures 13 and 14). Sensitivity analysis reveals that if grants fall short
by 50 percent compared to the baseline scenario, the country will face not only a present value of
the debt-to-GDP ratio reaching 126 percent by 2032, but also pressure on its exchange rate.
Figure 15: Public Debt Scenarios (present value)
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35.
Therefore, the government needs to carefully prioritize its spending needs, and avoid
any rapid expenditure increase until continuous financing has been clearly identified or domestic
revenue mobilization picks up reasonably. The analysis also underscores the importance of
substantial long-term grant financing, in combination with a strong reform agenda and progress in
security and governance reforms. However, with the recent donor pledges and the current
government’s plans to not incur any new debt (other than domestic) – not even concessional – debt
management issues are fairly well managed.
36.
Program implementation under the IMF-supported Extended Credit Facility (ECF)
has been mixed. The program focuses on maintaining macroeconomic stability and structural
measures to mobilize budget revenue to move toward fiscal sustainability, strengthen economic
governance, and strengthen the financial sector. Security transitions, slow policy responses to
transition uncertainties as well as delays in implementing structural reform have negatively
impacted the economy. These developments also led to delays in the second and third ECF
reviews. In May 2013, IMF staff reached agreement with the authorities on an updated
macroeconomic framework and a set of informal targets and measures, through September 2013,
to establish a track record for a possible ECF review later this year.
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37.
Provided continued progress in implementing the updated framework and structural
reform timetable, the authorities' macroeconomic policy framework will remain adequate
for the proposed operation. Afghanistan’s economy is vulnerable in light of potential changes in
the security situation, a slowdown in capital inflows, and the challenges related to governance and
corruption. However, the authorities held a tight monetary stance in response to acceleration in
inflation. Fiscal policy is focused on revenue mobilization and reducing the deficit in the
operational budget. The government responded to the decline in fiscal revenues by exercising
tighter control over expenditures and addressing weaknesses and leakages in the customs
administration. The government pursues an ambitious structural reform agenda which includes
introducing a VAT, strengthening the institutional framework for dealing with economic crimes,
improving the fiscal regime for natural resources, strengthening banking supervision, customs and
tax administration. The government has confirmed its commitment to structural reforms vis-à-vis
the IMF (see Annex 3) and, with this operation, also vis-à-vis the World Bank. Assuming good
progress with structural reforms, the largest residual risk arises from Afghanistan’s fiscal situation,
and here specifically from failure to deliver on the TMAF commitments (on both donor and
government sides). In this context the government recognizes that the likelihood of achieving
targets in both, the TMAF and the ECF, increase with the implementation of reforms under this
operation. Likewise, the probability of implementation of the reforms itself increases because the
operation will increase the leverage of the ministries that are carrying these reforms forward.
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III.

THE GOVERNMENT’S PROGRAM AND PARTICIPATORY PROCESSES

38.
Afghanistan’s vision is to become more self-reliant by 2025. The government is
cognizant of its donor dependence and the implications of the anticipated decline in aid. The stated
objective in its Strategic Vision for the Transformation Decade, presented at the Tokyo Conference
in 2012, is “to reduce its dependence on international assistance to non-security sectors to levels
consistent with other least developed countries by 2025”.16 The strategy recognizes that
achievement of this vision will rely on “a vibrant, fast growing, equitable and sustainable economy
requiring good governance and significant foundational investment”.
39.
This vision is embedded in the Afghan National Development Strategy (ANDS), and
within it the National Priority Programs (NPPs). The ANDS was launched in mid-2008,
responding to the need to define a poverty reduction strategy and ensure aid coherence. At the
Kabul Conference in 2010, the government agreed to prioritize the ANDS with the development of
22 NPPs to better reflect budgetary realities and measure results. These NPPs provide a foundation
for the government’s plans to allocate resources to areas of importance for growth, security,
governance, and service delivery.
40.
The NPPs highlight the need for investment in priority sectors that are critical to
achieving economic growth: mining, agriculture, and infrastructure (transportation, energy, and
telecommunication). In addition to these sectors, the NPPs support the development of targeted
human capital, improvements in governance, public financial reform, and overall stability in the
country. Their implementation is considered key to (i) achieving financial sustainability through
revenue streams by creating infrastructure critical to private sector led growth, (ii) increasing
productivity in agriculture and rural areas for both growth and poverty reduction, (iii) establishing
an enabling environment for private investment, (iv) building critical human capital, (v) reforming
and creating institutions for effective governance, and (vi) achieving economic and social stability
through better job opportunities.
41.
Managing the fiscal deficit and increasing domestic revenue are key objectives of the
government’s development strategy. As part of its commitment in the TMAF, the government
committed to increasing revenue mobilization in order to achieve 19 percent of GDP by 2025 and
to narrow the financing gap to 12 percent. To achieve this goal and address the fiscal gap, the
government has committed to an aggressive program, supported by the IMF, the Afghanistan
Reconstruction Trust Fund (ARTF), and IDA, which includes (i) measures to increase the
efficiency of customs and revenue departments, (ii) continued development of a sound public
financial management architecture, (iii) introduction of VAT by 2014, (iv) increased capacity and
institutional framework to respond to economic crime, and (v) strengthening the financial sector.
42.
The authorities carried out comprehensive consultations on the NPPs. The preparation
and implementation of the NPPs is governed by the Joint Coordination and Monitoring Board
(JCMB), which consists of senior representatives of the Afghan government and representatives of
the international community. While each NPP cluster defined its own consultation process, the
preparation of most NPPs followed a participatory and transparent approach involving
representatives from the donor community, civil society, and the media.
43.
In addition, emphasis was placed on consultations for legislations supported by this
Development Policy Grant. The mining law, as well as both land related laws were informed by
comprehensive and structured consultations including private sector, media, NGOs, and academia
at central and sub-national level. The results of the consultations have been documented and were
discussed with the World Bank.

16

Government of Afghanistan, 2012. Supporting Self-Reliance in Afghanistan. Strategic Vision for the Transformation
Decade. Afghanistan. Link: http://mof.gov.af/Content/Media/Documents/Towards-Self-Reliance-27-62012167201210282583553325325.pdf
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IV.

BANK SUPPORT FOR THE GOVERNMENT’S PROGRAM

LINK TO INTERIM COUNTRY STRATEGY NOTE (ISN)
44.
The ISN 2012-2014 was presented to the Bank Group’s Board on April 26, 2012. The
Bank Group’s overall strategic objective for the 2012-14 period is to support the government of
Afghanistan with adjustment processes during the transition period, sustain and accelerate progress
made in the areas of state building and service delivery, while assisting the government to address
the country’s long-term development challenges and opportunities. The Bank’s interventions are
focused on three areas: (i) building the legitimacy and capacity of institutions, (ii) equitable service
delivery, and (iii) inclusive growth and jobs.
45.
The proposed operation underpins the objectives of the ISN in all dimensions.
Through its impact on fiscal management, the DPG will strengthen institutions and processes
associated with transparent and competent financial and economic management – one of the
operational objectives of Pillar I: Building Institutions. Some actions, such as the strengthening of
customs and land management systems, will help with more efficient and equitable delivery of
services (Pillar II). However, the DPG is designed to have its strongest impact at sector level, in
support of economic growth in the areas of mining, ICT, and agriculture development, by
strengthening the functioning of markets (including land markets) and through changes in the
regulatory and legal environment (ISN Pillar III: Inclusive Growth and Jobs). As such, the
operation complements other investment and technical assistance operations proposed in the ISN.
COLLABORATION WITH THE IMF AND OTHER DONORS
46.
As administrator of the Afghanistan Reconstruction Trust Fund (ARTF), the World
Bank is a key coordinating actor. Although the United Nations Assistance Mission (UNAMA)
has the overall lead on donor coordination in Afghanistan, the Bank plays an important role in
supporting the government’s policy of using the budget as a vehicle for improved donor
coordination and development coherence. The ARTF serves as the primary multi-donor funding
mechanism in the country, financing both essential running costs of government through the
recurrent cost window and key national programs. Over the past few years, the Bank has also
assumed a strong role in leading policy dialogue around economic and fiscal management.
47.
The Bank’s primary instrument to coordinate donors around policy issues is the
ARTF Incentive Program. Since the establishment of the ARTF, donors have been providing
support to cover the running costs of the government through the Recurrent Cost (RC) Window.
The incentive program was devised to gradually shift the RC into a more policy-based approach,
and is oriented towards actions aimed at improving fiscal sustainability. It rewards government
through additional allocations of ARTF resources for progress against agreed benchmarks which
focus on budget transparency and accountability, customs and civil service reforms, and
establishing an enabling environment for the private sector (see Box 3). In this sense, the incentive
program is increasingly active in the policy space previously covered by DPGs, while this DPG
series is moving IDA support towards structural reforms in growth sectors. The preparation of the
incentive program for 2012-2014 took place in parallel to the preparation of this operation, and
was closely coordinated with donors. The team has undertaken consultations with key donors at
different stages of the program. Key donors were also invited to participate in the concept note
review of this operation.
48.
The Bank team has worked closely with the IMF on this program. The Bank
collaborated with the IMF especially in preparation of analysis for the Bonn and Tokyo
Conferences, including issues of fiscal sustainability. Over the DPG implementation period, it is
expected that both institutions will continue close cooperation, especially on issues related to fiscal
management. It is particularly important for this operation that both institutions continue to
cooperate closely on the macroeconomic framework and Joint Debt Sustainability Analysis (DSA).
16

Dialogue with the government on issues relevant to the management of mineral resources will also
be jointly organized.
49.
The proposed DPG is expected to foster policy dialogue beyond the objectives of the
ARTF Incentive Program and other policy-based programs. The proposed DPG supports a
subset of the government’s reform agenda which complements (i) the ARTF Incentive Program,
and (ii) the IMF-supported Extended Credit Facility (approved in November 2011). There is no
overlap with prior actions and subsequent triggers of the proposed operation. The DPG is
considered an alternative financing instrument for the government’s budget, providing
discretionary, fungible resources (as opposed to the ARTF Incentive Program which is earmarked
to the financing of recurrent costs only).
Box 3: The ARTF Incentive Program
The ARTF Incentive Program supports the government of Afghanistan’s budget with a reform program that
aims at improving fiscal sustainability by increasing domestic revenue mobilization and strengthening
expenditure management. The timeline for the implementation of the current program is July 2012-2014
(i.e., SY1391-1393) with funding allocated through three schemes:
1.

The revenue matching grant scheme incentivizes performance in revenue mobilization and collection
and is anchored in the annual revenue targets agreed between the Ministry of Finance and the IMF.

2.

The structural reform scheme rewards achievements towards milestones on agreed reforms over the
lifetime of the program. These milestones include:











3.

External Audit Performance. Fifty percent of total expenditure has been audited according to
international standards;
Internal Audits. Fifteen line ministries have carried out internal audits;
Procurement Performance. Nine line ministries are certified for procurement;
Budget Transparency. Recommendations of the Open Budget Initiatives are implemented;
Civil Service Reform. The Civil Servants Law is amended and regulatory instruments are issued;
Anti-Money Laundering/Combating the Financing of Terrorism. Agreed actions under the
Financial Action Task Force (FATF) plan are implemented;
Business Licensing. The business licensing process is simplified and unified;
Trading across borders. Key administrative obstacles to export are removed;
Customs. The customs action plan is approved by Cabinet and selected actions are implemented
(focus on strengthening enforcement functions);
Sub-national finance. Norm-based allocation rules are formulated and implemented for selected
ministries.

The operations & maintenance (O&M) facility incentivizes progress on O&M management and
provides matching grants for incremental spending on O&M

RELATIONSHIP WITH OTHER BANK OPERATIONS
50.
IDA has committed a total of over US$2.65 billion to Afghanistan since 2002. To date,
49 development and emergency reconstruction projects, including three DPGs have been
implemented. IDA’s current active portfolio (2012-14) comprises 19 investment projects, eight of
which are IDA-ARTF co-financed projects, with a combined net commitment of US$1 billion, of
which 45 percent had been disbursed by April 30, 2013. The proposed DPG accounts for 10
percent of the IDA 16 net commitment to Afghanistan. As administrator of the ARTF, the Bank
also supervises the implementation of the ARTF investment portfolio, with 20 active grants as of
April 30, 2013 for a total grant amount of US$1.85 billion.
51.
There is close interaction between the DPG and other projects in the Afghanistan
portfolio. The DPG supports several ongoing investment projects and technical assistance
operations at policy level, including the ICT Sector Development Project, the Customs Reform and
Trade Facilitation Project, Second Sustainable Development of Natural Resources Project (SDNR
17

2). The proposed operation is also an integral part of the Bank’s resource corridor initiative. In
addition, with its strong focus on land policy and management, the Bank supports the
implementation of all infrastructure projects, such as the Irrigation Restoration Development
Project, Power Rehabilitation Project, Urban Water Sector Project, and Rural Access Project, all of
which depend on progress in land acquisition and require formal resettlement and compensation
frameworks. In turn, the DPG benefits from technical assistance provided through these projects
and initiatives.
Table 2: Technical Assistance (TA) Activities In Support of Implementation of the DPG
Policy Area
Mining

Related WB Project
SDNR 2 and Resource Corridor
Initiative

ICT

TA Activity
 TA with legal drafting
 Legal review
 Dialogue about issues pertinent to
development of the mining sector.
 Follow-up capacity building and
technical assistance on enactment of
relevant policy directives and regulations
 Technical support with drafting open
access policy and regulations
 Policy dialogue on licensing reforms

Infrastructure Sharing



Land
administration
and management




The ICT Sector Development
Project
and
South-South
Exchange Facility
The Resource Corridor Initiative
and Poverty and Social Impact
Assessment under DPG


Customs




Technical assistance and capacity
building through peer learning events
and policy dialogue
TA with drafting operational strategy
Technical and legal review of Land
Management and Land Acquisition
Laws
Preparation of new investment operation
(begins FY2014)
Technical assistance in the roll-out of the
ASYCUDA selectivity module
Support with roll-out of post-clearance
audit

The ICT Sector Development
Project

Second Customs Reform and
Trade Facilitation Project

LESSONS LEARNED
52.
The successful implementation of previous DPGs and investment operations in
Afghanistan provides several valuable lessons that are in line with and build on lessons learned
in other fragile states (Box 4).17
53.
First, previous experiences demonstrate that a DPG can work well in a high-risk
environment. Both the assessments of previous budget support operations18 in Afghanistan as well
as the ARTF Incentive Program show that the instrument can be designed in ways that mitigate the
significant risks of providing budgetary support in a post-conflict country, while still allowing for
a strong reform program. This operation takes this lesson into consideration by pursuing a
programmatic approach to support meaningful reforms in Afghanistan in order to allow for a
continuous and intensive engagement with counterparts as flexibility with timing. The advantage
that a programmatic approach in Afghanistan has is that it gives opportunity to review reforms
measures implemented in the first phase and to mitigate any weaknesses in the follow-up
operation. Finally, the programmatic approach is helpful in managing political economy risks in

17

World Bank (2005). Good Practice Note: Policy Operations and Program Conditionality in Fragile States.
Washington, DC.
18
Programmatic PSIB series I-III and the Strengthening Institutions DPG.
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the run-up to the election: the first DPG creates reform momentum; the second DPG advances the
implementation of the reform actions.
54.
Second, strong government ownership determines the success of development policy
operations. Previous operations achieved good results in areas in which the government had a
strong track record of reforms, such as in Public Financial Management, and was proactively
carrying the reform process forward. This operation is, in part, venturing into new reform areas for
which reform commitment and sustainability are yet to be tested. This is true for reforms proposed
in the areas of land policy and management or infrastructure sharing arrangements. However, it
was the desire of the government to focus on reforms that carry a strong element of interministerial coordination and agreement. The fact that the government recognizes this development
policy operation as an adequate instrument to foster inter-ministerial cooperation and is willing to
use this instrument to discipline reforms that are considered difficult shows strong commitment to
the program. The team also ensured during the relatively long preparation phase of the project that
all implications and limitations of the operation are understood by all implementing partners
involved. Strong ownership was also demonstrated by the perseverance of the government to
conclude this DPG in spite of the delays encountered during the preparation period.
55.
Third, progress depends on providing technical assistance during the implementation
phase. Without exception, reforms in previous DPGs were supported by active investment or
technical assistance operations which reportedly facilitated implementation. This has helped to
create a better understanding of the steps required to implement agreed-upon reforms and enabled
government counterparts to draw on technical assistance whenever needed. This lesson has also
been integrated into the design of this operation (see Table 2 above). While the team interacts
much with other donors active in the DPG areas (e.g., USAID project “LARA” in land
management), the operation relies predominantly on technical assistance provided by World Bankfunded or managed projects to support this operation. This was a conscious decision in light of the
operational constraints on the ground (e.g., joint missions are difficult to coordinate, different
timelines and delays, etc.).
56.
Fourth, close coordination and follow-up with counterparts facilitates
implementation. The DPG operates in a limited-capacity environment. Previous DPGs
highlighted the need for continuous engagement with the authorities in monitoring and
implementing agreed actions. Adequate supervision arrangements and on-the-ground presence
will ensure accountability and progress during the implementation of this operation.
57.
Lastly, DPG operations are important in leveraging larger amounts of on-budget
donor funding. An important, unintended outcome of the previous DPG was the signal it sent to
the donor community regarding the World Bank’s confidence in providing direct budget support.
This encouraged other donors to consider channeling more resources through the Afghan budget
and to use country systems for the implementation of donor-funded projects. The signaling
function of this DPG will become more apparent as donors work towards placing 50 percent of
their assistance on budget, as agreed under the Tokyo Mutual Accountability Framework.
58.
The lessons learned have been instrumental in allowing the team to develop good
practices in conditionality (Box 4). This is reflected in the operations policy matrix, which
outlines specific actions and outcome indicators for the proposed DPG (Annex 2).
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Box 4: How the DPG Reflects Good Practice Principles on Conditionality
Principle 1: Reinforce ownership. The government demonstrated strong ownership of the supported reform
program throughout its preparation, in line with its excellent track record in previous operations. Continued
progress in core areas of previous DPGs and the government proposing to support an ambitious reform
program in areas that require a high level of inter-ministerial coordination are testimony to the Ministry of
Finance’s ownership of the reform program and its continued leadership function within government.
Principle 2: Agree up-front and with other financial partners on a coordinated accountability
framework. The authorities took an active part in the design of the proposed program (Annex 2), clarifying
expectations and monitoring requirements early on. Reforms were discussed with the main development
partners and the IMF. Given the context of weak capacity in the government, the policy matrix was kept as
simple as possible to crystallize key reform steps required and allow monitoring by counterparts.
Principle 3: Customize the accountability framework and modalities of Bank support to country
circumstances. The DPG reflects country circumstances and priorities as indicated by the government. All
reforms are continuously supported by analytical work, technical assistance and investment projects. In order
to ensure accountability, a team within the Ministry of Finance was set up to act as a focal point, and
progress will be monitored continuously.
Principle 4: Choose actions critical for achieving results as conditions for disbursement. Prior actions
and triggers build upon each other in that prior actions initiate or lock in a certain reform process which is
then either continued or concluded with the implementation of prior actions. Selectivity is critical in a lowcapacity environment. Actions were therefore limited to three (at maximum) per implementation partner per
DPG.
Principle 5: Conduct transparent progress reviews for predictable and performance-based financial
support. Progress reviews under the proposed DPG are planned on a monthly basis, based on joint
discussions with all involved counterparts. The Ministry of Finance will lead and guide the progress reviews.
They will be thoroughly documented to ensure transparency and predictability.

