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° Discussions were held in Kabul from October 30—November 15, 2007. The mission met
with Senior Minister Arsala; Minister of Finance Ahady; former Governor of Da Afghanistan Bank
(DAB) Delawari;' Minister of Commerce and Industry Farhang; other government officials; and
representatives of Parliament, the diplomatic and donor communities, and the private sector.

. The staff team comprised Mr. Elhage (head), Ms. Farahbaksh, Mr. Wieczorek (all MCD),
Mr. Tyson (FAD), Mr. Saxegaard (PDR), Mr. Hayward (MCM expert), and Mr. Charap, Fund
resident representative in Kabul.

° At the conclusion of the last Article IV consultation on March 6, 2006, Executive Directors
noted that Afghanistan continued to face formidable medium-term challenges, compounded by
lingering insecurity. Directors stressed the need to consolidate macroeconomic stability while
pursuing vigorously the reform agenda in support of sustained growth and poverty alleviation. Since
then, the authorities have succeeded in maintaining macroeconomic discipline, but progress on the
structural agenda has been uneven and slow. Moreover, rapid growth in commercial banking has
given rise to new challenges and risks.

. Afghanistan’s three-year PRGF arrangement amounting to SDR 81.0 million (50 percent of
quota) was approved by the Executive Board in June 2006. The arrangement supports the authorities’
economic program through March 2009. On July 9, 2007, the Board completed the second review

of the program and agreed that Afghanistan had reached the decision point under the enhanced HIPC
Initiative. Completion of the third review would allow the fourth disbursement (SDR 11.3 million).

° Afghanistan maintains a managed float regime, with no preannounced path for the exchange
rate. Afghanistan continues to avail itself of the transitional arrangements under Article XIV, but
based on available information, no exchange restrictions and/or multiple currency practices are
currently in place.

"' On November 17, 2007, Mr. Abdul Qadeer Fitrat was confirmed by Parliament as the new Governor of DAB.
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EXECUTIVE SUMMARY

Economic Developments

. Economic performance since the fall of the Taliban regime has been strong, and substantial
progress has been made toward achieving macroeconomic stability. During 2002/03-2006/07, real
GDP growth averaged 15 percent a year and inflation declined markedly. For 2007/08, growth is
expected to exceed 13 percent and inflation to return to double digits, mainly as a result of sharp
increases in prices of imported fuel and foodstuffs. The nominal exchange rate has remained stable.

. Economic growth over the medium term will depend critically on confronting governance
issues, overcoming infrastructure bottlenecks (particularly in the electricity sector), and implementing
structural reforms in support of private sector activities. The security situation continues to impact
economic activity and the widespread drug economy is undermining the authorities’ efforts to
broaden economic development.

Policy Issues

During the consultation discussions, the authorities were in broad agreement with the staff on the
following key issues:

. Greater government ownership of the policy framework and an acceleration of structural
reform is needed. Better coordination between government ministries and donors would be
instrumental in developing a coherent strategy for reform. At the same time, the government should
reaffirm its support for the development of a market economy. An acceleration of the reforms under
the PRGF-supported program would provide a strong positive signal.

. Revenue mobilization requires further efforts aimed at capacity building and introduction
of a broad-based consumption tax, while maintaining a transparent and equitable trade regime.

. The role of capital notes should be expanded to better manage liquidity and improve the
effectiveness of monetary policy.

. Bank supervision and the regulatory framework for the financial sector need to be
strengthened.
. There are no immediate risks to external stability and the exchange rate level appears broadly

in line with fundamentals.

Program for the remainder of 2007/08 and for 2008/09

. The PRGF-supported arrangement remains on track. Nevertheless, the implementation

of structural conditionality was mixed. The authorities have implemented the following prior actions:
(i) completion of a special audit of DAB’s reserve assets; (ii) appointment of a reputable audit firm
to perform an audit of DAB’s financial statements for the financial year 2007/08—both reflecting
safeguards assessment concerns; and (iii) elimination of the discretionary application of a 1 percent
import duty on selected industrial inputs.

. The program has been strengthened to address the risks emerging from: (i) government
involvement in the domestic petroleum market; (ii) potential fiscal drains stemming from the
government’s relations with public enterprises; and (iii) a weak supervisory and regulatory
framework for the banking system, particularly in light of its recent rapid growth.



I. EcCONOMIC DEVELOPMENTS: FROM POSTWAR RECOVERY TO MACRO-STABILITY
A. Overview

I. Economic developments since the fall of the Taliban regime, at end-2001, have
resulted in high real GDP growth and progress toward macroeconomic stability
(Table 1). Real GDP growth during 2002/03—06/07 averaged around 15 percent a year. It
dropped in 2006/07 owing to drought, but is expected to exceed 13 percent in 2007/08,
reflecting a post-drought rebound in agricultural output (Figure 1a). Inflation declined to
single-digit levels in 2006/07, but it returned to double-digits in 2007/08 because of sharp
increases in the prices of imported fuel and foodstuffs owing to worldwide commodity price
pressures and the depreciation of the U.S. dollar (Figure 1b).

Figure 1. Islamic Republic of Afghanistan: Growth and Inflation
(In units as indicated)

a) Main Sectoral Contribution to Growth, 2003/04-2007/08 b) Contributions to Year-on-Year Inflation, Dec 2003-Nov 2007 1/
(Annual growth; in percent) (In percent)
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Sources: Central Statistics Office of Afghanistan; and Fund staff estimates.
1/ CPI data for Kabul only.
2. Postwar reconstruction, funded by donors, and the return of many skilled and

entrepreneurial individuals have stimulated economic activity. Additional impetus came
from several large foreign direct investment projects. Nevertheless, the cost of doing
business remains high and economic activity is subdued in several areas of critical
importance for growth and external sustainability. In particular, no new exports outside the
traditional base (carpets, minerals, and horticulture products) have been developed, owing to
low capacity, the high cost of capital, and lack of electricity.
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3. The volatile security situation and the persistence of the drug economy are
weakening attempts at broadening economic development. These two phenomena are
intertwined as the resurgence of the Taliban and other anti-government elements is deemed
to be fuelled by opium exports. The drug economy (Box 1), while being a source

of livelihood for many households, continues to be a major obstacle for Afghanistan to regain
its comparative advantage in traditional exports.

Box 1. Afghanistan’s Opium Economy

Opium remains, by far, the largest cash crop in Afghanistan. Opium production has increased steadily from

185 metric tons in 2001 to 8,200 metric tons in 2007. As a result, Afghanistan has become the world’s largest opium
producer, with its share of the total world supply increasing from 52 percent in 1995 to 93 percent in 2007. The
increase in production has resulted in a decline in the farm-gate price of fresh opium at harvest time. Although opium
prices declined in 2004—07, they were still three times higher than in 1994-2000. In 2007, about 81 percent of the
opium production was located in the south and south-west regions of Afghanistan, where anti-government elements
are most active.

The impact of opium cultivation on the economy has been substantial. About 12 percent of the population (or

3.3 million people) were involved in opium poppy cultivation during the 2007 season, with the farm-gate value of the
opium harvest amounting to $1 billion (11 percent of projected licit GDP). The United Nations Office on Drugs and
Crime estimates that the total value of the opium harvest (accruing to farmers, laboratory owners, and traffickers) was
about $4 billion in 2007, compared with $2.7 billion in 2005.

Opium Poppy Cultivation, 1995-2007 Global Opium Production, 1995-2007
(In hectares) (In metric tons)
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(In U.S. dollar per kilogram) (In units as indicated)
350 350 4.5 9,000
CProduction (in metric tons; RHS) _
40 L /] { 8000
300 S 4 300 == Export value (in billions of US dollas; LHS) 1/
35 | / { 7,000
250 — 4 250
3.0 F 1 6,000
200 | 41200 25} 1 5,000
150 1150 207 1 4,000
15 F 1 3,000
100 | 4 100
1.0 | 1 2,000
50 50
0.5 f 1 1,000
) " L " " " " 0 0.0 1 1 1 0
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2000 2001 2002 2003 2004 2005 2006 2007

Source: United Nations Office on Drugs and Crime.

1/ Export value for 2001 is not available.




4. The recommendations of the previous Article IV consultation focused on the
need to broaden the revenue base, prepare more realistic development budgets,
strengthen the banking system, and establish an enabling environment for private
sector activities. The authorities made good progress in key policy areas. They stepped up
revenue efforts through tax reforms and capacity building, and strengthened the Medium-
Term Fiscal Framework (MTFF), and the implementation of the development budget. They
also continued to develop the monetary policy framework and improve banking supervision.
With regard to the broader reform agenda, however, policies have been subject to conflicting
influences. Proposals favoring interventionist and protectionist measures are currently
dominating the domestic economic debate, while the laws critical for private sector
development continue to linger in the administrative pipeline and the privatization of state-
owned enterprises (SOEs) proceeds at a disappointing pace. At the same time, there have
been allegations of corruption and growing frustration with the slow progress on structural
reforms.

B. Macroeconomic Policies and Debt Issues

5. Despite continued reliance on donor financing for public spending, revenue
efforts have played a central role in improving the underlying fiscal position. Domestic
revenues increased markedly from an extremely low base of 4.7 percent of GDP in 2003/04
to 8.2 percent in 2006/07 (Tables 2a and 2b, and Box 2). This increase, combined with a
prudent policy toward operating expenditure under the core budget, has led to a gradual
reduction in the core operating budget deficit (excluding grants) since 2004/05 (Figure 2).>
During the same period, core budget development expenditures grew significantly, still
mostly with donor support. However, the bulk of public expenditures, notably outlays on
security and development, continue to be undertaken in the context of the external budget
(i.e., outside the core budget), which is executed and financed directly by donors (Figure 3).

* The core budget covers operating and development expenditures of the central government.
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Figure 2. Islamic Republic of Afghanistan: Fiscal Balance, 2003/04—-2007/08
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Figure 3. Islamic Republic of Afghanistan: A Challenging Expenditure Structure
Dependent on Donor Funding, 2007/08
(In percent of GDP)

Type of Expenditure Sources of Funding

Domestic revenue, 8.2 percent
Operating expenditures, 12.2 percent
Donor grants to operating budget, 5.4 percent

Donor grants to core development budget,

Core budget development 6.1 percent

spending, 10.4 percent

Other Financing, 2.9 percent 1/

External budget, 54.5 percent External budget, 54.5 percent

Sources: Ministry of Finance; Da Afghanistan Bank; donors; and Fund staff estimates.

1/ Consists of external loans (50 percent) and use of government deposits (50 percent).
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Box 2. Rebuilding Domestic Revenue

Key implemented revenue measures include:

e rationalizing the customs schedule;

e simplifying the corporate and personal income tax;

e repealing nuisance taxes; and

e withholding tax on imports, which is creditable against final income tax liabilities.

Steps taken on tax and customs administration include:

e cstablishing a large taxpayer office (LTO) in the revenue department;
e piloting a medium taxpayer office (MTO) in Kabul; and

e  enacting a customs code.

Domestic Revenue
(In millions of Afghanis)

35,000 35,000
ElNontax Revenues )

30,000 ODomestic taxes on goods and services 1 30,000
O Taxes on international trade and transactions

25,000 | O Taxes on income, profits and capital gains 4 25,000

20,000 f 1 20,000

15,000 1 15,000

10,000 1 10,000

5,000 1 5,000

0 1 1 1 0

2003/04 2004/05 2005/06 2006/07

Sources: Ministry of Finance; and Fund staff estimates.

6. The fiscal sector has undergone important reforms over the last few years, but
the public finances remain fragile. Reforms have concentrated on: (i) creating a legal
framework; (ii) establishing fiscal authority; and (iii) strengthening revenue administration
and public financial management (PFM). In 2007/08, the government initiated program
budget pilots with a view to consolidating the budget preparation process and facilitating the
alignment of expenditures with its priorities under the Afghanistan National Development
Strategy (ANDS). Also, the MOF has begun to articulate Afghanistan’s medium-term fiscal
policy objectives and challenges by using the MTFF. Nevertheless, continued postwar
reconstruction needs and escalating security demands are putting pressures on the public
finances and perpetuating donor dependence.

7. Monetary policy management has proved challenging, owing to the high degree
of dollarization and large inflows of foreign exchange. DAB has continued to rely on
currency in circulation (CiC) targets and foreign exchange auctions to conduct monetary
policy. Following the introduction of a new currency in October 2002, it was assumed that
stabilizing the nominal exchange rate would bring about price stability, strengthen the
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demand for Afghanis, and thus reduce dollarization. Inflation, however, turned out to be
more persistent than originally expected, due mainly to large inflows of foreign aid and
opium export receipts. With ample foreign exchange at its disposal, DAB tightened the CiC
targets and stepped up foreign exchange interventions. In the event, inflation declined (albeit
temporarily) to single-digit levels in 2006/07, but “afghanization” has stalled since 2004/05

Figure 4. Islamic Republic of Afghanistan: Monetary Policy Indicators, 2002/03-2007/08

a) Currency in Circulation, DAB's NFA, CPI 1/ b) Liquidity Management 2/
(In percent of GDP; unless otherwise indicated) (In'billions of Afghani)
40 40 45 45
N Net foreign assets 40 D Change in currency in circulation 14
By 3 Currency in circulation (excluding cash in DAB's HQ and its regional ® WDAB's foreign currency interventions

35

0F 30

OChange in the stock of capital notes

branches)
—Average annual CPI (percent change)

25t 25

20F 2

2002/03 2003/04 2004/05 2005/06 2006/07 2007/08 2002/03 2003/04 2004/05 2005/06 2006/07 2007/08

Sources: Da Afghanistan Bank (DAB); Central Statistics Office of Afghanistan; and Fund staff estimates and projections.

1/ For 2007/08, program ceiling for currency in circulation and program projection for NFA and CPI.
2/ For 2007/08: program ceiling for currency in circulation, for other variables: projection based on data through October 2007.

(Figures 4a and 4b). Dollarization, which was originally driven by the increased demand for
foreign currencies as a hedge against exchange rate risk, continues to be supported by the
abundance of foreign exchange, which strengthened currency substitution, with foreign
currencies and Afghanis used interchangeably for domestic transactions.

8. The rapid development of the banking sector has created an enabling
environment for new monetary policy instruments. In mid-2004/05, DAB launched
auctions of capital notes (CNs) with a view to developing them as the primary instrument for
monetary policy. Thus far, however, the role of CNs has been limited with the stock
outstanding at end-November 2007 not exceeding Af 2 billion (US$40 million). Interest rates
on CNs are negative in real terms, and DAB remains reluctant to expand the volume of the
CN auctions and assume the associated interest cost.

? For a detailed discussion of this issue see the accompanying selected issues paper “Exchange Rate and the
Conduct of Monetary Policy in Afghanistan.”
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9. Afghanistan’s exchange regime continues to fit the definition of a managed float.
While the monetary policy conduct resulted in the stability of the Afghani vis-a-vis the

U.S. dollar, the authorities have made no commitment to maintaining any particular level

of the exchange rate. DAB has conducted the foreign exchange auctions in a manner
consistent with the CiC targets and sought to smooth short-term fluctuations in the nominal
rate only when this has been consistent with the CiC ceilings under the program. The foreign
exchange market is highly decentralized and the spread between the market rate and the
auction rate is negligible (Figure 5).

