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e  Discussions were held in Kabul from November 12-26, 2006. The staff team comprised
Messrs. Symansky (head), Bessaha, Wieczorek (all MCD), and Mr. Tyson (FAD).

Ms. Ongley (PDR) supported the team from headquarters. Mr. Charap, Fund

resident representative in Kabul, assisted the mission. Mr. Erbas (OED) participated in the
policy discussions.

e  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, which builds upon a
previous staff-monitored program, and seeks to address outstanding debt issues in the context
of the Heavily Indebted Poor Countries (HIPC) Initiative.
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EXECUTIVE SUMMARY

Despite a difficult security environment and persistent expenditure pressures,
Afghanistan’s performance during the first six months of 2006/07 (fiscal year starts on
March 21) was in line with the program. The authorities met all the end-September 2006
quantitative performance criteria and indicative targets, the structural performance
criterion, and most structural benchmarks, except those related to the state-owned
banks.

Real GDP growth is expected to reach 8 percent in 2006/07. CPI inflation declined to
5.4 percent (year-on-year) in September 2006, and the exchange rate has been relatively
stable. Opium production is estimated to have increased substantially.

Real GDP growth is projected at 12 percent in 2007/08 and 10 percent from 2008/09
onwards. With continued appropriate monetary and fiscal policies, CPI inflation is
targeted at 6 percent by year’s end, and at 5 percent in 2007/08 and beyond. The
external current account has continued to improve, and official reserves would remain at
around five months of prospective imports over the medium term.

The overall fiscal strategy for the remainder of 2006/07 and for 2007/08 strikes a
balance between addressing critical spending pressures and fiscal sustainability. Over
the medium term, a strategic approach is needed for revenue mobilization, including
administrative reforms and a move toward a broad-based consumption tax.

Monetary developments point to strengthened confidence in the Afghani. The current
monetary stance remains appropriate, but Da Afghanistan Bank (DAB) must stand
ready to absorb banks’ growing excess liquidity and forestall undue pressures in the
foreign exchange market, partly by increasing placements of capital notes.

Decisive action is required to deal with the state-owned banks. The authorities must
(a) accelerate their restructuring to fulfill the licensing requirements by
end-September 2007; or (b) liquidate/privatize these banks.

There has been progress in the negotiations of the bilateral Paris Club rescheduling
agreements, but data are still needed from some non-Paris Club creditors to complete
the external debt database and perform the eligibility assessment under the Heavily
Indebted Poor Countries (HIPC) Initiative.

The authorities intend to complete the PRSP by mid-2008. Efforts are under way to
ensure stakeholders’ participation and to align the medium-term fiscal framework
(MTFF) with sectoral strategies based on the country’s PRSP objectives. The recently
completed national risk vulnerability assessment (NRVA) should provide sufficient
inputs to assess poverty for PRSP purposes.



I. INTRODUCTION

1. On June 26, 2006, the Executive Board approved a three-year PRGF
arrangement with Afghanistan in support of a program aimed at (a) maintaining fiscal
discipline to achieve medium-term fiscal sustainability, while ensuring an adequate level of
pro-poor spending; (b) implementing structural reforms to boost economic growth; and

(c) addressing the large external debt, possibly through the HIPC initiative.'

2. Security remains a challenge, although it has not hindered program
implementation. After deteriorating in the summer and through mid-October 2006, the
security situation in Kabul-—which still remains fragile—appears to have improved
somewhat recently, as it did in the past two winters.

II. RECENT ECONOMIC DEVELOPMENTS AND PERFORMANCE UNDER THE PROGRAM

3. Economic developments in the first half of 2006/07 were generally favorable
(Table 1). Real GDP growth is on track to reach 8 percent in 2006/07, notwithstanding
lingering drought and a slow start in public investment. Year-on-year CPI inflation declined
to 5.4 percent in September 2006, owing largely to a deceleration in rent prices. The
international reserves position has strengthened, and the exchange rate has remained stable.
Despite intensified counternarcotics efforts, opium production is estimated to have risen
substantially.

4. Performance under the PRGF-supported program has been broadly
satisfactory. The authorities met all the end-September quantitative performance criteria and
indicative targets, the structural performance criterion, and the structural benchmarks, except
those related to the state-owned banks (MEFP, Tables 1-2) because they were considering
alternative reform strategies (MEFP, 916).

5. The overall fiscal performance during the first half of 2006/07 was better than
programmed (Tables 3a—3b). Domestic revenues exceeded the program’s target because a
stronger-than-expected performance of the income, profits, and business receipts taxes
(BRT) more than offset lower-than-expected customs receipts.” Operating expenditures were
lower than originally projected owing largely to the delayed adoption of the budget. As a
result, the operating budget deficit, excluding grants, was 1.2 percent of GDP, compared with

! The first PRGF disbursement, drawn on January 19, 2007, was delayed due to domestic legal obstacles.

? This outcome reflected delays in introducing a new tariff schedule and concessions made to traders.



2.1 percent envisaged in the program.” The slower-than-expected execution of the
development budget led to a core budget deficit,* including grants, of 1.2 percent of GDP in
the first half of 2006/07 (2.4 percent in the program) (MEFP, 944-6).

6. Structural conditions in the fiscal area have been observed (MEFP, §7), including
the submission to parliament of the core budget audited financial statements for 2005/06
(end-September 2006 structural performance criterion). Progress has also been made on
reforms that were not covered by program conditionality, including public financial
management, tax policy and administration, and the launching of program-budgeting in
selected ministries.

7. Monetary developments point to increased confidence in the Afghani and the
banking system (Table 4). Currency in circulation increased by nearly 7 percent—somewhat
less rapidly than expected—while bank deposits rose by more than 40 percent, albeit from a
low level. Interest rates on capital notes dropped from about 8 percent in early 2006/07 to
5-6 percent in recent months, reflecting the banks’ rising liquidity in Afghanis. Other interest
rates also declined, and the spreads between bank deposit and lending rates narrowed.

8. The external current account position was stronger than expected in 2005/06,
reflecting higher official transfers and a surge in exports (Table 5). The external current
account (including grants) remained in surplus in 2005/06 (MEFP, q12), and foreign direct
investment grew modestly. Official reserves rose to US$1.8 billion (4.6 months of imports)
at end-September 2006, exceeding the program projections mainly because of a slower-than-
expected drawdown of the government’s foreign exchange deposits at DAB.

0. The new tariff schedule—adopted in August 2006—addressed several cases of
negative effective protection (MEFP, 95), but increased tariff dispersion. Two new rates
(20 and 25 percent) above the previous maximum (16 percent) were introduced, mainly in
lieu of excises.

III. THE PROGRAM FOR THE REMAINDER OF 2006/07 AND 2007/08

10. The discussions with the authorities focused on their policies for the remainder
of 2006/07 and 2007/08. A key issue was to strike a balance between addressing expenditure
pressures and ensuring security and adequate pro-poor spending, without compromising
fiscal sustainability.

3 The operating budget deficit, including grants, was 0.5 percent of GDP, compared with 1.1 percent envisaged
in the program.

* The core budget excludes donor-financed development expenditures implemented outside the Treasury.



A. Macroeconomic Outlook

11.  Real GDP growth is expected to reach 12 percent in 2007/08 and 10 percent
from 2008/09 onwards, assuming a rebound of agriculture and sustained activity in
construction and services. Inflation is targeted at 7 percent by end-March 2007,
notwithstanding an expected seasonal upturn. Food prices are envisaged to rise less than
in previous years as timely imports of wheat have prevented cereal shortages, while rents and
energy prices are expected to rise moderately. Continued appropriate monetary and fiscal
policies will help limit the increase in the CPI to 5 percent in 2007/08 and beyond.

B. Fiscal Policy

12. The good revenue performance is expected to continue in the second half of
2006/07, but new spending authorized in the midyear budget review (MYR) will lead to
a higher budget deficit, excluding grants. Domestic revenue is projected at 6.4 percent of
GDP in 2006/07, slightly above the original target. Nonetheless, the operating budget deficit,
excluding grants, is projected at 4.1 percent of GDP (2.9 percent in the program). This
reflects: (a) additional security and education outlays—the program foresaw their possible
expansion in the context of the MYR (IMF Country Report No. 06/251; 427); (b) the clearing
of arrears that have been identified after the fiscal year began; and (c) the transfer onto the
budget of expenditures previously covered by donors, primarily the energy subsidy

(MEFP, 919).

13.  In 2007/08, the operating budget deficit, excluding grants, is expected to decline
to 2.8 percent of GDP, slightly higher than previously projected (MEFP, §21).° The
main causes include: (a) the cost of the energy subsidy that moved on budget (expected to
diminish over the medium term (MEFP, q19); (b) higher maintenance costs of the
development budget; (c) higher provisions for pensions; and (d) security-related
expenditures, for which funding has been identified.’

14. Achieving medium-term fiscal sustainability requires durable reforms,
expenditure discipline, and improvements in public financial management

(MEFP, 423-25). The authorities will focus on: (a) mobilizing additional revenue—the
reform of the BRT will replace ad hoc measures envisaged for the short-term; (b) prudently
managing donor-funded expenditures that are transferred to the core budget;

(c) consolidating the operating and development budgets; (d) implementing an affordable

> The operating budget surplus including grants rises to 1.0 percent of GDP, from 0.6 percent in the original
program as additional donor support is expected to exceed the increase in operating expenditures.

% The program will accommodate additional security-related expenditures (up to an agreed ceiling;
Table 3a (memorandum item) and TMU, 920) as long as they are fully-funded by donors (MEFP, 922).



public administration reform; and (e) seeking government-wide commitment to the MTFF.
The authorities continued to emphasize the need to channel all foreign assistance flows
through the core budget in order to optimize the use of aid and enhance the efficiency of the
budget as a policy tool in implementing the ANDS.

C. Monetary and Exchange Rate Policies and Financial Sector Reforms

15. Currency in circulation is projected to grow broadly in line with nominal GDP,
with bank deposits increasing at a faster pace. With the strengthening of DAB’s analytical
and operational capacity, monetary policy will increasingly focus on liquidity management
through capital notes (MEFP, 928). To this effect, DAB will increase the auction volumes,
issue longer maturity notes, and create a framework for the development of the secondary
market. DAB will also continue to supply foreign exchange through twice weekly auctions.
DAB?’s Supervision Department will complete the on-site inspections of all banks by
end-March 2007, and will subject the ailing state-owned banks to standard licensing
requirements.

16. The authorities will put in motion a new plan to restructure or liquidate the
remaining state-owned banks (MEFP, 429). The restructured banks will be expected to
meet all licensing requirements by end-September 2007; in particular the appointment of a
qualified management and a board of directors. In case of noncompliance, DAB will
withdraw the conditional licenses under which these banks are currently operating

(MEFP, 929). The authorities acknowledge the difficulties involved in this process, and the
challenges it poses to the MoF’s and DAB’s credibility.

D. External Sector

17. External sustainability is predicated on reforms to strengthen export growth and
foreign investment, as well as a favorable resolution of Afghanistan’s external arrears.
While the current account deficit (excluding grants) is expected to narrow over the

medium term, the current account balance (including grants) is likely to move into deficit as
official transfers moderate after 2006/07 (MEFP, 4931-32). Import demand should remain
strong, reflecting ongoing reconstruction and development needs. In any event, imports will
be largely determined by absorptive and implementation capacity.

18.  Progress has been made in regularizing Afghanistan’s relations with external
creditors, although debt management capacity remains limited. The authorities intend to
finalize the bilateral agreements with Paris Club creditors by end-February 2007.” Debt
service (after relief) will average around 1% percent of exports over the medium term. Nearly

’ The bilateral agreement with the United States was signed in September 2006 (MEFP, q14).



all the debt data needed for a HIPC debt sustainability analysis are already available
(MEFP, q14). Staff are working to overcome deficiencies in the official export data to enable
an assessment of HIPC eligibility in early 2007.

19. The 2006/07 program is fully financed, reflecting the July 2006 Paris Club
rescheduling agreement and robust donor support. Assuming continued aid inflows
during the program period, Fund support and the capitalization of moratorium interest under
the Paris Club agreement would fill the residual financing gap. In the medium term, as grants
taper off, the accumulated official reserves would provide an adequate balance of payments
buffer. On this basis, Afghanistan should have no problem in servicing its obligations to the
Fund and other multilateral creditors.

E. Structural Policies, Poverty Reduction, and Statistical Issues

20. The authorities are committed to accelerating structural reforms in order to
foster private sector development and mobilize the growth potential of the economy.
Accordingly, they intend to implement measures to enhance transparency and improve the
country’s business climate, and will press ahead with public enterprise reform.

21. The authorities intend to complete the PRSP by mid-2008. Efforts are under way
to create the institutional framework for the participation of stakeholders in the PRSP
discussions and the development of key sectoral strategies. The recently completed

2005 NRVA will provide sufficient inputs to define the poverty profile.

22. The authorities are implementing the statistical master plan to address data
weaknesses in the national accounts and the monetary and balance of payments statistics,
with support from the Fund and donors.

IV. PROGRAM MONITORING, RISKS, AND SAFEGUARDS ASSESSMENT

23. The second review under the PRGF arrangement is expected to be completed by
end-July 2007, and will make available the third disbursement subject to the observance of
the end-March 2007 quantitative performance criteria (Attachment II).

24, The program is subject to a number of risks. Revenue mobilization will play a
critical role as continued external support in some key areas is not assured, and the possible
transfer to the budget of unfunded spending currently undertaken off-budget by donors could
jeopardize the fiscal program. Although continued insecurity has been reflected in program
design, it could have further detrimental effects on project implementation and investment.
Moreover, growing public dissatisfaction with the pace of reforms and limited progress in
addressing governance concerns pose additional risks.
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25. DAB continues to implement the recommendations of the Fund’s safeguards
assessment conducted in mid-2006. The integrated accounting system will be operational
shortly. To provide assurances on the level of DAB’s foreign reserves, external auditors will
reconcile the net foreign reserves data reported to the Fund with the underlying bank/creditor
statements. DAB will also commission special audits of reserves at program test dates.

V. STAFF APPRAISAL

26. Despite a difficult security environment and persistent expenditure pressures
from domestic constituents and donors, Afghanistan’s performance under the program
has been broadly satisfactory. Growth has been sustained, inflation has subsided, and fiscal
and monetary developments have remained favorable. All the quantitative and structural
performance criteria for end-September 2006 were observed. Looking forward, the success
of the program will depend on continued macroeconomic discipline, a vigorous
implementation of structural reforms, and political resolve to tackle some difficult issues,
such as revenue mobilization and the restructuring of state-owned banks.

27.  Fiscal policy and reforms should focus on sustainability, with increased reliance
on an articulated MTFF. While ad hoc revenue measures envisaged by the authorities
appear sufficient to meet the revenue target for 2007/08, the government needs to develop a
modern tax and customs administration to achieve its longer term fiscal policy objectives.

In this regard, renewed efforts are needed to achieve a consensus for the BRT reform, which
has been delayed owing to political pressures. Furthermore, the macro-fiscal framework
should become sufficiently flexible to accelerate development spending, respond to the
country’s security challenges, and facilitate the inclusion of donor-funded expenditures into
the budget.

28. The current monetary stance remains appropriate, but DAB must stand ready
to absorb banks’ growing excess liquidity and forestall undue pressures in the foreign
exchange market. To that effect, the volumes of capital notes auctions should be raised.
Looking forward, DAB should be ready to engage in secondary market operations in capital
notes to gain flexibility in achieving its policy objectives.