ANALYTICAL UNDERPINNINGS
59.
The proposed DPG is informed by previous and ongoing analytical work and
technical assistance by the Bank and other international organizations. Analytical work has
been carried out in all areas covered by the DPG. Continued support is provided by means of
technical assistance planned throughout the project period (ICT and mining projects, restructuring
of the land authority, the resource corridor initiative). Technical assistance is provided directly by
the team and/or in cooperation with the IMF (e.g., macroeconomic analysis). During preparation of
the operation, the team ensured that all actions were built on a rigorous evidence base and that
sufficient analytical capacity would be available to inform the authorities throughout the
implementation of the reforms. The findings and policy recommendations from analytical and
advisory activities (AAA) that have provided major input to the preparation of the proposed
operation are described in Annex 5.
V.

THE PROPOSED DEVELOPMENT POLICY PROGRAM SERIES

OPERATION DESCRIPTION
60.
The objective of this operation is to support policy reforms in selected areas critical
to strengthening revenue mobilization and improving the enabling environment for
investment in sectors with a high growth potential. With this, the operation expects to
contribute to the government’s strategy towards developing greater economic and fiscal selfreliance. The measures proposed in this operation were chosen in view of their importance,
informed by analysis undertaken by the World Bank, and complementarity with other programs,
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especially the TMAF, ARTF IP and the IMF ECF. They were also chosen with respect to their
ability to reinforce signals of good economic and fiscal governance during times of high political
uncertainty.
61.
In the long-term, these measures are expected to (i) boost investment in mining,
agriculture, and ICT, and (ii) increase fiscal revenue through enlargement of the tax base in
these key sectors and improved collection of customs duties. The outcomes are tracked by a
series of measurable outcome indicators described in Annex 2.
62.
This is the first of a proposed series of two development policy grants (DPG1 and
DPG2). A programmatic approach has been chosen to better support meaningful reforms in
Afghanistan through a continuous and intensive engagement with counterparts. A programmatic
approach gives opportunity to review reforms measures implemented in the first phase and to
mitigate any weaknesses in the follow-up operation. This is an important feature considered
Afghanistan’s low-capacity environment. Finally, a programmatic approach is proposed to carry
on reform momentum and strengthen reform incentives during times in which political incentives
for reforms are typically low due to upcoming election.
63.
The prior actions of the first operation have been implemented and successfully
appraised. Box 5 sets out the prior actions for DPG 1 and the triggers for a programmatic followup operation. These measures are presented also in the DPG Policy Matrix in Annex 2.
POLICY AREAS
Policy Area I: Strengthening revenue mobilization
64.
The transition process poses several risks to public finances. In the short term, changes in
the political economy, induced by the upcoming elections and the anticipated decline in aid, are
likely to increase rent-seeking activities and, in turn, mount pressures on vulnerable public finance
institutions such as customs. These pressures have already begun affecting domestic revenue
performance.
65.
In the long term, the anticipated decline in aid poses a serious risk to the sustainability of
public finance due to Afghanistan’s high dependency on external financing sources for budget
operations. Debt financing and scaling back public expenditure do not present viable policy
options over time as these would either further undermine fiscal sustainability or negatively affect
Afghanistan’s growth prospects. Mobilizing additional revenue will be critical to ensuring that
public service delivery is sustained. The planned introduction of the value added tax (VAT) in
2014 exhausts the politically acceptable scope for more tax collection in a slowly emerging private
sector; customs, however, still provides much opportunity for additional revenue mobilization by
reducing the existing leakages and opportunities for rent-seeking.
Customs
PRIOR ACTION: The Recipient’s Customs Department has rolled its strategic approach to
risk management through the implementation of a computerized (“ASYCUDA”) risk
management in daily customs operations at the Regional Customs House in Jalalabad in
order to limit arbitrary controls and related integrity issues.
DPG2 TRIGGER: The Recipient’s Customs Department has rolled out its strategic
approach to risk management through the implementation of a computerized risk
management in daily customs operations to, at least, three additional, major regional
Customs Houses in order to limit arbitrary controls and related integrity issues.
DPG2 TRIGGER The Recipient’s Customs Department, as part of its strategic plan, has
increased customs efficiency and custom controls by (i.) rebalancing the number of
customs examiners across major customs houses, (ii.) improving procedures for random
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post-verification of examination, (iii.) mobilizing post-clearance audits at the Inland
Clearance Depot in Kabul (desk PCA), and Jalalabad (on-site), and (iv.) linking salary
incentives for the post-examination and post-clearance teams to the detection of noncompliance.
66.
Until recently, customs reforms have been largely a success story. The government has
implemented major reforms over the past years – including the introduction of a new tariff
schedule, procedures to control and monitor exemptions, roll-out of the Automated System for
Customs Data (ASYCUDA), and the establishment of regional customs valuation and postclearance control units. These reforms yielded impressive results: customs revenues grew by an
average 25 percent per year from 2004, reaching US$636 million by 2011. This was driven by
both an annual increase in the volume of imports and higher efficiency in duty collection.
67.
However, customs revenues have been declining since, mainly due to a worsening
governance situation.19 From an institutional perspective, customs is vulnerable to corruption.20
Mirror data21 for imports imply that current customs revenue collection is below par and could
certainly be much higher. Hence, opportunities exist for increased duty collections by reducing the
scope for rent-seeking at borders.
68.
In response to this development, the Ministry of Finance is strengthening current
reform efforts. In order to build a new reform momentum, the senior management team in the
revenue and customs department was replaced in March 2013. The customs department is working
on a new, comprehensive strategic reform action plan for the next five years which aims at
addressing the several institutional deficiencies that open room for corruption. A new valuation
system will be introduced to increase revenue over the short term. These measures will be
complemented by the introduction of a risk-based inspection system which has started with the
roll-out of the ASYCUDA risk management and selectivity module to Jalalabad in early June
2013.
69.
Introducing risk management at borders is an important step towards corruption
control at borders. In Afghanistan, customs officials are required to physically inspect all
declared goods, except for those imported under an exemption scheme. However, inspections in
Afghanistan often do not happen, partly because of the high workload of staff and partly due to the
influence of vested interest. Most shipments are therefore cleared with no inspection. Not
surprisingly, almost all counter-inspections performed by audit teams have found undeclared items
of much higher value than those entered in the declarations. To increase the number of physical
examinations and ensure due diligence, the customs administration plans to move to a risk-based
management and selectivity system for inspections and examinations. This will involve carrying
out inspections and examinations based on a pre-defined, and partially randomized, risk-profile
which will help to support decisions concerning which transactions to target for inspection and
examination.
70.
In order to increase the robustness of these measures the Ministry of Finance will
complement the risk management system with additional physical and administrative control and
an improved examination procedure (i.e. better detailed examination reports, signature on
examined boxes etc.) to establish a documentation trail that facilitates the detection of noncompliance. Finally, the current staff allocation will be revised to ensure that custom houses have
the necessary staff to conduct the required inspections. Together, these measures are expected
reduce the margin of discretion for customs officers, enforce stronger controls and reduce
opportunities for corruption. The expected result is an increase the detection of non-compliance to
rules and procedures from currently near zero to 8 percent and increased customs revenue from
US$390 million in 2012 to US$530 million by mid-2015.
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71.
The customs department decided to roll-out in the Inland Customs Depot in
Jalalabad which is the second biggest customs location in Afghanistan after Herat (prior
action in DPG 1). The pilot started in June 6, 2013 and has already produced some modest but
encouraging results. Through adjustments in the risk profiles and additional controls the customs
department intends to test which risk profile and combination of measures maximizes revenues.
This process will eventually determine the risk profile and measures implemented in other customs
houses (supported by DPG 2).
Policy Area II: Improving the enabling environment for investment in sectors with high
growth potential
72.
Public investment, financed predominantly by aid, has so far been Afghanistan’s most
important driver for economic growth. With aid declining, the country will need to shift its focus
to attracting more private investment and increase its efficiency of public investment. Clearly
Afghanistan’s investment climate is currently very challenging for investors. Given that the
security situation and transition uncertainties override incentives to invest, implementing growthenhancing policy initiatives might seem daunting. But considering the time it requires to prepare
and implement institutional or legislative reforms, the government wishes to build a strong
foundation for growth now in order to provide the right set of incentives at more opportune times.
In addition, a strong reform effort would send a signal to Afghanistan’s business community about
the governments confidence in the country’s future. This could help with managing some of the
uncertainty that currently affect Afghanistan’s economy.
73.
Three sectors in Afghanistan are considered important because of their expected impact on
growth, job creation or revenue mobilization: mining, agriculture and ICT. Major obstacles in
mining and ICT development relate to the legal and regulatory environment for private investment.
In agriculture, investment in irrigation and knowledge extension systems is currently the main
priority. But at the policy level, the low capacity to adequately manage land tenure is a serious
problem that often results in conflict over land and hinders rural development. Indeed, issues with
land cut virtually across all economic activities in Afghanistan; access to land is repeatedly cited as
one of the top 5 constraints to private investment in Afghanistan.
74.
However, not only private but also public investment suffers from constraints to their
efficiency. Public infrastructure projects, needed to reduce Afghanistan’s large infrastructure gap,
require several years of preparation due to the time needed to resolve complex land and
resettlement issues. And in the light of the limited fiscal space, the government recognizes that it
needs to make better use of economies of scope by combining network infrastructure projects in
order to reduce the cost of their deployment.
Mining
PRIOR ACTION: The Recipient’s Council of Ministers has approved and submitted to
parliament a new draft minerals law which is aimed at improving security of tenure for
private investors, providing guidance on licensing, tendering and mining obligations, and
strengthening social and environmental safeguards.
DPG2 TRIGGER: The Recipient, through its Ministry of Mines and Petroleum, has issued
regulations for the 2013 Minerals Law on (i) administration, (ii) licensing of businesses in
the mining sector, and (iii) social and environmental safeguards.
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75.
A major obstacle to new investments in the mining sector is the legal and regulatory
environment. As of now, the mineral and hydrocarbon markets are insufficiently governed by the
2005 Minerals Law and Hydrocarbons Law of Afghanistan (amended 2009). Importantly, the law
does not provide safeguards for Afghan or international investments and does not provide clear
guidance on licensing, tendering and mining obligations. As a result, the law neither provides an
adequate tool for the government to support long-term mining investment nor protect local
communities from negative impacts of mining operations.
76.
Supported by this operation (DPG 1), the government drafted a new mining law in
order to improve security of tenure for investors, provide better guidance on licensing,
tendering and mining obligations, as well as improve social and environmental safeguards. A
first draft of the mining law was sent for approval to the Council of Ministers in July 2012.
However, the political environment proved to be difficult, discussions lengthy and the draft law
only found consensus after several rounds of changes. The finally approved draft law shows
significant improvements with respect to transparency, including the obligation for all stakeholders
to comply with EITI financial disclosure requirements and standards. Moreover, it substantially
strengthens environmental and social safeguards through stricter requirements for impact
assessments and mitigation plans, reporting and financial guarantees for compliance. While the
draft law did not fully achieve the initial ambition of providing better guidance, clarity and
protection to private investors, the Ministry of Mines and Petroleum intends to address some of
these gaps by issuing strong regulations and procedures (DPG 2).
77.
In the long-term, the result from these actions is expected to increase the investment
volume in the mining sector. As an inter-mediate result for this operation, the expected result is the
roll-out of three tenders for the exploration of large-scale mines in Afghanistan.
Information and Communication Technology
78.
Private investment in telecommunications amounts to about US$1.9 billion since
2001. Much of this investment has focused on basic mobile telephone services, and to some extent
fixed Internet services deployment. With the government looking to increase access to both mobile
telephone services and broadband Internet services, it will be important to align the policy and
regulatory environment to recent technology and market developments in order to attract private
investment in these areas. To achieve this, two actions will be critical.
PRIOR ACTION: The Recipient has, through its Ministry of Communication and
Information Technology, approved the Open Access Policy that grants to open access to
the AFTEL fiber-optic network for all licensed telecommunications service providers at
transparent cost-based price.
79.
A key constraint in the ICT sector was that all four existing “GSM” mobile telephone
licensees were not permitted to introduce advanced wireless services (e.g., 3G) and were
subject to different terms and conditions. This created an uneven playing field and generated
regulatory uncertainty that limited the introduction of new technologies that could support wider
use of the Internet and attract private investment for new networks and services.
80.
The Ministry of Communications and IT, working with the Afghan Telecom
Regulatory Agency (ATRA), equalized these licenses in mid-2012 as a step towards
promoting competition and opening new markets for more advanced wireless services (DPG
1). Already, three private mobile telecommunications companies have secured the licenses needed
to offer mobile broadband services.22 These actions will allow private service providers to invest in
new technologies and services and extend the reach and capabilities of their networks. The sale of
the licenses brought one-time revenues of US$75 million and economic benefits in the form of
new jobs, more competitive, Internet-enabled businesses, and taxes. Ultimately it is expected that
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the number of GSM subscriptions will increase from 17 million in mid-2012 to over 20 million by
mid-2015, and GSM mobile broadband service subscriptions go from zero to 1 million by mid2015.
PRIOR ACTION: The Recipient has, through the Afghanistan Telecom Regulatory Authority,
implemented its policy to engage private investment and establish a level playing field for
competition among existing GSM providers, and facilitated the introduction of advanced
wireless services as evidenced by the issuance of mobile telecommunications service
licenses for existing GSM providers with uniform terms and conditions.
DPG2 TRIGGER: The Recipient has, through the Afghanistan Telecom Regulatory
Authority, issued relevant regulations on open access and tariffs for the national fiberoptic network.
81.
A prerequisite to fair and transparent competition in the telecommunications market
is ensuring open access to the fiber-optic network. Afghanistan has a state-owned national
fiber-optic backbone network operated by Afghan Telecom (AfTel). This network is open, at
reasonable tariffs, due to the pro-competition stance of the MCIT, which oversees AfTel. It is
expected that this network will remain dominant in the years to come due to large sunk investment
needed to develop alternate fiber-optic networks.
82.
However, there is a high probability that AfTel will be partially or fully privatized in
the near future. This could bring risks to open access under private ownership. The risk is that a
closed, private backbone will constrain overall telecommunications market development by raising
prices or limiting access to wholesale Internet capacity for competitive downstream (retail) service
providers. This would hinder overall market development and network expansion, as competitive
service providers would need to redirect investments into duplicative upstream networks rather
than downstream “last mile” access networks.
83.
Supported by the first DPG in this series, the government issued an open access
policy in July 2012. With this the government intends to provide market participants with a clear
forwards-looking governance framework and ensure a level-playing field with AfTel as an
integrated operator. As a next step, supported by DPG 2, the government intends to cement the
policy with associated regulations. The prior action and trigger propose to issue an open backbone
access policy, regulations and tariffs. The expected result of these measures is reduced prices for
wholesale bandwidth, from US$900/Mbps per month to below US$80/Mbps per month.
Land Management and Land Acquisition
84.
Afghanistan’s development depends to a large extent on access to and efficient use of
its land resources. Demand for land for agriculture and commercial development is high; while
the government is also endeavoring to develop Afghanistan’s physical infrastructure (including
roads, dams and power networks). The development of the mineral sector and associated
infrastructure investments for the resources corridor will require large-scale land acquisition in the
coming years.
PRIOR ACTION: The Recipient has strengthened the institutional framework for land
management and administration in Afghanistan by mandating ARAZI to administer the
land acquisition law.
DPG2 TRIGGER: The Recipient’s Council of Ministers has approved and submitted to
parliament a Land Management Law that improves security of tenure for the various
categories of land users and provides more accessible procedures for formal titles to be
issued, including to communities and investors.
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85.
The current institutional framework for land management and acquisition is not
conducive to economic development. Out-dated systems, overlapping responsibilities, lack of
capacity at local levels, conflicting systems for land ownership, and uncertain or incomplete legal
frameworks, compounded by decades of conflict and widespread displacement, result in
competing claims to land and conflicts between individuals, among communities, and between
citizens and the state.
86.
As a result, access to land is one of the major constraints for private and public
investments across all sectors.23 Agricultural development, and rangeland rehabilitation is
severely hampered by the lack of clear tenure rights. Rapidly growing metropolitan areas,
especially around Kabul, face serious problems with massive inmigration of people looking for
work, housing and services, putting continuous pressures on urban services and land
administration. Around 60-70 percent of the population in urban centers lives in often miserable
informal settlements. Studies have identified the lack of access to land or secure tenure as a major
factor driving the lack of socio-economic reintegration of returning refugees and IDPs.
87.
Moreover the acquisition process by which the state may acquire private or occupied
lands for public purposes lacks the legal and procedural guidance needed to ensure that this
is conducted in efficient and fair ways. Although more than 70 percent of rural and urban
landholders lack formal or court-issued documentation for their properties, current land acquisition
law only requires the minority with documentation to be compensated when their land is needed
for public investment purposes. There is no formal resettlement policy in Afghanistan. Although
some improvements in practice have been noted, the absence of clear legal guidance permits unjust
evictions to occur, compensation to be insufficient, and local dissatisfaction to rise. Resolution of
disputes is lengthy; even small-scale land acquisition cases have exceeded 120 weeks in recent
years.
88.
The government is seeking to improve the legal framework for land management.
Amendments to the Land Management Law (2008) have been drafted and subjected to public
consultation. These take account of many of the recommendations of the new National Land
Policy (2007) which will directly inform the drafting of amendments in the land management law.
Amendments include a range of issues, such as enabling communities to secure off-farm lands as
community land, to establish land governance councils at community level, and enabling land
investment developments to proceed on secure terms. Another important amendment is the
recognition of nikah khat (traditional marriage contract) as valid proof of land ownership if land
was part of the dower. This specifically would strengthen and protect women's claim to land rights
and ownership of women.
89.
The government also plans to improve terms and procedures for compensation and
resettlement in the land acquisition law. However, institutional changes over the past decade
have created uncertainty as to which agency should hold responsibility for drafting amendments of
the land acquisition law, and this needed to be resolved before drafting can begin. Ultimately, the
amendments of both laws are expected to improve security of tenure across all categories of
landholders, improve land governance, make compulsory land acquisition for public purposes
fairer, accelerate issue of formal title by making this more accessible and affordable, and to clarify
and status and protection of unregistered land rights in the interim. Investors and public
infrastructure projects will benefit from steady improvement in the tenure security and land
administration climate.
90.
The legal drafting is well underway. Supported by this operation, amendments to the
Land Management Law (2008) have been proposed and widely consulted with the administration
and civil society. Cabinet presentation is planned for September 2013 (trigger in DPG 2). The
mandate for the administration of the land acquisition law has been transferred the Afghan land
authority in June 2013 (prior action in DPG 1) and drafting of the amendments has begun in July
2013.
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PRIOR ACTION: The Recipient has strengthened the institutional framework for land
management and administration in Afghanistan b granting to ARAZI the status of an
independent agency in accordance with the Recipient’s law and by transferring cadaster
responsibilities from Afghan Geodesy and Cartography Head Office to ARAZI.
DPG2 TRIGGER: The Recipient has strengthened the institutional framework for land
management and administration in Afghanistan by issuing a five-year operational strategy
for ARAZI that includes (i) a new governance structure of ARAZI, (ii) the establishment of
a task force on land clearance and land acquisition, (iii) the establishment of a task force
on Regional Resource Corridors, and (iv) a fully-resourced human resources plan
reflecting the agreed expansion of ARAZI.
91.
The government established ARAZI in order to address the vast challenges of land
administration and management. ARAZI is responsible for land management in the fields of
tenure clarification, resolving land disputes, leasing and transfer of land, recording and surveying
of land, and other land issues.
92.
In this context, an important concern has been the lack of an integrated land
management system. ARAZI has a land inventory and survey department, but legal cadaster
responsibilities has resided with the Afghan Geodesy and Cartography Head Office (AGCHO), a
state-independent institution. Capacity and manpower has been even more of a challenge for
AGCHO than for ARAZI, since the former lacks a viable revenue stream. Moreover, the
separation of cadaster and land management functions led to serious coordination problems in the
completion of the land inventory. Only about one-third of all cultivated land is covered by cadaster
which poses substantial problems for resolving tenure issues. To resolve these issues, the Council
of Ministers approved the transfer of cadaster responsibilities from AGCHO to ARAZI in May
2013.
93.
One of the immediate challenges ARAZI faces is the need to increase its human and
institutional capacity. Current capacity and the operational framework are too limited to deal with
the vast challenges of land administration and management. ARAZI has not yet set out an
operational strategy that would provide a viable resource plan to expand its services and integrate
the cadaster. In order to strengthen ARAZI’s institutional responsibilities and support its expansion
plans, the Council of Ministers de-associated ARAZI from the purview of the Ministry of
Agriculture, Irrigation and Livestock (where it was previously located) and turned it into an
governmental agency with own budgetary responsibilities and independent decision making
processes.
94.
The prior actions in the first operation support ARAZI through (i) assigning
independence from any line ministry and (ii) better integrating the land administration and
management systems by transferring cadastral responsibilities from AGCHO to ARAZI. These
actions are further strengthened under DPG 2 by (iii) preparing a five-year operational strategy
which reflects ARAZI’s new governance structure and expansion plans. Overall, these steps are
expected to increase the income from land leases from US$1.5 million to US$3 million by 2015
and increase the area of surveyed land from 35,000 hectare to 45,000 annually, reflecting ARAZI’s
increased capacity.
Infrastructure Sharing
95.
Investments over the past decade have significantly changed the infrastructural
landscape. Travel times, for instance, between Heart and Kabul have fallen from three days to 11
hours due to the large-scale rehabilitation of roads. The number of subscriptions for mobile phone
services is estimated to be about 17 million in 2011 – compared to fewer than 60,000 telephones in
operation across Afghanistan in 2002.
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96.
Nevertheless, the infrastructure gap remains large and hampers the development of
economic activities across all sectors. The resource corridor alone would require investment of
US$1.6 billion in public roads, electricity, and water supply and treatment infrastructure over the
next five years. About US$400 million annually would be required to meet the targets outlined in
the E- Afghanistan NPP, including those for telecommunications.24
PRIOR ACTION: The Recipient’s Council of Ministers has, in order to improve the
efficiency of public spending and promote infrastructure investment, approved an
infrastructure-sharing policy requiring coordination among relevant ministries in the
availability of existing rights of way and passive infrastructures associated with
telecommunications, roads, and electric power networks.
PRIOR ACTION: The Recipient, through its Ministry of Finance, has amended the budget
circulars for relevant ministries to reflect the arrangements under the infrastructuresharing policy directive
DPG2 TRIGGER: The Recipient, through its Ministry of Finance, includes a statement in
the 1393 draft budget which sets out plans for future deployment of shared infrastructure.
97.
The government recognizes the need to reduce the costs of building and using
infrastructure networks and services. Policy and regulatory frameworks, as well as institutional
mechanisms that promote the sharing of infrastructure, would help to reduce costs and expand the
reach of infrastructure services. This includes, in particular, coordination of rights of way (legally
granted access or right to use land strips for infrastructure development) and passive
infrastructures (e.g., adding telecommunications cables to power lines) in network deployment.
For instance, civil works associated with laying telecommunications cables (digging and ducting)
accounts for 70-95 percent of network deployment. With adequate coordination, ducts and
conduits for telecommunication could be deployed alongside new infrastructure and existing rights
of way and infrastructure. This would reduce the costs of deployment and cut the costs of offering
infrastructure services, drive market growth, and generate additional fiscal revenue.
98.
Infrastructure sharing is often hindered for two reasons: coordination failure and/or
a lack of economic incentives. In principle, infrastructure-sharing arrangements between
providers should happen without institutional support, assuming sufficient economic incentives
exist among partner agencies. However, in Afghanistan, infrastructure sharing often does not
happen, in spite of the economic viability and profitability of such arrangements for all parties
involved, most likely because they are unaware of the economic benefits or the opportunities new
projects might offer.
99.
To overcome the difficulties with coordination of rights of way and passive
infrastructures, the government, supported by the first DPG operation, formalized
infrastructure-sharing arrangements in the form of a clear policy. In support of this, the
Ministry of Finance amended the budget circular which now requires infrastructure ministries to
lay out their plans for infrastructure sharing for the year ahead. This will inform future budget
planning processes and provide an additional basis for budget allocation decisions. Future budget
laws will include a statement about plans and implementation status of shared infrastructure
deployment in order to increase transparency over the process. The expected result would be three
infrastructure-sharing arrangements in place by mid-2015.