Figure 5. Islamic Republic of Afghanistan: Exchange Rates, Jan 2005-Nov 2007 1/
Auction Cutoff & Hawala Dealers (DAB); in Afghani per U.S. dollar

51.0 51.0
50.5 + 4 50.5
50.0 + 50.0
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490 - 4 49.0
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Sources: Afghan authorities; and Fund staff calculations.

1/ Last observation is December 1, 2007.

10. Afghanistan’s external position continues to depend on large aid inflows

(Table 3). Official transfers increased to 66 percent of GDP in 2006/07 from 53 percent in
2003/04, reflecting mainly higher security spending by donors, with a predominant import
content. Large official transfers, foreign direct investment, and debt relief helped improve the
import coverage of gross international reserves (excluding imports financed by donors) from
2.8 months of imports in 2002/03 to 9.3 months in 2006/07.

11. Afghanistan’s debt sustainability has improved significantly as a result of debt
relief from its bilateral creditors and interim debt relief under the HIPC initiative. In
July 2006, Paris Club creditors agreed to cancel more than US$10 billion of debt, thereby

reducing Afghanistan’s external debt by nearly 90 percent, and capitalized all debt service
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payments falling due until March 31, 2009.* At the HIPC decision point, in July 2007, they
committed to cancelling all remaining claims once Afghanistan reaches its completion point
under the HIPC initiative. Additional interim debt relief under the HIPC initiative is being
provided by the World Bank. The authorities are actively pursuing debt relief agreements
with the OPEC Fund for International Development (OFID) and non-Paris Club bilateral and
commercial creditors (MEFP §15), and continue to make progress towards meeting the HIPC
completion point triggers (MEFP 947).

12. Afghanistan still has a high risk of debt distress, notwithstanding significant
traditional debt relief from bilateral creditors. The Debt Sustainability Analysis (DSA)
conducted in the context of the HIPC decision point in July 2007 highlights that
Afghanistan’s external position is particularly vulnerable to a deterioration in the
concessionality of new borrowing and to slower export growth. Nevertheless, full delivery
of debt relief under the HIPC initiative and assistance under the Multilateral Debt Relief
Initiative (MDRI) would be sufficient to reduce Afghanistan's debt burden indicators to
sustainable levels.

C. Financial Sector Developments and Risks’

13. Banking sector activities have expanded considerably over the last few years
(Box 3). According to information provided by DAB, as of September 2007, the banking
system was well-capitalized (32 percent, compared with the minimum capital adequacy
requirement of 12 percent), and the ratio of classified and watch assets to total assets was
about 4.6 percent. There are, however, considerable differences among individual banks. In
particular, two large private banks that recently experienced significant growth in their loan
portfolios have occasionally fallen below the minimum capital adequacy requirement. Also,
the low ratio of classified assets to total assets reflects, to some extent, the widespread
practice of rolling over loans. In addition, a recent report by DAB on its first full-scale on-
site examination of banks indicates that five banks with more than 60 percent of total
banking system assets were given a CAMEL rating of 4, on a 1-5 scale.® The report reveals
serious deficiencies, including a lack of fit and proper management, violations of regulations
on connected lending, and significant currency mismatch in some bank.

* The bilateral agreement with Russia was signed in August 2007.

> For a detailed discussion of this topic refer to the accompanying selected issues paper on “Banking Sector
developments in Afghanistan.”

8 CAMEL stands for Capital, Asset Quality, Management, Earnings, and Liquidity. The system uses a five
points scale for grading each category. An overall composite rating is also assigned based on the same scale,
with 1 being the highest rating and 5 the lowest.
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Box 3. Banking System

Afghanistan’s banking system has been growing rapidly since the fall of the Taliban regime in 2001. As of end-
2007, there were 16 licensed banks (compared with 6 banks in 2001), including three state-owned banks and five
branches of foreign banks. After a long period of slow growth, the total assets of the banking system more than
tripled over the last couple of years, from $388 million (7 percent of GDP) in March 2005 to $1.3 billion (about

15 percent of GDP) in September 2007. This increase has been mainly due to the expansion of private banking,
whose share of total assets increased from 21 percent to 60 percent. In fact, the assets of two domestic private banks
constitute about 50 percent of total banking sector assets. On the liability side, banking sector deposits have grown
almost fivefold since March 2005, constituting about 78 percent of the total balance sheet (deposits plus capital) of
the banking system as of end-September 2007.

The bulk of activities of the banking sector remains in foreign currencies. As of September 2007, about

77 percent of the total deposits and loans were denominated in U.S. dollars; a proportion slightly higher than in
March 2005. Also, all interbank deposits were in non-Afghani currencies, with about 80 percent being denominated
in U.S. dollars. About 35 percent of the deposit base of state-owned banks and 55 percent of their loans at end-
September 2007 were denominated in U.S. dollars, implying a considerable currency mismatch for these banks.

Banking Sector's Assets, 2004/05-September 2007 Banking Sector's Deposits, 2004/05-September 2007
(In percent of total) (In percent of total)
140 140 140 140
[ Private =] grivage ’
L O Stated-owned d L O Stated-owne: i
120 & Foreign-owned subsidiaries 120 120 B Foreign-owned subsidiaries 120

100 4 100 4 100

80 41 80 1 80

60 4 60 1 60

40 14 40 1 40

20 4 20 1 20

2004/05 2005/06 2006/07 2007/08 2004/05 2005/06 2006/07 2007/08

Source: Da Afghanistan Bank (DAB); and Fund staff estimates.

14. The rapid growth in commercial bank activity has prompted DAB to strengthen
bank supervision. DAB has recently completed a self-assessment against the Basle Core
Principles for Effective Bank Supervision. The assessment yielded a roadmap for addressing
weaknesses in DAB’s supervisory framework, including noncompliance with the Basle
Principles on the management of credit, and on operational and market risks.

15. Some progress has been made regarding the restructuring of state-owned banks.
Following the completion of its external audit, Bank Millie has taken a number of steps to
restructure and improve its financial status. Moreover, the Cabinet approved the restructuring
plan for Bank Pashtany in August 2007, but the audit of its financial statements has not yet
been completed. The client accounts of the Export Promotion Bank have been transferred
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to Bank Pashtany, but the merger of the two banks is yet to be finalized. To preserve the
value of state-owned banks, the MOF continues to prohibit lending from these banks to
enterprises that do not have audited balance sheets and cabinet approved restructuring plans.

D. Structural Reforms, ANDS (PRSP), and AML/CFT

16. Structural reforms and the preparation of the legal framework for the business
environment have advanced slowly, and the government still plays a major role in key
sectors. Little progress has been made in preparing for the restructuring/privatization of
government enterprises that are not covered by the law on SOEs and the government has not
yet submitted to parliament laws on partnership and corporations, secure transactions, and
negotiable instruments. In the petroleum sector, the government continues to be involved in
importation, storing, and wholesale trade of petroleum products. While reportedly refraining
from employing price controls, the government influences retail petroleum prices through
market interventions and the imposition of fees on private importers.’

17. A tariff reform implemented in 2006 sought to balance trade policy
liberalization and revenue considerations, but discretionary protectionist measures
have subsequently crept in (Box 4). The 2006 reform intended to address instances

of negative protection, but higher tariff bands on certain products were also introduced to
safeguard fiscal revenue in light of political resistance to the introduction of excise taxes.®
Subsequently, in the first half of 2007, several ad hoc protectionist measures were introduced
because of concerns about unfair competition from neighboring countries and the high cost
of doing business in Afghanistan. One of these changes, the discretionary application of the 1
percent tariff rate, was removed in January 2008.

7 Staff obtained conflicting information on the extent of government involvement in the petroleum sector. While
there is no evidence of subsidies, the operations of the government-owned petroleum enterprise and their fiscal
aspects remain nontransparent (MEFP 443).

¥ After these changes, the simple average tariff increased from 4 percent to 5.7 percent.
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Box 4. Summary Import Tariff Schedule 1/

Rate
(In percent)

August 2006
Reform

March 2007
Revision

January 2008
Revision

Type of product (Broad categories)

0

2.5

3.5

10

12

16

20

25

40

Essential food products and raw
materials

Nonessential food products,

intermediate goods and chemicals.

Fuel products, communications
equipment, leather products and
bathroom fixtures

Manufactured products

Nonpriority products, luxury
products, arms and ammunition

New Machinery, wool, wool dyes

Industrial raw materials and
intermediate products for selected
producers

Essential food products

Cooking oils 2/

Nonessential food products,
intermediate goods and chemicals.

Kerosene, lubricants,
communications equipment, leather
products and bathroom fixtures

Manufactured products

Petrol, diesel, aviation fuel

Nonpriority products, luxury
products, arms and ammunition

Mineral water, marble

Motor vehicles

Non-alcoholic beverages 3/

New Machinery, wool, wool dyes

Raw materials with no dual purpose

Essential food products

Nonessential food products,
intermediate goods and chemicals.

Kerosene, lubricants,
communications equipment, leather
products and bathroom fixtures

Manufactured products

Petrol, diesel, aviation fuel

Nonpriority products, luxury
products, arms and ammunition

Mineral water, marble

Motor vehicles

Non-alcoholic beverages 3/

Source: Ministry of Finance.

1/ Based on information up to January 10, 2008.
2/ The 3.5 percent tariff band was created in 2006 on a temporary basis and will be reduced to 2.5 percent in 2008.
3/ To be eliminated by March 31, 2009.
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18. The authorities are implementing the interim ANDS (I-ANDS) and have made
substantial progress in preparing the full ANDS (Afghanistan’s PRSP).” The ANDS
preparation status report appropriately highlights the efforts made by the authorities to
broaden the consultation on the ANDS and clearly articulates the steps toward its
completion. The authorities intend to submit the full ANDS document to the Boards of the
Fund and the World Bank by March 2008, as envisaged at the HIPC decision point in July
2007. This timetable may prove challenging, however, given the need for political decisions
on key issues, including intersectoral prioritization. To avoid delays in completing the
ANDS, the authorities have decided to limit the costing exercise to three sectors (health,
education, and roads) whose expenditure envelopes will be aligned with the MTFF and the
2008/09 budget. The full costing of all sector strategies will be reflected in the first annual
report on ANDS implementation.

19. The authorities continue to develop controls against money laundering and
financing of terrorism (AML/CFT). Currently, all 16 banks in Afghanistan submit monthly
reports on large cash and suspicious transactions to a specialized unit which was established
in early 2006."" The full-scale on-site examination of banks has revealed that most banks fell
short of their obligations regarding the implementation of AML/CFT laws and regulations.
These included staff's lack of access to internal regulations, insufficient training, and lack

of communication of AML/CFT policies to branches. The authorities have directed banks to
strengthen controls against money laundering and correct the observed deficiencies. Also,
Hawala dealers (money changers) are now expected to report their operations using forms
that have been developed for AML/CFT purposes.

II. MEDIUM-TERM OUTLOOK: CREATING CONDITIONS FOR SUSTAINABLE GROWTH
A. Overview

20. The consultation discussions with the authorities focused on Afghanistan’s
medium-term policies and prospects in light of the expected decline in foreign
assistance. The medium-term scenario assumes that the key obstacles to growth (including
lack of electricity in Kabul and the precarious security environment) will be removed
gradually. Main sources of growth would include: (i) licit agriculture benefiting from rural
development programs and the implementation of the donor-supported strategy to eliminate
poppy cultivation in favor of alternative crops; (ii) mining, supported by foreign direct
investment; and (iii) concomitant broad-based growth in trade and services. Real GDP

? The authorities submitted to staff a status report on the progress made in implementing the I-ANDS and
preparing the ANDS.

1 The first AML/CFT evaluation of Afghanistan by the Asia Pacific Group on Money Laundering is scheduled
for the third quarter of 2008.
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growth is projected to moderate from 9 percent in 2008/09 to 7 percent in 2012/13, reflecting
a gradual decline in the investment-to-GDP ratio to about 30 percent in 2011/12."" Donor-
funded public investment is expected to remain critical for economic growth (Box 5), but its
relative importance will diminish over time as private investment and foreign direct
investment play increasing roles.

Box 5. Macroeconomic Effects of Donor Assistance

Nonsecurity grants for the external budget are expected to drop, as a percentage of GDP, from an estimated 30 percent
this fiscal year to 9 percent in 2012/13, as immediate reconstruction needs recede and the government takes increasing
responsibility for expenditures. At the same time, grants to the core budget would decline from 13.6 percent of GDP to
10.6 percent of GDP over the same period.

The significant level of security expenditures in the external budget reflects the cost of training, equipping, and
supporting the increase in the national army and the police. This support is expected to decline as force levels stabilize
and security improves.

Automatic sterilization due to the large import “content of donor expenditures will help mitigate the potential “Dutch
disease” effect of donor inflows on competitiveness. Also, it is expected that aid-financed investments in infrastructure
and security will enhance productivity and competitiveness, thus offsetting potential pressure on the exchange rate from
the sustained foreign aid to the core budget.

Medium-Term Implications of Donor Assistance

2006/07 2007/08  2008/09  2009/10  2010/11  2011/12  2012/13

(In percent of GDP)

Donor Support to Core Budget 12.0 13.6 13.5 13.4 12.9 11.5 10.6
Grants (Operating budget) 55 5.4 47 3.8 25 1.7 1.1
Grants (Development budget) 4.7 6.1 7.2 8.3 8.8 8.5 8.2
Loans 1.7 1.5 1.2 1.3 1.6 1.3 1.3
MDRI and HIPC assistance (flow) 0.1 0.6 0.5 0.0 0.0 0.0 0.0

Overall fiscal balance excluding grants 1/ -13.3 -14.4 -14.5 -15.1 -13.7 -12.3 -11.1

Overall fiscal balance including grants 1/ -3.1 -2.9 -2.6 -3.0 -2.5 -2.1 -1.8

Donor Grants (External budget) 55.4 54.5 51.7 38.1 30.8 23.6 18.1

Of which: security 22.9 25.6 26.8 20.8 16.6 12.5 9.3

External current account balance excluding grants -771 -72.6 -69.0 -56.2 -49.6 -42.1 -36.4

(Annual percentage change; unless otherwise indicated)

Real GDP growth 6.1 13.5 9.0 9.0 8.0 7.7 7.0
CPI (end period) 4.8 12.0 9.0 6.0 6.0 5.0 5.0
Real exchange rate (appreciation +) -1.6
Exports 1.2 7.8 20.3 17.4 16.4 16.7 16.6
Imports 12.5 18.1 15.3 2.3 2.1 -1.7 -0.6
Gross international reserves (in millions U.S. dollars) 2,064 2,335 2,525 2,450 2,305 2,170 2,025

Sources: Data provided by the Afghan authorities; and Fund staff estimates and projections.
1/ Includes MDRI and HIPC assistance.

"' New information on the scope of planned donor-funded investment led to an upward revision of GDP growth
in the medium-term outlook, compared with those presented in the HIPC decision document.
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B. Fiscal Policy

21. The authorities indicated that fiscal policy would seek to balance a “needs-
based” approach to expenditure with a focus on fiscal sustainability.'> The operating
budget deficit, excluding grants, is projected to decline from 4.0 percent of GDP in 2007/08
to 3.6 percent in 2008/09. This improvement is dependent on containing expenditure and
strengthening revenue, and is consistent with the government’s stated objective of covering
operating expenses from domestic revenue—a target that is expected to be achieved in
2012/13. Core budget development expenditures are projected to average about 11 percent
of GDP over the same period, and will be mostly covered by donor grants and highly
concessional lending.