29. Decisive actions are required regarding the state-owned banks. As the role of
these banks diminish—in light of the larger participation of private banks in the system—the
government needs to accelerate the restructuring of those banks that are deemed potentially
viable. The banks that cannot be restructured should be liquidated or privatized to avoid a
further dissipation of public capital.
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30. While the Paris Club agreement contributed to a substantial debt reduction, the
remaining external debt represents a significant burden. Restoring longer-term
sustainability will require further assistance, possibly in the context of the HIPC Initiative. In
parallel, the authorities need to strengthen their debt management capacity.

31. Looking forward, the authorities should replace the new higher tariff rates with
excise taxes. In the interim, they should refrain from moving more items to the top tariff
bands and introducing ad hoc concessions that could erode the revenue base and distort the
trading system.

32.  To facilitate the completion of the PRSP by mid-2008, the authorities should focus on
costing key strategies and integrating them in the MTFF.

33.  Based on Afghanistan’s satisfactory performance, the staff recommends completion
of the first review under the PRGF arrangement.
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Figure 1. Islamic Republic of Afghanistan: Price Developments, 2003—-06 1/
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Sources: Central Statistics Office of Afghanistan; and Fund staff estimates.

1/ Last observation: November 2006.
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Figure 2. Islamic Republic of Afghanistan: Monetary Developments, 2004—-06
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Sources: Da Afghanistan Bank; and Fund staff estimates and projections.

1/ Last observation: October 22, 2006.
2/ 30-day notes from September 19, 2004. 28-day notes from March 28, 2006.
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Figure 3. Islamic Republic of Afghanistan: Foreign Exchange Reserves
and Real Exchange Rate, 200506 1/
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Sources: Central Statistics Office of Afghanistan; Da Afghanistan Bank; and Fund staff estimates.

1/ Last observation: November 2006.

2/ An increase in the exchange rate indices corresponds to an appreciation. The real exchange
rate is estimated using the U.S. and Afghan CPlIs.

3/ Last observation for real exchange rate is October 2006.



Table 1. Islamic Republic of Afghanistan: Selected Economic Indicators, 2002/03—2007/08
(Quota: SDR 161.9 million)
(Population: 21.8 million; 2002/03)
(Per capita GDP: US$300; 2005/06)

(Poverty rate: n.a.)

(Main export: carpets, US$156 million; 2003/04)

Est. Est. Est. Rev. Est. CR 06/251 Rev. Proj. Rev. Proj.
2002/03 2003/04 2004/05  2005/06 2006/07  2006/07  2007/08
(Annual percentage change)
Output and prices
Real GDP (at market prices) 28.6 15.7 8.0 14.0 12.0 8.0 12.2
Consumer prices (end of period) 524 10.3 14.9 9.5 9.0 7.0 5.0
Consumer prices (period average) 5.1 241 13.2 12.3 9.2 6.4 5.9
(In percent of GDP)
Investment and saving
Gross domestic capital formation 34.5 42.0 43.3 38.7 37.8 413 36.1
Of which: nongovernment 7.5 8.1 8.5 8.1 9.8 9.9 11.0
Gross domestic savings 0.9 -9.0 -1.6 -3.2 -1.3 -0.5 -0.6
Of which: nongovernment 5.5 -4.6 2.6 -0.8 1.2 3.2 1.8
Public finances 1/
Revenue (including grants) 8.4 9.0 9.8 10.3 9.9 10.9 1.1
Operating expenditure 8.5 9.8 9.4 8.9 8.9 10.5 10.1
Operating budget balance (including grants) -0.1 -0.8 0.4 14 1.0 0.3 1.0
Primary balance (including grants) -0.1 -0.8 0.4 14 1.1 0.4 1.0
Total government debt 2/ 13.2 14.0 12.3 11.6 19.7 19.0
(Annual percentage change; unless otherwise indicated)
Monetary sector
Credit to the private sector
Base money 50.2 40.9 34.6 17.0 13.7 19.8 14.1
Broad money
Velocity of broad money
One-month capital note interest rate (end-period, in percent) 5.0 6.5
(In percent of GDP; unless otherwise indicated)
External sector
Exports of goods (in U.S. dollars, percentage change) 3/ 36.2 213 21.7 20.1 13.3 18.3
Imports of goods (in U.S. dollars, percentage change) 3/ 51.8 18.5 14.6 12.8 18.8 7.8
Merchandise trade balance -29.8 -41.3 -37.4 -34.6 -33.0 -36.1 -32.4
Current account balance, excluding official transfers 4/ -33.6 -51.0 -44.9 -41.9 -39.1 -41.8 -36.7
Current account balance, including official transfers 4/ -3.7 3.0 1.8 0.6 -1.5 -1.7 -3.8
Foreign direct investment 1.2 1.3 3.1 3.7 25 2.8 3.5
Total external debt 2/ 13.2 14.0 12.3 11.6 19.7 19.0
Gross reserves (in millions of U.S. dollars) 425 820 1,283 1,662 1,804 1,838 2,097
In months of following year's imports of goods and services 3/ 1.8 3.1 4.1 4.6 4.9 4.8 5.2
In percent of short-term external debt (on remaining maturity basis)
Memorandum items:
Nominal GDP (excluding opium production; in millions of U.S. dollars) 4,084 4,585 5,971 7,309 8,869 8,399 9,892
Opium production (in millions of U.S. dollars) 2,540 2,300 2,800 2,700
Unemployment rate (in percent)
Net imports of petroleum products (in millions of U.S. dollars) 12.8 23.6 76.6
Afghanis per U.S. dollar (period average) 44.8 49.0 47.7 49.7
Real exchange rate (annual average, percentage change) 5/ 21.0 124 13.8 5.4

Stock market index

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

1/ Operating budget. Does not include core budget development spending and externally-financed development expenditures, which amounted

to 5.8 percent of GDP and 27.5 percent of GDP, respectively, in 2005/06.

2/ Includes unreconciled debts. Up to 2005/06, excludes estimates of Russia's claims. Thereafter, includes Russian claims as restructured in

the July 2006 Paris Club rescheduling agreement.
3/ Excluding reexports.

4/ After rescheduling (i.e., excludes estimated penalty interest obligations programmed to be rescheduled beginning in 2006/07).
5/ An increase in the exchange rate indices corresponds to an appreciation. The real exchange rate is estimated using the U.S. and Afghan

consumer price indices.
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Table 5. Islamic Republic of Afghanistan: Balance of Payments, 2002/03—2009/10
(In millions of U.S. dollars; unless otherwise specified)

Est. Est. Est. CRO06/251 Rev. Est. CR 06/251 Projections

2002/03 2003/04 2004/05 2005/06 2005/06 2006/07 2006/07 2007/08 2008/09 2009/10

Current account (including grants) -149.7 137.5 105.4 -67.5 411 -174.8 -193.3 -427.6
Current account (excluding grants) -1,3715 -2,3384 -2,681.8 -3,115.1 -3,062.5 -3,515.1 -3,556.6 -3,678.7
Trade balance -1,217.6 -1,892.0 -2,231.1 -2,622.5 -2,5253 -2,923.8 -3,031.4 -3,203.2
Exports of goods 1/ 1,2906 1,893.9 16423 1,599.6 1,791.7 1,7257 1,883.1 2,020.5
Domestic exports 276.8 376.8 457.2 488.4 556.4 586.8 630.4 745.5
Reexports 1,0139 15171 1,181 1,111.2 12352 1,1389 1,252.8 1,275.0
Imports of goods 2,508.2 3,7859 3,873.4 42221 4317.0 4,6495 49146 5,223.8
Recorded imports 1,142.3 1,6885 1,999.6 20623 22234 23487 25055 2,868.8

Duty free 840.8 1,001.0 1,203.3 1,462.3 1,4452 1,6204 1,713.2 1,596.1

Of which: Commodity food aid 94.0 40.9 107.8 70.1 78.2 60.4 110.8 96.5

Other 525.1 1,096.4 670.5 697.4 648.4 680.4 695.8 758.9
Services and income (net) -154.0 -446.4 -450.7 -492.6 -537.1 -591.3 -525.1 -475.5
Of which: Interest due 2/ 8.9 12.0 13.0 11.1 13.3 54.0 57.3 58.5
Current transfers 1,221.8 24759 27872 3,0475 3,103.6 3,340.3 3,363.3 3,251.1
Public 1,170.2 2,4209 24771 2,652.0 2,724.0 28576 29271 2,737.3

Of which: Commodity food aid 94.0 40.9 107.8 701 78.2 60.4 110.8 96.5
Private 3/ 51.6 55.0 310.1 395.6 379.6 482.7 436.2 513.8
Capital and financial account 144.0 149.6 476.7 467.5 360.8 328.7 388.5 493.6
Foreign direct investment 50.0 57.8 186.9 378.1 271.4 218.7 2321 347.3
Official loans (net) 94.0 91.8 289.8 89.4 89.4 110.0 156.4 146.3
Disbursement 100.2 101.6 299.3 101.7 101.7 115.0 160.0 150.0
Amortization due 2/ 6.2 9.8 9.6 12.3 124 5.0 3.6 37
Other capital (incl. errors and omissions) 161.0 93.3 -133.2 -35.7 -39.8 -90.4 -210.8 104.1
Overall balance 155.3 380.4 448.9 364.2 362.0 63.5 -15.6 170.1
Financing -165.3  -380.4  -4489 -364.2  -362.0 -10,297 -1.2  -203.7
Changes in reserve assets of DAB -101.0 -394.7 -463.7 -378.4 -378.4 -142.0 -176.2 -259.0
Use of fund resources (net) 0.0 0.0 0.0 0.0 0.0 0.0 19.6 0.0
Exceptional financing -54.3 14.3 14.8 14.2 16.4 -10,155 155.5 55.2
Arrears 4/ -54.3 14.3 -2.8 -15.2 -129 -10,155 -11,135 0.0
Debt rescheduling 0.0 0.0 0.0 0.0 0.0 0.0 760.2 55.2
Debt forgiveness 0.0 0.0 17.6 29.3 29.3 0.0 10,530 0.0
Financing gap 0.0 0.0 0.0 0.0 0.0 10,233.8 16.8 33.6
Identified financing (provisional) 0.0 0.0 0.0 0.0 0.0 35.1 16.8 33.6

Of which: IMF PRGF 0.0 0.0 0.0 0.0 0.0 35.1 16.8 33.6
Remaining gap 4/ 0.0 0.0 0.0 0.0 0.0 10,198.7 0.0 0.0

Memorandum Items:
Gross international reserves

(In US$ millions) 425 820 1,283 1,662 1,662 1,804 1,838 2,097

(In months of imports) 5/ 1.8 3.1 4.1 4.7 4.6 4.9 4.8 52

(Relative to external debt service due) 281 37.6 57.0 71.0 64.8 30.6 30.2 33.7
Exports (goods and nonfactor services) 1,341 1,999 1,720 1,720 1,893 1,873 2,002 2,158
Imports (goods and nonfactor services) 2,704 4,331 4,410 4,864 4,975 5,381 5,564 5,855
Trade balance (in percent of GDP) -29.8 -41.3 -37.4 -35.9 -34.6 -33.0 -36.1 -32.4
Current account balance (in percent of GDP) 6/

Including grants -3.7 3.0 1.8 -0.9 0.6 -1.5 -1.7 -3.8

Excluding grants -33.6 -51.0 -44.9 -42.6 -41.9 -39.1 -41.8 -36.7
Total debt service (in percent of exports) 6/ 7/ 4.6 4.5 4.2 3.8 3.9 15 15 14

-584.4
-3,794.0
-3,318.2

2,132.2
888.1
1,244.2
5,450.4
3,199.3
1,445.0
93.5
806.2
-475.8
59.8
3,209.5
2,585.9
93.5
623.6

642.6
501.3
141.3
145.0
3.7
25.5

83.7

-117.4
-180.0
0.0
62.6
0.0
62.6
0.0

33.7
33.7
33.7

0.0

2,277
54
35.9
2,291
6,115
-28.8

-4.7
-32.5
1.3

-998.3
-3,762.7
-3,284.6

2,239.9
1,061.1
1,178.8
5,524.5
3,636.4
1,139.0
0.0
849.0
-478.0
61.0
2,764.4
2,019.1
0.0
745.3

839.8
708.5
131.3
135.0
3.7
41.6

-116.9

100.0
100.0

2,177

33.6
2,423
6,218
-24.9

-7.2
-28.2
1.2

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

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

2/ 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 represent an estimate by Fund staff.

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

4/ Arrears shown for 2002/03 to 2005/06 represent Fund staff estimates of debt service due, but not paid, on estimated overdue
obligations. The 2006/07 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 Soviet claims consistent with Paris Club practice.

5/ In months of imports of goods and services, excluding imports for reexports.

6/ After July 2006 Paris Club rescheduling agreement (including capitalization of moritorium interest) and assuming comparable
treatment from non-Paris Club bilateral creditors.

7/ Debt service includes obligations to the IMF. Exports exclude reexports.
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Table 6. Islamic Republic of Afghanistan: External Financing Requirement and Sources, 2002/03—2009/10
(In millions of U.S. dollars)

Est. Est. Est. Prelim. Projections
2002/03 2003/04 2004/05 2005/06 2006/07  2007/08 2008/09 2009/10

|. Total financing requirement 1,633.0 2,728.6 3,157.9 3,466.2 14,871.3 3,941.4 3,977.7 3,666.4
Current account (excluding grants) 1,371.5 2,3384 2,681.8 3,062.5 3,656.6 3,678.7 3,794.0 3,762.7
Amortization 6.2 9.8 9.6 124 3.6 3.7 3.7 3.7

Of which: IMF 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Change in reserves (increase = +) 101.0 394.7 463.7 378.4 176.2 259.0 180.0 -100.0
Reduction in arrears 54.3 -14.3 2.8 12.9 11,134.9 0.0 0.0 0.0

1. Available financing 1,5633.0 2,728.6 3,140.3 3,436.9 3,664.1 3,852.5 3,881.4 3,649.5
Current transfers 1,221.8 24759 2,787.2 3,103.6 3,363.3 3,251.1 3,209.5 27644
Foreign direct investment 50.0 57.8 186.9 271.4 2321 347.3 501.3 708.5
Short-term private financing flows
Official medium- and long-term loans 100.2 101.6 299.3 101.7 160.0 150.0 145.0 135.0
IMF disbursements 0.0 0.0 0.0 0.0 19.6 0.0 0.0 0.0
Other 161.0 93.3 -133.2 -39.8 -210.8 104.1 255 41.6

Financing gap = I-Il 0.0 0.0 17.6 29.3 11,307.2 88.8 96.3 16.9

Exceptional financing
Debt relief 0.0 0.0 17.6 29.3 10,530.2 0.0 0.0 0.0
Debt rescheduling 0.0 0.0 0.0 0.0 760.2 55.2 62.6 0.0
Balance of payments support 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Remaining gap 0.0 0.0 0.0 0.0 16.8 33.6 33.7 16.9
Identified financing (provisional) 0.0 0.0 0.0 0.0 16.8 33.6 33.7 16.9

Of which: IMF PRGF 0.0 0.0 0.0 0.0 16.8 33.6 33.7 16.9
Unfinanced gap 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Sources: Afghan authorities; and Fund staff estimates and projections.
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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/
February 2007 13 7.0 First review and September 2006

performance criteria

Second review and March 2007

June 2007 11.3 7.0 o
performance criteria

January 2008 113 70 Third review an_d S_eptember 2007
performance criteria

May 2008 13 7.0 Fourth review a.nd .March 2008
performance criteria

January 2009 1.3 7.0 Fifth review anc! Sgptember 2008
performance criteria

May 2009 13 70 Sixth review anq March 2009
performance criteria

Total 81.0 50.0

Source: Fund staff estimates.