24

Three-quarters of the population connected by phones, with 25 percent doing so through the Internet and the rest
through a 4,000 km National Backbone Network to be completed by 2015.
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Box 5: Overview of Prior Actions and Indicative Triggers for Subsequent Operation
DPG1 Prior Actions

1. The Recipient’s Customs Department has rolled its strategic approach to risk management through the
implementation of a computerized (“ASYCUDA”) risk management module in daily customs
operations at the Regional Customs House in Jalalabad in order to limit arbitrary controls and related
integrity issues.

2. The Recipient’s Council of Ministers has approved and submitted to parliament a new draft minerals
law which is aimed at improving security of tenure for private investors, providing guidance on
licensing, tendering and mining obligations, and strengthening social and environmental safeguards.

3. The Recipient has strengthened the institutional framework for land management and administration in
Afghanistan by: (a) granting to ARAZI the status of an independent agency in accordance with the
Recipient’s laws; (b) mandating ARAZI to propose amendments to the land acquisition law; and (c)
transferring cadaster responsibilities from Afghan Geodesy and Cartography Head Office to ARAZI.

4. The Recipient has, (a) through its Ministry of Communication and Information Technology, approved
the Open Access Policy that grants to open access to the AFTEL fiber-optic network to all licensed
telecommunications service providers at transparent cost-based price; and (b) through the Afghanistan
Telecom Regulatory Authority, implemented its policy to engage private investment and establish a
level playing field for competition among existing GSM providers, and facilitated the introduction of
advanced wireless services.

5.

The Recipient’s Council of Ministers has, in order to improve the efficiency of public spending and
promote infrastructure investment, approved an infrastructure sharing policy requiring coordination
among relevant Ministries in the availability of existing rights of way and passive infrastructures
associated with telecommunications, roads, and electric power networks.

6. The Recipient, through its Ministry of Finance, has amended the budget circulars for relevant Ministries
to reflect the arrangements under infrastructure sharing policy directive.
DPG2 Triggers

1. The Recipient’s Customs Department has rolled out its strategic approach to risk management through
the implementation of a computerized risk management and selectivity module in daily customs
operations to, at least, three additional, major regional Customs Houses in order to limit arbitrary
controls and related integrity issues.

2. The Recipient’s Customs Department has increased customs efficiency and custom controls by (i.)
rebalancing the number of customs examiners across major customs houses, (ii.) improving procedures
for random post-verification of examination, (iii.) mobilizing post-clearance audits at the Inland
Clearance Depot in Kabul (desk PCA), and Jalalabad (on-site), and (iv.) linking salary incentives for the
post-examination and post-clearance teams to the detection of non-compliance.

3. The Recipient, through its Ministry of Mines and Petroleum, has issued regulations for the 2013
Minerals Law on (i) administration, (ii) licensing of businesses in the mining sector, and (iii) social and
environmental safeguards.

4. The Recipient, through ATRA, has issued relevant regulations on open access and tariffs for the
national fiber-optic network.

5. The Recipient’s Council of Ministers has approved and submitted to parliament a Land Management
Law that improves security of tenure for the various categories of land users and provides more
accessible procedures for formal titles to be issued, including to communities and investors.

6. The Recipient has strengthened the institutional framework for land management and administration in
Afghanistan by issues new five-year operational strategy for ARAZI including (i) a new Governance
structure of ARAZI, (ii) the establishment of a task force on land clearance and land acquisition, (ii) the
establishment of a task force on Regional Resource Corridors, and (iii) a fully-resourced human
resources plan reflecting the agreed expansion of the ARAZI.

7. The Recipient, through its Ministry of Finance, includes a statement in the 1393 draft budget which sets
out plans for future deployment of shared infrastructure.
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VI.

OPERATION IMPLEMENTATION

POVERTY AND SOCIAL IMPACTS
100.
The DPG is supported by a substantive Poverty and Social Impact Analysis (PSIA)
and stakeholder dialogue. The PSIA has been organized around several exercises: An initial
assessment of the likely poverty and social consequences of the DPG’s prior actions and triggers
was carried out based on pre-existing analytical work from the Bank’s SDNRP 2 project, the
Resource Growth Corridor Development Program, as well as the SOFRECO Mineral and
Hydrocarbon Sector Strategic Environmental and Social Integrated Assessment.25 This was
complemented by a first round of stakeholder consultations with representatives from government,
civil society, media and the private sector. Knowledge gaps identified in the initial assessments
have been addressed through a series of PSIA policy briefs26 which are currently in preparation
and will be completed in October 2013, prior to commencement of DPG 2. Interim results have
been presented to and discussed with the government.
101.
Based on the whole spectrum of analysis undertaken, the effects of all DPG prior
actions and triggers on poor and vulnerable groups are expected to be significant and
positive in the long run. Particularly the reforms under the fiscal management pillar are expected
to alleviate some of the fiscal pressures and should make service delivery in infrastructure services
more efficient, including ICT services for the poor. Rather than having significant employment
effects, the new mining law is expected to generate increased revenues for the general budget.
Dependent on adequate management of governance and fiduciary risks, this may not only allow
for expansion of public service provision and poverty reduction, but also provide an opportunity to
indirectly include women into benefit sharing.27 Amendments to land laws are expected to have the
most pronounced positive poverty impact through better protection of property rights and
improved and recognized dispute settlement mechanisms. This will ultimately improve not only
the regulatory and investment climate, but also tenure security at provincial level. Annex 6
summarizes the results of the ongoing assessment of poverty and social impacts.
102.
However, several risks to the livelihoods of poor people and vulnerable groups need
to be carefully managed. First, customs- and ICT-related reforms bear no obvious risks in this
context. However, land acquisition from and resettlement of communities living in mining areas
can have a significant negative impact on livelihoods. The current Land Management Law
provides limited recognition of customary claims to land and no recognition of user rights to
pasture land. There is also a risk that grievances from mining related broader social and
environmental impacts may not be properly addressed due to a lack of clear institutional mandates
and weak institutional capacity, potentially leading to local conflicts.
103.
The government is aware of the above concerns and has been in dialogue with the
Bank regarding appropriate mitigation measures. Above all, prior actions and triggers have
been chosen to directly mitigate social impact. The amended Minerals Law stipulates Community
Development Agreements (CDAs) – formal agreements between mining companies and local
communities defining the responsibilities of each party – as instruments to ensure sustainable local
development and welfare among the affected mining community. Furthermore, efforts are
underway to address these concerns in amendments to land management and acquisition laws as
well as to increase capacity of the Ministry of Mines to develop clear guidelines and policies for
resettlement and compensation, to manage the resettlement process, and to have community
consultations. Lastly, the Bank, in partnership with an NGO, is supporting a new Social
25

SOFRECO (October 2011). Mineral and Hydrocarbon Sector Strategic Environmental and Social Integrated
Assessment. Interim Report. Ministry of Mines and Petroleum, Afghanistan.
26
On land management and amended mineral law impacts, Community Development Agreements (CDAs) as
mechanisms for mitigation and recognition of communities affected by mining.
27
The Minerals law includes a specific clause requiring concession holders to enter into CDAs with mining
communities. In this respect, current work on the Resource Corridor and SDNRP2 aims at specifically targeting women
in the development of CDA regulations and pilot activities. Furthermore, according to government policy, all
development activities at local level should be channeled through Community Development Councils, where women are
guaranteed 50 percent representation.
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Accountability pilot in Logar province to test a grievance redress mechanism and raise awareness
among mining-affected communities in general towards social auditing.
ENVIRONMENTAL IMPACT
104.
Increased mining activities, if not well governed and mitigated, can pose significant
risks to the environment. According to a recently completed Strategic Environment & Social
Assessment, mining may cause significant adverse effects on Afghanistan’s environment through
(i) topographic, flash flooding and seismological issues; (ii) subsidence and groundwater pollution
on Karstic carbonate formations; (iii) availability of water; and (iv) river bed and river bank
destruction issues. In this respect, the government has worked towards the establishment of a legal
and institutional framework for environmental protection and the sustainable use of natural
resources. Achievements in this field include the promulgation of the National Environmental
Protection Act and the establishment of the National Environmental Protection Agency (NEPA) as
an independent entity in charge of environment matters.
105.
Prior actions required in the DPG directly address the improvement of
environmental safeguards in mining development. The mining law, supported by this operation,
requires mining companies to have their environmental management and risk mitigation plans
endorsed by the NEPA prior to commencing their exploitation activities. The environmental and
social management plan, as described in the legislation, will include: detailed data regarding
contaminating substances and resources; identification of likely environmental impacts; mitigation
actions with respect to each environmental impact of each contaminating source; methods and
equipment required to mitigate environmental effects and measures to be taken to anticipate the
latter; and an implementation plan. The government will also issue an Environmental Protection
Policy in the near future – which will also include emissions standards – in order to further
strengthen government oversight of environmental safeguards measures of mining activities.
106.
In addition, the Bank provides technical assistance to NEPA and the Ministry of
Mines and Petroleum (MoMP) though SDNRP II as well as a non-lending TA to support the
mitigation of adverse environmental effects. This includes: (i) strengthening coordination for the
oversight of the Environmental Impact Assessment (EIA) process; (ii) facilitating short- and longterm training on the social and environmental management of mining activities; (iii) supporting the
establishment of an EIA Board of Experts; and (iv) overseeing compliance of MCC-Jiangxi
Copper Consortium (MCC) with the Aynak mining contract, particularly in relation to the EIA
requirements, where NEPA has been actively participating. SDNRP II aims to build the capacities
within the MoMP to manage the tasks related to environmental and social safeguards. Such
capacity building involves staffing, development of a mining inspectorate (including artisan
mining), communication and engagement of civil society, development of social standards
(including gender related), monitoring contracts, support for NEPA in reviewing and analyzing
mining related technical reports, their implementation and ultimately monitoring operations.
IMPLEMENTATION, MONITORING AND EVALUATION
107.
The Ministry of Finance will be responsible for overall implementation and
monitoring of the DPG. The office of the deputy minister will provide overall coordination for
the DPG process.
108.
The MoF will organize monthly monitoring meetings with all implementing partners
to discuss progress on the implementation of the reform program. The MoF may request the
presence of a World Bank expert at these internal meetings whenever deemed helpful. Subsequent
to the meeting, the MoF will submit a brief progress report (in matrix form) to the World Bank
team. Meetings will be held after each monitoring meeting to discuss the implementation of the
reform program.
109.
The Bank team will monitor actions and review implementation on a continuous
basis through local presence of the TTL as well as through the supervision of associated
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investment projects. Given the complexity of the reform program, close monitoring of its
implementation will be critical to assess if further technical assistance is required.
110.
The progress indicators reflect data gaps and capacity needs to be enhanced at all
levels of planning, design, data collection, and analysis. The government is committed to
continue developing its statistical capacity, but institutional reform in the statistics sector,
including the CSO, is slow. IDA in collaboration with other agencies is supporting the
government’s strategy in the area of monitoring and evaluation, through technical assistance to the
NRVA and team of the Ministry of Economy.
FIDUCIARY ASPECTS
111.
There has been significant progress in implementing PFM reforms. Over the past few
years, reforms have been implemented in the areas of credibility, comprehensiveness and
transparency of the budget, the budget-policy link, predictability and control in budget execution,
accounting recording and reporting. According to the Afghanistan Public Expenditure and
Financial Accountability (PEFA) Update 2013 (see Annex 7), these reforms have produced public
financial management which outperforms an average of 27 LICs on four dimensions28 and scores
better than the average of 51 MICs on two dimensions.29
112.
The critical findings of the PEFAs, the line ministry assessments, and oversight by
the World Bank of its own technical assistance operations concur that most parts of budget
operations are performing well. For example, the national budget is carried out in an orderly,
transparent fashion and is largely comprehensive of all general government-sector operations.
Since 2008/2009 the national budgets have been thoroughly reviewed by the parliament since its
budget and finance committee was strengthened to better scrutinize the budget, its formulation,
execution and control. Medium-term fiscal policy objectives are formulated in the MTFF and
presented in the budget document.
113.
Afghanistan is closely pursuing improvement in the transparency and accessibility of
the budget. To this end, the MoF implemented recommendations of the Open Budget Initiative
which regularly publishes the Open Budget Index,30 a barometer of transparency in budget
operations. The MoF’s efforts led to a remarkable record of improvement and increased the rating
from 8 percent in 2008 to 59 percent in 2012.
114.
Progress in PFM reforms across line ministries is continuing. The authorities
concluded PFM assessments in 14 key line ministries, supported by an international accounting
firm which assessed both PFM arrangements (budgeting) as well as internal controls. The
assessments provide deep insight into PFM and internal controls across government and confirmed
that commitment controls, internal controls, rules and procedures are well understood. Line
ministries now have online access to the system for all queries and for the submission of payment
requests. Similarly, all provincial offices of the Treasury Department (mustoufiats) process all
payments through AFMIS thereby benefiting from the automated controls on budget and vendors.
However, the incidence of incompliance is high. Weaknesses also persist in internal auditing.
Actions to address these weaknesses have been already agreed under the ARTF Incentive Program,
the IMF ECF program, and the PFM Roadmap.
115.
A major challenge over the last few years has been the low budget execution for the
development (capital) budget. While operational expenditures are usually in line with the budget
at the aggregate level, development expenditures deviate significantly from the budget. The
execution rate of the development budget was 50 percent last fiscal year. Issues contributing to
28
External scrutiny and audit, comprehensiveness and transparency, predictability and control of budget execution and
accounting, recording and reporting.
29
Predictability and control of budget execution and external scrutiny and audit.
30
International Budget Partnership, Center on Budget and Policy Priorities, Washington, DC 20002.
www.internationalbudget.org; www.openbudgetindex.org
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this poor rate include: limited flexibility because donor funds are earmarked to specific projects,
pledges to the budget that sometimes do not materialize on time, and limited procurement capacity
in line ministries.
116.
However, fiduciary risks remain significant. Procurement and financial management
legal frameworks are in place along with adequate processes and practices but the incidence of
noncompliance remains high and oversight by internal and external audit remains weak. This is
evidenced by the rate of ineligibility under the ARTF Recurrent Cost Trust Fund monitoring: 40
percent of all O&M and 10 percent of payroll transactions fall short of full compliance with PFM
rules and procedures. The corruption mitigation measures for Bank funds in regular investment
projects focus on prevention through: (i) robust controls through the budget; (ii) ring fencing of
Bank funds via identification of the funds throughout the budget cycle; (iii) centralized
procurement oversight of all civilian procurement; (iv) external monitoring by a Bank agent of all
civilian recurrent costs and of rural infrastructure investment and (v) external audit of receipt and
uses of Bank-funded operations by the Auditor General (CAO) supported by technical assistance.
However, of these measures, only the government-wide controls of the budget and external
monitoring of recurrent costs would apply to the uses financed by the DPG.
117.
Concerns remain on the quality and extent of internal and external audits. Under the
Public Finance and Expenditure Management (PFEM) Law of 2005, the MoF could oversee
internal audits across government. Technical assistance from the World Bank and US Treasury
have contributed to institutional strengthening and capacity development of this function to a point
where the Internal Audit Department of the Ministry of Finance can carry out audits to acceptable
standards with a minimum of supervision from an international advisor. It was intended to extend
their work to line ministries. However, in 2013 the government amended the PFEM Law to limit
the purview of the Internal Audit Department of the MoF to its own ministry. This is regrettable
since line ministries have no effective internal audit function and will require years to develop
them. On the other hand, a new legal framework for external audit was enacted in 2013. The new
law represents an improvement to the previous legal framework but falls short of establishing
independence for the Supreme Audit Institution from the executive in the appointment or removal
of the Auditor General.
118.
However, to some extent, these fiduciary risks are mitigated by the self-reinforcing
actions committed to under the PFM Roadmap, the ARTF Incentive Program, and the
Second Public Financial Management Reform Project. The government’s public financial
management (PFM) improvement program is extensive. The central piece of the reform plan is the
agreement with the donor community at the Kabul Donor Conference (July, 2012) – the PFM
Roadmap. Actions under the roadmap cover the following themes: (i) strengthening the budget in
driving effective delivery of key priority outcomes; (ii) improving budget execution, and (iii) its
accountability and transparency. Specifically, on the weaknesses of internal and external audit, the
roadmap commits the government to extend internal audit to the line ministries and to make the
CAO independent in reporting and mandate. Commitments of the government on internal and
external audit are undertaken through the ARTF Incentive Program for the next three fiscal years
whereby the government commits to extend internal audit to line ministries and to have external
audit of 50 percent of the budget done to INTOSAI standards, including the standards on
independence. Technical assistance under the Second Public Financial Management Reform
Project (TF10024) supports the implementation of the reforms in both internal audit and external
audit implied in these commitments. Based on the progress to date, soundness and ownership of
the PFM improvement program, and the quality of engagement on the PFM agenda, it is concluded
that there is solid commitment to future improvement on PFM.
119.
Moreover, this operation further supports the strengthening of PFM institutions,
specifically customs. It does not include, however, specific reforms to address the weaknesses in
internal and external audit identified in World Bank diagnostics. The related reforms, on the other
hand, are agreed under other government commitments which are managed by the Bank. Technical
assistance is in place to support the implementation of these and other reforms.
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120.
The financial statements for FY2012 of Afghanistan’s central bank, Da Afghanistan
Bank (DAB), were audited by KPMG (Afghanistan) and provided to the World Bank for
review. The auditors gave an unqualified opinion on the statement concluding that the statements
give a true and fair view of the financial position, financial performance and cash flows for
FY2012. As matters of emphasis, nevertheless, the auditors did point out in the report that: (i) at
year-end the capital of DAB was short of what is required under Article 31 of the Da Afghanistan
Bank Law, and (ii) that foreign currency liabilities of the bank at this date exceeded the limit
prescribed by Article 74 of the same law. A safeguards assessment of DAB was completed on
June 12, 2006 and updated on March 18, 2008, and again in 2011, which were also reviewed.
121.
To monitor the flow of funds at DAB, for the purpose of this operation, a dedicated
foreign currency deposit account and local currency deposit account will be established at
DAB (see below). This will form part of the country’s official foreign exchange reserves.
DISBURSEMENT AND AUDITING
122.
Grant Amount, Beneficiary, Terms, and Tranching: The recipient is the Islamic
Republic of Afghanistan, represented by the MoF. The grant is for an amount of SDR 33.3 million,
equivalent to US$50 million, on IDA grant terms to be released in one tranche following approval
of the grant and notification by IDA of grant effectiveness. The completion of the prior actions and
the maintenance of a satisfactory macroeconomic framework are sufficient to release the grant.
123.
Implementation, Monitoring, and Supervision: During the preparation of the grant,
IDA has assisted the government to help ensure timely implementation of the agreed measures.
Counterparts responsible for monitoring progress have been identified and a plan to monitor
indicators developed. To assess the impact of the proposed operation, IDA will monitor progress in
achieving the progress indicators described in the government policy matrix and LDP.
124.
Grant Management: A dedicated foreign currency deposit account, in US dollars, and a
local currency deposit account will be established at DAB in the name of the MoF. The accounts
will be managed by the MoF, on terms and conditions satisfactory to IDA. The only funds paid to
these accounts would be the proceeds of the grant.
125.
Disbursements: Upon notification by IDA of grant effectiveness, and with the submission
by the recipient of a withdrawal application, the proceeds of the grant will be deposited by IDA
into the foreign currency deposit account of the recipient. An amount equivalent to the grant
proceeds will then be credited within five (5) working days to an account of the government to
finance budgeted expenditures. The recipient, within 30 days, will provide to IDA a written
confirmation that this transfer has been completed, and provide to IDA any other relevant
information relating to these matters, including the exchange rate of the conversion from US
dollars to AFN, that IDA may reasonably request. Disbursements will not be linked to specific
purchases and no procurement requirements will be necessary.
126.
However, the proceeds of the grant cannot be used for ineligible expenditures (i.e., to
finance goods and services from IDA’s standard negative list as reflected in the financing
agreement). If, after deposit into the foreign currency deposit account, the proceeds of the grant are
used for ineligible expenditures, IDA will require the recipient to refund the amount directly to
IDA. Amounts refunded to IDA shall be cancelled. Eligible expenditures would include payments
by the government to meet its external service obligations, provided that there are legal agreements
that establish such external debt service obligations. Transactions and balances of the government
account will be fully incorporated into the government’s accounting records and financial
statements, via the AFMIS.
127.
Reporting, Accounting, and Auditing: The financing agreement gives IDA the right to
require the recipient to audit the foreign currency deposit account through agreed terms of
reference. IDA may also request audits of the foreign currency deposit account prior to its closure
in accordance with the financing agreement.
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128.
Closing Date: The expected closing date of the last grant in the programmatic series will
be June 15, 2015.
RISKS AND RISK MITIGATION
129.
Overall, the risks to this operation are considered high. The security situation has
deteriorated over the past several years and may become even more challenging over the transition
period and the run-up to the presidential elections. By their nature, insecurity and political
instability are intertwined, and both could severely undermine the implementation of the reforms
supported by this operation and their expected outcomes.
130.
Many of the risks to this operation cannot be mitigated. The design of this operation
acknowledges the complex risk situation and attempts to mitigate as many risks as possible. Risks
that can be relatively effectively mitigated by this operation include social and environmental risks
and stakeholder risks. The operation directly addresses economic and development risks at country
level but several factors outside of the control of the team can undermine the impact of this
operation (e.g., political and security risks, and weather volatility). Risks and options for risk
mitigation are described below and summarized in Table 3.