22. The government is committed to structural reforms aimed at creating fiscal
space for ANDS priorities, achieving the fiscal sustainability objective, and reducing
risks to the fiscal outlook. The authorities intend to regularize relations between the budget
and key public enterprises, reform the pension system, implement the pay and grade reform
within the civil service, and strengthen public financial management (MEFP 926). The
MTFF already reflects the cost of pay and rank reform in the army and the police, as well as
in the civil service. The medium-term expenditure profile also includes some large
expenditure items that are either one-off (such as election costs in 2009/10, which are
estimated at 0.6 percent of GDP) or projected to fall (such as the energy subsidy, which is
expected to decline as a result of structural reforms in the electricity sector).

23. The authorities agreed on the need to strengthen domestic revenue mobilization
in order to generate resources for ANDS priorities and cope with fiscal uncertainties.
Over the next year, the revenue efforts will focus primarily on: (i) intensifying administrative
reforms; (i1) building capacity, especially in the provinces; (iii) consolidating the legislative
base; and (iv) targeting high-income taxpayers. The authorities are also preparing legislation
to transform the current Business Receipts Tax (BRT), a cascading turnover tax, into a
broad-based consumption tax (MEFP 425). They also plan to draft a new tax code to set a
clear legislative base for the income tax and the BRT. These efforts are expected to yield a
modest immediate increase in revenue, but would make a significant contribution toward
fiscal sustainability in the coming years. Revenue from trade taxes is expected to increase in
response to a higher level of taxable imports and the strengthening of customs and border
controls.

24. Addressing security demands will depend on continued donor support over the
medium term. The core budget outlook will need to accommodate the impact of recent

"2 For a detailed discussion of this topic refer to the accompanying selected issues paper on “Fiscal
Sustainability in Afghanistan: A Framework to Cope with Security Pressures and External Aid.”
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decisions to increase the size of both the army and the police (accompanied by the pay and
rank reform in these sectors) on the government’s wage bill. Donor support in this area will
be critical for many years to come. The MOF, together with the World Bank and donors, has
started a review of the budgetary implications of security expenditures.

C. Monetary Policy

25. In the near term, monetary policy will continue to rely on foreign exchange
auctions and CiC targeting. Given the recent rebound in inflation, DAB has decided to
adhere to its original CiC target for 2007/08 (which is below the program ceiling), in order
to contain inflationary pressures. The ceiling for CiC growth in 2008/09 has been tentatively
set at about 20 percent (Table 4), in line with projected nominal GDP growth. Developments
in financial intermediation and improvements in the liquidity forecasting framework

(MEFP 435) may warrant shifting the focus toward more comprehensive monetary
aggregates in the future.

26.  Deepening the market for CNs would further strengthen the effectiveness of
monetary policy and help reduce currency substitution. A decisive move by DAB to
accept higher interest rates on CNs would encourage banks to increase interest differentials
between Afghani and foreign-currency denominated deposits, and thus provide incentives for
increasing the use of the Afghani. In addition, the development of a secondary market in
CNs would allow DAB to increase reliance on these instruments. '

D. The Financial Sector

217. The recent rapid growth of the banking sector underscores the need to
strengthen institutional capacity and the legal framework for the financial system.

The lack of a core set of basic commercial laws, including laws on mortgages, secured
transactions, and commercial arbitration, continue to prevent banks from providing credit to
small and medium-sized businesses, thereby leaving it to the informal sector to fill in the
gap. Moreover, financial institutions still lack the capacity to manage credit risk, and the
enforcement capacity of DAB needs to be strengthened.

28. To address emerging risks in the banking sector, DAB will continue its targeted
supervisory actions and strengthen enforcement. The authorities have also agreed to place
limits on the expansion of weak banks by restricting their credit growth to 5 percent per
quarter and suspending the issuance of licenses for new branches. These measures will be
in effect until the relevant banks’ CAMEL ratings are reassessed to be less than 4.

" The Fund is providing technical assistance to strengthen the legal framework for a secondary market in CNs.
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29. The authorities also plan to take measures aimed at improving the regulatory
framework for the banking sector. In particular, DAB’s Supreme Council will repeal the
decisions instituting the requirement to invest 80 percent of bank deposits in the domestic
economy and raising the minimum capital requirement for banks from US$5 million to
US$20 million. DAB will issue circulars to inform banks about these decisions (MEFP 438).
The minimum capital requirement, applicable immediately for new banks seeking licenses,
will be set at US$10 million, while incumbent banks will be given five years to comply.

E. External Sector Issues

30. Several factors indicate that there are no immediate risks to external stability
and that the exchange rate is not misaligned. The robust growth of official exports and
their increasing share of world exports (Figure 6) suggest that the real exchange rate is not a
constraint on external competitiveness. There appears to be scope, however, for improving
competitiveness by reducing institutional bottlenecks and lowering the cost of doing business
(Box 6). While the lack of data precludes a formal analysis of the appropriateness of the
exchange rate level, the stability of the CPI-based REER and (to a lesser extent) the ratio

of nontradable to tradable prices suggests that the real exchange rate is broadly in line with
fundamentals (Figure 7). The current account balance (before grants) is expected to
strengthen gradually over the medium term in step with an improving trade balance and full
delivery of debt relief under the HIPC Initiative.

31. Safeguarding medium-term external sustainability requires further
improvements in the competitiveness of the economy and a renewed commitment to

a liberal trade regime. The authorities are of the view that the projected decline in donor
inflows will be partly offset by sizeable foreign direct investments. Other countries’
experience suggest, however, that while large-scale foreign investment has a positive effect
on the economy, its impact on the balance of payments and fiscal revenue tends to be less
pronounced. There will be a need, therefore, for a broad-based increase in exports. This
would require maintaining a liberal trade regime and addressing the major impediments to
export growth, notably the shortage of electricity and other infrastructure bottlenecks.
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Box 6. External Competitiveness

Afghanistan’s official exports have increased from 3.7 percent of GDP in 2002/03 to

7.8 percent in 2006/07, growing at an average annual rate of 37 percent. As a share of world
exports, the country’s official exports rose from 0.02 to 0.05 percent during the same period.
Growth in carpet exports has been particularly impressive, with an average annual rate of
almost 280 percent in value terms and 120 percent in volume terms between 2002/03 and
2006/07.

Afghanistan’s robust export performance in recent years appears to be related to
increased capacity utilization. After the appreciation of the REER in May 2004 (due largely
to pressure on the housing market from the influx of donors), the REER has remained broadly
stable, suggesting that “Dutch Disease” effects from donor assistance and opium exports have
been contained.

Structural bottlenecks suggest that there is significant scope for improving
competitiveness.' According to the World Bank, Afghanistan currently ranks 159 out of

178 economies in terms of overall ease of doing business. Difficulties faced by Afghan
companies include the high cost of credit, high input costs, and the cost of trading across
borders (exporting a container costs more than twice the average in the rest of the region

and requires more than twice as many days). Input costs include the high cost of electricity

in Kabul and unreliable supply with the result that most businesses rely on their own electricity
at a very high cost.

The high cost of doing business is compounded by a difficult institutional environment.
Based on the governance indicators from the World Bank for 2006, Afghanistan’s institutional
environment has weakened in the areas of political stability, government effectiveness, and the
rule of law.

1/ A detailed analysis of the institutional and structural bottlenecks in Afghanistan was conducted in the selected
issues paper on “Indicators of Afghanistan’s external competitiveness” that was prepared in the context of the 2005
Article IV consultation.
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Figure 6. Islamic Republic of Afghanistan: Share of Exports of Goods and Services
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Figure 7. Islamic Republic of Afghanistan: Exchange Rates and Ratio of
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III. THE PRGF-SUPPORTED PROGRAM

32. All the end-September 2007 quantitative performance criteria under the PRGF-
supported program were observed (MEFP Table 1). Despite a weak revenue performance
in the first quarter of 2007/08, the authorities were able to meet the mid-year domestic
revenue target with a comfortable margin. They remain confident that the end-year target
will also be observed, but stand ready to take appropriate actions, in consultation with Fund
staff, should any revenue shortfalls occur in the second half of 2007/08.

33. The implementation of the structural conditionality for the third program
review was mixed, leading to revisions in the structural agenda (MEFP Table 2). The
structural performance criterion on submitting to parliament the core budget’s audited
financial statement for 2006/07 by September 21, 2007, was missed by one day, with the
submission taking place on September 22, 2007. The structural benchmark calling for the
adoption by the Cabinet of a comprehensive restructuring plan for the public entities and
government agencies engaged in commercial activities but not covered by the SOEs law was
also missed. The timeline for the preparation of this plan has been revised with a view to
obtaining Cabinet approval by March 31, 2008. DAB has also incurred delays regarding two
structural benchmarks for end-November 2007, one calling for the issuance of regulations on
credit-granting standards and the credit-monitoring process and, the other setting limits on
sector loan concentration. It is expected that both regulations will be issued in early February
2008. The structural benchmark on submitting for Cabinet approval a restructuring plan for
Bank Pashtany has been only partially implemented as the plan was not based on the bank’s
audited financial statement. The other three structural benchmarks were met without
qualifications.

34, Two prior actions that were proposed in the context of the safeguards
assessment have been incorporated in the program: (i) completion of a special audit

of DAB’s reserve assets; and (ii) appointment of a reputable audit firm to perform an audit
of DAB’s financial statements for financial year 2007/08. A third prior action consisted

of the elimination of the discretionary application of a 1 percent tariff rate on imports of
selected industrial inputs. All three actions have been implemented. The authorities also
agreed to implement a full set of updated safeguards recommendations (MEFP 436).

35. The quantitative program for the remainder of 2007/08 has been revised to take
into account the midyear budget review, in line with the understandings reached at the
time of the second PRGF review (MEFP 922). The revisions affecting fiscal targets
(indicative targets for December 2007 and performance criteria for March 2008) reflect
mainly the inclusion in the budget of additional security expenditures previously left outside
its scope, pending confirmation of donor financing. Since the authorities observed the
September revenue target, the midyear review also allows for a limited amount (equivalent
of 0.3 percent of GDP) in additional nonsecurity expenditure, consistent with earlier
understandings. The targets for net international reserves have been revised upward to
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realign the monetary program for the remainder of 2007/08 with developments through
September 2007, notably, significantly larger-than-expected inflows of off-budget foreign
assistance. The PRGF arrangement is fully financed through end-2008/09.

36. The authorities recognized the need to refocus the program and address risks
emerging in several areas. In addition to revenue efforts, public expenditure management
and central bank reforms, the program now also aims to deal with: (i) issues pertaining to
the government’s role in the economy, including its involvement in the domestic petroleum
market and the trade policy stance; and (ii) the management of potential fiscal drains
mainly stemming from the government’s relations with public enterprises (e.g., DABM—the
electricity provider, and Ariana—the national airline)."*

IV. STAFF APPRAISAL

37. Afghanistan has made substantial progress toward macroeconomic stability,

but structural reforms need to be accelerated. Fiscal revenues have increased steadily and
monetary policy has been strengthened, but progress in other structural areas, including much
needed measures to create the infrastructure and legislation necessary for private sector
development, has been slow. A vigorous implementation of the reform agenda under the
PRGF-supported program is crucial for maintaining macroeconomic stability and improving
Afghanistan’s growth and poverty alleviation prospects.

38.  Looking ahead, revenue efforts will play a central role in moving Afghanistan
gradually toward fiscal sustainability. Fiscal policy will continue to focus on tax reforms
and other revenue enhancing measures, which will require support at the top levels of
government. Key steps will include parliamentary approval for moving the BRT toward

a much-needed broad-based consumption tax and restarting the preparations for introducing
an excise tax.

39. The uncertainty affecting the fiscal outlook also warrants a prudent expenditure
policy. Discipline will be required to observe expenditure ceilings and prioritize the use of
scarce resources, and to make the adjustments necessary for achieving fiscal sustainability.
Given the high dependence on external aid, it would be prudent for the authorities to
maintain a buffer of deposits at DAB and prepare for developing a domestic debt market over
the medium term.

40. The recent strengthening of the MTFF is a positive development that has
contributed to improving the strategic aspects of fiscal policy, but further efforts are
necessary in this area. The high dependence on external support highlights the need to deal

' A list of structural benchmarks is included in Table 2 of the MEFP and their detailed description is in the
Technical Memorandum of Understanding (TMU).
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with fiscal sustainability and aid volatility within a robust and systematic planning
framework. The availability of data on donor activity outside the core budget would
significantly strengthen fiscal analysis underlying the MTFF.

41. Monetary policy has been instrumental in reducing inflation and safeguarding
external stability but it needs to be strengthened. The rebound of inflation in 2007/08,
albeit largely due to exogenous causes, calls for increased reliance on CNs and the
development of a secondary market for these instruments. This would also help reduce the
degree of dollarization.

42. The financial sector needs to be thoroughly supervised and properly regulated.
Staff welcome the actions undertaken by DAB to strengthen banking supervision, limit the
expansion of weak banks, and refine the regulatory provisions pertaining to banks’ domestic
investment and the minimum capital requirements. Also, DAB’s recent self-assessment
against the Basle Core Principles provides a useful tool for addressing weaknesses in
banking supervision. Looking ahead, it is important that DAB continues its targeted
supervisory actions and strengthen enforcement. Also, there is a need to bring the
restructuring of the state-owned banks to a successful conclusion based on sound market
principles, and to adopt promptly several pieces of legislation that are critical for private
sector growth and financial sector stability, including the laws on mortgages, secured
transactions, and commercial arbitration.

43. The government should resist pressures for expanding its role in the economy
and focus on fostering competition and improving economic governance. In this context,
staff welcome the authorities” commitment to reducing gradually the FLGE’s involvement in
the petroleum sector, limiting its role to providing services to the private sector, and making
its operations fully transparent. The government’s relations with SOEs need to be clarified
with a view to improving transparency and stemming potential fiscal drains.

44. The current exchange rate regime is serving Afghanistan well and the exchange
rate level appears broadly in line with fundamentals. Nevertheless, safeguarding medium-
term external stability requires further improvements in the competitiveness of the economy
and a renewed commitment to a liberal trade regime.

45. Every effort should be made to maintain a trade regime that minimizes
distortions and does not discriminate across traders. In this regard, the agreed upon
unwinding of tariff increases on soft drinks and the elimination of the discretionary 1 percent
tariff rate on raw materials provide an important signal of renewed commitment by the
authorities to an open trade regime. In the period ahead, it would be important to avoid
introducing further ad hoc changes to the tariff schedule and other protectionist measures.

46. The ANDS should aim at improving the alignment of public spending with the
government’s priorities. It should integrate sectoral strategies with the government’s
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growth and poverty reduction objectives, and ensure maximum effectiveness of public
investment while taking into account the absorptive capacity of the economy.

47. The authorities need to increase their efforts to improve Afghanistan’s statistical
database. In this process, priority should be given to strengthening the Central Statistics
Office and improving coordination among data providers and the compilation of national
income data. While data provision is adequate for overall surveillance purposes, donor
assistance is needed to overcome shortcomings in some areas, such as the balance of
payments and the national accounts.

48. Staff support the waiver of nonobservance for the structural performance
criterion on the submission to parliament of the core budget’s audited financial
statement for 2006/07 by September 21, 2007 and, based on the performance to date,
recommends the completion of the third review under the PRGF supported
arrangement. The nonobservance of the structural performance criterion was due to a minor
delay, and the authorities complied with the Public Finance and Expenditure Management
Law. Moreover, Afghanistan is expected to encounter no difficulties in meeting its
obligations to the Fund.