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

Kabul, January 17, 2007

Mr. Rodrigo de Rato
Managing Director
International Monetary Fund
Washington, D.C. 20431

Dear Mr. de Rato,

1. Building on the achievements of the 2004—06 staff-monitored program, Afghanistan
entered into a program supported by a three-year arrangement with the International
Monetary Fund (IMF) under its Poverty Reduction and Growth Facility (PRGF). The
arrangement, for an amount of SDR 81 million (50 percent of quota), was approved by the
IMF Executive Board on June 26, 2006 and runs through June 2009. In the context of the
first review of the program, we are pleased to report to you that the government of
Afghanistan and Da Afghanistan Bank (DAB) have successfully implemented the key
measures required for the completion of this review.

2. The attached memorandum of economic and financial policies (MEFP) supplements
the one attached to our letter to you dated May 15, 2006. The new MEFP reports on the
progress in implementing the program and sets the policy agenda for the remainder of
2006/07 and for 2007/08, including the quantitative and structural targets through
September 2007.

3. All quantitative performance criteria for end-September 2006 were met. We also
observed the continuous performance criteria on contracting or guaranteeing of new medium-
and long-term nonconcessional external debt, on the short-term external debt, and on
nonaccumulation of new external payments arrears. We have submitted to parliament the
core budget’s audited financial statements and thereby complied with the

end-September 2006 structural performance criterion. We also met end-June 2006 and
end-September 2006 structural benchmarks, except those related to the state-owned banks.
We missed the end-June 2006 benchmark related to the appointment of a new Board of
Directors at Bank Pashtany and the end-September 2006 benchmarks on the adoption of
long-term restructuring plans for Bank Pashtany, and on the publication of a statement
announcing the liquidation of the Export Promotion Bank or its merger with another
commercial bank and finalizing the transfer of its deposits. The nonobservance of these three
benchmarks resulted from a shift in our banking reform strategy, which was prompted by the
banks’ limited operational capacity and the dearth of qualified managers. In order to improve
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the operations of our state-owned banks and implement their restructuring plans, we are in
discussion with several donors to obtain significant technical assistance. We also postponed
the processing of gold held in the palace vaults into a form that qualifies as a reserve asset
(structural benchmark for end-September 2006). Implementing this measure requires the
transfer of the gold abroad, which could trigger a negative public reaction in the current
volatile security context.

4. The government and DAB believe that the economic and financial policies set forth
in the attached updated memorandum provide a sound basis for achieving the objectives and
targets of the program. During the period of the arrangement, Afghanistan 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
consultation. In addition, we will provide the Fund in a timely manner with all information
necessary to monitor the implementation of the program. The government and DAB will
conduct with the Fund the second review before end-July 2007.

5. On the basis of performance under the program, and on the strength of the policies set
forth in the attached memorandum, we request that the IMF complete the first review under
the PRGF arrangement and approve the second disbursement in the amount of

SDR 11.3 million.

6. After the period of this arrangement, and while Afghanistan has outstanding financial
obligations to the IMF arising from disbursements under this arrangement, we will
periodically consult with the IMF.

7. We remain committed to transparent policy-making and wish to make available to the
public the contents of this letter and those of the attached MEFP and technical memorandum
of understanding (TMU), as well as the staff report on the first review under the three-year
PRGF arrangement. We hereby authorize their posting on the Fund's website subsequent to
Executive Board consideration of this request.

Sincerely yours,

/s/ /s/
Anwar Ul-Haq Ahady Noorullah Delawari
Minister of Finance Governor
Ministry of Finance Da Afghanistan Bank

Attachments:

Memorandum of Economic and Financial Policies for 2006/07-2007/08
Technical Memorandum of Understanding
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ATTACHMENT II: MEMORANDUM OF ECONOMIC AND FINANCIAL POLICIES
FOR 2006/07-2007/08

January 17, 2007

I. INTRODUCTION

1. The government and DAB have started implementing their reform strategy to
reduce poverty and move Afghanistan to a sustainable growth path. The strategy, as
articulated in our Interim Afghan National Development Strategy (I-ANDS), was discussed
with development partners at the London International Donors Conference in early 2006.
Our program—consistent with the I-ANDS and supported by an IMF Poverty Reduction and
Growth Facility (PRGF) arrangement—is designed to maintain macroeconomic stability and
implement structural reforms to foster private sector development while addressing our acute
poverty situation. This memorandum reviews progress in 2006/07 under the PRGF, updates
the government’s medium-term objectives and policy framework, and sets out our revised
economic and financial policies for the remainder of 2006/07 and 2007/08. On the basis of
these policies, we request completion of the first review under the PRGF arrangement and
approval of the second disbursement.

II. PERFORMANCE UNDER THE PROGRAM

2. Afghanistan’s economy continues to grow, albeit at a slower pace. After reaching
14 percent in 2005/06, available information suggests that GDP growth will ease to about

8 percent in 2006/07 due to a drought-induced decline in agricultural production. Inflation,
as measured by the consumer price index for Kabul, subsided to about 5.4 percent
(year-on-year) by September 2006, as a slower increase in rent prices largely offset a faster
rise in food and energy prices. “National” year-on-year inflation, which covers Kabul and
five other cities, was 5.2 percent in September.

3. Opium production rose by almost 50 percent in 2006, reflecting a 60-percent
increase in cultivated areas and a 6 percent decline in yields. The sharp increase in
production led to a substantial decline of the farm gate prices over the last 12 months.

4. Overall fiscal performance during the first half of 2006/07 was in line with the
program. At 1.2 percent of GDP over the first two quarters, the operating budget deficit,
excluding grants, was lower than projected. The operating deficit, including grants, at

0.5 percent of GDP, was also below program projections, as lower external grants
(amounting to around 0.8 percent of GDP) were offset by lower spending. Together with the
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unanticipated sale of a telecommunication spectrum bandwidth (about 0.5 percent of GDP),
this led to a slightly higher increase in government deposits relative to the program.

5. Revenues, excluding grants, performed strongly during the first two quarters of
2006/07, amounting to Af 12.0 billion (2.9 percent of GDP), exceeding the program target of
Af 10.6 billion. Lower-than-expected customs receipts, resulting from delays in introducing a
new tariff schedule and concessions made to traders,' were offset by a higher collection of
taxes on income and profits and the business receipts tax (BRT). A draft law to eliminate
nuisance taxes and introduce collection of BRT on imports was submitted to parliament
(end-December 2006 benchmark) but was returned to the government, partly because of
procedural issues. The government is currently reviewing ways to proceed.

6. Operating expenditures over the first six months reached 4.1 percent of GDP,
compared with 4.5 percent of GDP in the program. While core operating spending in the
first two months of the year was well below average due to delays in parliament’s approval
of the annual budget, it gradually recovered and reached 43 percent of the approved
operating budget by September. Core development budget expenditures over the first six
months, as recorded in Afghanistan’s Financial Management System (AFMIS), reached only
1.3 percent of GDP.” However, due to technical difficulties, some development expenditures
that were incurred have not yet been entered into AFMIS; accordingly, actual expenditures
may have reached double the recorded figure. Furthermore, more than 40 percent of
budgeted development expenditures were allotted. Development expenditures are forecast to
reach about 55 percent of the approved core development budget by the end of the fiscal
year. This represents a 67 percent increase over 2005/06, although it is still substantially
lower than planned, due to delays in budget approval and continuing implementation
difficulties, which are being addressed vigorously.

7. The 2005/06 core budget audited financial statements were submitted to
parliament in September (end-September 2006 structural performance criterion).

In addition, a working group has been established between the ministry of finance (MoF) and
the control and audit office (CAO) to follow up on the auditor’s recommendations. The
appeals process for customs and revenue has been established (end-September benchmark)
and the training of officials is underway. Draft procedures for implementing a certified
monthly payroll system (end-December benchmark) have been circulated for comments.

" A new tariff schedule was introduced in late August (several months later than originally planned). The
reclassification of various items addressed cases of negative effective protection. There are three new tariff
bands, of which two are above the previous maximum. The revenue impact of the delay in the adoption of the
new tariff schedule was mitigated by reclassifying some items in the new highest tariff bands that were
introduced in lieu of excises.

? This is equivalent to 8 percent of the approved core development budget.



27

Progress has been made on other priority reforms, which include: reorganization of the
budget department and the initiation of simple program budgeting pilots in selected
ministries; publication of a less compressed budget calendar for 2007/08; strengthening of
the large taxpayer office; and upgrading of administrative capacity in the provinces.

8. The monetary objectives for the first six months have been attained. Currency in
circulation increased by nearly 7 percent (markedly less than the program projection of

12.5 percent) and the accumulation of net international reserves (NIR) exceeded the
end-September floor by nearly US$300 million. The overperformance margins reflected the
relatively slow pace of government development spending, and in the case of currency in
circulation, a gradual decline in velocity. The latter possibly reflected a slowdown in the
demand for Afghani cash and a gradual shift toward increased holding of Afghani deposits.
Reflecting DAB’s efforts to ensure compliance with prudential ratios, notably reserve
requirements (to be met in Afghani) and limits on the foreign exchange open position
(strictly enforced from end-August 2006), there has been marked progress in the
“afghanization” of financial transactions. For their part—encouraged by sustained exchange
rate stability and declining inflation—banks have begun to recognize the opportunities of
dealing in local currency and have started to offer favorable conditions on deposits and
transactions in Afghani, reflecting their lower costs relative to transactions in foreign
exchange (especially cash).

0. The Afghani exchange rate has remained stable due to foreign currency
interventions (both selling and buying foreign exchange), while capital notes auctions
have begun to play a more active role in liquidity management. Since March 2006, the
Afghani-U.S. dollar exchange rate has fluctuated within a 49.5-50.5 range, except on two
occasions in May when the Afghani briefly appreciated below 49.5. The interest rates on
28-day and 56-day capital notes declined from 7—8 percent in June to 5—6 percent in late
September, reflecting increased demand by the banks, whose Afghani liquidity has been
growing steadily (with some excess liquidity accumulating in the standing deposit facility).

10.  We continued modernizing central bank operations. In order to foster the use of
capital notes, we opened the auctions to licensed money changers, authorized the banks to
bid on behalf of their clients, and introduced an overnight credit facility with capital notes as
eligible collateral. We have also made progress in DAB’s accounting and reporting practices.
In September 2006, we began producing monthly balance sheets covering all DAB’s
branches. Preparations for producing the monetary survey are on track. We also completed a
review of financial relations between the government and DAB and signed a service level
agreement that—pending further review—preserves the status quo, which both parties found
mutually agreeable.
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11. In line with the recommendations of the IMF safeguards assessment mission, the
external audits of DAB’s 1383 and 1384 financial statements have been completed. The
financial statements have been published on DAB’s website together with the related audit
opinions. The external auditors submitted to DAB a report on the reconciliation with the
audited financial statements of end-1384 (March 20, 2006) NIR data reported to the IMF.
Efforts are underway to address weaknesses identified by the safeguards assessment in the
areas of accounting and financial reporting, internal audit, and control.

12. Due to stronger-than-expected export performance, the trade deficit narrowed
more than envisaged in 2005/06, to 342 percent of GDP from 37’ percent in 2004/05.
There was a similar improvement in the current account deficit (excluding grants) to

42 percent of GDP and, with continued strong donor support, the current account (including
grants) recorded a small surplus (around 2 percent of GDP).

13. We redoubled our efforts to develop balance of payments statistics. With support
from an August 2006 IMF technical assistance mission, DAB compiled the results of surveys
undertaken earlier in the year. The resulting draft balance of payments has been discussed
with Fund staff, with a view to refining the presentation and identifying priority areas to
strengthen data reporting, collection, and compilation.

14. We have intensified our dialogue with our external bilateral creditors. Following
the July 2006 Paris Club rescheduling agreement, we have made progress toward finalizing
bilateral agreements with the United States (signed in September) and Germany (draft is
currently under review). We are also working on a bilateral agreement with Russia. With a
view to seeking the IMF and World Bank’s assessment of Afghanistan’s eligibility for the
Heavily Indebted Poor Countries (HIPC) Initiative, we have requested external debt data
from all our bilateral creditors.” Most have provided the necessary data and we are following
up with the remaining creditors.

15. We have approved seven state-owned enterprises (SOE) for liquidation and
appointed liquidation committees. For three SOEs, severance packages have been granted
to former employees who received job counseling and training in the context of the national
skills development program. Liquidation plans are now underway, of which two are expected
to be completed shortly. Lastly, we prepared corporatization procedures that are being
assessed by the SOE evaluation commission.

? The bilateral external debt data requested for end-2004 and end-2006 are needed to assess HIPC eligibility and
estimate the possible amount of debt relief at the decision point, respectively. World Bank staff have taken the

lead in compiling the necessary multilateral debt data.
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16. All September 2006 quantitative performance criteria were met and we have
made progress on the key structural conditions. We also observed the continuous external
debt and arrears performance criteria. While we observed the end-September 2006 structural
performance criteria, we failed to meet a few structural benchmarks that reflected conscious
efforts to pursue alternative approaches. We did not appoint a new Board of Directors at
Bank Pashtany by end-June 2006 (benchmark) or adopt a long-term restructuring plan for
Bank Pashtany by end-September (benchmark). This was due to a shift in our banking reform
strategy in favor of merging Bank Pashtany with Bank Millie and the Export Promotion
Bank, which was prompted by the banks’ limited operational capacity and the dearth of
qualified managers. The proposed merger did not however gain political support. For

Bank Millie, the Board of Directors agreed on a restructuring plan in early 2006. We also
postponed the processing of gold held in the palace vaults into a form that qualifies as a
reserve asset (end-September 2006 structural benchmark). Implementing this measure would
require transferring the gold abroad, which we felt could trigger a negative public reaction in
the current volatile security context.

III. THE UPDATED PROGRAM FOR 2006/07 AND 2007/08
A. Macroeconomic Objectives

17. The strategy for the remainder of 2006/07 and 2007/08 seeks to consolidate the
progress achieved so far on macroeconomic stabilization, address slippages, and deepen
needed financial and structural reforms. The quantitative targets for the remainder of this
fiscal year and 2007/08 have been set accordingly (Table 1). The updated program projects
growth rising from 8 percent in 2006/07 to 12 percent in 2007/08, with inflation declining
from 7-8 percent in 2006/07 to 5 percent in 2007/08. The original growth objective of

12 percent this year is out of reach, as agricultural production declined significantly due to
insufficient rainfalls in the spring. The original inflation projection of 9 percent has been
revised downward in view of the inflation outcome through midyear and the expected
moderate rise in food, rent, and petroleum prices over the remainder of the year.

B. Fiscal Policy

18. The good revenue performance is expected to continue during the second half of
2006/07. Revenue for the year as a whole is envisaged to be around Af 27.0 billion

(6.4 percent of GDP), slightly above the original program target of Af 26.6 billion and
significantly exceeding the 2005/06 outcome of Af 20.7 billion (5.7 percent of GDP). In the
event of a revenue shortfall, we stand ready to introduce offsetting expenditure measures.

19. Operating expenditures are expected to reach Af 44.2 billion (10.5 percent of
GDP), as some unanticipated spending pressures that emerged in the mid-year budget
review (MYR) are being accommodated in an amended budget for 2006/07. These
unanticipated outlays include:
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Expenditures previously funded by donors, namely the cost of fuel to power
several electric plants (0.6 percent of GDP). The scope for reducing the net cost of
the fuel subsidy this fiscal year is limited, except for an increase in electricity
tariffs—a measure already taken—and the envisaged improvement in collection.