Table 3: Risk Factors and Mitigation
Risk

Description

Mitigation

Rating

Governance and
political economy
risks





Strengthening Customs will
partially manage rent-seeking
risks

High



DPG is designed to be
implemented before end-2013
and begin of intense political
campaigning.



Support effective
macroeconomic management
during the transition period
(through IMF and WB programs
and dialogue)



DPG actions mitigate some of
the economic transition stresses
and prepare Afghanistan for
post-transition period



DPG reforms have positive
signaling effect and might
reduce some uncertainty



Security risk cannot be mitigated

Economic and
development
risks

Decline in aid and shifts
in political economy
might induce increase in
rent-seeking behavior and
affect vulnerable
institutions



Upcoming presidential
elections may slow or
undermine reforms



Parliament might delay
passage of laws or
undermine initial
objectives



Strong economic
volatility caused by
weather and changes in
international prices



Transition process
heightens uncertainty;
macroeconomic
imbalances during
transition years



Increase in conflict and
violence
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High

Fiduciary risks



Weaknesses in fiduciary
framework



ARTF Incentives Program and
continued support through
Second Public Financial
Management Reform Project

High

Programmatic
risks



Weak implementation
capacity



Moderate



Coordination failure

(Ongoing) Technical assistance
to all implementing government
units



DPG itself brings about
coordination



Moderation in the strength of
prior actions and triggers



Effective stakeholder
management



Supported by this DPG, the
legislations includes specific
provisions that improve social
and environmental safeguards,
resettlement and compensation



Dialogue on community
development agreements is
underway



Within the framework of the
PSIA, the DPG supports the
creation of a baseline survey to
improve social impact
monitoring



SRNDP II includes technical
assistance for NEPA



Providing
assistance
with
stakeholder
dialogue
and
development of a media strategy



The implementation of the
reforms helps the government to
meet
the
commitments,
especially with respect to
revenue mobilization

Social and
Environmental
risks

Stakeholder risks



Various impacts related to
the development of
mining and hydrocarbon
sector as well as to
changes in land-related
legislation.



Resistance to reforms by
internal stakeholders due
to public and political
debate



Donors could reduce/halt
their support in response
to delays in meeting the
Tokyo Mutual
Accountability
commitments

High

Moderate

131.
Governance and Political Economy: Transition is imposing major changes on the
political economy, and contributes to a likely deterioration of the general governance environment.
Political uncertainty and instability could intensify rent-seeking incentives for individuals bound to
lose from lessened aid, potentially affect public finance institutions, and lower fiscal revenue. The
purpose of this operation is to mitigate this risk by strengthening the Customs institution. While
these measures could help to reduce corruption risk, however, they may not eliminate them.
132.
Another risk is that the reform progress could slow as the attention of decision-makers
shifts increasingly to the elections, or the reforms themselves become the target of political
campaigns. This is compounded by the already-long backlog of issues pending cabinet approval.
This mainly affects the legislation supported by this operation. The design of the DPG takes this
risk into consideration by balancing institutional with legislative actions, and by moderating them
to the extent that they can be implemented before the political campaigns intensify. Moreover, the
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programmatic approach is sequenced in a way that it also allows the series to be completed by the
new government in case delays occur.
133.
There is also political-economy risk related to parliament. Being a relatively young
democratic institution, the Afghan parliament (Wolesa Jirga) is yet to develop capacity to fully
perform its legislative and oversight functions. Moreover, for reasons that relate to the structure of
the state and legal systems, there is a lack of incentives to form alliances and associate with parties
or other political platforms to effectively negotiate legislation with each other and the executive.
As a result, laws submitted to parliament often require a lot of time to achieve the necessary
majority votes. Since the DPG cannot overcome this problem, the prior actions and triggers related
to the amendments of the land management and acquisition laws have been devised to reflect
realism by requiring cabinet approvals instead of parliamentary ratifications for laws. For the
mining law, however, the DPG maintains an implicit parliamentary approval since the regulations
for implementation of the law is critical to the achievement of long-term objectives of the
government’s development strategy. While this approach has obvious risks to the outcomes of the
reforms and their sustainability, the team feels that this approach allows advancing reform effort to
the extent possible within the prevailing political economy.
134.
Economic risks: The transition process may pose continued challenges to macroeconomic
stability in the coming few years, including further slowing of economic growth, and exchange
rate depreciation. Moreover, the economy is susceptible to exogenous shocks such as changes in
weather and international prices, especially for food and fuels. The government has only a few
instruments, mainly in the monetary sphere, to respond to adverse macroeconomic developments.
The ongoing dialogue of the government with the IMF – through its Extended Credit Facility – and
with the World Bank through its ongoing analytical work on economic and fiscal issues is aimed at
supporting the government in managing economic risks. Beyond this dialogue component, the
DPG objective and actions are specifically geared to improving economic and fiscal management:
In the short-to-medium term, the customs reforms are aimed at stabilizing fiscal revenues. The
implementation of the economic reforms under the DPG’s second policy area prepares the ground
for life post-transition. The longer-term horizon of these reforms may serve as a signal of the
government’s commitment to tackling transition-related challenges and may lower uncertainty
among investors. Finally, the DPG is provided at grant-terms which will help to alleviate some of
the pressures on cash management and creates some discretionary space within the budget to
adjust to economic developments. Nevertheless, large negative shocks (e.g., prolonged drought)
could undermine these efforts.
135.
Programmatic risks: The reform program supported by the proposed operation may face
headwinds due to capacity constraints and weak policy coordination. First, the DPG actively
counteracts coordination failure by encouraging ministries to use the DPG itself as an instrument
for coordination. Second, the proposed DPG also mitigates overall implementation and
coordination failure risks by ensuring that technical assistance is provided at all levels of
government that are concerned with the implementation of the reforms. To this end, the DPG team
works very closely with sector TTLs throughout the DPG period (see Table 2 in Section IV).
136.
Fiduciary risks: Fiduciary risks are significant despite good progress in most phases of
budget operations. Previous DPGs and investment operations (e.g., Public Financial Management
Reform Projects I and II) have helped to put in place adequate processes and practices for financial
management, procurement and control. Afghanistan has a relatively strong public finance capacity
track record as witnessed by the 2013 PEFA. However, fiduciary risks remain high due to low
compliance with PFM rules (see paragraph 103) and limited internal and external controls. For the
most part it therefore relies on the self-reinforcing actions committed to under the PFM Roadmap,
the ARTF Incentive Program, the IMF Program and the Second Public Financial Management
Reform Project. The ARTF Incentive Program (IP), in particular, focuses heavily on the timely
implementation of PFM measures, including internal and external audits, procurement
certifications, and budget transparency (see Box 3 in section IV).
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137.
Social and Environmental risks: As discussed in paragraphs 87-93, the operation is
expected to have impacts on social livelihoods as well as the environment. Most of them related to
the development of mining and hydrocarbon sector as well as to changes in land-related
legislation. However, the legislations supported by this operation have been designed to
specifically include provisions that improve social and environmental safeguards and address
stresses produced by the reforms. For instance, the inclusion of the land related actions and
triggers are partially motivated by the need to mitigate the negative impact that could arise from
the development of mining through the formalization of a resettlement and compensation
framework or an improved basis for the recognition of informal land dispute resolution. In this
sense, the DPG serves the additional objective to make future investment operations, particularly
mining, more inclusive and sustainable. Other risk mitigation measures are discussed in the social
and environmental sections above.
138.
Stakeholder risks: The main stakeholder risk to the operation is resistance to reform by
internal stakeholders. The changes in mining and land-related legislations are expected to trigger
public and political debate during the implementation of the program, which in turn could
influence decision-makers in the government and parliament. The DPG assists the government of
Afghanistan in conducting informed discussions on these issues, carrying out adequate
consultations with the affected social groups, the private sector and civil society, identifying risks
and mitigation measures and implementing them. Technical assistance extended to the land
management authority also includes the development of a media strategy to promulgate the
changes in the law.
139.
In light of Afghanistan’s aid dependency, continued donor support will be crucial for
balancing the budget. At the Tokyo and Chicago Conference in 2012, international partners
committed to providing military and civilian support to Afghanistan through 2016. However, in
return the Afghan government committed to, among other things, holding timely elections,
strengthening governance, and increasing fiscal revenue. A possible risk is that donor support
wanes if the government reneges on these commitments. The DPG operation itself contributes
positively to mitigating this risk by supporting the government in meeting the Tokyo
commitments.
140.
Notwithstanding these high risks, the benefits to Afghanistan’s development process,
in our view, far outweigh the cost of this operation. This operation helps the government of
Afghanistan to carry on the momentum and discipline of making reforms in challenging times.
Even if not fully measurable in the short-term, the reforms supported by this operation are
designed to have a tangible, positive impact on not only fiscal and economic developments but
ultimately the lives of the people of Afghanistan. Without it, the chances of achieving these results
would be lessened.
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Mr. Jim Yong Kim
President
The World Bank Oroup
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Washington, DC 20433

USA
Dear Mr. Kim,
I run writing to request funding for a new Development Policy Orant (DPO) Series to
suppor1 a number of critical economic and fiscal reform me.."lSw-es.
As Afghanistan enters Trnnsition, munerous challenges lie ahead and my govenunent js
committed to address them. In doing so, the refonns ·within the DPG are in(ended to bolster
two principal areas .. fiscal sust.ainabiliry and economlc growth. Both are critical for
achieving greater self-reliance. Specifically. we would intend to intensifY reforms in
customs to attain higher revenues; in land management to boost infrastructure developmeo.i;
and in telecommunications ond mining to increase private· investments.
The attached Letter of Development Policy outlines these reform measures within d>e DPG
operations which we have prepared in close cooperation with the \Vorld Bank.

Dr. Omar Zakhilwal
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ISLAMIC REPU BLIC OF AFGHANISTAN
LETTER OF DEVELOPMENT POLICY
I. INTRODUCTION
Economic and F isca l Developmen ts
One year into the tran itio n process. Afghani tan ustains ro bu t econo mic g rowth . An exceptio n al
harve t, upported by the launc h o f firs t Im·ge- cale mining activ itie . inc rca e d rea l G OP growth from
7 .3 percent to a n e timated 11 .8 percem in 2012. Inflatio n dro pped to 6 .4 p ercent. High level of aid
he lped to b uild up furthe r inte mati o nal re e rve . o far , trans itio n manife t it e lf pred o minantly in a
loss o f bus ines confide nce, re fl ected in lower private s ector a c ti v ity and a depreciating exch ange ra te .
M o re o n-budget aid would re quire hig h er capac ity to execute d evelo pment proj ect . G rowth in
domestic revenues is s lowing due to lower perfonnance in the collec tio n o f c u s to m s revenue .
Perceptio n s regardi ng p o litica l and security uncertaintie could limit pri vate -secto r g rowth in the
coming years. increased public spending, ho w ever , wi ll continue to fuel demand fot· services and
construct io n thro ug h 201 3. Mining s ho uld contribute m o re no ticeably to g rowth w ith the increa e of
o il pro duc tio n in An1ll Oarya . With m o derate rainfall, real G OP g rowth in 201 3 i e timated to be
lower . Agriculn.at·e accounts fo r abo ut o n e -third of GOP. Positive d evelo pme nts in the ervice sector
contribute d to growth in 2012 . The telecommunicatio n sector (9 percent of total e rv ice ) i s howing
pro mise .
In pitc of a weakening c urrency, expo rts d eclined to US$2.6 billion (5 percent) in 20 12 . l n contras t.
to ta l impo rts increa e d b y approximate ly 5 percent , to USS I 1.2 billion in 2012. leading to a high e r
no minal trade d eficit. of US$8.5 billion in 2012. The centra l bank - Oa Afghanistan Bank (DAB)
c urbe d reserve m o ney g rowth to 4 p e rcent in 20 12 , in re sp o n e to lower d e mand fo r loca l c un·ency.
Afghani tan ha a hig hly d o llarized econo m y. and the drop in confide nce in the Afgh a ni in the wake
o f transitio n , the re is a te nde n cy to increase fo re ig n c uaTe n cy ho ldings. DAB re lies m a inly o n open
marke t o peration s and maintains a m anaged floating excha nge ra te to limit vo la tility in the Afghani.
T he mining sector s howed d y nami c d eve lopments in 2012 . His to rica ll y small. the s hare of mining in
aggregate o utput inc rea ed fro m 0 .6 percent o f GOP in 20 I 0 to an estimated 1.8 percent in 20 12.
owing to the start of o il pro ductio n in A mu Oarya. Produ c ti o n is aro u nd 1,950 barrels per day a nd
projected to reach m o re than 4 ,000 barre ls per day b y e nd-20 13.
T he aftennath of the K abu l Bank c ri is i rill affecting m o ney g rowth. Prio r to the c a;si . the banking
secto r experie nc ed s tro ng g rowth ( ITo m a very low ba e), reac hing U 5.5 billio n in to tal a ets a nd
US$3 .5 bi llio n in total depo its in 20 10. The fo rmer Kabul Bank's deposit liabilitie a nd good assets,
a m o n g the m the country's largest branc h ne two rk and e lectronic pay m ent ystem for public s alarie .
were trans ferred to a bridge bank, New K a bul Bank. owned b y the Governme nt. The pri va tizatio n
process is o ngoi ng.
Public s pending increased in fi sca l year 2012 1 • The Ministry of F inance s hi fled the budget cycle to a
new ca le ndar and covered o nly ni ne m o nths. Tim . pending in 2012 was lower than to tal s p e nding.
Compared to the firs t nine m o nths of the previo u fisca l year (Apri l-December). public sp e nding
inc re a e d b y 45 p e rcent in 20 12. Budget execution improved in real terms in 2012. As in the y ear
before, o nly half of the d evelo pme nt budget wa execute d in 2012 . N o mina lly. h owever, the
govemme nt di b ursed a lm ost a muc h funds in the nine m o nth (U $ I billio n ) as it did over the fu ll
12 m o nths o f the previous year (U S 1. 1 billio n ).
T he security is a large driver o f public s pe ndi ng (60 p e rcent o f the core o p er ating budget) . Security
s pending increased to ro ug hly U $ 1.6 billio n in fi scal year 2 01 2, s howing a 4 8 percent inc rease over
the nine m o nths o fthe prev io us year.