49.  Itis proposed that the next Article IV consultation with Afghanistan take place in
accordance with the decision on consultation cycles of July 15, 2002.
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Figure 8. Islamic Republic of Afghanistan: Monetary Developments
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Figure 9. Islamic Republic of Afghanistan: Foreign Exchange Reserves and Real

Exchange Rate

a) DAB's Foreign Exchange Reserves,
March 2005-October 2007 1/
(In millions of U.S. dollars)
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b) Price and Exchange Rate Indices, March 2004—Nov 2007 2/
(2003/2004 = 100)
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Sources: Central Statistics Office of Afghanistan; Da Afghanistan Bank; and Fund staff estimates.

1/ Last observation: October 2007.
2/ An increase in the exchange rate indices corresponds to an appreciation.
3/ CPI based; last observation: October 2007.
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Table 1. Islamic Republic of Afghanistan: Selected Economic Indicators, 2005/06-2012/13
(Quota: SDR 161.9 million)

(Population: 25.7 million; 2005/06)
(Per capita GDP: US$250; 2005/06)
(Poverty rate: n.a.)

(Main export: carpets, US$186 million; 2006/07)

Est. Est. Projections
2005/06 2006/07 2007/08 2008/09 2009/10 2010/11 2011/12 2012/13
(Annual percentage change; unless otherwise indicated)
Output and prices 1/
Real GDP 16.4 6.1 13.5 9.0 9.0 8.0 7.7 7.0
Nominal GDP (in millions of Afghanis) 321,939 351,771 436,646 523,466 609,782 696,182 788,325 883,729
Nominal GDP (in millions of U.S. dollars) 6,483 7,048 8,719 10,453 12,176 13,901 15,741 17,646
Consumer prices (period average) 2/ 12.3 5.1 9.8 10.2 7.2 6.0 5.4 5.0
Consumer prices (end of period) 2/ 9.4 4.8 12.0 9.0 6.0 6.0 5.0 5.0
(In percent of GDP)
Investment and saving
Gross domestic investment 44.6 46.0 40.3 38.6 33.6 31.8 29.8 28.8
Of which: nongovernment 9.6 8.9 8.9 9.0 9.5 10.6 1.7 13.0
Gross domestic savings 41.8 39.7 38.9 38.1 32.4 28.8 25.8 23.9
Of which: nongovernment 45.4 43.9 43.0 4.7 35.8 30.7 26.7 23.8
Public finances
Operating revenue (including grants) 3/ 11.6 13.6 13.6 13.2 129 12.2 12.0 12.0
Operating expenditure 3/ 10.0 12.4 12.2 12.1 12.6 1.7 1.2 10.8
Operating budget balance (excluding grants) 3/ -3.6 -4.2 -4.0 -3.6 -3.5 -1.9 -0.9 0.1
Operating budget balance (including grants) 3/ 1.6 1.3 1.4 1.1 0.4 0.5 0.8 1.2
Primary operating balance (including grants) 3/ 1.6 1.3 1.4 1.2 0.4 0.6 0.9 1.3
Core budget balance (including grants) 1.0 -3.1 -2.9 -2.6 -3.0 -2.5 -2.1 -1.8
Total government debt 4/ 184.2 170.9 21.6 20.0 10.0 10.3 10.4 10.5
(Annual percentage change; unless otherwise indicated)
Monetary sector
Credit to the private sector
Broad money
Currency in circulation (year-to-date change) 14.6 10.0 19.3 19.9
Velocity of broad money
One-month capital note interest rate (end-period, in percent) 5/ 6.5 7.6 10.5
(In percent of GDP; unless otherwise indicated)
External sector 6/
Exports of goods (in U.S. dollars, percentage change) 7/ 22.2 1.2 7.8 20.3 17.4 16.4 16.7 16.6
Imports of goods (in U.S. dollars, percentage change) 8/ 25.5 125 18.1 15.3 -2.3 21 1.7 -0.6
Imports excluding security related expenditure (in U.S. dollars, percentage change) 10.8 16.8 12.9 121 0.3 5.6 1.9 3.1
Merchandise trade balance -66.9 -70.1 -67.6 -64.7 -53.1 -46.6 -39.3 -33.7
Current account balance, excluding official transfers -75.3 -771 -72.6 -69.0 -56.2 -49.6 -42.1 -36.4
Current account balance, including official transfers -2.8 -6.3 -1.4 -0.5 -1.2 -3.0 -4.0 -4.9
Foreign direct investment 4.2 3.4 3.3 3.3 34 3.9 4.0 4.1
Total external debt 4/ 184.2 170.9 21.6 20.0 10.0 10.3 10.4 10.6
Gross reserves (in millions of U.S. dollars) 1,662 2,064 2,335 2,525 2,450 2,305 2,170 2,025
In months of next year imports of goods and services 9/ 7.7 9.3 9.4 9.2 8.0 6.9 5.9 5.1
Relative to external debt service due 443 433 375 39.6 157.9 133.0 1141 63.6
Memorandum items:
External budget grants (in billions of Afghanis) 56.1 55.4 54.5 51.7 38.1 30.8 23.6 18.1
Unemployment rate (in percent)
Afghanis per U.S. dollar (period average) 49.7 49.9
Real effective exchange rate (annual average, percentage change) 10/ 1.2 -1.6

Sources: Data provided by the Afghan authorities; and Fund staff estimates and projections.

1/ National accounts numbers were revised to reflect the authorities' data, excluding the drug economy.

2/ For Kabul.

3/ Does not include core budget development spending and externally-financed development expenditures, which amounted to 9.2 percent of GDP

and 55.4 percent of GDP, respectively, in 2006/07.

4/ After HIPC and MDRI relief as well as debt relief beyond HIPC relief from Paris Club creditors. Debt also includes obligations to the IMF. The debt stock includes the
capitalization of interest to Paris Club creditors until completion point under the Enhanced HIPC Initiative. The large increase in the debt in 2005/06 reflects principally
the recognition of Russia's claims (that were subsequently restructured), and the reconciliation of all March 2006 debt stocks for the HIPC Initiative.

5/ The 2007/08 number is for January 1, 2008.
6/ Figures have been revised as a result of more reliable data on public grants.

7/ Includes official recorded exports plus staff estimates of smuggling; excludes reexports.

8/ Excludes reexports.

9/ In months of imports of goods and services, excluding imports for reexports and duty free imports by donors.

10/ An increase in the exchange rate indices corresponds to an appreciation.
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Table 2a. Islamic Republic of Afghanistan: Core Budget, 2005/06-2012/13 1/
(In millions of Afghanis)

Est. Est. YTD MYR Program Proj. Proj. Proj. Proj. Proj. Proj.
2005/06 2006/07  2007/08  2007/08 2007/08 2007/08 2008/09  2009/10 2010/11  2011/12  2012/13
Domestic revenue 20,660 28,789 15,501 35,773 35,721 35,721 44,539 55,606 68,044 81,142 96,273
Tax revenues 14,035 21,893 11,602 30,735 27,629 27,629 34,753 44,077 54680 65773 78,740
Taxes on income, profits, and capital gains 2,621 3,850 2,231 11,363 4,933 4,933 6,402 8,082 10,024 12,294 14,933
Taxes on international trade and transactions 9,446 11,980 6,350 16,106 15,074 15,074 18,575 22,773 27,415 32,496 38,499
Domestic taxes on goods and services 1,771 4,946 2,693 6,338 6,338 8,225 11,405 15,135 18,562 22,536
Other taxes 197 1,117 328 3,266 1,284 1,284 1,550 1,816 2,107 2421 2,772
Nontax revenues 6,624 6,896 3,899 5,038 8,092 8,092 9786 11,529 13,363 15369 17,533
Donor assistance grants (to operating budget) 2/ 16,732 19,214 5,903 24,050 23,316 23,617 24,593 23,232 17,060 13,594 9,716
ARTF (recurrent window) 12,572 14,947 3,218 13,500 14,022 14,623 13,522 12,019 10,517 9,014 6,510
LOTFA 4,068 3,722 2,136 7,350 6,193 7,493 9,247 9,347 6,543 4,580 3,206
Other grants 92 544 549 3,200 3,101 1,601 1,824 1,866
Donor assistance grants (core development budget) 19,251 16,625 16,152 60,068 25,928 26,793 37,523 50,784 61,212 66,642 72,381
Total core budget expenditure 53,437 75,702 34,719 141,800 97,691 98,812 120,293 147,755 163,391 178,243 194,565
Operating expenditure 32,348 43,448 19,935 54,800 53,595 53,329 63439 76,688 81489 88,187 95413
Wages and salaries 20,430 26,454 14,093 33,874 32,428 33,728 39,641 46,444 51,584 56,385 59,785
Purchase of goods and services 6,679 10,200 4,011 11,997 11,808 10,308 13,341 19,223 18,443 21,490 24,316
Transfers, subsidies, and other 495 2,176 67 5,066 4,765 4,765 4,787 4,858 4,680 2,931 3,286
Pensions 1,540 2,461 1,254 2,465 2,773 2,773 3,657 3,813 4,042 4,261 4,474
Capital expenditure 3,054 1,987 335 996 1,437 1,437 1,723 2,007 2,291 2,594 2,908
Interest 3/ 150 169 176 403 384 318 390 344 450 526 645
Core budget development spending 4/ 21,089 32,254 14,784 87,000 44,096 45,483 56,853 71,067 81,903 90,057 99,152
Interim Afghanistan National Development Strategy programs
Security 1,122 1,408 368 2,980 1,891 1,891 2,364 2,955 2,954 2,570 2,830
Governance, rule of law, and human rights 551 802 280 3,457 1,783 1,783 2,228 2,785 2,785 2,423 2,668
Infrastructure and natural resources 6,235 13,001 5,479 35,401 17,163 17,850 22,312 27,891 33,469 36,807 40,524
Education 1,035 1,786 1,258 8,877 3,801 3,953 4,941 6,177 7412 8,895 9,793
Health 991 2,061 838 5,392 2,834 2,834 3,642 4,428 5,314 6,376 7,020
Agriculture and rural development 10,170 12,031 6,125 19,090 13,714 14,262 17,828 22,285 24,513 26965 29,688
Social protection 30 33 62 1,513 107 107 134 167 201 241 265
Economic governance and private sector development 956 1,133 375 10,290 2,803 2,803 3,503 4,379 5,255 5,781 6,365
Operating budget balance (excluding grants) -11,688 -14,658 -4,435 -19,027 -17,874 -17,608 -18,900 -21,082 -13,445 -7,045 860
Operating budget balance (including grants) 5,044 4,555 1,469 5,023 5,442 6,009 5,692 2,150 3,615 6,550 10,576
Core budget balance (including grants) 3,206 -11,075 2,837 -21,909 -12,726 -12,680 -13,638 -18,133 -17,076 -16,865 -16,195
Float and adjustment 5/ -1,989 1,235 70 0 0 0 0 0 0 0
Sale of nonfinancial assets 6/ 1,986 2,317 40 1,002 1,002 100 1,502 1,502 501 0 0
Financing -3,203 7,523 -2,947 20,907 11,724 12,580 12,135 16,630 16,575 16,865 16,195
External loans (net) 5,318 6,132 1,981 7,021 6,379 6,057 7,628 11,352 10,493 11,474
Domestic (net) 7/ -8,521 1,391 -4,929 4,703 6,201 6,078 9,002 5,223 6,372 4,721
Memorandum items:
Before HIPC
Amortization due (excluding IMF, including stock relief, excluding arrears) 190 196 201 185 169 177 269
Interest due (including IMF, including stock relief, excluding arrears) 542 2,756 2,834 432 539 614 766
Flow relief (HIPC, MDRI and beyond)
Amortization due (cash, excluding IMF) 0 102 148 151 153 153 225
Interest due (cash) 182 2,438 2,492 88 89 87 121
HIPC and MDRI stock relief 1,474 520,009 0 53,533 0 0 0
Fuel Subsidy to DABM 2,176 3,141 3,141 2,841 2,591 2,091
Noncash transaction (fuel in kind) 1500
External budget (direct donor expenditure) 8/ 180,583 195,035 237,942 113,451 237,942 270,393 232,164 214,346 186,111 159,587

Sources: Ministry of Finance (MOF); Da Afghanistan Bank (DAB); and Fund staff estimates and projections.

1/ Core budget includes central government domestic revenues, grants, operating and development expenditure, and financing.

2/ Funding for operating budget from the multi-donor trust funds: The Afghanistan Reconstruction Trust Fund (recurrent window) and the Law and Order Trust Fund (LOTFA).

3/ Interest due (cash only) reflects rescheduling under enhanced HIPC Initiative.

4/ Government's current program classification based on a simple aggregation of administrative units.

5/ Variation between the fiscal position recorded at MOF and DAB. This discrepancy is partially due to the difference ("float") between checks issued and checks cashed.

6/ In 2005/06 and 2006/07 includes $40 million receipt from sale of telecommunications spectrum bandwidth and late overflight payment. From 2007/08 includes sale of land and blds and
privatization receipts.

7/ Net change in government deposits with DAB (excluding provincial branch balances). A positive sign corresponds to a decline in balances.

8/ Estimates from MOF and donors.
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Table 2b. Islamic Republic of Afghanistan: Core Budget, 2005/06-2012/13 1/

(In percent of GDP)