The expected increase in electricity revenue will help bring down the net subsidy by
at least Af 150 million this year. Looking ahead, we envisage offsetting measures to
reduce it further (a study is currently being prepared in collaboration with donor
partners), including through importation of electricity from neighboring countries.

Additional spending associated with the deteriorating security situation in the
south necessitated the recruitment of auxiliary police. Their employment will be
temporary (based on one-year contracts). Additional donor support is expected to
cover these increased security costs (about 0.2 percent of GDP).

Additional teachers identified by a joint investigation of the civil service
commission, the MoF, and the ministry of education (MoE) (outlined in our

May 2006 MEFP) regarding the number and location of all civil servants in the MoE.
This investigation revealed that about 10,000 additional teachers must be recognized
in the government payroll. The corresponding cost (0.1 percent of GDP) will be
covered by the contingency included in the approved budget, which, however, was
not part of the fiscal program for the first half of the year but the May 2006 MEFP
foresaw the possibility of accommodating this expenditure in the context of the MYR.
These supplementary expenditures have been discussed and agreed with our donor
partners. A similar investigation at the Ministry of Interior is under way, but since it
is not complete, no adjustment will be made in this year’s budget.

Clearing of domestic arrears. Once the delays in paying salaries in a limited
number of provinces have been confirmed by the CAO (MoF’s request for verifying
the Tashkeel and arrears is an end-January 2007 structural benchmark), we will make
provisions to settle these obligations as soon as possible. We have also taken stock of
outstanding government obligations to the telephone and electricity utilities. The total
cost of all arrears is equivalent to 0.2 percent of GDP.

Other expenditure pressures representing an estimated 0.2 percent of GDP were
met through savings and reprioritization and will not affect our overall fiscal balance.

Reflecting the above developments, the operating budget deficit, excluding

grants, will be contained at 4.1 percent of GDP in 2006/07, compared with 2.9 percent
originally envisaged under the program. We expect to cover the deficit through a
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combination of increased grants, receipts from the sale of the GSM license, and a drawdown
of government deposits at DAB. After grants, our operating budget balance is now expected
to show a surplus of 0.3 percent of GDP, compared with a programmed surplus of 1 percent
of GDP.

21. In 2007/08, the operating budget deficit excluding grants would decline to

2.8 percent of GDP; nonetheless, it will still be above the 1.7 percent projected in the
original program.” The higher deficit mainly reflects an increase in operating expenditures
to Af49.8 billion (10.1 percent of GDP against a program target of 8.5 percent). Higher
spending is attributable to (a) the recurrent cost of the fuel subsidy;’ (b) security-related
pressures; (¢) the inclusion of higher operating costs of the development budget; and

(d) higher provisions for pensions. However, since donors have agreed to finance many of
these additional pressures, the operating budget surplus including grants is projected to
increase from 0.6 percent of GDP in the original program to 1.0 percent of GDP. In
particular, our international partners have agreed to maintain the same level of funding for
the multi-donor Afghanistan Reconstruction Trust Fund over the next few years and
indicated their intention to increase their support to the Law and Order Trust Fund.

22. Due to uncertainty over funding, not all the security-related expenditure
pressures have been addressed in our program. Any additional security expenditures will
only be undertaken on the condition that they are fully funded by donors, thus leaving our
operating budget deficit, including grants, unchanged.® Total additional expenditures could
be as much as 0.5 percent of GDP. In order to ensure appropriate parliamentary engagement
in the budget process, we will send the 2007/08 draft budget to parliament at least 45 days
before the start of next fiscal year, as required by law (February 4, 2007 structural
performance criterion).

23.  We remain committed to our stated objective of medium-term fiscal
sustainability. Cognizant of developments in the country, we reaffirm the objectives agreed
with international partners:

* The September 2007 targets on revenue and the fiscal deficit are set out in Table 1.

> Should any of the additions to the budget for the fuel subsidy not be needed for this purpose, we will discuss with our
donor partners their reallocation.

® Additional security expenditures are those above what was identified in our MTFF and include: the cost of the
auxiliary police; accelerated recruitment in the Afghan National Army (ANA) and Afghan National Police
(ANP) to reach full staffing and more generous pay and rank reform in the ANA and ANP to encourage
recruitment and retention
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An overall objective of covering all core operating expenditures from domestic
revenues. Assuming no new unfunded transfers from the external budget to the core
budget, this objective would be achieved in 2010/11, one year later than originally
envisaged.

The ratio of revenue to estimated total recurrent expenditures (including estimated
recurrent expenditures in the core and external development budgets), is projected to
rise from 28 percent in 1383 (2004/05) to 58 percent in 1389 (2010/11).

Afghanistan’s total domestic budgetary revenue—equivalent to 4.5 percent of
estimated non-opium GDP in 2004/05—will steadily increase, reaching 8 percent of
GDP by 2010/11. Barring unforeseen developments, we currently expect to meet this
objective one year ahead of schedule.

We recognize that the deficit, excluding grants, may exceed the targeted level due to
an unexpected increase in grant-financed expenditures. However, we will attempt to
achieve the deficit target excluding grants, since we are mindful that donor support
may not be permanent. Nonetheless, adjustors have been added to our NIR and NCBF
targets for additional security expenditures discussed in 922.

These targets are ambitious and we recognize the need for sustained efforts to

boost revenue. Notwithstanding progress to date in a very difficult environment, we will
continue to modernize tax and customs administration. In this vein, we will:

Clarify the tax policy framework, and system including the difference between the
BRT and income taxes (end-July 2007 structural benchmark).

Resubmit to parliament legislation to eliminate nuisance taxes (end-March 2007).

Move towards a broad-based consumption tax by submitting to parliament the
GST/BRT legislation by March 2008 and begin implementation within 6 months of
passage of the bill by parliament.

Implement by end-September 2007, on a pilot basis, the transfer of accountability for
administration of all Kabul large and medium-size taxpayers directly to the revenue
department.

Clarify and document the roles of the various agencies currently operating at the
borders (end-March 2007).

Establish a steering committee chaired by the Minister of Finance to monitor
implementation of the tax and customs administration modernization plans
(end-January 2007).
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. Study options to reverse, over the medium term, customs tariff increases as excise
taxes are introduced on selected goods.

25. We will continue to exercise expenditure discipline in the operating budget and
improve overall public financial management. In this regard, and building upon the recent
progress made in restructuring our budget department along sectoral lines, we are piloting a
simple program approach for the 2007/08 budget in selected ministries. These changes are
expected to further consolidate the recurrent and core development budgets and improve the
relationship between the MoF and line ministries. We will adopt additional measures to
enhance the credibility and effectiveness of our core budget, including:

. Presenting the 1384 budget performance report to parliament as required under the
PFEM Law, article 55-59 (end-January 2007).

. Promptly eliminating the backlog of development budget payments unrecorded in
AFMIS (end-January 2007).

. Reviewing allotment, contracting, commitment and cash management procedures for
the development budget in order to remove bottlenecks and increase their
effectiveness (end-March 2007).

. Building on pilots to prepare the 2008/09 consolidated core budget according to a
simple program and economic classification structure, and developing financial
management capacity in the line ministries.

o Continuing to strengthen our medium-term fiscal framework as an instrument to
define macro-fiscal constraints. We aim to have cabinet agreement on the
medium-term fiscal strategy, consistent with our agreed program with the IMF in
January 2007, and then publish this alongside our aggregate macroeconomic figures
(end-March 2007).

. Strengthening the tracking of commitments and expenditures from the external
development budget, including through the use of common reporting formats that we
will agree to with our large donors. We will also coordinate reporting between the
Aid Coordination Unit and the Treasury.

C. Monetary and Exchange Rate Policy and Financial Sector Reforms

26. We have revised the monetary program for the remainder of 2006/07 to lower
the growth in currency in circulation, consistent with the lower-than-originally
expected inflation in the first half of the fiscal year. In support of the monetary (currency
in circulation) targets, we will continue to manage flexibly the exchange rate to preserve
confidence in the Afghani. Our goal is to achieve the currency in circulation targets with
minimum exchange rate volatility. Although the expected acceleration in government
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spending is likely to cause a significant upward shift in the demand for currency during the
coming months, the increase in currency in circulation should not exceed 16.6 percent (one
percentage point above the projected nominal GDP growth) by end-2006/07, compared with
18.4 percent in the original program.

27. Looking forward to 2007/08, we expect that growth in currency in circulation
will be about two percentage points less than nominal GDP growth (182 percent). This
target reflects technological improvements in banking services—including banks’
management of government payroll and other government expenditure previously paid for in
cash—and increased financial deepening expected to result in a shift in the transactions
demand for money away from cash toward deposits. International reserves are expected to
rise prudently from slightly below $1.8 billion in September 2006 to just above $1.9 billion
in September 2007, ensuring a reserve cover of about 5 months of the following year’s
imports of goods and services.

28. We remain committed to modernizing the central bank as envisaged in the
original program (paragraph 31 of our May 15 MEFP). To further the objectives of the
program, we will also undertake the following actions in the monetary area.

. DAB will develop a monthly monetary survey in line with international standards
(end-July 2007 structural benchmark).

. In order to further improve DAB liquidity management and develop the Afghani
financial market, DAB will expand the volume and use of capital notes and will
launch (starting end-January 2007) auctions of 182-day capital notes. The volumes of
capital notes auctions will be determined by the Monetary Policy Committee in
coordination with DAB’s Monetary Policy Department and the Market Operations
Department, taking into account the monetary policy objectives and the market’s
liquidity needs.

. DAB will take the necessary steps to facilitate (end-February 2007) secondary trading
of capital notes. To this effect, DAB will issue procedures for clearing and settling
secondary trades of CN, strengthen the legal and regulatory foundations for such
trading (with technical assistance from the Fund), and discuss the process with banks.

. By end-January 2007, DAB will amend the reserve requirement regulations to set the
penalty rate for bank’s shortfalls in complying with the requirements at a rate
300 basis points above that of the overnight collateralized credit facility for the
second consecutive offense.
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. On the basis of on-site inspections, DAB’s Banking Supervision Department will
prepare a summary report on banks' compliance with prudential regulations, which
will assess threats to the stability of the banking system (e.g., stemming from risk
concentration and connected lending) (end-July 2007).

o The Directorate General of Treasury (DGT) of the MoF will prepare and submit to
DAB its monthly liquidity forecast for three months ahead, and will update this
forecast on a monthly basis, starting end-January 2007.

29. We will make further efforts to restructure the state-owned banks and reform
the banking sector. With support from external advisors, the MoF will prepare a
restructuring plan for Bank Pashtany. For that purpose, we have requested technical
assistance with a view to having advisers in place by end-March 2007 and a restructuring
plan for Cabinet submission by end-July 2007 (structural benchmark). We are also seeking
Cabinet approval of our restructuring plan for Bank Millie (end-March 2007 structural
benchmark) and are in the process of recruiting advisors to help in its implementation. The
restructuring of the two banks will enable them to meet by end-September 2007 the licensing
conditions set by DAB’s Banking Supervision Department. We will continue the liquidation
process for the non-licensed state-owned banks (four out of six are in various stages of
liquidation). In this context, we will publish a statement announcing the liquidation of the
Export Promotion Bank or its merger with another licensed commercial bank

(end-January 2007 structural benchmark), and finalize the transfers of its deposits in about
six months. An adviser will be working at the MoF to oversee the bank restructuring. We
will also take steps to be able to adopt by end-March 2007 the set of core enabling laws for
commercial banking, including laws on secure transactions, negotiable instruments, and
mortgages.

30. We are committed to improving DAB’s operations consistent with the principles
of good governance included in the IMF’s safeguards assessment report. To provide
assurances with regard to the level of DAB’s foreign reserves, we will request the external
auditors to reconcile the net foreign reserves data reported to the Fund with the underlying
bank/creditor statements, and we will commission special audits of reserves for each of the
test dates under the program (end-July 2007). We will also proceed with the implementation
of the new integrated accounting system at DAB (end-March 2007 and end-September 2007
structural benchmarks).

D. External Sector Policies

31. The current account deficit (excluding grants) is expected to stay largely
unchanged at just under 42 percent of GDP in 2006/07. An expected pick-up in
development spending in the second half of the year, as well as some increase in other
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budgetary expenditures (e.g., security-related), will contribute to higher-than-originally
anticipated imports. Additional external resources will ensure that reserve accumulation
remains in line with the program.

32. We expect the medium-term balance of payments position to remain
manageable. While the current account (excluding grants) should improve, it could still
average around 35 percent of GDP over the next few years on account of our sizeable
investment and reconstruction needs. Even with a moderate tapering off of official transfers,
the current account deficit (including grants) could widen to over 7 percent by 2009/10. This
underscores the importance of sustained support from the international community.

33. We also remain committed to a prudent debt management strategy. First, and
foremost, we will rely primarily on grant financing, supplemented by highly concessional
borrowing. We intend not to contract or guarantee any nonconcessional debt (continuous
performance criterion) and will also work expeditiously to regularize our relations with
bilateral creditors. We intend to finalize the bilateral agreements with Paris Club creditors
and intensify our efforts to obtain the outstanding bilateral debt data. We aim to complete the
debt database to allow for an assessment of HIPC eligibility in early 2007.

34. We are committed to maintaining a liberal and transparent trade regime. To this
end, we will refrain from reclassifying more goods into the two new top tariff bands, and will
work to unwind the tariff increases as the revenue situation allows. We are also committed to
maintaining a foreign exchange system free of restrictions and to making further progress
toward establishing its legal framework. In this regard, we would welcome further IMF
technical support to allow us to formalize our restriction-free exchange rate system, and to
accept the obligations under Article VIII, Sections 2, 3, and 4 of the Fund’s Articles of
Agreement.

E. Other Structural Reforms

35. In addition to fiscal and banking reforms outlined above, and with the support
of the international community, we will press ahead with measures aimed at:

(a) updating, modernizing, harmonizing and simplifying legislation, regulations and
procedures related to private investment. In this context, we aim at (a) adopting by
end-March 2007 laws on partnerships and corporations; (b) further disengaging the state
from economic activities by liquidating or corporatizing 11 additional SOEs; and

(c) adopting a comprehensive restructuring/divestment plan for public entities and
government agencies engaged in commercial activities but not covered by the SOEs law
(end-March 2007 structural benchmark).
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F. PRSP

36.  With support from donors and building on the I-ANDS, we are actively
preparing the PRSP. We intend to use the findings of the 2005 National Risk Vulnerability
Assessment (NRVA) survey—which uses a sample of 31,000 households nationwide—to
build a poverty profile that will underpin our poverty analysis, and provide input for the
sectoral strategies. We will continue our efforts to develop an institutional framework for
ANDS consultations, organize the thematic and regional workshops, and define a set of
major issues to be raised during consultations. Lastly, we are continuing preparations to
ensure that the medium-term fiscal framework will be aligning expenditures with our ANDS
objectives. We intend to complete the ANDS by mid-2008.