1

TI1e n ew fiscnl yenr is fro m December 2 1 -December 20, ns o ppo s ed
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Domestic revenues financed approximately 40 percent of the operating budget and the development
expendin1res. Total donor tinancing thus reached 65 percent of the core budget in 2012. Domestic
revenue in 2012 was Afs 8 1.7 billion (US$ 1.6 billion) or, 10.5 percent of GOP showed a nominal
increase of 13. 1 percent but fe ll short of target. Customs revenues, which account for about 25 percent
of total revenues and have increased over the past decade, declined by 9.6 percent in spite of higher
import volumes. f or the first quarter of 201 3, domestic revenues declined by 19.6 percent compared
to the same period in the previous year. The Ministry of finance has undertaken administrative
reforms and additional revenue measures to strengthen revenue collection.

II. MEDIUM-TERM PROSPECTS AND CHALLENGES
Economic growth is expected to slow in 20 13 and 2014. Political and security uncer1ainties during the
transition period will continue to tak e a toll on business confidence and investment. Increased public
spending, however, will continue to fuel demand for services and construction through 20 13. With
Amu Darya, mining should contribute more noticeably to growth. Moderate rainfa lls earlier this year
will likely bring a reduc tion in this year's harvest to a more ordinary output level and slow GDP
growth to 3. 1 percent in 2013.
The withdrawal of international troops is associated w ith a decline in security and civilian aid.
Proj ections suggest that even w ith favorable assumptions, w hich hinge on good progress in mining
and a relative stable security environment, real GDP growth may fa ll from the average of 9 percent
per year experie nced over the past decade to 4-6 percent during 2011-201 8.
Substantial risks lie in ballooning fi scal needs. Revenues would reach 16 percent of GDP by fiscal
2022 (from cun·ent leve ls of 10.5 percent) while expenditures would rise at a faster rate. Total
govemment sp ending could rise to 39 percent of GDP over the next 10 years. The increase in
expenditure is largely a result of ri sing security spending for bo th operations and maintena nce (O&M)
that are outside the budget and socia l spending (pension and teachers). Over the transition period, the
available fiscal space will shrink from reduced fi nancial flow of aid and militmy expenditure.
Distributio n of aid has been uneven. The conflict-affected provinces have had significantly higher percapita aid than the more peacefu l (and often poorer) provinces. Off-budget spending fo r Provincial
Reconstruction Teams (PRT) has been the main contributor to this unevermess. The slowdown in aid
is likely to be felt more acutely in urban areas but more severely in the conflict-affected with the
closure of the PRTs.
In Tokyo (July 20 12), the intemational conm1t1nity pledged US$ 16 bill ion in development aid to
A fghanistan over the next four years. The Afghan Government and the International Community
reaffirmed their partnership in the economic growth and development of Afghanistan tlu·ough a
process o f mun1 al accountability, and the transfonnation of the relationship from recipie nt and donors
to owner a nd partners.
In December 20 11 , in the Bonn Conference, Afghanistan and the International Conununity shared a
vision for long-term partnership to anain sustainable economic growth and development and fiscal
self-reliance during the Transition and through the Transfonnation Decade. Based on the aims
espoused in the Govenunent's document - Towards Self-Reliance - presented at the Tokyo
conference, both pm1ies affim1ed that conunitment. The spirit of the document is anc hored in
sustainable growth and devel opment imp lemented through the National Priority Programs (NPPs),
with a focus on growth, revenue gene ration, j obs creation, and human development. T he International
Community welcomed the Afghan strategy, and reaffinned its conm1itment of aligning 80 percent of
aid with the NPPs and channe ling at least 50 percent of its development assista nce through the
A fghan budget system in accordance with the London and Kabul Conummiques.
As Afghanistan prepares to reduce aid dependency, structural economic refonns over the next two
years should focus on growth and revenue mobilization . These include (i) creating an enabling legal
and regulatory environment for private mining investment, infrastructure structure sharing, and the
agriculture sector; (ii) fur1her improving enforcement and expansion of tax base including the
implementation of the value-added tax; and (iii) deep ening customs reforms to bolster revenues.
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III. ACillEVEMENTS
Over the past decade, Afghanistan has made notable stride in health, education, and infrastntcture.
The Govenunent has continued to build systems for revenue mobilization and public fi nancial
management (PFM), achieving about 25 percent year-on-year increase in domestic revenue in 2011 ,
and an increase of 140 percent since 2008. The PFM Roadmap is a succe story.
The Open Budget Index for 20 12 reached 59
twenty-sixth position in 2012 compared with
scored higher than Afghanistan. Afghanistan'
The score significantly surpas eel the target
Framework (TMAF).

from 21 in 2010 and 8 in 2008. Afghanistan was in
eventy-thircl in 2010. In As ia, only three countrie
score was similar to at lea t two European countries.
of 40 agreed in the Tokyo Mutual Accountability

Afghani ta n's estimated per capita GDP of abo ut $600 in 139 1 (20 12) is nearly three times higher
than about I 0 years ago. Access to primary health care has increased from 9 percent of the population
to more than 57 percent: more than 8 million tudents are emollecl in school, of which 39 percent are
girl ; and more than 157,000 student graduated from high school in 20 II. Approximately 4 1,000
students are trained in 142 technical and vocational facilities.
Nearly 8,000 kilometers of national highways, regional highways and provincial roads have been
built. By 2016, the balance of 300 kilometer from over 2,200 kilometer of the Afghan Ring Road ,
which com1ects Afghanistan to its neighbors, link major citie in the counl!y , and join provincial
capital would be completed. Civil aviation services have connected all maj or hubs in the region and
the rest of the world. Access to electricity has increa eel by 250 percent and the national power utility
ha grown into a more efficient, well-managed corporation. From almost no coverage in 200 I in
telephone, in 20 12, there were over 18 million fixed and mobile phone users.
The National Solidari ty Program (NSP) has empowered Afghan communitie to prioritize and
allocate $ 1.2 billion for rural deve lopment projects. The agricu l11tre sector has seen itTigated land
increase from 1.2 to 1.8 million hectares; wheat production has grown from 1.5 to 3.2 million tons;
and the total horticulture area has grown from 75,000 to 120,000 hectare .

N.DEVELOPMENTSTRATEGY
Afghanistan is a poor countty, but need not remain so. If properly developed and carefully managed,
its trategic location, productive agricultural zones, and bountiful mineral resources can lead to a
su tainable economy. Foundational inve tments in the e and other sector will establish an
environment where the private ector could lead and upport a diver ified economy.
Growth and revenue mobilization are central pillar to reach self-reliance. For Afghanistan to achieve
self-sufficiency, it mu t develop a vibrant, fast growing, equitable, and ustainable economy requiring
good govemance and signifi cant foundati onal investments. Good governance, based on rule of law
and responsive, and accountable, institutions, is e entia! for the successful implementation of the
Government 's development trategy. Human resource development is a key underlying component.
Critical infrastructure, private sector development, and expansion of the mral economy with focu on
agriculture wi ll be the main driver of the growth strategy. While infra tructure will deliver results in
the medium to long-term, agticulture and the private ector can have a cntcial near-term impact.
Underpinning thi focu are peace, reconciliation, and reintegration effort . The develop ment trategy
needs to ach ieve higher revenue , infra trucl1tre development, a promi ing private ector, food
security, and stability. Crosscutting issues of gender, environment, and counter-narcotics remain vety
important. The role and participation of women in the economic and ocial growth is es entia!.
Regional cooperation is also an important element.
This development strategy is embedded in and implemented through the Govenu11ent 's National
Priority Programs (NPPs). The 22 NPP are prioritized according to the Afghanistan National
Development Strategy (ANDS) and focus on three main component - a) refonns, b) institution
building, and c) service delivery. The Joint Coordinarion and Monitoring Board (JCMB) has approved
20 NPPs. The NPPs promote socio-economic development, govemance, and security through a
3
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framework o f mutual accountability , specified actmttes, and measurable goals. Within the socioeconomic development. governance, and eclllity dynamic , each NPP c01mects to other NPP( ) in
identifiable clusters that create a network of shared strength and work.
With the support of our partners, we will endeavor to enhance security, peace, mle of law and
protection of the rights of all citizens with special attention to women and children. We will work ro
create an inhospitable envirom11ent for com1ption, narcotics, and nepotism. These visions are the
guiding principles of the Presidential Decree (number 45).

MaCI'oeconomic Management
Strengthening fiscal refonns including improving human resources within an affordable fiscal
envelope, establishing medium-term fiscal and budget frameworks, and strengthening the public
expendin1re management system are essential for a stable macro framework. Guided by the IMF's
Extended Credit Facility (ECF) program, the Govenm1ent is maintaining a stable macroeconomic
framework. The refonns in the program address key macroeconomic issues and safeguard the
fmancia l sector, strengthen economic governance, and move toward fisca l sustainability. Reforms
include increasing efficiencie within cu rom , revenue mobilization, and tax administration:
management and governance of state-O\\'ned enterprises and corporations: capacity and institutional
framework to respond to economic crime : and improving the PFM ystem. In addition, enforcing and
streamlining la\\·s, facilita ting access to capital, and introducing the Value Added Tax in 2014 support
the path to pri vate sector development and growth. DAB i conunitted to further develop pmdential
regulations and extend the renovation of the legal framework to non-banking financial areas, and to
continue developing its supervision capacity. The Government \\'ill continue the restrucn1ring of its
state-owned banks and develop a strategy to bolster prudential matters. The amended law on state0\\'ned enterprises strengthens this area. The amendment to the banking law will strengthen provisions
on corporate governance, capital, large exposures, early intervention, in line with the Basel Core
Principles. An interagency steering conunirree will oversee the passage and implementation of the
new banking law, the anti-money laundering and terr01ist financing laws to support the Economic
Crime Strategy.
The criminal trials related to Kabul Bank were held between ovember 2012 and January 20 13. The
Special Tribunal began its deliberations at public hearings at the Kabul Court of Appeals and these
hearings were open to the public, and reported on widely by domestic and international media. The
Special Tribunal issued verdicts in March convicting all those charged with ctiminal offences.

D evelopment initiatives
Enhancing Human De,·e/opme/11 - The Educalion for All in the Human Resource Development
Cl u ter \\'ill improve equitable access, quality, and enro llment in primary and secondary education,
especially for girls. T he El.panding Opporlunilies for Higher Educalion in the Human Resource
Development (HRD) Cluster " ·ill increase acce and the quality of higher education and contribute to
gru\\ lh. Tin: Heaflh for all Afghans (HRD) "ill pruv id~:: impruv~::d h~::alth :s~::rvic~:::s .
Prirale Sec/or Dere/opme/11 - The Goverrnnent i conunitted ro implify legi !arion, regulations, and
procedures related to inve tment and e tablish a sy tem for untangling the is ues \\'ith land owner hip.
Second, it is conunitted to continue implifying admini strative processes for business development.
Finally, it is expected to develop a strategy to promote SME development.
The Government has made impressive advances in the power sector. Da Afghanistan Breshna Sherkat
(DABS) has been quick to introduce innovative ways of billing for the costumers. The Mini try of
Finance and DABS have entered into an agreement to reduce sub idies over time.
For the development of the oil, gas and mining sector the Govenunent is conunitted to focusing its
role on regulation and developing a policy environment conducive to private sector participation and
good governance.

Rural Developmenl - Agriculture continue to be the primary ource of survival fo r the Afghan
people. The Naliona/ Wafer and Nawra/ Resources Der elopmenl program in the ARD Clu ter will
create the infras n·ucture for development of water resource for inigation and natural resources. The
4
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National Comprehensh·e Agric11lture and Marker Development program will provide forward and
backward linkages leading to growth , jobs, and food security. The National R11ral Access program and
Strengthening ofLocal lnstitllfions program wil l improve mobili ty, infrastmcture and ins titutions.
Aid Managemenr Policy - The Government, in consultation with development partners, announced the
Aiel Management Policy (AMP). T he AMP is a set of "guiding principles" for effective delivery of
aid, a plan to implement and monitor progress of mutual commitments made by the Government and
intemational pat1ners. It also incorporates key elements from the Busan conference's " New Deal" and
best practices on international engagement in fragile situations. The AMP incorporates lessons learnt
in Afghanistan over the past decade. The policy will support and accelerate the achievement of
Afghanistan 's vision to move towards increasing self-reliance by 2025. The policy wi ll last for five
years but and undergo a mid-tenn review.
Promoting Sec11rity and Rule of Law - Afghan National Security Forces (ANSF) would take full
security responsibility of the country by December 20 14. There are five phases of the transition. They
ANSF will be responsible for the security of the entire countr y. Creation of an auxiliary police force
has secured many of previously volatile districts in the east and in the north of the country. The
Government also seeks to build human rights institutions and capacity, raise awareness, and develop
societal consensus around human r ights issues. Despite numerous achievements, challenges on the
reform front remain significant. The refonn of the justice system suffers from lack of independence of
judges, concentration of power in the Supreme Court, insufficient correctional facilities, inadequate
legal frame work, defic iency of the internal security forces, cmTuption, and an inadequate number of
criminal justice professionals.
Public Administration - The Pay & Grading was a key reform initiative. The Capacity Bu ilding for
Results (CBR) wo uld support the Govemment's effmt to improve the capacity and performance of
core line ministries tlll'ough improved business processes, and ser vice delivety. Administered under
the Afghanistan Reconstruction Tmst Fund, the CBR would help finance the costs associated with (i)
technical assistance for capacity building in selected line ministries; (ii) recruitment of conunon
function and professional staff for key positions in selected line minis tries; (iii) an intem ship program;
( iv) training: and (v) project management, monitoring and eva luation.

V. RISKS AND UNCERTAINTIES IN TRANSITION
Afghanistan faces its transition with s trengths and weaknesse . Strengths include rapid economic
growth, low inflation, robust public financial management, and several effective national programs.
The challenge is on Afghanistan's ability to maintain adequate growth that would generates jobs in a
declining aid enviromnent, and quite possibly amid continuing conflict and insecurity in some areas.
Estimates from the World Bank proj ect annual real GDP fa lling to around 6 percent during 201220 18 and decline further to 5 percent a year over the longer tenn. This projection assumes that the
Aynak and Hajigak mines produce as expected, the investment climate improves moderately,
agriculntral productivity increases, and aid declines o nly gradually, to 23 percent ofGDP by 2018 and
10 percent by 2025.
These data bring fiscal sustainability to front and center of the challenges. Defined as "domestic
revenues covering the operating budget expenditures", achieving fiscal sustainability has been and
continues to be one of the primary goals of the Govemment. Despite significant progre ss in domestic
revenue collection, the fi scal sustainability indicator wa s 67 percent in 1390, and 60.1 per cent in
139 1. Domestic revenue collection during the nine-month FY of 139 1 was Afs 81.7 billion and rose
by Afs 10.3 billion or 14.4 per cent on a year-over-year basis.
The decline in the ind ication in 1391 was due to shmtfall in domestic revenue collection and an
increase in operating budget from l 7.3 percent of GDP in 1390 to 17.5 percent of GDP in 1391. T he
reason for the drop in domestic revenues is due to decrease in custom duties reflecting lower volume
of taxable impm1s and weak administration.
Operating expenditures have also increased significantly in the last few years, and it is expected that it
w ill increase further over the medium term. The increase would be triggered by refmms in civil
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en,ice personnel, pension scheme, expansion of security sector and education sector, and significant
O&M costs associated with assets largely accumulated through donors' off-budget spending and
ecurity expenditures. As these come on budget, the Govem ment faces the burden of O&M over the
medium- and long-term. E timates ugge t that O&M costs for the non-securi ty sector and the
security sector could to be over Afs 200 billion over the medium-term. The bud get cun·ently allocates
le s than Afs 2 billion Afs fo r this category.
In the education sector, I 0,000 teachers would be recruited annually over the medium term to meet
the demand of additional schools across the country. Assuming an average monthly salmy of Afs
7,250, this amount to about Af 73 million, and repre ent · 0.25 percent of the education ector'
operatin g budget. In 139 1, the education sector's operating budget was around 12 percent of total
operating expenditures.
Following a parliamentary decision, pension for Martyrs and Di a bled has increased to Afs 12 billion,
from Afs 4.5 billion. The incremental cost is about 4 percent of the operating budget.
The e expenditure will dramaticall y affect the operating budget balance over the meclium-tenn and
put the fiscal sustainabi lity indicator at risk.
Over the medium-tenn, there wi ll be a dire need to contain the rising pre ure for social expenditure
and recurrent costs of donor-funded projects, raise domestic revenues, and proceed with reforms that
impede growth. While revenue from the extractive are expected to yield fi cal space 2, growth in
dome tic revenue needs to urpass the increa e in operating expenditure.

VI. REFORlVI ISSUES
The primary objectives of the grant 11-om the DPG are to upport economic growth and fi scal
sustainability over the medium- to long-term. The refonu seek to create a conducive investment
environment in potential high growth sectors including mining, agriculture, and te lecommunications.
On tiscal sustainability, measures aim at trengthening revenue mobilization, mainly in the cu tom
arena.