Est. Est. YTD MYR Program Proj. Proj. Proj. Proj. Proj. Proj.
2005/06 2006/07 2007/08 2007/08 2007/08 2007/08 2008/09 2009/10  2010/11 2011/12 2012/13
Domestic revenue 6.4 8.2 35 8.2 7.3 8.2 8.5 9.1 9.8 10.3 10.9
Tax revenues 44 6.2 27 7.0 5.7 6.3 6.6 72 79 8.3 8.9
Taxes on income, profits, and capital gains 0.8 11 0.5 26 1.0 1.1 1.2 1.3 14 1.6 1.7
Taxes on international trade and transactions 29 3.4 15 3.7 3.1 35 35 3.7 3.9 4.1 44
Domestic taxes on goods and services 0.6 14 0.6 1.3 15 1.6 1.9 22 24 26
Other taxes 0.1 0.3 0.1 0.7 0.3 0.3 0.3 0.3 0.3 0.3 0.3
Nontax revenues 21 20 0.9 12 17 19 1.9 1.9 19 19 2.0
Donor assistance grants (to operating budget) 2/ 52 55 14 55 48 54 47 3.8 25 1.7 1.1
ARTF (recurrent window) 3.9 42 0.7 3.1 29 33 26 20 1.5 11 0.7
LOTFA 13 1.1 0.5 1.7 13 1.7 1.8 1.5 0.9 0.6 0.4
Other grants 0.0 0.2 0.1 0.7 0.6 0.4 0.3 0.3
Donor assistance grants (core development budget) 6.0 4.7 37 13.8 53 6.1 7.2 8.3 8.8 8.5 8.2
Total core budget expenditure 16.6 215 8.0 325 201 226 23.0 242 235 226 220
Operating expenditure 10.0 124 46 126 11.0 12.2 121 126 1.7 11.2 10.8
Wages and salaries 6.3 75 32 7.8 6.7 7.7 76 76 74 72 6.8
Purchase of goods and services 2.1 29 0.9 27 24 24 25 32 26 27 28
Transfers, subsidies, and other 0.2 0.6 0.0 1.2 1.0 11 0.9 0.8 0.7 0.4 0.4
Pensions 0.5 0.7 0.3 0.6 0.6 0.6 0.7 0.6 0.6 0.5 0.5
Capital expenditure 0.9 0.6 0.1 0.2 0.3 0.3 0.3 0.3 03 0.3 0.3
Interest 3/ 0.0 0.0 0.0 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Core budget development spending 4/ 6.6 9.2 34 19.9 9.1 10.4 10.9 1.7 11.8 114 1.2
Interim Afghanistan National Development Strategy programs
Security 0.3 0.4 0.1 0.7 0.4 0.4 05 05 04 0.3 0.3
Governance, rule of law, and human rights 0.2 0.2 0.1 0.8 0.4 0.4 0.4 0.5 0.4 0.3 0.3
Infrastructure and natural resources 19 3.7 1.3 8.1 3.5 4.1 4.3 4.6 4.8 4.7 46
Education 0.3 0.5 0.3 20 0.8 0.9 0.9 1.0 11 11 1.1
Health 0.3 0.6 0.2 1.2 0.6 0.6 0.7 0.7 0.8 0.8 0.8
Agriculture and rural development 32 34 14 44 238 33 34 37 35 34 34
Social protection 0.0 0.0 0.0 0.3 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Economic governance and private sector development 0.3 0.3 0.1 24 0.6 0.6 0.7 0.7 0.8 0.7 0.7
Operating budget balance (excluding grants) -36 -4.2 -1.0 -4.4 -3.7 -4.0 -3.6 -35 -1.9 -0.9 0.1
Operating budget balance (including grants) 1.6 1.3 0.3 1.2 1.1 14 1.1 04 0.5 0.8 1.2
Core budget balance (including grants) 1.0 -3.1 0.6 -5.0 -26 -2.9 -2.6 -3.0 -2.5 -2.1 -1.8
Float and adjustment 5/ -0.6 04 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Sale of nonfinancial assets 6/ 0.6 0.7 0.0 0.2 0.2 0.0 0.3 0.2 0.1
Financing -1.0 21 -0.7 48 24 29 23 27 24 21 1.8
External loans (net) 1.7 1.7 0.5 14 1.5 1.2 1.3 1.6 1.3 1.3
Domestic (net) 7/ -26 0.4 -1.1 1.0 14 1.2 1.5 0.8 0.8 0.5
Memorandum items:
Before HIPC
Amortization due (excluding IMF, including stock relief, excluding arrears) 0.1 0.0 0.0 0.0 0.0 0.0 0.0
Interest due (including IMF, including stock relief, excluding arrears) 0.2 0.6 0.5 0.1 0.1 0.1 0.1
Flow relief (HIPC, MDRI, and beyond)
Amortization due (cash, excluding IMF) 0.0 0.0 0.0 0.0 0.0 0.0
Interest due (cash) 0.1 0.6 0.5 0.0 0.0 0.0 0.0
HIPC and MDRI stock relief 04 119.1 8.8
Fuel Subsidy to DABM 0.6 0.6 0.7 0.5 0.4 0.3
Noncash transaction (fuel in kind)
External budget (direct donor expenditure) 8/ 56.1 55.4 54.5 233 545 51.7 38.1 30.8 23.6 18.1
Nominal GDP 321,939 351,771 436,646 436,646 486,907 436,646 523,466 609,782 696,182 788,325 883,729

Sources: Ministry of Finance (MOF); Da Afghanistan Bank (DAB); and Fund staff estimates and projections.

1/ Core budget includes central government domestic revenues, grants, operating and development expenditure, and financing.

2/ Funding for operating budget from the multi-donor trust funds: The Afghanistan Reconstruction Trust Fund (recurrent window) and the Law and Order Trust Fund (LOTFA).
3/ Interest due (cash only) reflects rescheduling under enhanced HIPC Initiative.

4/ Government's current program classification based on a simple aggregation of administrative units.
5/ Variation between the fiscal position recorded at MoF and DAB. This discrepancy is partially due to the difference ("float") between checks issued and checks cashed.
6/ In 2005/06 and 2006/07 includes $40 million receipt from sale of telecommunications spectrum bandwidth and late overflight payment. From 2007/08 includes sale of land and buildings and privatization

receipts.

7/ Net change in government deposits with DAB (excluding provincial branch balances). A positive sign corresponds to a decline in balances.

8/ Estimates from MoF and donors.
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Table 3. Islamic Republic of Afghanistan: Balance of Payments, 2005/06—-2012/13

(In millions of U.S. dollars; unless otherwise indicated)

Est. Projections

2005/06 2006/07 2007/08 2008/09 2009/10 2010/11 2011/12 2012/13
Current account (including grants) 1/ -182.5 -444.0 -119.2 -49.7 -150.1 -421.9 -629.0 -869.3
Current account (excluding grants) -4,880.3 -5,435.5 -6,329.9 -7,209.5 -6,843.9 -6,898.1 -6,632.7 -6,429.2
Trade balance -4,335.3 -4,941.6 -5,893.3 -6,765.3 -6,465.3 -6,479.2 -6,186.7 -5,946.7
Exports of goods (f.o.b.) 2/ 1,794.8 1,801.3 1,861.2 2,009.8 2,185.0 2,338.8 2,5635.6 2,753.2
Official exports 385.9 416.5 474.0 596.7 728.0 874.8 1,047.4 1,247.5
Unofficial exports 1,408.9 1,384.8 1,387.1 1,413.0 1,457.1 1,464.0 1,488.2 1,505.7
Smuggling 173.7 149.9 136.5 137.5 134.2 129.0 123.6 117.7
Transit trade 1,235.2 1,234.9 1,250.6 1,275.5 1,322.9 1,335.0 1,364.7 1,388.0
Imports of goods (f.0.b.) -6,130.1 -6,742.9 -7,754.5 -8,775.0 -8,650.3 -8,818.0 -8,722.4 -8,699.9
Official imports -5,481.7 -6,049.2 -7,140.7 -8,212.0 -8,132.4 -8,348.9 -8,300.3 -8,317.9
Of which: Duty free -3,258.3 -3,679.4 -4,460.8 -5,191.0 -4,730.7 -4,594 .1 -4,206.3 -3,856.6
Smuggling -648.4 -693.7 -613.8 -563.1 -517.9 -469.1 -422.1 -382.0
Services and income, net -545.0 -493.9 -436.6 -444.3 -378.7 -418.9 -446.0 -482.6
Of which: Interest due 3/ 4/ -21.2 -38.8 -58.3 -59.8 -11.8 -13.9 -156.5 -18.6
Current transfers 4,697.8 4,991.4 6,210.7 7,159.8 6,693.8 6,476.2 6,003.8 5,560.0
Public 4,361.1 4,625.4 5,757.8 6,639.6 6,113.8 5,843.0 5,318.4 4,826.0
Private 5/ 336.7 366.0 452.8 520.2 580.0 633.2 685.3 734.0
Capital and financial account 356.8 194.1 22.7 -109.9 -1,275.6 15.1 234.7 465.4
Debt forgiveness 4/ 0.0 0.0 0.0 0.0 -1,069.0 0.0 0.0 0.0
Foreign direct investment 271.4 237.6 289.7 346.6 417.7 540.6 627.8 726.4
Official loans (net) 85.4 154.9 128.6 121.2 152.5 226.8 206.5 224.6
Disbursement 101.7 163.8 132.5 125.2 156.2 230.2 210.0 230.0
Amortization due 3/ 4/ -16.3 -8.8 -3.9 -4.0 -3.7 -3.4 -3.5 -5.4
Commercial banks, net -198.4 -395.7 -577.6 -776.9 -752.3 -599.6 -485.6
Errors and omissions (including short-term capital) 176.0 595.9 264.9 262.3 259.6 257.0 254.5 259.9
Overall balance 350.3 346.0 168.3 102.7 -1,166.1 -149.8 -139.8 -144.0
Financing -350.3 -346.0 -185.6 -137.3 1,148.7 149.8 139.8 144.0
Changes in reserve assets of the DAB -378.5 -402.4 -270.8 -190.0 75.0 145.0 135.0 145.0
Use of Fund resources (net) 0.0 19.8 34.4 0.0 0.0 0.0 0.0 -7.9
Exceptional financing 28.3 36.6 50.7 52.7 1,073.7 4.8 4.8 6.9
Arrears 6/ -1.1 -110.1  -11,169.4 0.0 0.0 0.0 0.0 0.0
Debt rescheduling 7/ 0.0 117.2 836.5 52.7 4.8 4.8 4.8 6.9
Of which : Capitalization of interest 0.0 3.6 47.4 48.0 0.0 0.0 0.0 0.0
Multilateral HIPC assistance 0.0 0.0 3.3 4.7 4.8 4.8 4.8 6.9
Debt forgiveness 4/ 29.4 29.5 10,383.6 0.0 1,069.0 0.0 0.0 0.0
Of which : HIPC 0.0 0.0 0.0 0.0 447.5 0.0 0.0 0.0

MDRI 0.0 0.0 0.0 0.0 34.7 0.0 0.0 0.0

Financing gap 0.0 0.0 -17.3 -34.6 -17.4 0.0 0.0 0.0

Identified financing (provisional) 0.0 0.0 17.3 34.6 17.4 0.0 0.0 0.0
Of which: IMF PRGF 0.0 0.0 17.3 34.6 17.4 0.0 0.0 0.0

Remaining gap 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Memorandum ltems:

Gross international reserves 1,661.8 2,064.2 2,335.0 2,525.0 2,450.0 2,305.0 2,170.0 2,025.0
(In months of imports) 8/ 7.7 9.3 9.4 9.2 8.0 6.9 5.9 5.1
(Relative to external debt service due) 44.3 43.3 37.5 39.6 157.9 133.0 114.1 63.6
(Relative to commercial bank foreign currency liabilities) 2.6 1.9 2.7 3.6 5.0 4.4 3.2 2.6

Trade balance (percent of GDP) -66.9 -70.1 -67.6 -64.7 -53.1 -46.6 -39.3 -33.7

Current account balance (percent of GDP)

Including grants -2.8 -6.3 -1.4 -0.5 -1.2 -3.0 -4.0 -4.9
Excluding grants -75.3 =771 -72.6 -69.0 -56.2 -49.6 -42.1 -36.4

Private sector current account balance (percent of GDP)

Including grants -19.8 -21.1 -16.2 -14.3 -12.6 -12.0 -11.1 -10.4
Excluding grants -25.0 -26.3 -21.4 -19.3 -17.4 -16.6 -15.4 -14.6
Total debt service (percent of exports) 9/ 10/ 5.7 1.6 1.5 1.2 1.0 1.0 1.3 1.4

Total debt stock (percent of GDP) 9/ 184.2 170.9 21.6 20.0 10.0 10.3 10.4 10.6

Sources: Afghan authorities; and Fund staff estimates and projections.

1/ Numbers have been revised as a result of more reliable data on public grants.

2/ Excludes opium exports and, due to limited data availability, flows associated with U.S. Army and most ISAF activities.

3/ Debt service projections are based on the total stock of external debt (including estimates of unverified arrears). Given lack of data on the rate of
penalty interest and ongoing bilateral negotiations, interest on overdue obligations was estimated by Fund staff.

4/ Assumes that Afghanistan will reach the completion point under the enhanced HIPC initiative and receive MDRI relief from IDA in 2009/10. Paris Club
creditors are assumed to go beyond HIPC and provide 100 percent stock reduction on eligible debts and capitalized interest at completion point.

5/ Includes foreign transactions recently reported by licensed money changers.

6/ Arrears shown represent Fund staff estimates of debt service due, but not paid, on estimated overdue obligations. The 2006/07 and 2007/08 reduction
in arrears corresponds principally to the July 2006 rescheduling of Paris Club debt on Naples terms, including the upfront cancellation of the majority of
Russian claims consistent with Paris Club practice.

7/ Debt rescheduling includes the capitalization of interest falling due to Paris Club creditors until the completion point of the enhanced HIPC Initiative,
interim assistance from multilateral creditors, and HIPC debt relief from multilateral creditors after the completion point.

8/ In months of imports of goods and services, excluding imports for reexports and duty free imports by donors. The definition of imports used for the
calculation of reserve coverage has been changed to exclude duty free imports by donors that are fully financed.

9/ After HIPC and MDRI relief as well as debt relief beyond HIPC from Paris Club creditors. Debt includes obligations to the IMF. The debt stock includes
the capitalization of interest to Paris Club creditors until completion point of the enhanced HIPC initiative.

10/ Exports exclude reexports.
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Table 5. Islamic Republic of Afghanistan: External Financing Requirement and Sources, 2005/06—2012/13

(In millions of U.S. dollars)

Est.  Prel. Est. Projections
2005/06 ~ 2006/07  2007/08  2008/09 2009/10  2010/11 2011/12 2012/13
I. Total financing requirement 5,276.2 5,956.8 17,773.9 7,403.6 7,841.6 6,756.5 6,501.3 6,297.5
Current account (excluding grants) 4,880.3 5,435.5 6,329.9 7,209.5 6,843.9 6,898.1 6,632.7 6,429.2
Amortization 16.3 8.8 3.9 4.0 3.7 34 35 13.3
Of which: IMF 0.0 0.0 0.0 0.0 0.0 0.0 0.0 7.9
Prepayment of debt 0.0 0.0 0.0 0.0 1,069.0 0.0 0.0 0.0
Change in reserves (increase = +) 378.5 402.4 270.8 190.0 -75.0 -145.0 -135.0 -145.0
Reduction in arrears 1.1 110.1 11,169.4 0.0 0.0 0.0 0.0 0.0
Il. Available financing 5,276.2 5,956.8 17,756.7 7,368.9 7,824.2 6,756.5 6,501.3 6,297.5
Current transfers 4,697.8 4,991.4 6,210.7 7,159.8 6,693.8 6,476.2 6,003.8 5,560.0
Foreign direct investment 2714 237.6 289.7 346.6 417.7 540.6 627.8 726.4
Short-term private financing flows -198.4 -395.7 -577.6 -776.9 -752.3 -599.6 -485.6
Official medium- and long-term loans 101.7 163.8 132.5 125.2 156.2 230.2 210.0 230.0
IMF disbursements 0.0 19.8 34.4 0.0 0.0 0.0 0.0 0.0
Debt forgiveness 294 295 10,383.6 0.0 1,069.0 0.0 0.0 0.0
Debt rescheduling 0.0 117.2 836.5 52.7 4.8 4.8 4.8 6.9
Other 176.0 595.9 264.9 262.3 259.6 257.0 254.5 259.9
Required financing = I-1l 0.0 0.0 17.3 34.6 17.4 0.0 0.0 0.0
Financing gap 0.0 0.0 17.3 34.6 17.4 0.0 0.0 0.0
Identified financing (provisional) 0.0 0.0 17.3 34.6 17.4 0.0 0.0 0.0
Of which: IMF PRGF 0.0 0.0 17.3 34.6 17.4 0.0 0.0 0.0
Remaining gap 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Sources: Data provided by the Afghan authorities; and Fund staff estimates and projections.
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Table 6. Islamic Republic of Afghanistan: Projected Payments to the Fund as of November 30, 2007

(In millions of SDRs)