G. Statistical Issues and Technical Assistance

37. Afghanistan has extensive technical assistance needs. We will continue to work
closely with our development partners to build administrative capacity in priority
areas. These include tax and customs administration, civil service reform, monetary and
exchange rate policy, and banking reform. Assistance will also be needed to improve
economic statistics, notably for national accounts, the balance of payments, and
social/poverty indicators. We are committed to improving the national statistical base and
implementing the statistical master plan. We plan to:

. Launch the Integrated Business Enterprise Survey and the Integrated Living
Standards Survey (or Household Income Expenditure Survey) by end-March 2007,
the findings of which will help upgrade the social database and serve as a basis for
improving the national accounts and modernizing the consumer price index;

. Strengthen mandatory reporting to DAB of balance of payments data by the nonbank
sector by adopting new legal provisions (end-March 2008) specifying: (a) power and
authority of DAB to request data on all resident sectors; (b) confidentiality of
reported data; and (c) penalties for noncompliance, misreporting, and breach of
confidentiality;

o Conduct quarterly foreign direct investment surveys using updated information from
the Afghanistan Investment Support Agency records, beginning end-March 2007;

o Organize data sharing arrangements between DAB and the MoF on current transfers,
capital transfers, and duty-free imports;

. Launch a second border trade survey by end-March 2007.
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IV. PROGRAM MONITORING

38. With regard to program monitoring, we are proposing quantitative performance
criteria for end-March 2007 and indicative targets for end-December 2006 and
end-June 2007. The second review under the arrangement is scheduled to be completed by
July 2007 and will be conditional upon compliance with the end-March 2007 quantitative
performance criteria and specified structural conditionality (Tables 1 and 2). Key structural
benchmarks and structural performance criteria for the second review will continue to focus
on improvements in the financial and fiscal areas, strengthening our statistical capacity, and
public enterprise reform.
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Table 2. Islamic Republic of Afghanistan: Structural Performance Criteria

and Structural Benchmarks, September 2006—September 2007

First Review Under the PRGF Arrangement

Structural Performance Criteria

Submit to parliament the core budget’s audited financial statements for
2005/06.

Structural Benchmarks

Appoint a new Board of Directors at Bank Pashtany.
Adopt by shareholders long-term restructuring plans for Bank Millie and
Bank Pashtany.

Publish a public statement announcing the liquidation of Export
Promotion Bank or its merger with another licensed commercial bank,
and finalize the transfer of its deposits.

Establish by MoF appeals process for customs and tax administrations.
Submit to parliament the 2004/05 and 2005/06 external audits of DAB.

Process gold held in the palace vaults into a form that qualifies as a
reserve asset.

Establish a certified monthly payroll system.

Submit to parliament legislation to eliminate nuisance taxes and
introduce an excise tax on selected goods from the start of 2007/08.

Second Review Under the PRGF Arrangement

Structural Performance Criteria
Submit core 2007/08 budget to parliament.
Structural Benchmarks

Request verification by the Control and Audit Office of the 2006
reviews of the Tashkeel at the Ministry of Interior and Ministry of
Education and the related arrears from 2005/06.

Make a public statement announcing the liquidation of the Export
Promotion Bank or its merger with another licensed commercial bank.

Submit to Cabinet a restructuring plan for Bank Millie.
Adopt a comprehensive restructuring/divestment plan for the public

entities and government agencies engaged in commercial activities but
not covered by the SOEs law.

Implement an integrated accounting system at DAB headquarters.

Target Dates

September 30. 2006

Target Dates

June 30, 2006

September 30, 2006

September 30, 2006

September 30, 2006
September 30, 2006

September 30, 2006

December 31, 2006

December 31, 2006

Target Dates
February 4, 2007 3/
Target Dates

January 31, 2007

January 31, 2007

March 31, 2007

March 31, 2007

March 31, 2007

Status

Implemented

Status

Not Implemented 1/

Not Implemented 1/

Not Implemented 1/

Implemented
Implemented 2/

Not Implemented

Implemented

Not Implemented

Status

Status



41

Third Review Under the PRGF Arrangement

Structural Performance Criteria Target Dates Status

Submit to parliament the core budget's audited financial statement for September 21, 2007 4/
2006/07.

Structural Benchmarks Target Dates Status
Develop a monthly monetary survey in line with international July 31, 2007
standards.

Clarify the tax policy framework and system, including separating the July 31, 2007
legislation of the BRT and income taxes.

Prepare (and submit to Cabinet) a restructuring plan for Bank July 31, 2007
Pashtany.

Expand the automated integrated accounting system to DAB branches. September 30, 2007

1/ These benchmarks were not met owing to the authorities’ decision in August 2006 to merge
the three state-owned banks. However, the decision to merge these banks was subsequently reversed.

2/ The audits were submitted to parliament in October 2006.

3/ This deadline is consistent with the requirement stated in the Constitution and in the Public Finance and
Expenditure Management (PFEM) Law that the budget be submitted to parliament at least 45 calendar days
before the start of the fiscal year.

4/ This deadline is consistent with the requirement stated in the PFEM Law that the core budget financial
statements be submitted to parliament at least six months before the end of the fiscal year.
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ATTACHMENT III: TECHNICAL MEMORANDUM OF UNDERSTANDING

1. This memorandum sets out the understandings between the Afghan authorities and
Fund staff relating to the monitoring of the Poverty Reduction and Growth Facility
(PRGF)-supported program approved by the IMF Executive Board on June 26, 2006. In
particular, it defines the benchmarks and performance criteria for the second and the third
review of the program. Section I defines the structural performance criteria and benchmarks;
Section II defines the principal concepts and financial variables, including the quantitative
performance criteria and indicators; and Section III relates to the reporting requirements.

I. STRUCTURAL PERFORMANCE CRITERIA AND BENCHMARKS

2. The structural performance criteria and benchmarks for the second and the third
review specified in Table 2 of the MEFP are defined as follows:

Performance criteria

o Submit core budget to parliament by February 4, 2007. The Public Finance and
Expenditure Management (PFEM) law requires the government to submit the budget
to parliament for consideration at least 45 days before start of the fiscal year.

. Submit to parliament the core budget’s audited financial statements for 2006/07
by September 21, 2007. The PFEM law requires the government to submit an
independent audit report of the core budget financial statements to parliament at least
six months before the end of the fiscal year. The report will be prepared by the
Control and Audit Office (CAO) in accordance with international accounting
principles.

Structural benchmarks

. Request verification by the CAO of the 2006 reviews of the Tashkeel and
Ministry of Interior and Ministry of Education, and the related arrears for
2005/06. The CAO should be informed of the Tashkeel investigations and asked to
verify the procedures for arriving at the new Tashkeel levels.

o Make a public statement announcing the liquidation of Export Promotion Bank
or its merger with another licensed commercial bank, and finalize the transfer of
its deposits. The public statement will be made by the shareholders.



43

Adopt a comprehensive restructuring/divestment plan for public entities and
government agencies engaged in commercial activities but not covered by the
state-owned enterprises law. This restructuring/divestment plan will reflect the
necessary steps and tasks entailed by the restructuring/divestment process and a
schedule for their implementation. The plan will be adopted by the Cabinet.

Develop a monthly monetary survey in line with international standards. The
monetary survey should be the consolidation of the accounts of DAB and of the
commercial banks. The data should be presented in the format recommended by the
Fund’s Monetary and Financial Statistics mission of March 2006. DAB accounts will
include the accounts of its headquarters, as well as those of its branches.

Clarify the tax policy framework and system, including the difference between
the BRT and income taxes. The framework should set out the nature, role,
supporting legislation, and expected contribution to fiscal objectives of the various
taxes either currently in effect (e.g. income tax) or planned for the future (e.g. the
amendments to the BRT), including separating pieces of legislation or one tax code
with different chapters for different tax types.

Submit to Cabinet a restructuring plan for Bank Millie. The plan will present and
justify the restructuring of the bank with a view to its remaining in the public domain.
The plan should specify and cost the measures that will be put in place to ensure the

long-term financial sustainability of the bank, including measures aimed at
strengthening management and supervision, enhancing productivity, and modernizing
lending policies and procedures.

Implement an integrated accounting system at DAB. The Core Banking
System should address the shortcomings of the present system and allow timely
completion of the DAB’s financial statements for FY 1385. The system shall be
capable of producing data needed for DAB's financial reporting including monthly
balance sheet, monthly central bank operations table, and monetary survey.

Prepare (and submit to Cabinet) restructuring plans for Bank Pashtany. The
plan will present and justify the restructuring of the bank with a view to its remaining
in the public domain The plan should specify and cost the measures that will be put in
place to ensure the long-term financial sustainability of the bank, including measures
aimed at strengthening management and supervision, enhancing productivity, and
modernizing lending policies and procedures.

Expand the integrated accounting system to DAB branches.
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II. QUANTITATIVE PERFORMANCE CRITERIA AND INDICATIVE TARGETS

3. The quantitative performance criteria and indicative targets specified in Table 1 of the

MEFP are:

o a floor on fiscal revenue of the central government;

. a ceiling on currency in circulation;

. a ceiling on the net central bank financing (NCBF) of the central government;

. a floor on net international reserves (NIR);

. a zero ceiling on contracting and/or guaranteeing new medium- and long-term
nonconcessional external debt by the government and DAB;

. a zero ceiling on short-term external debt owed or guaranteed by the government or
DAB;

. a zero ceiling on the accumulation of external payment arrears, excluding interest on
preexisting arrears; and

. an indicative target (ceiling) for the operating budget deficit of the central
government, excluding grants.

A. Program Exchange Rate
4. Program exchange rates will be used for purposes of monitoring the quantitative

targets under the program. All foreign assets and liabilities denominated in U.S. dollars will
be converted into Afghanis using a program exchange rate of 49.94 Afghanis per U.S. dollar,
which corresponds to the average of the Af/US$ buy and sell cash rates, as reported by the
DAB as of March 20, 2006. For assets and liabilities denominated in SDRs and in foreign
currencies other than the U.S. dollar, they will be converted into U.S. dollars at their
respective exchange rates prevailing as of February 28, 2006, as reported in the following
table. Gold holdings will be valued at US$552.85 per ounce, the price as of March 20, 2006.
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Exchange rate Program rate
Dollar/Canadian Dollar 0.861700
Dollar/UAE Dirham 0.272280
Dollar/Egyptian Pound 0.174370
Dollar/Euro 1.190650
Dollar/Hong Kong Dollar 0.128841
Dollar/Indian Rupee 0.022532
Dollar/Pakistani Rupee 0.016633
Dollar/Polish Zloty 0.306876
Dollar/Iranian Rial 0.000109
Dollar/Saudi Rial 0.266640
Dollar/Russian Ruble 0.035660
Dollar/Swiss Franc exchange rate 0.760980
Dollar/UK Pound exchange rate 1.736050
Dollar/SDR 1.447570

B. Currency in Circulation

5. Currency in circulation is defined as total currency issued by DAB. It excludes
currency held in the presidential palace vault, in DAB main vault, and in the vaults of DAB’s
provincial branches, but includes currency in the vaults of DAB’s district branches.'

C. Net Central Bank Financing of the Government

6. Net Central Bank Financing (NCBF) of the government is defined as the
difference between the central bank’s claims on the government and the deposits of the
government with DAB. These deposits include the deposits held at DAB headquarters, but
exclude the deposits held at DAB’s branches.”

D. Net International Reserves

7. Net international reserves (NIR) are defined as reserve assets minus reserve
liabilities of DAB.
8. Reserve assets of DAB, as defined in the fifth edition of the balance of payments

manual (BPMS), are claims on nonresidents denominated in foreign convertible currencies,
that are controlled by DAB, and are readily and unconditionally available for DAB to meet
balance of payments financing needs, intervention in exchange markets, and other purposes.

! This definition differs slightly from international standards owing to the unavailability of reliable and timely
currency data from DAB’s district branches.

* This definition differs slightly from international standards owing to the unavailability of reliable and timely
government deposit data from DAB’s branches.
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They include DAB holdings of monetary gold, SDRs, Afghanistan’s reserve position in the
IMF, foreign currency cash (including foreign exchange banknotes in the vaults of DAB, but
excluding cash held in DAB’s branches), and deposits abroad (including balances on
accounts maintained with overseas correspondent banks). Excluded from reserve assets are
any assets that are pledged, collateralized, or otherwise encumbered;’ claims on residents;
precious metals other than monetary gold; assets in nonconvertible currencies; illiquid assets;
and claims on foreign exchange arising from derivatives in foreign currencies vis-a-vis
domestic currency (such as futures, forwards, swaps, and options).

0. Reserve liabilities are defined as short-term (original maturity) foreign exchange
liabilities of DAB to nonresidents (held at DAB headquarters); all credit outstanding from
the IMF; foreign currency reserves of commercial banks held at DAB headquarters;
commitments to sell foreign exchange arising from derivatives (such as futures, forwards,
swaps, and options); and all arrears on principal or interest payments to commercial banks,
suppliers, or official export credit agencies.

10.  Reserve assets and reserve liabilities will both be expressed in U.S. dollars.
E. Revenues of the Central Government

11.  Revenues of the central government are defined in line with the Government
Financial Statistics manual (GFSM 2001) on a cash accounting basis, excluding foreign
grants. Revenue is an increase in net worth of the central government (including its units in
the provinces and agencies) resulting from a transaction. Revenues of the central government
include taxes and other compulsory transfers imposed by central government units, property
income derived from the ownership of assets, sales of goods and services, social
contributions, interest, fines, penalties and forfeits and voluntary transfers received from
nongovernment other than grants. A non-exhaustive list of revenues include: corporate
income tax, personal income tax, business receipts tax, taxes on properties, fixed withholding
taxes on imports and exports, excise taxes, presumptive taxes in lieu of the income tax,
import duties, and other charges and fees. The definition for program monitoring excludes
grants and other non-compulsory contributions received from international organizations and
such transfers between central government units would be eliminated in the consolidation of
the fiscal reports and not recorded as revenue. Receipts collected by central government on
behalf of non-central government units should not be counted as revenue (e.g., Red Crescent
fees). Receipts from the sale of nonfinancial assets, such as privatization, and transactions in
financial assets and liabilities, such as borrowing but excepting interest payments, are also
excluded from the definition of revenue.

? In particular, assets that are counterpart of the government's foreign currency deposits that back letters of credit
are excluded from reserve assets. However, assets that are counterpart of other government deposits are
included in the reserve assets.
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12.  Revenues should be recognized on a cash basis and flows should be recorded when
cash is received. It excludes any revenues received prior to March 21, 2006 but where funds
are not transferred to government’s accounts at DAB by this date. Exceptional advanced
payments will be treated as if received on the normal due date. All revenue must be
supported by the relevant documentation and revenue receivables, where a cash sum has
been recorded but the revenue item has not yet been accounted for, and revenues payable,
where the revenue has been reported but the cash has yet to be recorded should be separately
reported on a gross basis.

F. External Debt and Arrears

13.  As set forth in point No. 9 of the Guidelines on Performance Criteria with Respect to
Foreign Debt (Decision No. 12274-00/85; August 24, 2000), the term “debt” will be
understood to mean a current (i.e., not contingent) liability, created under a contractual
arrangement through the provision of value in the form of assets (including currency) or
services, and which requires the obligor to make one or more payments in the form of assets
(including currency) or services, at some future point(s) in time; these payments will
discharge the principal and/or interest liabilities incurred under the contract.