Customs
Cu tom reforms and border management modemiza tion are li kely to have the greate t impact on
lowering transaction costs on trade in Afghanistan, by enhancing trade facilitation and strengthening
Afghanistan's position as regional transit hub. Major reforms have been undertaken in recent years,
partly supported by the incentive program, and implemented under the 2007-20 12 Five-Year Strategic
Plan. These include (i) introduction of tariff code according to international standards, (ii) control and
monitor exemptions, (iii) roll-out of the Automated System for Customs Data (ASYCUDA), (iv)
capacity-building of cu tom officials, (v) infra truct11re development, and (vi) the establi hment of
improved customs valuation sy tern and po t-clearance audit unit at ACD and in the major
provincia 1offices.
The reform needs to be consolidated, and there are opportunitie
admini !ration which can be grouped into tlu·ee themes:

for improving custom

The Afghan Cu toms Department (ACD) ha tlu·ee primary task - collecting cu toms and other
relnted duties, taxes and charges; facilitating trade and the trans-border movement of people in
compliance with the law; and enforc ing border controls thereby safeguarding the security,
overeignty, and territorial integrity. Given inadequate human re ource and capacity, triking a right
balance of these task without impeding the legitimate trans-border movement of people and cargo is
quite challenging.
Realizing the importance of cu toms reforms and recogmzmg the need for modernization of its
business processes in line with the time-tested intemational be t practices, the ACD has been
implementing variou measures aimed at maximizing revenue collections while enhancing trade
2

Initial estimates suggest revenues to be about US$ 1.5 billion in 20 16 and increasing progressively to US$2.5
billion by 2025.
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facilitation. These measures included automation and simplification of customs clearance processes,
rationalization of customs law, application of procedures, and enhancement of operational and
enforcement controls. These measures have contributed to increased efficiency and effectivene s.
In order to further align the business processes with intemational best practice, the ACD endeavors to
implement certain measures which could boost customs revenue collection between 15 and 25 percent
and enhance trade facilitation.
To bol ter revenues, the refom1 measure would include:
l. Rolling out of a risk management module based on ASYCUDA selectivity criteria - The risk
management strategy complemen ted by an improved examination and inspection procedure will be
adopted at four major customs locations (Jalalabad, Kabul, Heart, and Mazar). Implementation of the
Risk Management Module will lead to optimal use of human capital available \Yithin ACD for
intensive and focu ed examination and inspection of high-ri k cargo resulting in increa ed
compliance, en hanced revenue collection, and greater trade fac ilitation.
2. Redeployment of customs officers across the five majo r customs locations by ACD - Considering
that risk management strategy will spare officers engaged in carrying out 100 percent of physical
examination of consigmnents, there would be a redeployment of customs officers across the four
maj or custom locations to ens ure adequate strength and equitable di stributi on of officers among these
customs location . Thi wi ll aim to adequately equip each cu toms location with necessary human
capital that will result in improved customs controls . Such redeployment coupled with implementation
of Risk Management Module will have a positive effect both on revenue collection and trade
facilitation.
3. Devising a procedure to cany out post-examination verification of consigmnents -This measure to
improve control will design a procedure for carrying out post-examination verification of
consignment . This wi ll constitute a specialized post-examinati on verification team consisting of
officers of high integrity. This is expected to yield greater managerial control over the field officers
and reduced incidence of misuse and abuse of authority by the field officers.
4. Implementation of pilot project of Transactional/Desk Post Clearance Audit CPCA) Implementation of risk management strategy supplemented with effective post-clearance audit (PCA)
machinery will lead to increased compliance levels both in the department and in trade. It will al o
help ACD with stricter compliance and act as a safety net toRi k Management Module by detecting
any cases of non-compliance that escaped pre-clearance scnttiny and verification.

Land
Agricultural growth and poverty reduction depend significantly on increasing agricultural
productivity. For the agriculture sector to reach its potential, it is important to have clarity on land
tenure and rights. Research suggest that govemment should underwrite security of land tenure - a
public good - by providing the legal and institutional capacity for just, equitable, and efficient land
administration. Agriculniral development depend largely on the efficient use of its land resources.
Demand for agriculn1re land and for commercial development is high, whi le at the same time, the
Govemment puts considerable efforts into developing Afghanistan 's physical infrastructure (roads,
dams, power supplies, public buildings, etc.). These pillars of development depend on an institutional
framework that allows efficient and effective allocation of land, the provision of land for public
infrastructure, and the resolution of conflicts over access and usage of land.
The difficulties in accessing state lands remain a major barrier for investors mainly due to opaque
policies, laws, and procedures. Consequently, obtaining land to use for commercial purposes remains
one of the most significant constraints to economic growth in Afghani stan. Potential investors face
considerable uncertainty conceming the availability of suitable land, cost and the time required to
secure the land after it is identified.

In Afghanistan, the development of the mineral sector and the associated infrastmcture investments
for the Resource Corridor will require large-scale land acquisition in the coming years. The land
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acqu1 IliOn proce in com1ection with the Aynak copper mine ha revealed a range of ocial i ue
related to land acqui ition, compen ation and re e rtlement, which reflect inadequac ie in the legal
framework and regulation relating to land management, regi tration, admini tration of eminent
domain3 and involunta1y re ettlement.
While certain procedure exi t, the outdated and erroneou land regi tratio n and the occurrence of
cu stomary claims, and communal land rights po e substantial problems for re olving co mpen arion
i s ue . The lack of overarching tn1cture within the Govenunent for approving and coordinating land
acqui ition impede compen arion and re ertlement plan, and implementation. In the cour e of
continuing infrastructure development. many sector will face the same problem as the Aynak project.
Interventio n should hence focu on re olving ome of the mo t urgent i ue and obstacle to a
mooth land and re ettlement proce .
Re ettlement po licy and bo th the Law o n Managing Land Affair and the Law on Land Expropriation
are yet to be full y operationa lized in term of requi ite rule and regulation . The lacuna in the
reglllatory framework i further co mpounded by the weak implementation capacity and coordination
difficultie on the Government ide, andre ult in ub tantial incon i tencie in application o f the law
a well a local di a ti faction and oppo itio n among affected landowner and the variou developer .
There are thu maj or legal and regulatory i sue and gap , which need to be addres ed before the
A fghan policy framework regulating the exercise of eminent domain will be able to fun ction in a way,
which will facilitate e sential inve tment for public purpo e a well as handling resettlement is ue
in a socia lly responsible and su tainable manner.
ln 2010, the Afghan government et up the Afghani tan Land Authority (ARAZI), mandated to
coordinate it acti vitie with the A fghan government, line mini tries, donor and private ector
organization to en ure that land needed for productive inve tment i made readily available
throughout the country. It i re po n ible for land management in the fie ld of land clarification, olving
land di pute , lea e of land, tran fer o f land, record and urveying o f land and o ther i ue related to
the land. Ongoing activitie of ARAZI include drafting amendment to both the Law on Land
Expropriation and the Law on Land Management in order to remove legal contradiction and
incon i tencie in the land-related law and fill legal gaps. While everal donor have been upporting
land management refom1 with bottom-up and top-do wn approache o ver the pa t years, ARAZI i a
young in rin•tion ,,·irh limited re ource and financial capaci ty. It will require upport to advance the
develo pment of the mine and re ource corridors.
A recenr Cabinet decision empo wered ARAZI (Afghanistan Land Authority) a an independent
agency. ARAZI would embark on an operational trategy that would achieve a number of objective :
longer tem1 financial
e tabli h a olid platfo nn o f operationa l effectivene : begin to addre
u tainability: develop a docume nted core of in titutional knowledge and infom1ati on; put in place the
nece ary training tmcrure : and focu on demand (National Regional Resource Corridor Program
and land c learance i ue ).
In thi re pect, the Govemment will tran fer the cada rre re pon ibilitie from the Afghani tan
Geodesy and Cartography High Office (AGCHO) to the ARAZI. ub equent to that, the legal
mandate for the land acqui ition law will al o be trans ferred to ARAZI. Mo reover, the Council of
Minister will approve amendments to d1e Law o n Land Management which will improve ecurity o f
tenure and provide better guidance on managi ng and i suing land right and lea e . Finally, ARAZI
wi ll approve a fi ve-year Operational Plan which will include thee tabli lunent of a ta k force on land
clearance and land acqui ition, the e tablishment of a ta k force on Regional Re ource Corridor . and
a budget trategy to full y support an efficient human re ource in the ARAZI.

Infrastructure shning
There i an opportunity for Afghani tan to expand the reach and reduce the cost of building
releconununicarions infra tructure by promoting the baring of:

3

Eminen1 do main refer 10 the power of the late 10 eize priva1e property wi1hou1 1he owner's con ent.
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( I)
Existing or "by-default" passive infrastructure on transport and energy networks (such as
installed optical fiber, ducts, and tO\Yers) or
(2)

Coordinating rights-of-way available among various Government agencies.

Tllis is a significant opportunity for Afghanistan as is still developing much of its core infrastructure
for energy, roads, railways, water, and cities. Such sharing creates an oppottunity to coordinate the
rapid deployment of these infrastructures to accelerate the expansion of telecommunications networks
and connecti,·ity at more affordable prices for goverrunent, industry, and all Afghans. Hence, sharing
can support a major policy objective for the Government. It could also help raise revenues for the
owners ofthe infrastructure, i.e. the ' hosts'.
Cross-sector infrastrucntre sharing will increase the efficiency of investments in all public works
projects and telecommunications connectivity. This is because sharing reduces the volume of civil
works needed to build telecommunications networks. Without sharing, civil works can account for up
to 70 per cent of network rollout costs. With sharing. investments can focus on improving quality of
service for an expanded base of subscribers. Sharing \Yill also help infrastructure O\Yners with repair
and maintenance costs inherent with multiple civil work construction activities, and increase revenues
from leasing out rights-of-way or existing infrastructures to telecommunications providers. Owners of
host infrastructure benefit because there is no need for later civil works to install 'guest'
infrastructure, reducing the risk of damage.
The benefits of infrastrucntre sharing should be balanced with the need to ensure diversity for
redundancy. It is necessary to have coordination mechanisms among ministries to maximize the
possible sharing while also ensuring that construction, maintenance, and management of the
infrastructure is done according to well-defined rules and standards. There is a high level of interest in
and support for infrastructure sharing in Afghanistan, evidenced in public discussions.
The implementation of infrastrucntre sharing across different sectors and ministries is proposed to be
coordinated and monitored through the Infrastructure Sharing Boa rd in Ministry of Economy and
inclusion of specific instructions in the Budget C ircular.
In this respect, the govenm1ent will approYe a policy directive requiring coordination on infrastructure
sharing \Yith teleconmmnication, road and electric power networks. The Ministry of Finance will also
amend budget circu lars for relevant ministries to reflect plans for implementation of infrastructure
sharing and will include a statement into the 1393 national budget document which will set out plan s
for funtre deployment of shared infrastructure.
Pertaining to the ICT sector, the government will issue an open access policy to allow all licensed
telecommunication firms to access the dominant backbone network and the national fiber optic
network in the country. The Afghanistan Telecommuni cation Regulatory Authority (ATRA) will
issue ne\Y licenses for mobile broadband services to level the playing field for existing GSM
comparues.

Extractive sector
Abundant natural resources will likely propel Afghanistan's growth. Education levels are too low and
the manufacturing sector too underdeveloped (in size and capacity) to expect leapfrogging the classic
pattern of structural transformation in which a nanrral resource-based economy is transformed into a
diversified and productive economy dominated by manufacturing and services. Currently the potential
for productivity growth is the largest in the agricultural and nlining sectors, which suggests that
Afghanistan is still at an early stage of strucntral transfonnation.
Passage of the new nlining law and enactment of the associated regulations will provide investors
with much-needed legal and regulatory clarity that are lacking in the 2009 law, mainly by improving
the security of tenure. The most significan t change in the pending new law will be the elimination of
the current dual-tendering requirements for nlineral rights (an initial tender for exploration rights, and
then a subsequent competitive bidding process fo r exploitation rights). Going forward, the new law
will allow the Ministry of Mines and Petroleum (MoMP) to package both types of licenses into a

9
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single tender, reducing costs and administrative burdens on the Ministry, and strongly encouraging
inve tment by providing investor with a clear path from exploration to production.
This change will free up a multi-year logjam of major mining inve tment including the Hajigak iron
ore project, which represents a potential USS 10 to USS 15 billion investment in mining, processing
and steelmaking facilitie , in addition to railroad and po\\'er generation infrastrucn1re. Finalizing
contracts for copper and gold projects are also contingent on passage of the new Jaw and regulations.
Collectively, the preferred bidder for the e four projects are very likely to inve t between US$ 100
million and US$200 million on exploration and development work over the next three year .
The new, investor-friendly mini ng Jaw and associated regulations are also expected to generate
ignificant new intere t in Afghanistan' mineral ector from mining companies worldwide, and in
anticipation of this, MoMP is preparing a wide range of projects to be offered for tender beginning
later this year. Furthermore, the MoMP will trengthen and enhance its regulations in order for
mi ni ng acti vities to comply with the enviromnental and social safeguards policies, and to bring about
fu11her administrative efficiency.
Significant refon11S in the propo ed 201 3 mineral law include a streamlined approach to licensing;
replacing poorly-defined tenns, requirements and conditions with clear, conci e standard and
definitions that are aligned with international best-practices; and, establishing definitive requirements
for health and afety, communi ty development and consultation (including Environmental and Social
Impact Assessme nts).
The MoMP wi ll soon implement a pilot program that will encourage anisanal miners to operate mines
within a legal and regu latory framework.
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Annex 2: DPG Policy Matrix
Area

Prior Actions for DPL 1
(by mid-June 2013)

Indicative triggers for DPL
2

Indicator

Source

Detection of noncompliance (as percentage
in total examinations)

Ministry of
Finance/Afghanistan
Revenue

Increase in customs duties

Ministry of
Finance/Afghanistan
Revenue
Department

Baseline
(mid 2012)*

Program Target
(mid-2015)*

< 1 percent

8 percent

US$ 390
million

US$ 530 million

Policy Area 1: Improving Fiscal Sustainability
Customs

The Recipient’s Customs
Department has rolled its
strategic approach to
risk
management
through
the
implementation
of
a
computerized
risk
management module in daily
customs operations at the
Regional Customs House in
Jalalabad in order to limit
arbitrary controls and related
integrity issues.

The Recipient’s Customs
Department has rolled out its
strategic approach to risk
management through the
implementation
of
a
computerized (“ASYCUDA”)
risk
management
and
selectivity module in daily
customs operations to, at
least, three additional, major
regional Customs Houses in
order to limit arbitrary
controls and related integrity
issues.
The Recipient’s Customs
Department, as part of its
strategic plan, has increased
customs
efficiency
and
custom controls by (i)
rebalancing the number of
customs examiners across
major customs houses, (ii)
improving procedures for
random post-verification of
examination, (iii) mobilizing
post-clearance audits at the
Inland Clearance Depot in
Kabul (desk PCA), and
Jalalabad (on-site), and (iv)
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linking salary incentives for
the post-examination and
post-clearance teams to the
detection of non-compliance.
Policy Area II: Fostering an enabling environment for investment in growth sectors
Mineral
Sector

The Recipient’s Council of
Ministers has approved and
submitted to parliament a new
draft Minerals Law which is
aimed at improving security of
tenure for private investors,
providing
guidance
on
licensing,
tendering
and
mining
obligations,
and
strengthening
social
and
environmental safeguards.

The Recipient, through its
Ministry of Mines and
Petroleum,
has
issued
regulations for the 2013
Minerals
Law
on
(i)
administration, (ii) licensing
of businesses in the mining
sector, and (iii) social and
environmental safeguards.

Tender rolled-out (up to
evaluation stage)

Ministry of Mines

3

6

ICT Sector

The Recipient has, (a) through
its Ministry of Communication
and Information Technology,
approved the open access
policy that grants to open
access to the AFTEL fiberoptic network to all licensed
telecommunications
service
providers at transparent costbased price; and (b) through
the Afghanistan Telecom
Regulatory
Authority,
implemented its policy to
engage private investment and
establish a level playing field
for
competition
among
existing GSM providers, and
facilitated the introduction of

The Recipient has, through
the Afghanistan Telecom
Regulatory Authority, has
issued relevant regulations on
open access and tariffs for the
national fiber-optic network.

Prices
of
bandwidth

Ministry of ICT and
ATRA

US$900/Mbps
per months

< US$80/Mbps
per months

Ministry of ICT

0

1 million

wholesale

Number of subscriber to
GSM broadband services
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advanced wireless services as
evidenced by the issuance of
mobile
telecommunications
service licenses for existing
GSM providers with uniform
terms and conditions.
Land
Management
and Land
Acquisition

The
Recipient
has
strengthened the institutional
framework
for
land
management
and
administration in Afghanistan
by: (a) granting to ARAZI the
status of an independent
agency in accordance with the
Recipient’s
laws;
(b)
mandating ARAZI to propose
amendments to the land
acquisition law; and (c)
transferring
cadaster
responsibilities from Afghan
Geodesy and Cartography
Head Office to ARAZI, as
evidenced by the decision of
the Council of Ministers dated
May 27,2013, issue CSI –
12082 minutes issued by the
President’s
Office
of
Parliamentary Affairs dated
June 3, 2013.

The Recipient’s Council of
Ministers has approved and
submitted to parliament a
Land Management Law that
that improves security of
tenure for the various
categories of land users
including customary owners
and provides more accessible
procedures for formal titles to
be issued, including to
communities and investors.

Revenue of ARAZI

ARAZI

Hectare of land surveyed

ARAZI

The
Recipient
has
strengthened the institutional
framework
for
land
management
and
administration in Afghanistan
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US$ 1.5
million

35,000 ha

US$ 3 million

45,000 ha

by issues new five-year
operational
strategy
for
ARAZI including (i) a new
Governance
structure
of
ARAZI, (ii) the establishment
of a task force on land
clearance
and
land
acquisition,
(ii)
the
establishment of a task force
on
Regional
Resource
Corridors, and (iii) a fullyresourced human resources
plan reflecting the agreed
expansion of the ARAZI.

Infrastructure
Sharing

The Recipient’s Council of
Ministers has, in order to
improve the efficiency of
public spending and promote
infrastructure
investment,
approved an infrastructure
sharing
policy
requiring
coordination among relevant
Ministries in the availability of
existing rights of way and
passive
infrastructures
associated
with
telecommunications,
roads,
and electric power networks.

The Recipient, through its
Ministry of Finance, includes
a statement in the 1393 draft
budget which sets out plans
for future deployment of
shared infrastructure.

Number of projects with
shared passive
infrastructure

53

Ministry of Finance

0

3

The Recipient, through its
Ministry of Finance, has
amended the budget circulars
for relevant Ministries to
reflect the arrangements under
infrastructure sharing policy
directive.