2007 1/ 2008 2009 2010 2011 2012 2013 2014 Beyond Total
Obligations from existing drawings
1. Principal
GRA repurchases 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
PRGF repayments 0.0 0.0 0.0 0.0 0.0 2.5 7.2 7.2 19.0 35.8
2. Charges and interest 2/
PRGF interest 0.1 0.2 0.2 0.2 0.2 0.2 0.1 0.1 0.1 1.3
SDR assesments 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
SDR charges 0.0 0.9 0.9 0.9 0.9 0.9 0.9 0.9 4.7 11.3
Total obligations 0.1 1.1 1.1 1.1 1.1 3.6 8.2 8.2 23.9 48.5
(percent of quota) 0.1 0.7 0.7 0.7 0.7 2.2 5.1 5.1 14.7 29.9
Obligations from prospective drawings 3/
1. Principal
PRGF repayments 0.0 0.0 0.0 0.0 0.0 0.0 23 6.8 36.2 45.2
2. Charges and interest 2/
PRGF interest 0.0 0.1 0.2 0.2 0.2 0.2 0.2 0.2 0.3 1.8
Total obligations 0.0 0.1 0.2 0.2 0.2 0.2 25 7.0 36.5 47.0
(percent of quota) 0.0 0.1 0.1 0.1 0.1 0.1 1.5 4.3 225 29.0
Cumulative obligations
(existing and prospective)
1. Principal
GRA repurchases 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
PRGF repayments 0.0 0.0 0.0 0.0 0.0 25 9.4 13.9 55.2 81.0
2. Charges and interest 2/
PRGF interest 0.1 0.3 0.4 0.4 0.4 0.4 0.4 0.3 0.4 3.1
SDR net charges 0.0 0.9 0.9 0.9 0.9 0.9 0.9 0.9 4.7 11.3
Total obligations 0.1 1.2 1.3 1.4 1.4 3.8 10.7 15.2 60.4 95.4
Outstanding Fund credit 35.8 58.4 81.0 81.0 81.0 78.6 69.1 55.2
Memorandum items:
Outstanding Fund credit
In percent of:
Exports of goods and services 4/ 4 5 5 4 4 3 2 2
External public debt 1 2 4 4 3 3 2 1
Gross official reserves 1 1 2 2 2 2 2 1
GDP 0 0 0 0 0 0 0 0
Quota 22 36 50 50 50 49 43 34
Total Obligations
In percent of:
Exports of goods and services 4/ 0.0 0.1 0.1 0.1 0.1 0.1 0.3 0.4
External public debt 0.0 0.0 0.1 0.1 0.1 0.1 0.3 0.4
Gross official reserves 0.0 0.0 0.0 0.0 0.0 0.1 0.3 0.4
GDP 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Quota 0 1 1 1 1 2 7 9 37 59

Source: Fund staff estimates and projections.

1/ December 1, 2007 to December 31, 2007.
2/ Projections are based on current interest rates for PRGF. The current SDR interest rate is assumed for net use of SDRs.

3/ Based on the proposed level and phasing of access, and subject to Executive Board approval.

4/ Excludes reexports.
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Table 7. Islamic Republic of Afghanistan: Proposed Schedule of Reviews and Disbursements

Amount of Disbursement

Date Millions of SDRs Percent of Quota 1/ Conditions

June 2006 13.2 8.2 Approval of arrangement 2/

March 2007 113 70 First review anq Sgptember 2006
performance criteria 3/

July 2007 13 70 Second review gnq March 2007
performance criteria 4/

February 2008 13 70 Third review anfj September 2007
performance criteria

May 2008 13 70 Fourth review a.nd .March 2008
performance criteria

January 2009 13 70 Fifth review anq Sgptember 2008
performance criteria

May 2009 13 70 Sixth review anq March 2009
performance criteria

Total 81.0 50.0

Source: Fund staff estimates and projections.

1/ Does not sum due to rounding.
2/ Due to domestic legal obstacles, the first disbursement was drawn with a delay, on January 19, 2007.

3/ The first review was concluded on March 7, 2007 and the second disbursement was drawn on March 29, 2007.
4/ The second review was concluded on July 9, 2007 and the third disbursement was drawn on July 23, 2007.
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Table 8. Islamic Republic of Afghanistan: Millennium Development Goals, 1990-2005 1/

1990

1995

2000

2005

Goal 1: Eradicate extreme poverty and hunger
Income share held by lowest 20 percent
Malnutrition prevalence, weight for age (percent of children under 5)
Poverty gap at $1 a day (PPP) (percent)
Poverty headcount ratio at $1 a day (PPP) (percent of population)
Poverty headcount ratio at national poverty line (percent of population)
Prevalence of undernourishment (percent of population)

Goal 2: Achieve universal primary education
Literacy rate, youth total (percent of people ages 15-24)
Persistence to grade 5, total (percent of cohort)
Primary completion rate, total (percent of relevant age group)
School enrollment, primary (percent net)

Goal 3: Promote gender equality and empower women
Proportion of seats held by women in national parliament (percent)
Ratio of girls to boys in primary and secondary education (percent)
Ratio of young literate females to males (percent ages 15-24)
Share of women employed in the nonagricultural sector (percent of total nonagricultural employment)

Goal 4: Reduce child mortality
Immunization, measles (percent of children ages 12-23 months)
Mortality rate, infant (per 1,000 live births)
Mortality rate, under-5 (per 1,000)

Goal 5: Improve maternal health
Births attended by skilled health staff (percent of total)
Maternal mortality ratio (modeled estimate, per 100,000 live births)

Goal 6: Combat HIV/AIDS, malaria, and other diseases
Contraceptive prevalence (percent of women ages 15-49)
Incidence of tuberculosis (per 100,000 people)

Prevalence of HIV, female (percent ages 15-24)
Prevalence of HIV, total (percent of population ages 15-49)
Tuberculosis cases detected under DOTS (percent)

Goal 7: Ensure environmental sustainability
CO2 emissions (metric tons per capita)
Forest area (percent of land area)
GDP per unit of energy use (constant 2000 PPP $ per kg of oil equivalent)
Improved sanitation facilities (percent of population with access)
Improved water source (percent of population with access)
Nationally protected areas (percent of total land area)

Goal 8: Develop a global partnership for development
Aid per capita (current US$)
Debt service (PPG and IMF only, percent of exports of G&S, excl. workers' remittances)
Fixed line and mobile phone subscribers (per 1,000 people)
Internet users (per 1,000 people)
Personal computers (per 1,000 people)
Total debt service (percent of exports of goods, services and income)
Unemployment, youth female (percent of female labor force ages 15-24)
Unemployment, youth male (percent of male labor force ages 15-24)
Unemployment, youth total (percent of total labor force ages 15-24)

Other
Fertility rate, total (births per woman)
GNI per capita, Atlas method (current US$)
GNI, Atlas method (current US$) (billions)
Gross capital formation (percent of GDP)
Life expectancy at birth, total (years)
Literacy rate, adult total (percent of people ages 15 and above)
Population, total (millions)
Trade (percent of GDP)

4.0

244.0

0.2
2.0

3.0
4.0
11.0
2.0
0.0

49.3

25.0

41.0

242.0
3.0

0.1

41.2

44.0

35.0

12.0

1900.0

209.0

0.0
2.0

1.0
0.0

99.1

34.0
32.0
27.0

55.0
36.0

64.0

14.0

10.0
168.0

0.1
44.0
0.0
1.0
34.0
39.0
0.3

44.0
1.0

7.0
25.0
28.0

68.1

Sources: Data provided by the Afghan authorities; World Development Indicators database (2007); and Fund staff estimates and projections.

1/ When data for a particular year is missing, the value reported corresponds to the closest year where data for that indicator is available.
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ATTACHMENT 1. LETTER OF INTENT

Kabul, January 28, 2008

Mr. Dominique Strauss-Kahn
Managing Director
International Monetary Fund
Washington, D.C. 20431

Dear Mr. Strauss-Kahn,

The attached Memorandum of Economic and Financial Policies (MEFP) supplements and
updates the understandings reached with IMF staff on our economic program supported by
the Poverty Reduction and Growth Facility (PRGF) Arrangement. The new MEFP reports
on quantitative performance through September 2007 and on progress in implementing
Afghanistan’s structural reform agenda. It sets quantitative targets through September 2008,
including quantitative performance criteria for March 2008, and describes the government’s
policies for the remainder of fiscal year 2007/08 (ending on March 20, 2008) and, on a
preliminary basis, for 2008/09.

We are pleased to inform you that we met all the September 2007 quantitative performance
criteria, including the floor on fiscal revenue, which required redoubled efforts to strengthen
revenue administration, and broaden the collection base. We also observed the continuous
zero ceilings on contracting or guaranteeing of new medium- and long-term nonconcessional
external debt, on short-term external debt, and on new lending from state-owned banks to,

or government-guaranteed borrowing by, enterprises in need of restructuring; and the
continuous performance criterion prohibiting accumulation of new external payments arrears.
The program, centered on fiscal discipline and maintaining confidence in the Afghani,
contributed to limiting inflationary pressures and strengthening our external position.

Regarding the structural conditionality for the third review, we have experienced some
delays in implementing several measures. Some of the delays are not critical for the
achievement of program objectives and call for corrective actions we are ready to implement.
We request a waiver of nonobservance for the structural performance criterion on submitting
to parliament the core budget’s audited financial statement for 2006/07 by September 21,
2007. By making the submission one day later, on September 22, 2007 we have observed the
Public Finance and Expenditure Management Law. We missed the structural benchmark
requiring Cabinet’s adoption of a comprehensive restructuring plan for the public entities and
government agencies engaged in commercial activities, but not covered by the State Owned
Enterprises law. We will make our best efforts to obtain Cabinet approval of this plan
(currently under preparation) before end-March 2008. We also missed two structural
benchmarks for end-November 2007 calling for the issuance of regulations on credit-granting
standards and the credit-monitoring process, and setting limits on sector loan concentration.

As required by law, draft regulations have been issued to the public for comments. We intend
to obtain DAB’s Supreme Council final approval of both regulations and issue them in early
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February 2008. We have implemented partially the structural benchmark on submitting for
Cabinet approval, by August 31, 2007, a restructuring plan for Bank Pashtany, based on the
bank’s audited financial statement. We made the submission before the required test date but,
as the audit of the financial statements of the bank had not yet been finalized at that time, the
restructuring plan did not fully benefit from its findings. Once the audit is finalized, the
restructuring plan for Bank Pashtany will be amended to take the audit into account. All
other structural benchmarks were met. We remain in consultation with IMF staff to ensure
satisfactory implementation of the program.

The government and Da Afghanistan Bank (DAB) believe that the economic and financial
policies set forth in the attached memorandum provide a sound basis for achieving the
objectives and targets of the program. During the period of the arrangement, we will
consult with the Fund on the adoption of any further measures that may be appropriate, at
the initiative of the government or DAB, or whenever the Managing Director of the IMF
requests such a consultation. In addition, we will provide the Fund in a timely manner with
all information necessary to monitor implementation of the program. The government and
DAB will conduct with the Fund the fourth review before end-July 2008.

On the basis of this performance, and on the strength of the policies set forth in the attached
memorandum, we request that the IMF complete the third review under the PRGF
arrangement and approve the fourth disbursement (in the amount of SDR 11.3 million). After
the period of this arrangement and while Afghanistan has outstanding financial obligations to
the IMF, we will periodically consult with the IMF, at the initiative of the government or
DAB, or whenever the Managing Director of the IMF requests consultation on Afghanistan’s
economic and financial policies.

We remain committed to transparent policy-making and are keen on rendering the contents
of this letter and those of the attached MEFP and technical memorandum of understanding,
as well as the staff report for the 2007 Article IV consultation and third review under the
PRGF arrangement, available to the public and hereby authorize their posting on the Fund's
website subsequent to Executive Board consideration of this request.

Sincerely yours,

Anwar Ul-Haq Ahady Abdul Qadeer Fitrat
Minister of Finance Governor
Ministry of Finance Da Afghanistan Bank

/s/ /s/
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ATTACHMENT II. MEMORANDUM OF ECONOMIC AND FINANCIAL POLICIES
FOR THE REMAINDER OF 2007/08 AND 2008/09

January 28, 2008

I. INTRODUCTION

1. The Government of the Islamic Republic of Afghanistan and Da Afghanistan
Bank (DAB) remain committed to the program of economic reforms aimed at reducing
poverty and moving Afghanistan to a sustainable growth path. This memorandum
reviews quantitative performance through September 2007 and compliance with structural
conditionality for the third review under the program supported by the Poverty Reduction
and Growth Facility (PRGF) arrangement, sets out the revised economic and financial
policies for the remainder of 2007/08, outlines the government’s policy commitments for
2008/09, and updates Afghanistan’s medium-term objectives and policy framework. Based
on these policies, we request completion of the third review and approval of the fourth
disbursement under the PRGF arrangement.

A. Performance Under the Program

2. Economic developments in 2007/08 have been marked by high economic growth
and a return of inflation to double-digit levels. A rebound in agricultural production from
the drought-triggered decline in 2006/07 and strong growth in other sectors, particularly
services, are expected to raise GDP by 13 percent in 2007/08. Higher prices for imported
fuel and foodstuffs caused the Kabul CPI to increase by 8 percent in the first seven months
of 2007/08, with 12-month (end-of-period) inflation peaking above 12 percent in

September 2007 before subsiding to 9% percent in October 2007. Despite the increase in
inflation, the exchange rate of the Afghani has remained stable against the U.S. dollar.

3. Performance under the financial program through September 2007 was strong.
Despite a slow start in the early months of 2007/08, fiscal revenue exceeded the program
floor for the first half of the year by 3.4 percent (about 0.1 percent of GDP). All other
quantitative performance criteria and the indicative ceiling on the operating budget deficit
(excluding grants) were observed with ample margins (Table 1). The observance of the fiscal
policy targets reflected mainly the consolidation of administrative efforts to increase fiscal
revenue and a prudent implementation of operating expenditure. The maintenance of an
appropriate monetary policy stance was instrumental to meeting the performance criteria

on net international reserves and currency in circulation.

4. We have also followed through on the structural conditionality for the third
review but experienced delays in implementing several measures (Table 2). We
submitted to parliament the core budget’s audited financial statement for 2006/07 on
September 22, 2007—the last day of the sixth month of the Afghan solar year 1386—and
thus observed the
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Public Finance and Expenditure Management Law; however, we missed the September 21,
2007 test date for the related structural performance criterion. We missed the structural
benchmark for end-September 2007 calling for the adoption by the Cabinet

of a comprehensive restructuring plan for the public enterprises not covered by the law on
state-owned enterprises (SOEs)—Tassady Law. The implementation of this measure has
been delayed several times for technical reasons (lack of capacity) and the absence of broad
support for the privatization of these enterprises, including among the members of the
Cabinet. Nevertheless, the plan remains under preparation and we will make our best efforts
to obtain Cabinet approval by March 31, 2008. We also missed two structural benchmarks
for end-November 2007 calling for the issuance of regulations on credit-granting standards
and the credit-monitoring process and setting limits on sector loan concentration. As required
by law, draft regulations have been submitted to public for comments and we intend to obtain
DAB’s Supreme Council final approval of both regulations and issue them in early February
2008. We have implemented partially the structural benchmark on submitting, by August 31,
2007, for Cabinet approval a restructuring plan for Bank Pashtany, based on the bank’s
audited financial statement. We made the submission before the required test date, although
the audit of the bank’s financial statement has not yet been completed. We have met all other
structural benchmarks. We have also made significant progress toward implementing, the
understandings reached with Fund staff in July 2007 with regard to the elimination of the
discretionary application of a 1 percent import tariff rate on raw materials and other
intermediate inputs.