. Debts can take a number of forms, the primary ones being: (a) loans, (i.e., advances
of money to obligor by the lender made on the basis of an undertaking that the
obligor will repay the funds in the future—including deposits, bonds, debentures,
commercial loans and buyers’ credits—and temporary exchanges of assets that are
equivalent to fully collateralized loans under which the obligor is required to repay
the funds, and usually pay interest, by repurchasing the collateral from the buyer in
the future (such as repurchase agreements and official swap arrangements);

(b) suppliers’ credits (i.e., contracts where the supplier permits the obligor to defer
payments until some time after the date on which the goods are delivered or services
are provided); and (c) leases (i.e., arrangements under which property is provided that
the lessee has the right to use for one or more specified period(s) of time that are
usually shorter than the total expected service life of the property, while the lessor
retains the title to the property). Excluded from this limit are leases of real property
by Afghan embassies or other foreign representations of the government.
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For the purpose of the guideline, the debt is the present value (at the inception of the
lease) of all lease payments expected to be made during the period of the agreement
excluding those payments that cover the operation, repair, or maintenance of the
property. Arrears, penalties, and judicially-awarded damages arising from the failure
to make payment under a contractual obligation that constitutes debt are debt. Failure
to make payment on an obligation that is not considered debt under this definition
(e.g., payment on delivery) will not give rise to debt.

The ceiling on medium- and long-term external debt applies on a continuous

basis to the contracting or guaranteeing by the government or DAB of new
nonconcessional external debt with an original maturity of more than one year. For
program purposes, “government” includes the central government (including government
departments), as well as official agencies that do not seek profit and whose budgets are
issued independent of the annual operational or development budgets. Consistent with the
PFEM law, the MoF should have sole responsibility for the contracting and guaranteeing of
external debt on behalf of the government.

It applies to both debt as defined in paragraph 13 of this memorandum, and also to
commitments contracted or guaranteed for which value has not been received. For the
purposes of the program:

- external debt will be considered to have been contracted at the point the loan
agreement or guarantee is signed by the MoF (on behalf of the government) or
DAB Governor; and

- the guarantee of a debt arises from any explicit legal obligation of the government
or DAB or any other agency acting on behalf of the government to service such a
debt in the event of nonpayment by the recipient (involving payments in cash or
in kind), or indirectly through any other obligation of the government or DAB to
cover a shortfall incurred by the loan recipient.

Excluded from the limits are refinancing credits and rescheduling operations, credits
extended by the IMF, and credits on concessional terms defined as those with a grant
element of at least 60 percent. The grant element is to be calculated using
currency-specific discount rates based on the Organization for Economic
Co-operation and Development Commercial Interest Reference Rates (CIRRs): for
maturities of less than 15 years, the grant element will be calculated based on
six-month averages of CIRRs; and for maturities longer than 15 years, the grant
element will be calculated based on 10 year averages.

Debt falling within the limit shall be valued in U.S. dollars at the exchange rate
prevailing at the time the contract or guarantee becomes effective.
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15. The ceiling on short-term external debt applies on a continuous basis to the stock
of short-term external debt owed or guaranteed by the government (as defined in
paragraph 14 of this memorandum) or the DAB, with an original maturity of up to and
including one year.

. It applies to debt as defined in paragraph 13 of this memorandum.

. Excluded from the limit are rescheduling operations (including the deferral of
interest on commercial debt) and normal import-related credits.

. Debt falling within the limit shall be valued in U.S. dollars at the exchange rate
prevailing at the time the contract or guarantee becomes effective.

16. A continuous performance criterion applies to the nonaccumulation of new external
payments arrears on external debt contracted or guaranteed by the central government or
the DAB. External payment arrears consist of external debt service obligations (principal and
interest) falling due after March 20, 2006 and that have not been paid at the time they are
due, as specified in the contractual agreements. Excluded from the prohibition on the
accumulation of new arrears are: (a) arrears arising from interest on the stock of arrears
outstanding as of March 20, 2006; and (b) external arrears that are subject to debt
rescheduling agreements or negotiations.

G. Adjustors

17. The floor on NIR and the ceiling on the NCBF of the government are defined
consistent with the assumption that core budget development spending will amount, on a
cumulative basis from March 20, 2006, to:

December 20, 2006  Af 20,372 million
March 20, 2007 Af 35,276 million

and from March 20, 2007, to:

June 21, 2007 Af 5,512 million
September 21,2007  Af 16,536 million

Should core budget development spending exceed these projections, the NIR floor will be
adjusted downward and the NCBF ceiling will be adjusted upward by the difference between
the actual level (up to the appropriated amount) and the projected level of development
spending.
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18. The NIR floor and NCBF ceiling are defined consistent with the assumption that the
external financing of the core budget and the receipts from the sale or transfer of
nonfinancial assets will amount, on a cumulative basis from March 20, 2006, to:

December 20, 2006 Af 27,972 million
March 20, 2007 Af 46,464 million

and from March 20, 2007, to:

June 21, 2007 Af 10,102 million
September 21,2007  Af 22,145 million

Should external financing of the core budget (including that associated with off-budgetary
spending coming on budget) and the receipts from the sale or transfer of nonfinancial assets
collectively exceed (fall short of) these projections, the NIR floor will be adjusted upward
(downward) and the NCBF ceiling will be adjusted downward (upward) by the difference
between their actual level and the projected level.

19. Should some expenditure currently financed directly by donors outside the budget be
moved on to the operating budget, the NIR floor will be adjusted downward, and the NCBF
ceiling and the indicative targets (ceilings) for the operating budget deficits of the central
government, excluding grants, will be adjusted upward, by the actual amount of these
expenditures on the conditions that (a) the moving on budget of these expenditures is
justified by a statement from donors indicating their decision to stop financing them outside
the budget and (b) they are subject to a supplementary appropriation approved by parliament.

20. Should the central government undertake urgent security-related expenditures in
excess of fiscal program (MEFP, 922), the NIR floor will be adjusted downward, and the
NCBEF ceiling and the indicative target (ceiling) for the operating budget deficit of the central
government, excluding grants, will be adjusted upward to the extent that these expenditures
are executed with the use of additional grants provided by donors, based on spending plans
agreed between the central government and the donors. These adjustments will apply starting
with the fiscal year 2007/08. The cumulative downward adjustment to the NIR floors at June
21,2007 and September 21, 2007 will be capped at US$25.9 million. The cumulative upward
adjustment to the NCBF ceilings and the indicative targets (ceilings) for the operating budget
deficits of the central government, excluding grants, at June 21, 2007 and

September 21, 2007 will be capped at Af 1,295 million.

21. The overall downward adjustment to the NIR floors will be capped at
US$375 million.
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III. PROVISION OF INFORMATION TO FUND STAFF

22. To facilitate the monitoring of program implementation, the government of
Afghanistan and DAB will provide to Division A of the Middle East and Central Asia
Department (MCD), through the office of the Resident Representative of the IMF in
Afghanistan, the information specified below and summarized in the list of reporting tables
provided by Fund staff to the Technical Committee.

23.  Inorder to facilitate regular monitoring of the PRGF-supported program, actual
outcomes should be provided with the frequencies and lags indicated below.

. DAB net international reserves should be reported weekly, no later than two weeks
after the end of the week.

o Monetary statistics, including exchange rates, government accounts with DAB,
and currency in circulation should be reported monthly and no later than three weeks after
the end of the month. Monetary statistics will also include a monetary survey (quarterly, and
then monthly starting in March 2007), including balance sheets of DAB and a consolidated
balance sheet of the commercial banking sector.

. Operational budget operations and their financing should be reported monthly
and no later than four weeks after the end of the month. Core development budget
operations and their financing should also be reported monthly and no later than four
weeks after the end of the month. The structure of financing (grants and loans should be
separately identified) and expenditure data should be on a consistent cash basis. Core
operating expenditures should be reported on a monthly basis using the budget appropriation
economic (Object) and administrative classification in addition to the program and functional
classification as reported in the budget documents. Core development expenditures should
also be reported separately on a monthly basis using the budget program classification in
addition to the economic (Object), administrative and functional classification consistent
with the operating budget. All the data should also compare outturns as recorded in AFMIS
against the approved budget (or figures reported in the budget documents). Core operating
and development revenues and expenditures should also be reported by province, separately
on the same monthly basis.

. External budget operations and their financing (i.e., donor funded spending
outside the core budget treasury systems) should be reported at least semi-annually (more
frequently if possible) and no later than eight weeks after the end of the period. External
development expenditures should be reported on a disbursement basis (as currently defined
in budget documents) using the budget program classification (and an administrative,
functional and provincial classification where possible).
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. External debt data should be reported quarterly and no later than six weeks after the
end of the quarter. They will include: (a) details of new loans contracted or guaranteed
during the quarter, including the terms of each new loan; (b) the stock of debt at the end the
quarter, including short-term, and medium- and long-term debt; (c) loan disbursements and
debt service payments (interest and amortization) during the quarter; (d) information on all
overdue payments on short-term debt and on medium- and long-term debt, including new
external arrears (if any); and (e) total outstanding amount of arrears.

. National accounts data should be reported annually and no later than eight weeks
after the end of the quarter.

o Consumer price indices (CPIs) for the city of Kabul and for Kabul and five other
major cities (“national” CPI) should be reported monthly and no later than four weeks after
the end of the month.

24, The government of Afghanistan and DAB will prepare and send to the IMF reports
explaining progress made in implementing structural reforms, in particular regarding those
included as structural performance criteria and benchmarks in the program. These reports
will include appropriate documentation to substantiate progress achieved, and will explain
any deviations relative to the initial reform plans or timetable, specifying expected revised
completion date.

25. Other details on major economic and social measures taken by the government that
are expected to have an impact on program sequencing (such as changes in legislation,
regulations, or any other pertinent document) will be sent in a timely manner to IMF staff,
for consultation or information.

26.  The Technical Committee of Coordination (TCC) will provide Division A of MCD
with any other information that may be required by the staff of the IMF for the effective
monitoring of the program. For program monitoring purposes, working meetings are
planned, at least biweekly, with the participation of representatives of the designated
members of the TCC, including any party that could facilitate monitoring implementation of
the program.
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Appendix I: Islamic Republic of Afghanistan—Relations with the Fund
(As of November 30, 2006)

L Membership Status: Joined July 14, 1955; Article XIV.

II.  General Resources Account: SDR Million % Quota
Quota 161.90 100.00
Fund holdings of currency 161.92 100.01
Reserve position in Fund 0.00 0.00
Holdings Exchange Rate

III.  SDR Department: SDR Million % Allocation
Net cumulative allocation 26.70 100.00
Holdings 0.03 0.12

IV. Outstanding Purchases and Loans: None

V. Financial Arrangements:

Date of Expiration Amount Approved ~ Amount Drawn
Type Arrangement Date (SDR Million) (SDR Million)
PRGF June 26, 2006 June 25, 2009 81.00 0.00

VI.  Projected Payments to Fund
(SDR million; based on existing use of resources and present holdings of SDRs)

Forthcoming
2006 2007 2008 2009 2010
Principal
Charges/Interest 1.08 1.08 1.08 1.08
Total 1.08 1.08 1.08 1.08

VII. Implementation of HIPC Initiative: Not Applicable
VIII. Implementation of MDRI Assistance: Not Applicable

Nonfinancial Relations

IX. Exchange Arrangement

Afghanistan is an Article XIV member country. The authorities are implementing a liberal
exchange system. Based on information currently available to the staff, no exchange
restrictions and multiple currency practices are currently in place. The authorities have
provided documents to IMF staff related to laws and regulations on the exchange regime and



have requested technical assistance from the Fund to formalize the current liberal regime.
They have been implementing a managed float system with no predetermined path for the
exchange rate. As of October 19, 2006, the average exchange rate on the Kabul money
exchange market was Af 49.70 per $1.

To conduct monetary policy, the authorities rely on foreign exchange auctions since

May 2002, and on short-term capital note auctions since September 2004. The foreign
exchange auctions were initially open only to licensed money changers, but since June 2005
they are also open to commercial banks. The capital note auctions are open to commercial
banks. Auctions are linked to the overall monetary program and are held on a regular basis
(biweekly for foreign exchange auctions, daily for capital note auctions).

X. Article IV Consultation

The last Article IV consultation with Afghanistan was discussed by the Executive Board on
March 6, 2006. Consultations with Afghanistan are on the standard 12-month cycle.

XI.  Safeguards Assessment

A safeguards assessment of the DAB is being completed. A safeguards mission to Kabul
took place from April 2—11 and revealed serious vulnerabilities in four of the five safeguards
areas, specifically in the external and internal audit mechanisms, the financial reporting
framework, and the system of internal controls. Staff made recommendations, which,
together with the ongoing modernization program, should help address these vulnerabilities.
However, capacity constraints in many areas within the DAB may hamper effective and
timely implementation. It is envisaged that staff will take stock of improvements in the
DAB’s safeguards framework through a follow-up visit in approximately one year.

XII. Technical Assistance, 2005-06

Department Date Purpose
FAD March 2004—July 2006 Resident treasury expert
May 19-25, 2005 Seminar on reorganization of the MoF
October 18-25, 2005 Tax policy
February 21-March 04, 2006 Public financial management
April 30-May 09, 2006 Tax policy
November 15-23, 2006 Tax and customs administration
FIN April 2-11, 2006 Safeguards assessment
LEG January 29—February 12, 2005 Income tax law
LEG/MCM May 2-10, 2006 Legal framework of DAB’s monetary and
payment system policies




Department Date Purpose
MCM September 2004—December, 2006 Training coordinator (peripatetic)
February 2—15, 2005 Implementation of DAB balance sheet
reconstruction and capital adequacy
recommendations
May 16-25, 2005 Monetary policy and financial markets
October 11-20, 2005 Monetary policy
November 20-29, 2005 Financial markets
MCM January 22—February 5, 2006 Monetary policy
May 2-10, 2006 Monetary policy, foreign reserve
management, money markets and insurance
November 28—December 10, 2006 Monetary policy formulation and
implementation
STA January 15-February 15, 2005 Multisector statistics
March 23-June 11, 2005 Multisector statistics
July 20—August 31, 2005 Multisector statistics
October 31, 2005—January 12, 2006 Multisector statistics
March 6-15, 2006 Balance of payments statistics
March 8-May 2, 2006 Multisector statistics
March13—April 1, 2006 Monetary and financial statistics
May 24-July 18, 2006 Multisector Statistics
August 2—-16, 2006 Balance of payments statistics
August 8—October 3, 2006 Multisector Statistics
September 22—October 4, 2006 Government finance statitistics
November 1-December 26, 2006 Multisector Statistics
November 5-19, 2006 Monetary and financial statistics
MCD April 16-20, 2005 Basic macroeconomic accounting and
financial programming
METAC November 15-20, 2005 Tax policy and administration

Afghanistan is a participant in the Middle East Technical Assistance Center.

With financial support from the Sweden Technical Assistance SubAccount, the Fund
sponsored a number of training activities aimed at DAB officials. A long-term training
advisor, Mr. Khan, was posted at DAB from September 2004—March 2006 and is now
conducting peripatetic technical assistance missions. Finally, Sweden has financed a
monetary policy peripatetic advisor (a position currently shared by Mr. Coats and Mr. Gray)
to assist DAB in developing the strategy and instruments for improving the implementation
of monetary policy.




XIII. Resident Representatives

During the first half of 2002, the Fund’s resident representative in Pakistan, Mr. Ghesquicre,
assisted in maintaining relations with the Afghan authorities. A resident representative,

Mr. de Schaetzen, took up his post in Kabul on August 24, 2002. Mr. Charap succeeded him
on June 13, 2005.