*Note: US$1/Afs – 54.03 constant
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Annex 3: Fund Relations Note

Islamic Republic of Afghanistan – Assessment Letter for the World Bank
June 14, 2013
1.
On November 14, 2011, the IMF Executive Board approved a new three-year
Extended Credit Facility (ECF) arrangement (SDR 85 million, about US$130 million) and
concluded the 2011 Article IV consultation with Afghanistan. Also, the IMF Board approved the
first review of the program on June 29, 2012. Since then, the second and third reviews have been
delayed due to missed quantitative program targets (on domestic revenue, net credit to
government, and net international reserves) and delays in implementation of structural reforms.
2.
Uncertainties about the 2014 political and security transitions have affected economic
performance in the past 12 months. These uncertainties subdued nonagricultural and import
growth, resulted in exchange rate pressures from time to time, and depressed real estate markets.
However, a bumper harvest led to real GDP growth in 2012 of 12 percent, despite lower
nonagricultural growth, and inflation declined to 6 percent year-on-year. Economic growth in 2013
is expected to slow. Another good harvest is forecast, but it is not expected to exceed the record
level of 2012 and nonagricultural growth is expected to slow because of transition-related
uncertainties. Inflation is projected to remain in single digits (5 percent year-on-year for end2013).
3.
Economic performance in late-2012 and early 2013 suffered because the policy
response to the transition uncertainties was not sufficient and because of delays in
implementing structural reform. Fiscal performance suffered and the domestic revenue targets
and the net credit to government targets for September and December 2012 were missed (in
December by 0.9 percent of GDP for domestic revenue and by 1.5 percent of GDP for net credit to
government). Lower than programmed revenue was the result of a combination of factors: lower
than envisaged nonagricultural growth, a shift in the composition of imports away from high-tariff
items, the delay in parliamentary approval of an increase in the toll road fee, difficulties linked to
the transition to a new fiscal year, and, in particular, weak administration/enforcement. The overall
deficit continued to be largely financed by donor grants. Monetary growth decelerated noticeably
in 2012 and capital flight led to increased demand for foreign exchange. In response to exchange
rate pressures, Da Afghanistan Bank (DAB) increased its sales of foreign exchange and the
September and December 2012 net international reserves (NIR) floors were breached (by US$576
million in December). Lower than projected revenue continued in the first quarter of 2013. In
March 2013, the minister of finance replaced senior management in the ministry’s revenue and
customs departments. This effort is intended to improve tax administration and reduce leakages.
Lower foreign exchange inflows and continued capital flight resulted in some pressure on NIR in
2013 and reserve money growth remained weak in the first quarter but has picked to about 8
percent year-on-year in May.
4.
After delays in late-2012, structural reform momentum has picked up in 2013. All the
structural benchmarks for the second and third reviews of the ECF program (scheduled for
implementation by September and December 2012) have been implemented, except for submission
of AML/CFT legislation to parliament. Most notably, new banking and VAT laws have been
submitted to parliament, and an independent inquiry on Kabul Bank was published. Further, one of
the structural reform benchmarks for end-June 2013 was implemented in February and three more
end-June 2013 benchmarks are close to completion (strategic plan for bank supervision, VAT
implementation plan, and rollout of the Border Management Model to three additional border
crossings).
5.
Kabul Bank asset recovery and resolution have continued. On asset recovery, the sale
of the remaining properties in Dubai has been agreed for about US$30 million and most of the sale
proceeds have been transferred. Between June 4, 2012 and May 31, 2013, cash recoveries
amounted to US$31 million. Also, mutual legal assistance requests have been sent to the United
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Arab Emirates, the United Kingdom, Switzerland, India, and France. Further, criminal proceedings
against 22 individuals were initiated and in March 2012 the Special Tribunal of the Supreme Court
convicted all indicted individuals. The verdicts will likely be appealed. The convictions appear not
to include money laundering, which will hinder efforts to confiscate amounts held by beneficiaries
of the fraud. In early June, President Karzai instructed the government to take action to speed up
asset recovery, especially assets held abroad. Regarding privatization of New Kabul Bank, only
one bid was submitted, but it did not meet the requirements of the tender offer and the authorities
plan a second offering.
6.
The above developments called for updating the macroeconomic framework and
establishing an informal track record that could pave the way for a possible program review
later in 2013. To this end, a Fund mission visited Kabul in mid-May and agreed with the
authorities on a set of quantitative targets and implementation of structural reforms to establish an
informal track record through end-September 2013. The new targets aim to address the challenges
faced in late 2012 and early 2013.
7.
The key program objectives remain unchanged: monetary policy aimed at maintaining
low inflation; fiscal policy focused on revenue mobilization and moving toward fiscal
sustainability and anchored in the operational deficit excluding grants; and continuing to
implement a managed floating exchange rate policy flexibly. Given the size of the shock resulting
from transition uncertainties, a somewhat more gradual adjustment is planned (with lower budget
revenue, expenditure, NIR, and money growth targets) that would safeguard macroeconomic
stability while achieving overall program objectives. For budget revenue, in addition to plugging
the leakages through changes in management of the revenue and customs’ departments, the
authorities have implemented revenue measures related to customs valuation of fuel, import tariffs
on cement and steel rods, and increased user fees for air travel, and are also exploring additional
revenue measures. The authorities face tight constraints on the budget’s cash position and plan to
manage expenditures carefully, while avoiding arrears. On monetary policy, in light of lower
demand for money and lower donor inflows, lower reserve money growth and somewhat lower
NIR are targeted. DAB will continue to manage flexibly its managed floating exchange rate policy.
The external current account is expected to be largely financed by donor grants.
8.
The authorities have reiterated their commitment to structural reforms and agreed a
timetable for reform implementation. This structural agenda focuses on strengthening the
institutional framework for dealing with economic crimes, improving the fiscal regime for natural
resources, strengthening banking supervision, customs and tax collection, amending the central
bank legislation, submitting sukuk and tax administration legislation to parliament, and preparing
for value added tax (VAT) implementation. Given the criticality of VAT, the authorities
recognized that a comprehensive implementation strategy will need to be put in place to ensure a
successful VAT launch.
9.
IMF staff believes that the attaining the policy objectives will need determined
efforts, and should ensure continued macroeconomic stability and maintain structural
reform momentum. Risks – linked to transition uncertainties and the ability of vested interests to
obstruct reforms – remain and the authorities need to be ready to deploy additional measures, as
needed, to address any macroeconomic shocks and ensure that vested interests do not derail the
reform agenda. The updated framework and structural reform timetable address the challenges
faced in late 2012 and early 2013 and allow the authorities to build a track record for a possible
program review. The final judgment on program review(s) will be based on the assessment of the
performance on all quantitative targets and structural benchmarks and targets through endSeptember and agreement on policies for the period ahead including quantitative targets and
structural benchmarks for 2014.
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Annex 4: Country at a Glance

Afghanistan at a glance

3/15/13
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Annex 5: Analytical and Advisory Activities – Major Findings and Recommendations
DPL Focus Areas

AAA work

Findings & Policy Recommendations

Pathways to Inclusive Growth in Afghanistan (2013, forthcoming): This
ongoing Bank study analyzes Afghanistan’s future growth potential and
challenges to make growth in Afghanistan more inclusive.





Resource Corridor – Technical Assistance (2013) P128211: This ongoing nonlending technical assistance comprises analytical investigations, strategy
formulation and consensus building around a resource growth corridor initiative




Fostering an enabling
environment for
investment in sectors with
a high growth potential


Land Governance at the Crossroads: A review of Afghanistan’s Proposed New
Land Management Law (August 2012).



ICT Sector Development Project P121755 (EML): The objective of this TA is to
expand connectivity, mainstream use of mobile applications in strategic sectors
in the government and support development of the local IT industry.




Strengthening revenue
mobilization to improve
fiscal sustainability

Transition in Afghanistan: Looking Beyond 2014 (2012).



IMF (2013). Afghanistan: Balancing Social and Security Spending in the
Context of Shrinking Resources Envelope.
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Mining and Agriculture have the largest potential to drive
future economic growth
The inclusiveness of the sector’s growth will rest on its role in
spurring agricultural growth
Policies to support agriculture growth should be tailored to
ease the constraints faced by poor households and
smallholders. This includes, among others, better access to
land resources.
Afghanistan has major potential in mining, a crucial
opportunity and factor for its economic and public financial
sustainability.
Short term priorities are to build soft infrastructure; initiate
preparation for large, long lead-time items; develop
instruments to address private sector risks; and make quick,
small catalytic investments in hard infrastructure.
Removing constraints for land acquisition will be critical for
infrastructure development
Improve process and substance of the law to make it more
pro-poor, transparent, secure and efficient for the economy.
Tenure security is particularly important for the mining
sector.
Need to equalize mobile telephony licenses and remove
barriers to the introduction of new technologies to expand
access to Internet services;
Major opportunity to derive synergies from cross-sector
infrastructure sharing in transport, energy, and ICT, helping
to accelerate broadband network deployment at a lower cost.
The extremely high level of aid cannot be sustained. Hence,
managing an increasing financing gap through lower public
spending and increased revenue generation will be critical.
Without greater self-reliance of Afghan public finances,
economic growth fueled by aid will remain fragile or



UNOPS/World Bank (2013). Afghan Customs Users Perception Survey – Final
Report




World Bank/Institute for Geopolicity (forthcoming). Political Economy of
Customs Reform in Afghanistan: Institutional & Governance Obstacles.




Fiduciary Assessment

Public Expenditure and Financial Accountability Assessments (2013).
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diminish further.
The mobilization of domestic revenues is a preferred policy
response to declining donor support and ongoing security
spending, while cutting expenditures and/or debt financing
entail significant collateral effects such as shrinking the
economy or jeopardizing sustainability of public finances.
Respondents identified endemic at customs as major
obstacles to trade.
In particular, poor hiring and incentives of civil servants, lack
of procedural and legislative efficiency and inappropriate
tariff rates, as well as lack of equipment, proper
enforcement/quality control, dispute resolution mechanisms
and coordination between ACD and other agencies have been
pointed out.
During transition, political economy pressures are likely to
grow on vulnerable funds, such as domestic revenue
(especially a key component like customs) and budget
spending.
Develop a transparent, efficient and effective customs system,
in line with rational legal aims.
Mounting pressure on public finances from transition –
increasing expenditures and decreasing revenues – will
require crucial reforms.

Annex 6: Anticipated Poverty and Social Impact
The DPG has been supported by a substantive PSIA exercise and dialogue. An initial
assessment of the potential poverty and social impacts of the prior actions and triggers included in
the DPG was conducted by means of a literature review and stakeholder consultations during a
scoping mission in Kabul in May 2012. Government of Afghanistan officials, civil society
organizations, other donors and the private sector were consulted to identify both positive and
negative anticipated impacts of the policy reforms being supported through this DPG. This initial
assessment identified (i) areas where considerable analytical work has already been undertaken to
assess the potential impact of reforms, (ii) areas where distributional impacts are likely to be
minimal, and (iii) finally areas where there are knowledge gaps and more analysis was needed.
Based on the above assessment, a series of PSIA policy briefs are underway (and some
completed) to address knowledge gaps and inform the Government’s policy reform process
which cover the following issues:


The first (completed) paper, examines the potential poverty and social impacts of changes
to the land management laws. A similar assessment of the current land acquisition law is
under preparation.



The second paper provides an overview analysis of the distributional impacts of the new
Mineral Law by (1) synthesizing potential positive and negative impacts of large-scale
mining based on existing analysis in Afghanistan and the experience of other mineral-rich
countries; (2) comparing this more ‘objective assessment’ with an analysis of key
stakeholder views and perceptions regarding large-scale mining and its impacts. Finally,
(3) examines possible mitigation measures to address the anticipated negative impacts of
mining and/or exclusion of vulnerable groups.



The third paper focuses on Community Development Agreements (CDAs) which as per
the new Minerals Law (Art. 90) shall be carried out in consultation with community
inhabitants and affected persons in order to promote sustainable local economic
development and general welfare and quality of life of inhabitants. The CDA will thus be a
key mechanism to mitigate some of the potential negative impacts of the mining
exploitation on local communities. The paper is meant as an input towards the current
Government discussions on the best way to set up CDAs, and identifies the key questions
policy-makers need to consider to design effective and legitimate CDAs.

The final component of the PSIA is a perception survey of mining communities. This survey
will be the first systematic and independent assessment of community views on mining in
Afghanistan, and it will provide a useful 'temperature check' regarding how central level policies
are actually perceived and can be expected to have the desired impacts at the community level.
The survey aims to inform national-level policy discussions and the design of Community
Development Agreements (CDAs). The survey will cover communities around Hajigak (Bamyan),
Qarazaghan (Baghlan), Nooraba & Samti (Takhar), and Amu Darya (Jawjzan). A control group
will be covered in Kabul. The survey will be complemented with qualitative data collection in the
form of focus group discussions and individual interviews. Results are expected to be available in
October 2013.
The PSIA analysis mentioned above builds on substantial analytical work done on the
Afghanistan mining sector, including through the Bank’s Second Sustainable Development of
Natural Resources Project (SDNRP 2) and the Support for Resource Growth Corridor
Development Program. Other donors active in the sector, such as DFID and AusAid, have also
commissioned work (e.g. through the Adam Smith Institute). The Mineral and Hydrocarbon Sector
Strategic Environmental and Social Integrated Assessment (MHS SESIA) done by SOFRECO
(2012) has already provided a detailed analysis of the stakeholders and institutions in the mining
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sector, and highlighted the key social and environmental issues that will need to be addressed as
the mining and hydrocarbon sector is further developed.
Based on analysis done so far, it can be concluded that overall, the expected impact on poor
and vulnerable groups of the reform actions supported by this operation is expected to be
positive in the long-run. The table below provides the results of an on-going assessment of
poverty and social impacts of all the DPG prior actions and triggers. The reforms under the fiscal
management pillar, in particular, are expected to alleviate some of the fiscal pressures and should
make service delivery in infrastructure services more efficient. Given right planning, this could
lead to better coverage and access to infrastructure services (including ICT) for the poor and other
segments of the population.
The new mining law should have an overall positive impact on poverty provided that
potential governance and fiduciary risks can be managed. The biggest potential impact on
poverty would be through increased revenues for the general budget, which should help with the
maintenance, or even support an increase of public service provision. Direct benefits from mining
will impact a smaller number of people. Communities near mining areas could benefit from
increased investments by the private sector and government, to support mining activities, including
social development investments made through Community Development Agreements by the
mining companies.
The overall number of new jobs directly created in the mining industry is expected to be limited
(estimates range between 6,400 to 13,000 job). The current lack of skilled labor for the mining
sector is a further problem that could hamper the employment related benefits expected from the
mining sector development for the local population. There are, however, efforts under way to build
the requisite skills among the Afghan labor force through the Resource Corridor Project.
There are several risks to the livelihoods of vulnerable groups that need to be carefully
managed as the mining sector develops. The land acquisition and resettlement of communities
living in mining areas can have a significant negative impact on livelihoods. The current Land
Management Law provides limited recognition of customary claims to land and no recognition of
user rights to pasture land, which means that the expanding extractive industries sector could
negatively affect the livelihood of rural poor (e.g. pastoralists including pastoral nomads) who use
land near the mine, as well as those who live near the mining sites, if they do not have formal title.
There is a risk that grievances from mining, not only stemming from land acquisition and
resettlement issues but also from broader social and environmental impacts, may not be properly
addressed due to a lack of clear institutional mandates and responsibility for monitor and manage
and social impacts, and weak capacity of the government agencies responsible for the
implementation of social and environmental policies. Unaddressed complaints and grievances
could potentially even lead to local level conflicts, as seen in other countries, and is a distinct
possibility in a context of on-going conflict.
The Government is aware of the above concerns and has been in dialogue with the Bank
regarding appropriate mitigation measures. For example, both the Land Management and the
Land Acquisition Laws are under amendment which will address some of the concerns raised
above (see discussion below). There are also efforts to develop the capacity at the Ministry of
Mines to manage a range of social issues, including developing clear guidelines and policies for
resettlement and compensation, managing the resettlement process, having community
consultations, supported through the SDNRP 2 project. Many other donors (AusAid, DFID) are
also providing support for capacity building on a range of social and governance issues in the
mining sector. Finally, a new Social Accountability Pilot supported by the Bank in Logar province
is testing a Grievance Redress Mechanism, social auditing and general awareness raising among
mining affected communities, with the help of an NGO.
The amended Minerals Law refers to Community Development Agreement as an instrument to
ensure sustainable local development and welfare among the affected mining community. CDAs
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are a formal agreement between mining companies and local communities regarding the
responsibilities of each party to ensure sustainable local development takes place alongside mining
operations. Both the PSIA policy paper on CDAs and the Community Perception Survey of mining
affected communities have been requested by the Government counterparts as key inputs towards
the current policy discussions on the best way to set up CDAs, including development of requisite
regulations.
The expected impact on women from mining could be positive and significant if concerted
efforts are made to include women in national and local level benefit sharing. Given the
cultural setting and the history of Afghanistan, employment gains for women are likely to be
minimal in the mining sector, though one of the components of the IDA-financed SDNRP II will
support the generation of employment opportunities for women in the gemstone, decorative stones
and jewelry craft fields. Women potentially stand to gain most from the effect of increased public
revenues being spent in ways that benefit women (e.g. through improved social service provision,
improved security, etc.), and at the local level, there is scope to have programs targeted at women
and girls through Community Development Agreements (e.g. scholarships for women and girls,
giving women power to allocate a portion of development funds made available). Concerted
efforts will also have to be made to consult women in the design of CDAs, and ensure that they are
well represented on any governance structure for the CDAs. In order to realize these potential
gains for women, substantial outreach and community mobilization is required to ensure any longterm impact considering prevailing cultural gender norms and deteriorating security situation.
The largest positive poverty impact, however, is expected to result from the amendments to
the land management and land acquisition laws. Direct, positive impact may come through a
better protection of property rights, such as recognition of customary claims and communal rights
to grazing land as proposed in amendments to Land Management Law), and a reduction in landrelated disputes and conflict due to improved and recognized dispute settlement mechanisms. A
revision to the Land Acquisition Law is expected to address the current gaps, particularly with
reference to resettlement, compensations for livelihood losses, consultations and valuation of
affected assets. Indirectly, the improvements in the legal and regulatory environment for land
management and acquisition should, if properly enforced, positively weigh on investment
decisions and promote overall growth in sectors.
Finally, amendments to the Land Management Law and strengthened land management at
provincial level may have positive impact in terms of including improved tenure security.
The proposed amendments to Land Management Law also include improved recognition of
women’s land property rights (proposed recognition of nikah khat as valid documentation of
ownership). An amended Land Acquisition Law with a resettlement framework may also ensure
women’s equal right to be consulted in land acquisition and resettlement cases. Both of these
issues will have to be explored in greater detail in the respective PSIA policy brief.
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Table: Anticipated PISA Impacts
Action Areas DPG 1

Anticipated scale
depth of impact

and

Channels and direction of impacts on
Living Standards/poverty

Pillar 1: Fiscal Management
Objective: Improve Fiscal Management and the Efficiency of Public Spending
2. Infrastructure Sharing
No negative distributional
(+) Increased efficiency in constructing
impacts anticipated
telecom infrastructures reduces costs and
allows more population, including the
poor, to access services; less disruption
for population in using services such as
roads
3. Customs Reform

No negative distributional
impacts anticipated,
potential positive impact if
it generates more public
revenues

(+) More revenue from customs for the
national budget. As long as budget
allocations are pro-poor, this should
benefit the poor as well as other sections
of the population
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Anticipated Main gainers and
losers

Effects on the poor

Main gainers will be the alternative
infrastructure owners (e.g. roads,
energy networks) who can lease
the space or capacity to telecom
providers. Also, telecom
companies will gain from being
able to build out or use telecom
networks at lower cost
Gainers: beneficiaries of public
expenditures; users of public
services; potential losers: people
who do not have access to public
services; people currently
benefitting from corrupt systems

Lower costs of communication
will benefit everyone, including
the poor

The poor will benefit if there is an
increase in poverty focused
programs and services

Action Areas DPG 1

Anticipated scale
depth of impact

and

Channels and direction of impacts on
Living Standards/poverty

Anticipated Main gainers and
losers

Effects on the poor

Policy Area 2: Growth-Oriented Policies
Objective: Improving the enabling environment for growth sectors.
Macro Level Impacts:
4. New minerals and
Overall positive in the longhydrocarbon law
run, if potential governance
and fiduciary risks are
(+) stronger public sector, improved
managed. Some
public services, poverty reduction and
communities may be
more inclusive development due to
negatively affected in the
improved revenue flows for the central
short and medium term due
government through a growing mining
to resettlement and other
sector
negative social and
(-) worsening governance, growing
environmental impacts of
inequality and a rise in conflict if revenue
mining
flows are not well utilized.
(+) increase in employment in mining
Will be further investigated
sector and other downstream industries.
through a survey of
(+) the local procurement articles of the
communities affected by
Law generates employment for non-skills
large-scale mining.
workers as well as domestic production of
goods and services d in the formal mining
sectors.