B. Fiscal Sector

5. Fiscal performance during the first half of 2007/08 was stronger than
programmed. The revenue target for the first half of 2007/08 (equivalent to 3.4 percent

of revised annual GDP) was comfortably met, and operating expenditure was below the
programmed level by 1.1 percent of GDP, in part due to the delayed approval of the budget.
As a result, the operating budget deficit (excluding grants) for the first half of 2007/08 is
estimated at 1.0 percent of GDP, compared to an indicative program target of 2.0 percent.
Lower than expected external grants for the operating budget were largely offset by higher
grants for the development budget. Core development budget expenditure, at 3.4 percent

of GDP, was in line with the program

6. Improvements in revenue collection allowed us to exceed the midyear revenue
target. In particular, collections of the business receipts tax (BRT) improved significantly
relative to last year as a result of vigorous compliance and enforcement campaigns on
telecommunication services providers, hotels, and banks by the Large Taxpayers

Office (LTO), and on restaurants and wedding halls by the interim Medium Taxpayers
Office (MTO). Advance remittance of overflight revenues in the second quarter led to better
than expected collection of administrative fees, although this revenue will not be available
for collection in the fourth quarter. Customs duty receipts were lower than expected,
probably reflecting ongoing changes to the tariff regime, but higher nonduty customs
collections, including a 2 percent advance payment of income tax, compensated for the
revenue shortfall.
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7. New information on the external budget, particularly on security outlays,
indicates that direct donor-financed expenditures have been significantly higher than
previously estimated. Our international security partners have shared new information with
us on the magnitude of external security spending. Based on this information, our projection
for external budget spending in 2007/08 has increased by Af 124 billion (about 29 percent
of GDP). Much of the new data are presented on commitment basis, and we will seek to
improve our estimate of the cash impact of this spending on the Afghan economy over the
coming months.

8. Progress has continued on structural reforms in the public finances. We met the
end-July 2007 structural benchmark on clarifying the tax policy framework and published the
document to this effect. Nevertheless, we continue to hear about confusion among some tax
payers and there have been some cases of misclassification of “traders” by our own officials.
The Afghanistan Investment Support Agency (AISA) and the Revenue Department of the
Ministry of Finance (MOF) intend to conduct a public information campaign to rectify this.
We have also taken steps to address staff shortages in the revenue department, published a
document that clarifies the roles and responsibilities of the various agencies operating at the
border, and transferred accountability for all large- and medium-sized taxpayers in Kabul,
on a pilot basis, to the revenue department. In addition, we have submitted to parliament
legislation amending the income tax law and will soon submit a proposal to apply the BRT
to imports—a key step in the gradual transition toward a broad-based consumption tax.

0. We continue to strengthen our Medium-Term Fiscal Framework (MTFF) in line
with the commitments made at the time of the second program review. The MTFF is
increasingly being used as a tool for engaging donors to discuss external support for the
recurrent budget. We are also setting out the levels of public investment needed to create
enabling conditions for the implementation of the Afghan National Development Strategy
(ANDS). The latest version of the MTFF is consistent with the PRGF and is part of our
baseline macro-framework for the ANDS.

C. Monetary and Financial Sector

10. Monetary policy has remained broadly consistent with the program, despite
difficulties with liquidity management experienced during and after Ramadan. Growth
of currency in circulation surged from 8.5 percent during the first half of 2007/08 to

18 percent in October (or nearly 24 percent year-on-year). Continued exchange rate stability
throughout this episode suggests that the surge in the money supply—related to an
acceleration of government expenditure—was met with increased demand, reflecting a
combination of Ramadan-related seasonality and steep increases in the prices of imported
fuel and essential foodstuffs. In mid-October, DAB stepped up its foreign exchange
interventions with a view to reducing the growth of currency in circulation to about

15 percent by December 2007, consistent with the program ceiling for the third quarter

of 2007/08.
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11. We met the structural benchmarks in the areas of central bank accounting and
reporting. We have developed a monthly monetary survey in line with international
standards (structural benchmark for end-July 2007) and are submitting it on a monthly basis
to the IMF. We also have introduced the new accounting system at DAB and six regional
hubs (structural benchmark for end-September 2007). The system still remains in a trial
phase and the operations of the regional hubs are not yet automatically monitorable from
headquarters.

12. Rapid growth in commercial bank activity prompted us to take action to
strengthen bank supervision and the regulatory framework for the banking sector. We
have completed a summary report on banks’ compliance with prudential regulations based
on a full round of on-site inspections, which revealed several weaknesses. We are now in the
process of implementing targeted supervisory actions. Among other measures, we have
instructed all banks to publish their audited financial statements. We have also enforced all
licensing requirements for Bank Pashtany and Bank Millie, with the exception of the
appointment of qualified managers, which would require lifting the ceilings on salary levels
for state sector employees.

D. External Sector and Debt Issues

13. Developments in the first quarter, notably strong growth of recorded exports,
and early indicators of donor activity, suggest that the external position of Afghanistan
will strengthen further in 2007/08. First quarter data show that recorded exports grew by
14 percent (in U.S. dollar terms) relative to the same quarter of 2006/07. We expect this
trend to continue throughout the remainder of 2007/08 and contribute to a drop in the trade
deficit (by 2’2 percent of GDP). The latter is expected despite a significant pick up in duty-
free imports related to the increased external budget outlays, which are mainly security-
related and are fully-funded by donors. As a result, we expect the current account deficit
(including grants) to drop from 6.3 percent of GDP in 2006/07 to 1.4 percent of GDP in
2007/08. Foreign direct investment, debt relief from bilateral creditors, and interim assistance
under the Heavily Indebted Poor Countries (HIPC) Initiative will contribute to the
strengthening of our external position.

14. We have improved the collection of balance of payments data, although
important shortcomings still need to be addressed. We have made significant progress in
identifying data sources and strengthening data reporting by enhancing cooperation between
the relevant government agencies and DAB. Although we have strengthened our expertise in
the compilation of the balance of payments, further efforts are needed, including with
technical assistance from the IMF.

15. We have continued our efforts to regularize relations with our creditors, after
having reached the decision point under the HIPC Initiative in July 2007. In August 2007,
we signed a bilateral agreement with Russia, and thus finalized the process of regularizing
our debts with Paris Club creditors under the July 2006 Paris Club agreement. The agreement
with Russia provides for a reduction of Russia’s claims on Afghanistan by more than

90 percent, amounting to a reduction of our external debt by nearly 90 percent. During the
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IMF and World Bank annual meetings in October 2007, we also approached representatives
from Bulgaria and the Kuwait Fund for International Development in an attempt to regularize
our debts to these creditors.

E. Other Structural Reforms

16. We have made some progress in divesting SOEs and restructuring the
state-owned banks. Of the 24 SOEs that were scheduled to be auctioned, 11 have already
been sold. We have also lowered the price of six SOEs in order to auction them successfully.
In addition, the Cabinet has approved the privatization of 15 other SOEs. In the absence of a
comprehensive restructuring/divestment plan for SOEs and other commercial activities of the
state that are not covered by the Tassady Law, we have resisted pressures to provide
budgetary support to these entities, particularly the national airline Ariana. In the financial
sector, Bank Millie, following the completion of its external audit, has taken a number of
steps to restructure and improve its financial status. Completion of the audit of Bank
Pashtany has been delayed, but its restructuring plan was approved by the Cabinet in August
2007. The client accounts of the Export Promotion Bank have been transferred to Bank
Pashtany and the merger of the two banks is expected to be completed by March 31, 2008.
To preserve the value of state-owned banks, we continue to prohibit lending from these
banks to enterprises in need of restructuring (continuous structural performance criterion).

17. Progress in reforming the legislative framework for the business environment
has been slow, in part due to the lengthy review process at the Ministry of Justice. The
submission to parliament of laws on partnership and corporations, secure transactions, and
negotiable instruments is still pending. We are concerned that further delays in the
introduction of these laws are likely to impact adversely on private sector investment and
the orderly development of the financial sector.

F. Preparations for the ANDS

18. We have made substantial progress towards the preparation of the ANDS—our
PRSP—with a view to submitting it to the Boards of the IMF and World Bank by
end-March 2008. Consultations in all 34 provinces have been completed and have resulted
in provincial development plans (PDPs) for each province. We have also completed a first
draft of all the sectoral strategy papers, which have been circulated to civil society and our
development partners for comments. The PDPs and the sectoral strategies will be used to
ensure that the ANDS includes targeted policy measures that reflect the development needs
of each province and each sector, and measures to not only increase investment and growth,
but also to reduce poverty. With the completion of the update of the 2005 National Risk and
Vulnerability Assessment (NRVA) earlier this year, and the ongoing work on the 2007
NRVA, we have also improved our capacity to track the impact of government expenditure
on poverty reduction. We have consulted with donors on their likely contributions to the core
and external budget over the next five years. We are in the process of preparing proposals on
broad sectoral priorities, and will engage government entities and the international
community to reach agreement on the ANDS sectoral expenditure envelopes.
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II. THE PROGRAM FOR THE REMAINDER OF 2007/08 AND FOR 2008/09
A. Macroeconomic Objectives

19. The near-term macroeconomic outlook remains positive, but inflationary
pressures are expected to subside only gradually. A record harvest and strong growth
in construction and government and business services suggest that the expectation

of double-digit GDP growth in 2007/08 will be fulfilled. In 2008/09, growth in agriculture
is expected to return to the predrought trend, but overall GDP growth is projected at about
9 percent owing to the strengthened fiscal impulse from donor contributions in support
of the ANDS. Given the anticipated trends in international commodity prices, inflation is
expected to drop below 10 percent in 2008/09, assuming that prudent fiscal and monetary
policies will be successful in containing the second-order effects of the exogenous price
increases.

20.  Economic growth over the medium term will depend critically on curbing
corruption, overcoming infrastructure bottlenecks, and deepening structural reforms in
support of private entrepreneurship. The projected combined donor-financed investment
and domestic investment will decrease from above 40 percent of GDP in 2007/08 to about
30 percent of GDP in 2011/12, assuming that private investment would replace a portion

of the declining public investment component to the tune of 1-2 percent of GDP per year.
Under conservative assumptions with regard to investment efficiency reflecting
Afghanistan’s difficult natural conditions, absorption capacity limits, and inevitably high
security costs, these levels of investment would be consistent with annual GDP growth rates
ranging from 9 percent in 2008/09 to 7 percent in 2012/13. Higher growth rates could be
expected if structural reforms accelerate, the quality of public expenditure improves, and
public investment enhances key infrastructure, notably transport and electricity.

B. Fiscal Policy

21. We have undertaken measures to ensure that the good revenue performance
will continue throughout the remainder of 2007/08. Revenue is projected to reach

Af 35.7 billion (8.2 percent of GDP) in 2007/08. This is in line with the original program and
goes beyond our objective of collecting revenue equivalent to 8 percent of GDP by 2010/11,
as set out in the Afghanistan Compact agreed between the government and donors in London
in 2006. (The downward revision of the GDP estimates implies that we achieved that
objective last year). During the remainder of this fiscal year, we will endeavor to foster
greater responsibility for revenue collection at the top levels of government and strive to
safeguard the tax collection system against political interference. We will reach an agreement
within the government on the taxation of airlines, including Ariana. We will also work with
parliament to obtain timely approval of the government’s proposed amendments to the tax
legislation. A steering committee for tax and customs modernization was created to address
these challenges—we will use this committee as a forum for advancing sustainable revenue
reforms.

22. In October 2007, we conducted a limited midyear review of the budget for
2007/08, in line with the understandings reached at the time of the second program
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review. Both operating expenditure and grants to the operating budget (on a cash basis) have
been reduced by Af 1.5 billion relative to the original program to account for the receipt

of fuel-in-kind from our international partners (published documents show expenditure

of Af 54.8 billion). As a result, operating expenditure through end-2007/08 is now projected
at Af 53.3 billion (12.2 percent of GDP). Within this amount, we have increased security
expenditure by 0.9 percent of GDP by identifying additional donor contributions, as
provided for under the program adjustor, and by reallocating funds from other items, such as
the wage bill increment related to the Pay and Grade reform (postponed until the next fiscal
year). As an increased envelope for security spending has now been built into the revised
program baseline, the program adjustor for additional security expenditure is no longer
necessary. We deem the new agreed envelope for security spending sufficient, but will
consult with IMF staff should unexpected security-related pressures arise. To reflect the
carryover of approved projects from last year, we have revised the core development
budget upward by about Af 10 billion, to Af 87 billion (19.9 percent of GDP). Nevertheless,
in light of systematic underspending in previous years, for program purposes we are targeting
an amount of Af 45.5 billion (10.4 percent of GDP), only Af 1.4 billion higher than in the
original program for 2007/08. We also used the midyear budget review to settle payment
arrears (to private contractors) that had accrued owing to weak financial management in
several line ministries.

Adjustments to the 2006/07 Core Operating Budget in the Midyear Review

Af Percent
billion GDP

Approved budget (excluding security adjuster) 49.8 11.4
Additions: 5.1 1.2
Security 3.7 0.9
Governance & Rule of Law 1.0 0.2
Other 0.3 0.1
Savings: -1.5 -0.4
Pay and Grade Reform -0.5 -0.1
Education -0.9 -0.2
Other -0.1 -0.0
Budget after midyear review 53.3 12.2
Difference -3.5 -0.8
Use of agreed security adjuster 1/ -2.3 -0.5
Cash additions to core operating budget -1.2 -0.3

1/ Security adjuster of Af 3.8 billion less "in-kind" contribution of Af 1.5 billion.
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23. Expenditure management efforts during the remainder of 2007/08 will focus on
regularizing the relations between the budget and public enterprises. To that end, we
will initiate a review of the fiscal relations between the government and key SOEs

(e.g., Afghan Telecom, Ariana, DABM—the electricity provider, FLGE—the petroleum
trading SOE, and mining SOEs), in advance of the 2008/09 budget. The review will cover
the period from 2005/06 onward and will focus on: (i) payment of bills and service charges
by the line ministries; (ii) payment of taxes by SOEs; (iii) transfers of SOEs’ profits to the
Treasury account; and (iv) closure of unauthorized bank accounts. These measures should
reduce the pressure to subsidize SOEs. Nevertheless, to obtain settlement of unpaid
government bills, SOEs will need to present audited financial statements for the period

of claims. We will also conclude, with assistance from the World Bank, an analysis of fiscal
sustainability in the security sector.

24. We will seek to reduce our operating budget deficit excluding grants from

4.0 percent of GDP in 2007/08 to 3.6 percent in 2008/09. This is consistent with our
medium-term fiscal objective of covering operating expenses with domestic revenue—a
target that we expect to achieve by 2012/13. We are targeting domestic revenues of

Af44.5 billion (8.5 percent of GDP) for 2008/09. At the same time, operating expenditure
in 2008/09 will be capped at Af 63.4 billion (12.1 percent of GDP)—this will allow us to
accommodate recent decisions to increase the size of both the army and the police,
accompanied by a Pay and Rank Reform in these sectors, and will provide for Af 2.8 billion
in fuel subsidies for Da Afghanistan Breshna Moassesa (DABM). The ceiling on operating
expenditures reflects a prudent approach to the wage bill, which seeks to encourage faster
progress in the civilian Pay and Grade Reform. To that end, pay increases outside the reform
process will be contained below inflation. Consistent with the PRGF program and the
baseline scenario in the ANDS, core budget development expenditure is projected at

Af 56.9 billion (10.9 percent of GDP) in 2008/09, representing a 25 percent increase in
nominal terms over the expected outturn this year.