Appendix II: Islamic Republic of Afghanistan—Relations with the World Bank
(As of October 20, 2006)

Enrique Pantoja, Acting Country Officer, Telephone: (202) 473-2516

1. A second Transitional Support Strategy (TSS) was presented to the

World Bank Board of Executive Directors in March 2003. Following the government’s
promulgation of its Interim Afghanistan National Development Strategy (I-ANDS) in
January 2006, the World Bank prepared a new Interim Strategy Note (ISN) which was
discussed by the World Bank Executive Board of Directors on May 25, 2006. As the
government had submitted the I-ANDS to the IMF and the World Bank as its Interim Poverty
Reduction Strategy (I-PRSP), Bank and Fund staff prepared a Joint Staff Advisory

Note (JSAN) which was also discussed by the Bank Board on May 25, 2006. It is anticipated
that a full Country Assistance Strategy (CAS) would be prepared by the Bank when the
government’s full ANDS/PRSP is completed.

2. In FY 2002, World Bank staff prepared and negotiated four projects to utilize IDA
grant funds for a total of $100 million. Following the clearance of Afghanistan’s arrears to
the World Bank and the Fund through donor contributions, the first IDA credit for

$108 million for an Emergency Transport Project was approved by the Board in March 2003.
By the end of FY 2003, three additional projects—Emergency Health Sector Rehabilitation
($59.6 million), Emergency Public Administration II ($8.4 million), and National Emergency
Employment II ($39.2 million) were approved, bringing to $215 million the total allocation
for the year.

3. Five IDA credits/grants were negotiated for FY 2004, for a total of $293 million.
These included the Emergency Communications Project ($22 million), the Emergency
Customs Modernization and Trade Facilitation Project ($31 million), the National Solidarity
Program II ($95 million), the Emergency Irrigation Rehabilitation Program ($40 million),
and the Emergency Power Rehabilitation Program ($105 million).

4. In FY 2005, six projects and two supplementals were approved, for a total of

$285 million: the first budget-support operation, Programmatic Support for Institution
Building ($80 million); the Kabul Urban Reconstruction Project ($25 million); the
Investment Guarantee Facility ($5 million), together with MIGA; the Education Quality
Improvement Program ($35 million); Public Administration Capacity Building ($27 million);
Strengthening Higher Education ($40 million); and supplemental financing for the
Emergency Transport Project ($45 million) and the National Solidarity Program

($28 million).

5. In FY 2006, four projects and two additional grants were approved, for a total of
$240 million. Projects include the second budget support operation, Programmatic Support
for Institution Building I ($80 million); Horticulture and Livestock Productivity



($20 million); Urban Water Supply and Sanitation ($40 million); and Natural Resources and
Industrial Development ($30 million). Two additional grants were approved for Health
Sector Emergency Rehabilitation ($30 million) and the National Solidarity Program

($40 million).

6. For FY 2007, new commitments may reach $300—400 million. Potential projects
include: Programmatic Support for Institutional Building III, Private Sector Development,
National Solidarity Program II, Public Administration Capacity Building II, HIV/AIDS
Prevention, Avian Flu Preparedness, and National Emergency Employment Program for
Rural Access.

7. The World Bank also administers the Afghanistan Reconstruction Trust

Fund (ARTF), which became effective in May 2002 and plays a critical role in funding the
recurrent costs of government. In its first year of operation (2002/03), the ARTF mobilized
$185 million and disbursed $65 million. Paid-in contributions for 2003/04 amounted to
$286 million, while disbursements reached $254 million. Paid-in contributions for 2004/05
amounted to $380 million, while disbursements reached $292 million. Paid in contributions
for 2005/06 reached $470 million, with $405 million paid in (as of March 20, 2006). ARTF
is increasing its financing of investments and has the potential to support better donor
coordination, simplified processes, and fast results. Discussions have been under way with
donors to the ARTF and with the government to increase the focus on policy reform.

8. The World Bank is also actively engaged in providing analytical and advisory
services to the government. Major work on public administration reform and on fighting
corruption is being initiated in response to government requests. Current and recent
analytical work has focused on civil service reform, urban development and land
management, education policy reform, labor market and pensions, oil/gas infrastructure
development, and the drug economy, as well as broader regional trade work encompassing
issues with Afghanistan’s neighbors. A Gender Assessment was released in January 2006.
The World Bank completed a major Public Finance Management (PFM) review in FY 2006,
which incorporates an assessment of civilian public expenditures and fiduciary aspects,
including procurement and financial management, as well as revenue and security sector
expenditures. Fund staff contributed to the PFM review, including by providing an analysis
of domestic revenue prospects. The World Bank has also actively utilized the Post Conflict
Fund and continues to use resources from the Japan Social Development Fund to provide
on-the-ground support to the government and communities.

9. The World Bank’s program is growing quickly and, as of September 2006, has an
IDA portfolio of 16 active projects, totaling $865 million in net commitments, and an
undisbursed amount of $436 million. Aggregate commitments since 2001 total $1.3 billion,
of which $696.8 million are in grants. Total commitments for FY 2007 may reach
$300-$400 million, entirely in the form of grants.
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1. This supplement provides information on key program developments since issuing
the staff report for the first review under the Poverty Reduction and Growth Facility (PRGF)
arrangement. It also reflects additional understandings reached with the authorities during a
mission that visited Kabul from January 21-February 1, 2007. In coordination with an
overlapping World Bank mission, Fund staff also assisted the authorities in their preparations
for an assessment of Afghanistan’s eligibility for the Heavily Indebted Poor Countries
(HIPC) Initiative.' The thrust of the staff appraisal remains broadly unchanged.

A. Recent Developments and Program Performance

2. Economic performance under the program during the third quarter of 2006/07
was broadly satisfactory. The authorities met all the December 2006 quantitative indicative
targets, except for that on fiscal revenue, and made progress on structural reforms, including
establishing the certified monthly payroll system (end-December structural benchmark),
announcing the merger of the Export Promotion Bank with Bank Pashtany, and requesting
the verification by the Control and Audit Office of the 2006 reviews of the Tashkeel at the
Ministry of Interior and Ministry of Education and the related arrears from 2005/06 (the two
structural benchmarks proposed for end-January 2007). Year-on-year inflation fell to less
than 4 percent at end-2006, with the Afghani-U.S. dollar rate remaining within a narrow
band around Afs 50. Preliminary indications are that the poppy crop will be substantially
above last year’s record harvest.

3. The security situation in Kabul improved recently, as it did during the last two
winters. However, most experts expect security to deteriorate in the spring, as the Taliban
appears to be organizing for a major offensive.

! The mission comprised Messrs. Symansky, Elhage, and Wieczorek (MCD), Mr. Tyson (FAD), and
Mmes. Ongley and Hakobyan (PDR), and was assisted by Mr. Charap, resident representative.
Mr. Mirakhor (OED) participated in many of the meetings.



B. Fiscal Policy Issues

4. Despite the third quarter revenue shortfall, the operating budget deficit
excluding grants was below program projections. Domestic revenue at the end of the third
quarter was about Afs 0.8 billion (less than 0.2 percent of GDP) below the December 2006
indicative target. The reasons for this shortfall, which can be traced to a downturn in
corporate income and sales taxes and to slower than expected growth in customs revenue,
remain to be clarified.” There is not enough information to determine if the shortfall
represents a temporary or permanent decline in revenue. Operating expenditures were
equivalent to only 62 percent of the operating budget, reflecting slow execution in the first
quarter. Recorded development expenditures have picked up significantly, reaching

26 percent of the approved budget due to more effective implementation and elimination of
the backlog of unrecorded expenditures.’

S. Programmed expenditures for the remainder of 2006/07 appear broadly on
track, but meeting the March 2007 revenue target would require stepped up efforts. In
this regard, the authorities are concentrating on improving compliance on a few large
revenue items in the last quarter of the fiscal year.” In the context of the next review, staff
will assess the success of these measures and the implications for the program. Looking
beyond the immediate future, the authorities have completed the first draft of a tax policy
strategy to clarify the revenue framework (as called for under the end-July 2007 structural
benchmark); an important step toward a durable improvement in revenue performance.

6. Although the baseline fiscal parameters for 2007/08 established in

November 2006 remain unchanged, the government’s consultations with security
partners revealed that further outlays would be required in this area. The authorities
also raised the need for additional nonsecurity expenditures in social sectors (amounting to
about 0.2 percent of GDP, mainly in the education sector). The fiscal program for 2007/08
initially provided (through an adjustor) for additional security expenditures above the
budgeted amount, to be financed by additional donor resources. This adjustor has now been
relaxed.” The additional nonsecurity spending pressures identified by the authorities would
be taken up in the context of the next review. However, staff expressed their concern that any

? A recent Ministry of Finance report suggests that extension of filing deadlines, launching the recruiting
campaign in the provinces, a loss of staff in the large taxpayers office, and the deteriorating security situation in
the south may have all played a part.

? Due to technical difficulties, almost 600 transactions from the development budget went unrecorded in the
financial management system in the first half of 2006/07. This did not affect observance of program targets.

* One-off over-flight payments are due in the fourth quarter. The authorities have also renewed efforts to collect
taxes due from the airlines and to follow up on 2005/06 income tax returns by large taxpayers that were not
filed.

> To this effect, the cap on the relevant adjustors has been raised from US$25.9 million (or Afs 1.295 billion) to
US$76 million (or Afs 3.8 billion). Paragraph 20 of the attached Technical Memorandum of Understanding has
been amended accordingly.



additional spending in the absence of adequate revenue measures could delay achieving the
authorities stated fiscal sustainability objective (First Review Under the Three-Year
Arrangement Under the Poverty Reduction and Growth Facility, Attachment I, 423
(www.imf.org)). In this regard, staff urged the authorities to place additional spending needs
within a revised framework for attaining fiscal sustainability in the medium term—this
framework, demonstrated need, and the availability of resources, would be the primary
criteria for evaluating possible changes to the fiscal program in the next review.

7. Consultations with donors on security spending, including at a recent meeting of
the Joint Compact Monitoring Board in Berlin, delayed briefly the finalization of the
2007/08 budget. Since many Cabinet ministers attended the Berlin meeting, the budget was
submitted to parliament on February 8, 2007, four days after the deadline specified in the
Public Finance and Expenditure Management Law. With the delay in the Board’s
consideration of the first review, the proposed performance criterion for the second review
on budget submission became moot and is no longer included in the authorities’ program.

C. Monetary Sector Issues

8. Monetary policy remains appropriate and conditions are improving for
expanding the use of Da Afghanistan Bank’s (DAB) policy instruments. Preparations are
under way for opening a secondary market for capital notes and introducing capital notes of
longer maturities. Combined with increased volumes of capital notes auctions, these steps
will facilitate the development of financial markets and enhance banks’ ability to manage
liquidity efficiently. While several banks have increased significantly their lending in the
domestic market, other banks (mostly foreign-owned) continued to shy away from lending
domestically. The authorities welcomed the staff’s recommendation to receive a Fund
mission in order to assess progress in the area of banking supervision.

9. Staff expressed concern about a new regulation that will force commercial banks
to invest 80 percent of their deposits in the domestic market within two years. Efforts to
develop the domestic financial sector and encourage domestic lending should focus on
establishing the appropriate legal, regulatory, and enforcement frameworks, rather than on
dictating investment strategies. The authorities concurred with staff’s assessment and
indicated that efforts would be made to rescind the new regulation before it becomes binding.

10. Weaknesses remain in the central bank’s financial reporting. Staff urged DAB to
improve the coordination of financial data among its various departments and to implement
without delay the automated accounting system at DAB’s headquarters (end-March 2007
structural benchmark).



D. External Sector and HIPC-Related Issues

11.  Following the introduction of the new custom tariff schedule in August 2006,
additional items appear to have been moved into the top tariff bands, further
exemptions and concessions have been introduced, and a 1 percent tariff rate for (as yet
unspecified) raw materials has been added. These measures appear to run counter to
staff’s advice and further details—to be examined in the context of the second review—are
needed to assess their impact.

12. The authorities have continued their dialogue with external bilateral creditors
and, in particular, have commenced good faith efforts to reach understandings with
them. In reconciling their external debt data to facilitate an assessment of Afghanistan’s
eligibility for the HIPC Initiative, the authorities contacted all bilateral external creditors.
This revealed possible, and previously unidentified, claims by commercial creditors.® Given
that the authorities have been unable to confirm their validity, these claims remain in dispute
and are not considered arrears for purposes of the PRGF arrangement (or the prospective
preliminary HIPC document). As the program had assumed that—in line with the July 2006
Paris Club agreement—Afghanistan would seek comparable treatment from other bilateral
creditors (initially thought to be all official), no payments on these claims had been projected
during the program period. Therefore, staff considers that this does not alter the financing
assumptions for the PRGF-supported program, but will nevertheless monitor
developments in the resolution of these claims. Staff encouraged the authorities to continue
their efforts to finalize bilateral agreements with the remaining Paris Club creditors’ and to
open negotiations with all non-Paris Club official creditors.

13. The authorities have made good progress in preparing for an assessment of
HIPC eligibility, but the lack of official data for the export of services has complicated the
debt sustainability analysis. However, progress was made in discussing options for
addressing these data constraints, which could allow Fund and World Bank staff to prepare a
HIPC debt sustainability analysis. The authorities also reached broad understandings with
Fund and Bank staff on possible triggers for the floating completion point.

14. The mission to conduct discussions for the second review under the
PRGF-supported program is scheduled for late-April 2007.

% The possible amounts in question are estimated to be very small (around ¥ percent of Afghanistan’s
end-2005/06 total external debt stock).

" The agreement with the United States was signed in September 2006 and the agreement with Germany is
expected to be signed shortly. Discussions with Russia are ongoing.