Potential gainers: central
government since it receives more
revenues from mining;
international and national mining
companies who have a better
regulated business environment to
invest in mining; the general
population of Afghanistan who
benefits from improved public
services; communities near mining
areas that receive benefits from
Community Development
Agreements; upstream and
downstream businesses that
support mining sector; ASM
operators with better access to
markets, and supportive
infrastructure

At the national level:
If new public revenues are used in
a pro-poor way, they could have
some impact on poverty. Some
analysis done by the WB has
shown that revenue transfers (in
the form of cash transfers to
targeted poor households) from
just Aynak and Hajigak could
reduce poverty by between 2 and
17 percentage points .

Community Level Impacts:
(+) Increase in services and public
benefits from new investment in
communities around the mines
(Community Development Agreement
clause of the new Law).
(-) Loss of assets: Resettlement of
communities and loss of livelihood due to
land acquisition by new mines.
(-) Grievances from mining, not only with
regard to resettlement issues, but also for
social and environmental impacts, are not
properly addressed due to weak capacity
of the government at the provincial level,
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Potential Losers: Illegal mine
operators and workers who may be
shut down; communities forced to
resettle, who have lost their
livelihoods, communities suffering
from negative environmental
impacts,

At the community level:
Potentially some new
employment for the poor through
local procurement protection, but
no. of jobs comparatively small.
Potential for new services and
benefits in communities in the
mining regions, but scale needs to
be investigated.
Some communities may lose land
and livelihoods due to
resettlement caused by award of
mining concessions. There can be
some negative environmental and
social impacts e.g. increased
pressure on limited water
resources.

Action Areas DPG 1

Anticipated scale
depth of impact

and

Channels and direction of impacts on
Living Standards/poverty

Anticipated Main gainers and
losers

Effects on the poor

Potential Losers: people who have
not registered their land in a legal
manner; people with
traditional/customary land rights
which are not recognized.

Potential for more secure land
tenure for the poor and better
compensation when there is land
acquisition

despite well designed plan. This could
potentially even lead to conflict.
(-) pressure on limited goods and services
at the local level if mining towns develop
quickly e.g. water resources
(-) increase in local prices due to rapid
influx of people in communities and
towns near mining site.

5. Land Management and
Land Acquisition.

Overall positive impact in
the long-term

(+) assets: people's land rights are
potentially better protected if the law can
be enforced.
(+) Reduction in land related disputes and
conflict due to clearer dispute settlement
mechanism, if the law is effectively
implemented.
(+) Better compensation and livelihood
restoration for resettled households due to
new mining and other public
infrastructure project.
(-) Some people may lose access to land
if they still do not meet legal criteria for
land ownership
(-) Collective property rights only
partially recognized
(-) Usufruct rights to grazing lands still
not fully recognized, and remains an area
of conflict between settled and pastoral
nomad communities
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Potential gainers: private
companies who have a clearer
legal framework for investment in
property, and compensation they
have to pay; GoA since it can
manage public lands more
effectively.

Marginalized and excluded
groups may still find it hard to
exercise rights to land, since law
does not specifically aim to
protect the interests of women,
vulnerable groups and the poor.

Annex 7: Public Financial Management
From the outset of the reconstruction, Afghanistan made a firm commitment to fiscal discipline
and fiscal transparency. The foundation for implementation of this commitment is the decision to
use the annual budget as the key instrument of policy implementation. Afghanistan’s budget
management performance has been recently analyzed and reported in Public Expenditure and
Financial Accountability (PEFA) 312013. PEFA is a performance measurement framework
developed by the Public Expenditure and Financial Accountability partnership program that
identifies critical objectives for the public financial management (PFM) system and devises a
standard set of high-level PFM indicators to assess performance against those objectives. The
methodology provides a consistent framework for analysis and a monitoring tool for the
government to manage reform and demonstrate progress to domestic and international
stakeholders. In Afghanistan’s case, public financial management outcomes improved from 2007
to 2013 (Table A1) and are better than the average of 15 fragile states for 6 core dimensions of
PFM (except for the Credibility of the Budget, where it is on par). Also, Afghanistan outperforms
27 LICs on four dimensions (except for the Credibility of the Budget, and Policy-based Budgeting
where it is on par). And, compared to the average of 51 MICs, Afghanistan’s PFM system scores
better on two dimensions, is on par for one dimension and is scoring lower on three dimensions.
(Graph 1)
A summary of performance on the key desired attributes of a public budget – i.e., credibility,
comprehensiveness, transparency, policy content, control and accountability – is drawn from the
PEFA of 2013.
Credibility of the Budget: This depends on whether the budget is realistic and implemented as
intended. The credibility of Afghanistan’s budget is still undermined by the persistent use of a
large volume of reserve funds, which drives the mismatch between expenditure composition and
budget targets. Also, the gap between budgeted and actual development expenditures, while
smaller in fiscal year 2012 than the prior years, remains sizable. The gap indicates a lack of
realism in budget formulation and a limited capacity to implement – weaknesses that have been
addressed in part by changing the period of the fiscal year in 2012 to allow adequate lead time for
procurement before construction begins in the spring.
Comprehensiveness and Transparency: This describes whether the budget and fiscal risk
oversight are comprehensive and if fiscal and budget information is accessible to the public. In
this, Afghanistan ranks better than the average of low-income countries. The government has
developed a robust classification system that facilitates the tracking of expenditures on
organizational, economic and functional, and program bases, and now includes classification by
programs. Budgetary information is shared amply; the annual budget documentation includes a
description of major programs, mid-term fiscal projections, and historical performance. Public
access to fiscal information is facilitated by the comprehensive nature of the budget and the
monthly publication on the Treasury website of the budget execution statement. The extent of
unreported government operations in terms of extra-budgetary funds remains low, and all donor
funding under the control of the government is included in fiscal reports. Municipalities, which are
fiscally autonomous from the national government, report on their fiscal and financial status
annually. Fiscal risk oversight of the commercial activities of the government, including stateowned enterprises (SOEs) and state corporations, is however still lagging due to irregular reporting
to the MoF of SOEs and limited access to state corporations’ financial statements. The MoF’s role
in financial oversight of SOEs and SOCs needs to be enhanced by the proposed amendments to the
related laws.

31
The analytical framework, indicator set, and detailed instructions for ratings are in PEFA (2005), available at
www.pefa.org.
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Policy-Based Budgeting: This describes whether the budget is prepared with due regard to
government policy. Afghanistan does so with an above-average rating, as the annual budgeting
process provides adequate lead time and because there is clear political guidance for strategic
prioritization in the resource allocation process in the ANDS and National Priority Programs. The
government’s medium-term development plan was anchored in the Afghanistan National
Development Strategy (ANDS). The ANDS covering the five years from 2008 to 2013 was
approved by President Hamid Karzai and his Cabinet on April 21 2008, and submitted to the IMF
and World Bank as Afghanistan’s Poverty Reduction Strategy Paper. However the ANDS was
superseded by the National Priority Programs (NPP) strategy in 2010. To date only about 17
percent of the NPP have detailed, costed plans. The multi-year perspective of the budgeting
process is also provided with the linking of budget and national strategy and regular updating of
the Medium-Term Fiscal Framework (MTFF) that has emerged as a multi-year budgeting
framework through the estimation of budgetary ceilings; expenditure estimates are based on
reasonable approximations of the medium-term cost impact of the pay and grading reform and
reflects the structure of the NPPs.
Program budgeting and participation of the provincial level of the administration in budgeting
improve the policy link with budget and developments in these areas continue.
Program Budgeting: To support the ANDS and the accompanying sector results frameworks, the
government adopted in 2006 an approach to budgeting that would enable it to measure progress in
achieving its budgetary priorities and policies. At the start, it overelaborated the program
budgeting process with costing methodologies that undermined implementation. It has since
corrected this by simplifying the process; the 2012 budget guidance circular focuses clearly on
establishing basic expenditure goals and related performance targets tied to core developmental
objectives. The progress of reform however has been uneven across ministries. Program managers
do not have full control and flexibility in resource utilization due to donor earmarking and in some
cases different sources of financing for the recurrent and capital allocations under programs. The
interest of the MoF now is to seek a better implementation across all ministries, presenting
information on programs and output targets in the budget, simplifying the program structures, and
continuing the capacity building of program managers and other staff and not to pursue
appropriations by program.
Provincial Budgeting: The Tokyo Mutual Accountability Framework (TMAF) agreement
between the government and donors of July 2012 calls for a clarification of the roles and
responsibilities of government agencies at national, provincial and district levels, and the
development of a provincial budgeting process that includes provincial input into the relevant
ministries formulation of budget requests linked to a provincial planning process. To ensure that
both the priorities of the authorities most directly responsible for service delivery and the interests
of local communities are taken into consideration, steps have been taken to involve lower levels of
government in the budget-planning process. Pilot programs involving five line ministries
(Agriculture, Rural Development, Education, Health, and the Independent Directorate of Local
Governance) are underway that engage provincial and community councils in planning for
development expenditure consistent with established NPP priorities. Efforts are underway also to
make regional allocations of the recurrent budget more rules-based. All appropriations are made
through national budget entities (the line ministries, for example) which make allocations at their
discretion to the provinces. As a result there are enormous differences in per-capita funding
allocations between provinces. The Ministry of Education, in particular, is developing
expenditure-targeting norms that reflect differences in objectively-defined needs indicators
between provinces.
Budget Execution: PEFA indicators for 2013 reveal better-than-average predictability in the
availability of funds and control of budget execution. The basic elements for control of budget
execution and reliable accounting and reporting are in place and work together with the evolving
capacity of local staff using written procedures governing treasury and procurement operations to
constitute a disciplined, effective budgetary tracking and control system. These elements comprise:
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A highly comprehensive budget. Nearly all funds accruing to the government in the
general government sector, including all donor funds entrusted to the government, are
reflected in the annual budget;
Centralization of accounting and payments for all budget operations in the Treasury
Department, including its provincial offices. This provides for a healthy separation of
functions between spending units’ authorizations and central authorities’ approval;
A single Treasury account. This contributes to both control of cash and optimum cash
management;
An integrated financial management system that automates the verification of available
appropriations and allotment balances and allows for a vetted, duly tax-registered vendor.
This system (AFMIS) is now the only source for the preparation of payment instructions
and is available online in all HQ line ministries and every provincial Treasury office;
Placement of international advisors to support Treasury and procurement operations;
Frequent, in-year, internal reporting and public disclosure of budget execution figures.
Primary budget entities have online access to budget information and the Treasury
publishes monthly budget execution statements on its website within 45 days of every
month-end, and;
Centralized procurement oversight, under Afghanistan Reconstruction Services (ARDS),
for all civilian procurements above a modest threshold. This service is used to facilitate
complex procurements and verify that they were carried out within the applicable
procurement guidelines.

Nevertheless, low development budget execution rates persist and are due to a number of factors
including unrealistic estimates for the development budget, delay in budget approval and issuance
of allotments, which has been exasperated in SY 1392; front-loading of allocations for multi-year
development projects; poor procurement planning and contract management in executing agencies;
and insufficient delegation of authority for expenditure.
Audit: Management oversight is limited by the absence of an effective internal audit function in
all entities except the MoF. The PFM legal framework of 2005 called for internal audits across the
budget entities and empowered the MoF to carry this out. Technical assistance was mobilized and
capacity developed in the MoF over the last five years. However, in 2012 the Public Finance and
Expenditure Management Law was amended to limit the purview of the Internal Audit Department
of the MoF to its own ministry, so that internal audit now rests entirely with the units in the line
ministries which do not have the organizational structure, processes or capacity to conduct reviews
to any recognized standard.
A new legal framework for external audit was enacted in February 2013. The new law is an
improvement from the prior legal framework because audits are to be published and the overlap
with internal audit is now removed, but the law stops short of establishing independence from the
executive in the appointment or removal of the Auditor General and prohibits any examination of
areas once reviewed by the Office of the Auditor General (SAO). Moreover, the new law commits
the SAO to work to international standards which will require an improvement in the capacity of
staff and upgrade in work practice tools. Most of the SAO resources, at present, are spent in
conducting narrow-scope compliance reviews of small segments of line ministries – up to 300
audits are done annually and reported to parliament semi-annually. On-budget World Bank-funded
projects are audited to an acceptable standard by the SAO as these are carried out under the
supervision of an internationally recruited firm of public accountants.
Reform Plans: The government of Afghanistan has entered into numerous agreements with the
World Bank, IMF, and other donors, and to date it has shown a sound commitment to PFM
reforms.
PFM Roadmap: The PFM Roadmap was the centerpiece of the government’s reform agenda with
the donor community. This agreement was reached at the July 2010 Kabul Donor Conference, and
is aimed at: (i) strengthening the budget function to effectively deliver key priority outcomes, (ii)
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improving budget execution, and (iii) achieving clear accountability and transparency. Aimed
specifically at addressing weakness of internal and external audits, the Roadmap commits the
government to extend internal audits to line ministries and make the CAO independent in its
reporting and mandate. The government has also made commitments in this regard through the
ARTF Incentive Program for the coming three fiscal years, under which it commits to extend
internal auditing to line ministries and allow external auditing of 50 percent of the budget
according to INTOSAI standards, including the standards on independence.
Revenue: More recently, the government has committed under the Tokyo Mutual Accountability
Framework (TMAF) to raise the ratio of revenue collection to GDP from 11 percent to 15 percent
by 2016, and to 19 percent by 2025. This is to be accomplished by actions agreed with the IMF
and the ARTF Incentive Program (IP). A major tax policy reform to reach this goal is the
commitment to introduce a Value Added Tax (VAT) by March 2014 which will be introduced
along with a new Tax Administration Law. On customs, under the ARTF IP, the government has
prepared a draft Customs Action Plan, and agreed to make satisfactory progress on its
implementation in SY1392 (2013) and SY1393 (2014). The Action Plan aims to empower Afghan
Customs Department as the lead agency for managing all cross border, transit, and clearance
activities with detective and enforcement powers.
To support the implementation of the Income Tax Law and improve tax administration in general,
the implementation of commercial software - Standard Integrated Government Tax Administration
System (SIGTAS) is underway. Afghanistan Revenue Dept (ARD), with technical assistance from
DFID and USAID, is working towards better tax compliance, building management and technical
capacity and establishing the institutions for the implementation of a VAT. Additional SIGTAS
modules to include assessment and collections are being implemented and seven zonal centers are
being established to support assessment and audit functions in the provinces. A risk-based
compliance program is also being developed and support is in place to raise taxpayer awareness
and education and improve taxpayer services. Most significantly, support for the legislative
process of the VAT is planned along with stakeholder coordination. Preparations are underway for
the organizational changes and systems to support VAT introduction.
Budget Execution: The MoF’s recent reform plans to improve budget execution include
improvements in coordination between the Budget and Treasury Departments in issuance of inyear allotments; empowering line ministries to process allotments on line via AFMIS; further
training in public procurement, contract management and financial management across all
ministries and most importantly, streamlining approval processes within the MoF for all line
ministry budget and payment requests.
Fiscal Oversight of State-Owned Enterprises (SOEs) and Corporations (SOCs): It is planned
to strengthen the MoF’s role in financial oversight of SOEs and SOCs by amending the applicable
laws. While the responsibility for oversight of SOE performance is assigned to the SOE unit of the
MoF, there is no robust system of monitoring the performance of SOCs, so once the proposed
amendments are enacted, the MoF will be responsible for performance monitoring of SOEs and
SOCs and capacity will be developed. The accountability framework for SOEs and SOCs will be
further enhanced by requiring these to prepare Statements of Corporate Intent.
Fiscal Sustainability and Medium-Term Fiscal Forecasting: Planned reforms for mid-term
fiscal planning include the following: (i) further strengthening the Fiscal Sustainability Analysis
produced by the Fiscal Policy Directorate to clearly distinguish between recurrent and capital; (ii)
establishing a formal process to prioritize individual projects developed as part of the NPPs; (iii)
strengthening planning and managing the government’s capital investment program to take
account of the multi-year commitments of capital projects in the MTFF and issuing capital
investment ceilings to ministries in Budget Circular; (iv) establishing an inventory/database in the
MoF to capture information on and monitor on-going capital projects, and (v) putting in place, in
coordination with the NPP exercise, procedures for project selection.
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Table A1: Summary of PFM Performance Assessments; 2005, 2008, and 2013
Highest Rating: A, Lowest Rating: D.
PI-1
PI-2
PI-3
PI-4
PI-5
PI-6
PI-7
PI-8
PI-9
PI-10
PI-11
PI-12
PI-13
PI-14
PI-15
PI-16
PI-17
PI-18
PI-19
PI-20
PI-21
PI-22
PI-23
PI-24
PI-25
PI-26
PI-27
PI-28
D-1
D-2
D-3

A. PFM OUT-TURNS: Credibility of the Budget
Aggregate expenditure out-turn compared to original approved budget
Composition of expenditure out-turn compared to original approved
budget
Aggregate revenue out-turn compared to original approved budget`
Stock and monitoring of expenditure payment arrears
B. KEY CROSS-CUTTING ISSUES: Comprehensiveness and
Transparency
Classification of the budget
Comprehensiveness of information included in budget documentation
Extent of unreported government operations
Transparency of inter-governmental fiscal relations
Oversight of aggregate fiscal risk from other public sector entities
Public access to key fiscal information
C. BUDGET CYCLE
C (i) Policy-Based Budgeting
Orderliness and participation in the annual budget process
Multi-year perspective in fiscal planning, expenditure policy and
budgeting
C (ii) Predictability and Control in Budget Execution
Transparency of taxpayer obligations and liabilities
Effectiveness of measures for taxpayer registration and tax assessment
Effectiveness in collection of tax payments
Predictability in the availability of funds for commitment of expenditures
Recording and management of cash balances, debts and liabilities
Effectiveness of payroll controls
Competition, value for money and controls in procurement
Effectiveness of internal controls for non-salary expenditure
Effectiveness of internal audit
C (iii) Accounting, Recording and Reporting
Timeliness and regularity of accounts reconciliation
Availability of information on resources received by service delivery units
Quality and timeliness of in-year budget reports
Quality and timeliness of annual financial statements
C (iv) External Scrutiny and Audit
Scope, nature and follow up of external audit
Legislative scrutiny of the annual budget law
Legislative scrutiny of external audit reports
D. DONOR PRACTICES
Predictability of Direct Budget Support
Financial information provided by donors for budgeting and reporting on
project and program aid
Proportion of aid that is managed by use of national procedures
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