25. Revenue policy in 2008/09 will focus on implementing measures to secure the
success of major tax reforms slated for 2009/10. In this two-step process, we target a
revenue increase of only 0.3 percent of GDP in 2008/09, to be followed by a further increase
of 0.6 percent of GDP in 2009/10, which would bring the revenue-to-GDP ratio to

9.1 percent. In 2008/09, while maintaining the necessary collection efforts to achieve the
annual revenue target, we will place greater emphasis on (i) consolidating the pertinent
legislation; (ii) capacity building; and (iii) expanding administrative reforms. The legislative
agenda, part of which has already been submitted to parliament, includes: (i) the elimination
of nuisance taxes; (ii) reforms to income taxation; and (iii) measures toward transforming the
BRT into a broad-based consumption tax, such as the imposition of a BRT on imports (to
become effective in 2009/10—structural benchmark for March 2009) and exempting
financial services from the BRT. Once approved by parliament, we will promptly announce
these measures to the public. We will also conduct an information campaign within the trader
community prior to withdrawing the concessions on filing and paying taxes (structural
benchmark for March 2009) that had been granted to traders. In the meantime, we will focus
on key administrative reforms to maximize the benefits of the planned tax policy measures.
First and foremost, we will ensure adequate resourcing of the Revenue and Customs
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Departments, focusing on the retention of qualified staff and the needs of the major
provincial tax offices. Based on this, we will roll out the operations of the LTO and

MTO to five key provinces. We will also refine the crediting mechanism currently used for
the income tax with a view to applying a similar mechanism to the BRT that will be collected
on imports, thus alleviating partially the cascading of this tax. We will also continue to
expand the collection net to capture high value tax payers, including airlines, security
companies, and landlords.

26. On the expenditure side, we will focus on fiscal discipline, improving the quality
of public expenditure, and aligning it with the ANDS’ priorities. Several reforms are
critical in this regard:

. On budget formulation, we will expand the program budget pilots to seven
ministries and ensure that the program structure is aligned with the ANDS sector
strategies. This reform will not only help integrate budget formulation in line
ministries, but will also contribute to aggregate discipline as decision makers are
presented with information that will facilitate prioritization (March 2008).

o We will work with our development partners to strengthen financial management
in the line ministries. In particular, we will ensure that the government priorities,
as defined in the budget, are implemented and will seek to eliminate the build up
of arrears in line ministries (throughout 2008/09).

o The Treasury Department will restructure operations in three provincial
Mustofiats by using the Afghanistan Financial Management Information System
(AFMIS) to process transactions of these Mustofiats and by hiring the staff needed
to execute treasury functions on a PRR (priority restructuring and reform) basis
(March 2008).

o The MOF will implement a new procedure to integrate and restructure allotment
management arrangements based on a commitment management system and
financial plans from all budgetary units (March 2008).

J To improve payroll management, we will adopt, in consultation with line ministries
and donors, an action plan for implementing a computerized payroll system that will
allow the MOF to track payroll payments for all government employees
(January 2008).

o We will take decisive actions to contain potential fiscal drains resulting from lack
of financial discipline in the public enterprises, particularly, DABM. To this effect,
we will follow through on our commitment to establish a comprehensive agreement
with the DABM on a medium-term plan to reduce subsidies. For 2008/09—as we do
not envisage any additional sources of electricity coming on line—we will reach an
interim agreement with DABM (structural benchmark for March 2008) on quarterly
reform benchmarks to be met in exchange for subsidy disbursements (see Technical
Memorandum of Understanding (TMU 92). Key conditions will include submitting
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financial statements for 2006/07—-2007/08 (by June 2008), achieving measurable
improvements in collection performance, and cutting physical theft of electricity. By
September 2008, in collaboration with DABM, we will prepare a draft medium-term
plan to gradually reduce and eventually eliminate the energy subsidy. The viability
of the plan will be predicated on: (i) DABM’s restructuring; (ii) optimal use of
existing and new electricity sources; (iii) tariff increases for premium power users;
and (iv) scheduled load shedding for residential customers (as opposed to cutting
supply to control costs, as is presently the case). Moreover, we will ensure that at

no stage the increase in electricity supply leads to an increase in subsidies. We will
finalize this plan and agree with DABM on the timetable for its implementation by
December 2008 (structural benchmark).

o We will continue to monitor fiscal risks related to aid volatility and work with
donors on refining our projections in this area.

. Implementation of the Pay and Grade reform will start before September 2008.

27. We will continue to strengthen the MTFF as a policy tool for the government.
The MTFF will be the primary instrument for setting fiscal parameters for the annual budget
process and the ANDS envelope, and for analyzing fiscal sustainability. To that end, we will
determine, and subsequently update on an annual basis, the fiscal parameters for the ANDS
macroframework. For the 2008/09 budget, the MTFF will: (1) set out our medium-term plan
to eliminate the operating budget deficit before grants; establish indicative sectoral
allocations for both the core and external budgets; and (ii) provide envelopes for key cross-
cutting areas, such as Pay and Grade Reform and maintenance costs associated with
investment spending. The latter will build on our recent work with the World Bank and
security partners to assess fiscal sustainability in the security sector. It will include concise
descriptions of the policy actions necessary to meet fiscal objectives, on both the revenue and
expenditure fronts. The improvements to the MTFF will be in line with the understandings
underpinning the HIPC completion point triggers.

C. Monetary and Exchange Rate Policies

28.  Monetary policy will seek to contain inflationary pressures. In this context, we
consider the original currency in circulation ceiling for 2007/08 (consistent with a 19 percent
growth in the demand for the Afghanis) appropriate, even though nominal GDP growth in
2007/08 is likely to exceed this figure by about five percentage points. The major
contribution to growth in 2007/08 comes from agriculture, which adds comparatively less
than other sectors to the demand for domestic currency. The envisaged monetary tightening
will limit the increase in the prices of nontradables, and will help contain inflation. In
2008/09, we expect economic growth to be more broad-based and the demand for money to
increase by about 20 percent, in line with the nominal GDP growth.

29. Foreign exchange auctions will remain a primary instrument of monetary
policy. DAB will make no commitment to purchase Afghanis at a pre-determined rate and
thus uphold the managed float character of the exchange regime. Seasonally-adjusted
quarterly currency-in-circulation targets (consistent with the program currency-in-circulation
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ceiling) will provide guidance for DAB’s foreign exchange interventions, while the degree of
flexibility will enable the DAB to smooth out short-term exchange rate fluctuations. DAB
will ensure the observance of the “T + 2” rule for the settlement of the bids in foreign
exchange auctions and impose adequate penalties on violators, including escalating fines

and, ultimately, suspension of money changers licenses for multiple offenders.

30. DAB will improve the standing arrangements for the provision of cash (in
Afghanis and in U.S. dollars). To this effect, DAB will satisfy the constitutional requirement
of consulting with parliament on cash printing once a year when presenting its annual report,
and will make advance arrangements for ensuring an adequate supply of Afghani notes
during the year. The guidelines on importing and exporting U.S. currency will also be
articulated clearly and incorporated in DAB’s operating procedures. DAB will also improve
liquidity forecasting—in cooperation with the MOF—in order to ensure a smooth
implementation of monetary policy. In particular, DAB management will strengthen the
internal consultation mechanism over liquidity forecasts and intervention policy by endowing
the Monetary Policy Department with greater ownership and accountability for its policy
advice.

31. DAB will be expanding the volume of capital notes auctions with a focus on
managing bank liquidity and developing a yield curve. Preparations for launching the
secondary market in capital notes (CNs) will be finalized in February 2008. Subsequently,
DAB will articulate the steps leading to the opening of the secondary market for CNs and
promulgate the rules guiding secondary market transactions among the commercial

banks. Meanwhile, DAB will increase the volume of auctions and strengthen the procedure
for determining ex ante the amounts to be auctioned.

32. We continue to develop controls against money laundering and financing of
terrorism (AML/CFT) in the banking and other sectors. We intend to have all the
appropriate controls in place prior to the first AML/CFT evaluation of Afghanistan by the
Asia Pacific Group on Money Laundering, which is expected to take place in the third
quarter of 2008.

D. Strengthening of DAB’s Accounting and Reporting Framework

33. The introduction of the new accounting system at DAB forms the basis for
strengthening internal control and improving the quality of data available to inform
policy decisions. Nevertheless, further steps are needed to make the new system fully
operational. With assistance from the Middle East Technical Assistance Center (METAC),
we will work toward finalizing this task and ensure that the new accounting system at the six
regional hubs is fully integrated with that at DAB’s headquarters and satisfies the standards
required for central bank operations (structural benchmark for end-March 2008).

34.  We will also take steps to strengthen the quality of the monthly reporting

of DAB’s operations. To this effect: (i) by December 20, 2007, we will take stock

of discrepancies between the monthly reports based on the accounting records and the reports
produced by the Monetary Policy Department for program monitoring and reporting;

(i1) subsequently, we will eliminate these discrepancies by correcting the errors in the source



52

data; (iii) by the beginning of fiscal year 2008/09, and only if satisfactory reconciliation is
achieved, we will use the data based on the accounting records for program monitoring and
reporting monetary operations to the IMF.

35. Since July 2007 DAB has been producing monetary surveys of a better quality.
In the period ahead, DAB will reconcile central bank and commercial banks reporting (based
on a consistent Gregorian or Solar Calendar time-frame) and publish integrated monetary
surveys using a consistent time-frame.

E. Safeguards Assessment Issues

36. We have renewed our commitment to improving DAB's operations and control
framework by implementing the IMF's updated safeguards recommendations. To
provide assurances regarding the level of DAB’s reserve assets, we have requested our
external auditors to conduct an independent verification of these assets and their availability
as of September 22, 2007 (prior action). In addition, we will take steps to complete the
annual audit of financial year 1385 (2006/07) by end-December 2007, and appoint an
external auditor for financial year 1386 (2007/08) by end-December 2007 (prior action).

We will also continue with the process of implementing the new accounting system and
addressing audit observations for the financial year 1385 concerning weaknesses in controls,
with priority given to the accounting and foreign reserves management areas.

F. Bank Supervision and Financial Sector Policies

37. To safeguard the soundness of the banking sector, we will continue to
strengthen bank supervision and address banks’ noncompliance with prudential
regulations. Effective immediately, we will stop awarding licenses for opening new
branches to banks exhibiting “well-defined weakness” (i.e., banks with Capital adequacy,
Asset quality, Management, Earnings, and Liquidity (CAMEL) ratings of 4 and 5). Also,
given the absence of appropriate risk management skills and the limited effective collateral,
we will limit the credit growth of such banks to 5 percent per quarter beginning
end-December 2007. This limitation will remain in effect for those banks whose CAMEL
ratings continue to be assessed as 4 or 5 by DAB’s banking supervision department. We will
notify the banks by end-November 2007 of our decision. We will also revise the enforcement
regulations to ensure that corrective actions are taken promptly, and will follow up on the
banks’ failure to comply with these actions. To that end, we will put in place automatic
measures, including fines for each day of failing to comply with DAB's orders. We are in the
process of developing an off-site supervision form detailing sectoral loan classification. As
of December 2007, banks will be required to report their loans to DAB based on these new
forms. To increase the transparency of the legal framework for commercial bank operations,
we intend to consolidate all pertinent regulations in a handbook.
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38. We will seek to enhance coherence in the regulatory framework for the banking
sector in close consultation with IMF staff. DAB’s Supreme Council will repeal the
decisions instituting the requirement to invest 80 percent of bank deposits in the domestic
economy and raising the minimum capital requirement from US$5 million to US$20 million.
DAB will issue circulars informing banks that these decisions have been repealed (structural
benchmarks for end-March 2008). After consultation with IMF staff, we believe that the
minimum capital requirement for commercial banks should be raised to US$10 million.

The new requirement will be applicable immediately for new banks seeking licenses, while
incumbent banks will be given 5 years to comply. In relaxing our position on minimum
capital requirements, we are recognizing the need to ensure that small but well-run banks
continue to operate.

39. We will also modify two tax policy provisions applicable to the banking sector.
Taxation of income from bank deposits will be applied uniformly to all commercial banks,
including state-owned and private banks, and the provisions calling for the withholding

of taxes on interbank lending will be withdrawn. Both actions will be taken by end-2007/08.

G. External Sector Policies

40. We are committed to a trade regime that minimizes distortions and does not
discriminate across importers. Consistent with this objective, the decree (No. 5016)
allowing selected producers to import raw materials at a 1 percent tariff rate will be repealed
by December 31, 2007 (prior action). The goods eligible for the 1 percent rate will be
incorporated in the tariff schedule at rate(s) to be decided, with due consideration for
government revenue. Moreover, we intend to repeal, by end-March 2009, the decree (No. 96)
that raised the tariff rate on soft drinks from 20 to 40 percent, and reduce the applicable tariff
rate to 20 percent. Fund staff and the authorities have reached an understanding that this
measure will be a structural performance criterion for a later review. Furthermore, we will
refrain from introducing any discriminatory trade policy measures and reclassifying goods
into higher tariff bands, and will unwind previous tariff increases once the revenue situation
permits. We also intend to limit changes to the tariff schedule by (i) acting in accordance
with paragraph 23.2 of the customs law, which states that “the customs tariff shall be
approved by the Minister of Finance upon the recommendation of the General Director

of Customs;” and (ii) avoiding changes to the tariff schedule outside the annual budget
process. Finally, we are committed to an even-handed application of the tariff schedule and
will promptly redress any irregularities in this regard, including in the case of gasoline.

41. We are also committed to maintaining a foreign exchange system free of
restrictions. In this regard, we look forward to receiving technical assistance from the Fund
to assist us in assessing the adequacy of our legal framework and in formalizing a
restrictions-free exchange system consistent with our aim of accepting the obligations under
the Article VIII, Sections 2, 3, 4 of the Fund’s Article’s of Agreement.

42. We will continue to make efforts to regularize relations with all our creditors
while pursuing a prudent debt management strategy consistent with achieving external
debt sustainability. In this regard, we will work toward reaching agreements with our
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non-Paris Club bilateral and commercial creditors on terms at least comparable with those
received from Paris Club creditors, and will redouble our efforts to complete a debt relief
agreement with the OPEC Fund for International Development (OFID). Moreover, we will
continue to rely primarily on grants and highly concessional loans to meet our financing
needs. The government and DAB will not contract or guarantee any nonconcessional
external debt (continuous performance criterion).

H. Petroleum Sector

43. We remain committed to a transparent and competitive petroleum sector, with
the private sector playing the dominant role. The recent decision of the Fuel and Liquid
Gas Enterprise (FLGE) to import fuel for state-owned retail pump stations was necessary
because of temporary shortages, which led to sharp increases in retail prices. Nonetheless,
the government’s intention, as highlighted in the Afghanistan Compact, is to withdraw from
the oil sector and privatize the FLGE by March 2009. To this end, we intend to reduce
gradually the FLGE’s imports of petroleum products and, ultimately, limit its role to
providing services to the private sector. We will ensure that fees collected for the FLGE’s
services will not be used to subsidize the fuel sold by FLGE, including at state-owned retail
pump stations. To improve transparency in the sector, we also plan to publish a schedule of
fees for FLGE's services (end-February 2008 structural benchmark). We remain mindful of
the need to protect the consumer by maintaining competitive market conditions, and are in
the process of formulating an anti-trust law for that purpose. To improve transparency and
prepare for the privatization of the FLGE, we have commissioned an external audit of its
accounts for 2