REVISED

"4OW WoJy sejewnsy /6

'saoue|eq ul aseaoul ue o} ubis aaljebau e pue saoueleq Ul suljPap e 0} spuodsaunlod ubis aasod v “(s@ouejeq youelq [eroulroid Buipnjoxa) gya ypm spsodap juswuianob ur abueyo joN /8

suonezneaud pauueld

woJ) spasdold sepnjoul puoAeq pue yipimpueq wnioads Jo 9|es Jayjoue sepnjoul £0/900Z "S0/¥00Z woJ) JuswAed 1ybijeno pakejsp pue yipimpueq wnioads suoieolunwwods|s) Jo sjes wouy 1disdal uoljiw oy$ sepnioul 90/S00Z Ul /L

‘PayseD S309Yd pue panssi s30aYd usamiaq (,Jeol},) @oualayip ay) o} anp Ajjened si Aouedaiosip siyL ‘gyd PUE 4O JE papiodal u

‘uonouny Jo asodind Jo uoje:

| ain)ipuadx3 "s)un aAnesisiulwpe jo uonebalbbe aidwis e uo paseq uoleo!,

sod [eosl} 8y} usam}aq UOIBLEA /9
se|o weuboud Juswulanos /g

*(V4.L0O1) pund isni] JspiQ pue meT ay) pue (mopuim juaiindal) (414Y) pund Isni] Uuoionysuoday uejsiueybyy sy :spuny isnty Jouop-inw ayj ybnouayy papiroid _mmw.:n Bunesado ayy Joy Buipuny /¢

‘suonoafoid pue sajewiss yeis /¢

jusweled Aq panosdde yo6pnq 900z aunr /Z

"JuswulanoB [esuad sy} AqQ Joj pajunoode ale jey) Buioueuly pue ainjipuadxe juswdojeasp pue Bunelado ‘sjuelb ‘senuansi dnsawop sapnjoul 196pnq 8109 /1

‘suonosfoid pue sejewnss yejs pung pue (gyq) yuegq uejsiueybly eq pue (4o|\) aoueul4 Jo ANSIUlly :S92IN0S

88G'G 2e2'9 008'€ SJUBWHWLWIOD JOUOP Wi} OU YHM J0}08s AJlINDas 8y} ul sainssald umouyy
(Aunoas pue jo6pnq |eusa)xa wol) suonippe
ove'e- €60°L- 91204~ 168'8- 626'€l-  SGLB'TL- 9ZL'GL- JeaA-piw snuiw) syuelb Buipnjoxs yoyep jebpng Bunesedo
86€£'2E 0¥8'69 95616 95616 815'60L L9€'90L 19€'90L 08.'66 §ee'ool 82S'vL /6 @1nyipuadxa 3o6pnq [eussix3
ISWa)! WNPUBIOWSIA
0S°ZL- 65L°CL- vee 897 866'S zve'L 10G- 6€0'6 08z'9L 126'8- 96S°LL- yAY4 /8 (30u) onsawoq
1859 150°L 90€°L 682'G 1182 8€5'G Sis'e G8e’L 9180l 8Le's €S vl 988y (3ou) sueo| jeussix3
1v6'G- 20L's- 0v9'L 151'S 808'Cl 08.'9 v10'c 9zv'ol ocL'le €0z'e- 1S1'e 2oL's Buroueury
o9v'el G96°0L zeL's 2eL's 66°L 0 66'L 0 0 66°L 0 0 /L S}OSSE [EIOUBUYUON JO 8|S
0 0 0 0 0 0 L 0 0 686°L- 6G€ €69l /9 Juswisnipe pue jeol4
€16'0- £98'G- zlEEL- 68 LL- 208'SL- 08.'9- 100G~ 9Zy'oL- oclL'le- 66L'c 9lG'e- S6.'9- (syueub Buipnjour) souejeq jobpng 8100
€€0'El 866'8 96.L'v see'e oLyl 20e'y 8€0'2- S18'Y- 260 9€0'S 890°L 0L6'L- (syuesb Buipnjour) soueleq jobpnq Buneledo
050'9- ¥¥0'0L- €20'vL- 168'8- S8L°LL- SiLe'zh- veT's- 0zL'6- 9ZL'SL- S69°L1L- 9L6'EL- €86°L1- (syueub Buipnjoxe) eoueleq 1e6pnq Buesado
6.E'Y €05’ €08 seL'e zve'e 80.°'L oy 3¢°] 1€1'€ 966 jJuswdojars( 10j08S 8jeAlld PUE SOUBUIBAOD OILIOUODT
191 veEL 101 Gl 98 6 0 Ge [524% 0] uonoadjoId [EID0S
radh4 crLiLL yLL'EL 1€0°€L 126'0L 6210l 9ee'e L16'€ 829'vL oLL'0L juswdojans( [einy pue ainynouby
8Cy'y vs'e €8 8€0'C 192' L€9°'L 6G. 29 6.L'€ 166 wesH
6€6'S 1S.'y L08°€ [4%°¥4 Ly0'e 060°C 119 8. 890'S GE0'L uoneonp
818'9¢ vSv'Le [ TAVAN 285yl LeL'el G99°'LL S6L°L Sl/E'Y 12e've gee'9 $82IN0SdY [BJNjEN pue ainjonJisenu|
§8.' 8c2'c €82°1 LEV'L 9zv'L 6¥L L 8lc Ley 1.8 LGS Subry UBINH pUE ‘MET JO B|NY ‘SOUBUIBA0D
GS6°C Y9€°C 168°L LSY'L €161 L9L°L 96¢ SeEY zes'e zeL'L Aunosg
sweiboud ABajens uswdojanaq [euoneN uejsiueybyy wusu|
668'89 6L1'GS 960'v¥ L0v'L€ 9/2'se 926'6C 19v'S zeeLL 61599 680°'LC €8°CL SSv'6 /G Buipuads juswdojansp jobpnq 8100
808 1474 8¢ 0l¢ (YA4 (VA4 €8 9€e (¥A4 0S1 Isaisyu|
Si6'L L9 LEV'L oAl 0ze'L 0ze'L pxa 19 0ze'L ¥50' 6.6 600'C ainyipuadxa [eyde
820 414 €L1'C 89L°C S90°C S90°'C 80L°L SZ6 §90°C ovs'L 688 L1 suoisusd
GSL'y 1Ly S9L'y 809°L 918'c 8.€'L 0 8€8 €Le'e g6v v9.L 2s9 Salpisqns pue sisgjsuel |
L0s'cL 8€L'LL 69201 608'6 25€'6 666'8 €20'v v.9'v 666'8 6.9'9 8Ly €59'v $901AI8S pue spoob Jo aseyoind
eLL'LE 18v'Ce 199'62 0,282 9/2'/2 8/€'GZ €89°'LL 691°CL 8/¢€'Ge 0er'0C 206'8L 099'vL sole|es pue sabep
18865 986'€S S6.'61 1¥0'vy 00Z'v¥ 11G6'6€ vee'LL GG/'61 IveE'0Y 8¥€'ZE 9L2'9e Ls1'ze ainypuadxa Bunesedo
08.'82h 901601 168'€6 ¥Sv'L8 9/v'6L 9e1'69 0692 116'0¢€ G26'901 LEV'ES 0S5'6€ 9209°'LE ainyipuadxe jo6png 2100 [ejo L
vSE'6Y 65C0Y 826'GC 8522 90'81 £v8'8l 05T 119G 29¢g'Le 162’61 0S2'8 69S'V (396pnq juswdojersp 8109) sjuelb douessisse Jouoq
998} ve8'L 109°'L 0 004 0 € 0 0 26 €8 spuesb jsylo
8€9'c 8€9'c 8€9'c 8€9'c 008'% 8€9'¢ 6.9 606 8€9'c 890'% £€85°C 268°L V4101
08S'clL 08S'€l 08S'€l §65'8 S60°€lL 08S'cl 19 S6€'C 08S'€l ziS'TL 6LECL z8L'8 (mopuim Jua.noal) 4 14V
€80'61 Lv0'6L 6188l €€T'CL G65'8) 8Lz'sL 9%6L'e Y0e'y 8Le'LL zeL'9L ¥86'vL ¥20°0L /v (19Bpnq Buesado o)) sjuesb soue)sisse Jouoq
8LL'0L 70'8 062'9 €12'8 €55 88G'9 ler'e Lyv'e v5€'9 119'9 yse'e 906'c S9NUSASI XejuoN
8ve'LL Lee's 6SL°L 150'v vES'S 680'C sz8'e 19 ves 896°L Y0€'L 33°] SoXe} JBylo
8C¥'eT ¥82'0C SES'9L cLL'LL 0S.'zlL 6EE' VL 121's S¥.'S v.L'€L Mv'6 YA 69€'S suondoesuel} pue spel} [euoijeulsiul uo saxe |
1€0'6 8¢'.L 88L°G 8v0°G 8Ly 08S'€ L16'L €89°L 6SS'Y 129 G66 €9¢ suteb |eydeo pue ‘spyoid ‘woodul uo sexe |
zLL'ey 668'SE z8v'6C 118'9C 29v'ze 800'0C 298'6 8818 19881 SE0'vL 95’6 292'9 SanuaAal xe |
L€8'ES E€V6'Ey €11'Ge 6¥1'SE S10'Le G65'9C 066°L1 9€9'0L 0zz'se 259'02 008°CL 891°0L dnudaAal dlsswoqg
01/600C 60/8002 80/.00C 80/.00C 10/9002 10/900¢ 10/900C £10/900¢ 20/900C 90/500¢ G0/¥00C ¥0/€00C
Toid “foad e Toid weibold /¢ weibold ~weibold “wild ‘Toid /2 1ebpng “wigld 183 183
pasiney |eosi4 |eosi4 |easi4 syjuow 9 ;_mw\Anﬁ_S_ 810D
162/90 4O pasiAgy  162/90 YO ala 162/90 40 panoiddy

(siueybyy jo suoljjiw uj)

/1 01/6002-70/€002 ‘196png a109 :uejsiueybyy jo olqnday dlwels] "eg ajqeL



REVISED

‘s@oue|eq Ul 8sealoul e o} ubls aAlebau e pue saoueleq Ul

ap e 0} spuodsaliod ubis aAnisod v "(se@ouejeq youeuq [erouiroid Buipnjoxs) gva y

‘4O woJj sajewisy /6
sysodap juswulanob ul abueyo o /8
‘suopezieaud pauueld woly spassold

sapn|oul puokaq pue Yipimpueq wnujoads Jo ojes Jayjoue sapnjoul 20/9002 "S0/#00Z woy JuswAed Jybijeno pakejop pue YipImpueq wnijoads SUONEOIUNWWO99|9) JO djes wolj 1diedal uoljiw 0F$ SpN|ouUl 90/S00Z Ul /2

‘paysed sy0ayd pue panss| s}0ayd usamiaq (,1eol},) aouaiayp sy} o} anp Ajjeied si Aouedasosip siyl "gyQ PUe 4O Je paplodas uolyisod [BOsl) 8U) U9am}aq UOHELEA /9
‘uonouny Jo asodind jo uoneslisse|o piepuels e Aq pajeaulap jou si ainypuadx3 ‘syun aAnessiulwpe jo uonebaibbe sjdwis e uo paseq uonesyisselo wesboid JUBWUIBA0D /G
(V4.L07) pund isni] JapiQ pue meT ay) pue (Mopuim jualnindal) (41 4Y) pund }sni] uononisuoday uejsiueybyy sy :spuny isniy Jouop-inw ay) ybnouyy papiroid yo6pnqg Buneiado ayy 1oy Buipund /4

*dao pajepdn jo Jusoiad se suonosfoid pue sejewnss Jels /e
uawe|ed Aq panoisdde 126png 900z aunr /z

“JusWUISA0B [ejusd ayy Aq Joy pajunoooe aue jeyy Buoueuly pue ainjipuadxs juswdojeAsp pue Bunelado ‘sjuelb ‘senusaal osawop sapnjoul }6png 8109 /|

‘suoljosfold pue sajewnsa Jejs pund pue {(gyq) yueg uejsiueybyy eq pue (4op) aoueuld Jo AnsIUlp :S90IN0S

19€'8G9 096'v.S 985'91G S66'CrY 8Y'6LY S66'ChY S66'ChY 866'C9¢ Y0582 801'GZT (siueybyy jo suol|jiw ur) dao [eulWoN
80 L . SJUSW}ILLILIOD JOUOP LWL OU )M J0J0as AJnoas ay) Ul sainssaid umouy|
(Aunoas pue 196png |euIBIXS WO} SUolIppe
G0 <L L) 62 Ve Jeak-piw snuiw) sjuelb Buipnjoxas yoysp j96pnq [euonesadO
[Ch4 LclL 8Ll o've o've k4 /6 @anyipuadxs 3Bpng [eulsx]
SWa)l WNPUBIOWS
6°L- 1z 10 €0 10~ 0c L€ € /8 (30u) onsawoq
ol zl oL €l 80 €0 ¥'e Sl (3u) sueo| |euselx3
6°0- 6°0- L Sl L0 &4 1’9 6°0- Buroueury
6’1 6’1 Ll 00 S0 00 S0 /L S}9SSE [BIOUBULUON JO djeg
00 00 00 00 00 S0 /9 yuswisnipe pue jeo|4
0'k- 0k ze GL- 4% vz Lo 60 (syuelb Buipnjour) souejeq 196pnq 8100
0c 9L 90 ol S0- [ S0 vl (sjuelb Buipnjour) soueleq }96pnq Bunesedo
6°0- L= L= 6¢C 2= Le e ze (syuelb Buipnjoxa) aoueleq }ebpnq Bunesado
L0 90 0 0 00 10 80 €0 juswdojana( 10}08S djeAlld PUB 8OUBUISAOL) DILWLOUODT]
00 00 00 00 00 00 00 00
€€ 0'e 4 v'e 9’0 60 €€ 8'C juswdolans( [einy pue anyn
L0 9’0 0 ¥'0 c0 1’0 60 €0 UyesH
60 80 S0 S0 1’0 rA) (2 €0 uoieonp3y
4 L'e 8'¢C 9¢C €0 o'l Ll L'l $90IN0SaY [BINJEN pUB ainjonJiselu|
0 7’0 €0 €0 10 10 S0 c0 SJyBIY UBWINH PuE ‘MeT JO B|NY ‘©OUBUIBA0D
7’0 0 €0 €0 L0 1’0 90 €0 Aunoeg
swelboud ABajens Juswdojaraq |euoneN uejsiueybly wisu|
S0l 96 'L 89 o SC 06l 8'G /G Buipuads juswdojensp jebpng 8100
1’0 1’0 10 10 00 1’0 10 00 1sauay|
€0 €0 €0 €0 1’0 10 €0 80 ainypuadxa |eyde)
S0 S0 ¥'0 S0 €0 4 S0 0 suoisuad
L0 80 €0 €0 00 (4 S0 10 qns pue siajsuel |
6l 0¢ 6L ['k4 o'l Ll 0¢C 8L S80I pue spoob Jo eseyoind
9'G L' 9'G LS 8'¢C 8¢ L' 96 soliejes pue sabep
1’6 7’6 S'8 6’8 4 SY 1’6 6’8 ainypuadxa Bunesedo
9'6L 06l 8'GlL LSl 'S 0L L've L'yl ainypuadxa jebpnq 8100 [ejo |
S'L 0L 1474 [ 4 90 el '8 €6 (396pnq Juswdojansap a109) sjuelb aoue)sisse Jouoq
€0 €0 00 00 00 00 00 00 sjuesb Joyl0
90 90 L0 80 10 4 80 L V4101
(4 'z L L'e 90 80 [ S (mopuim jusuinoal) 414y
6¢C €€ vz 6€ 80 oy 6€ 9v 1 (196pnq Bunedtado o)) sjuelb souelsisse Jouoq
Sl 7'l 9l gl S0 90 vl 8’ S9NUSASI XBJUON
L'l vl 80 S0 L0 20 10 S0 saxe} Jayl0
9¢ Se v'e 4 <l €l L'e 9T suofjoesuel) pue speJ) [euoljeussiul uo sexe|
vl €l o'l 80 S0 7’0 o'l L0 suleb |eyded pue ‘spyoid ‘@wodul uo saxe |
99 29 2'S b4 &4 8’ 194 6'¢ SanuaAal xe |
'8 9L 89 09 6C e LS LS anuaAal olsawoq
01/600C 60/8002 80/.002 20/900Z  20/900Z2  10/9002 10/9002 90/5002 S0/¥00C +0/€002
“Toag ‘Toid “Boig ‘Boid “wield Toid  /z 19bpng “wiaid - B
|eosiy leosl4  syjuow 9 Jedk-pIy 210D
162/90 40 1G2/90 4O  AlA  1SZ/90 ¥O  paAoiddy

(dao jo eosed u)
/1 01/600Z—10/£00Z ‘¥oBpng 2109 :uejsjueybyy jo oliqnday dlwels] "qg d|qeL



ATTACHMENT I

Kabul, February 27, 2007

Mr. Rodrigo de Rato
Managing Director

International Monetary Fund
Washington, D.C. 20431

Dear Mr. de Rato,

This letter supplements our letter of intent and Memorandum of Economic and Financial
Policies (MEFP) of January 17, 2007 with regard to security expenditures and the 2007/08
budget, as well as external debt issues identified during preparations for the Heavily Indebted
Poor Countries (HIPC) Initiative.

Despite the difficult security environment and persistent expenditure pressures, we have
continued to make progress in our reform strategy, and our program under the Poverty
Reduction and Growth Facility (PRGF) arrangement remains on track. Although it appears
that fiscal revenue in the first three quarters of fiscal year 2006/07 fell short of the revised
(indicative) target proposed for December 20, 2006, the operating budget deficit (excluding
grants) during that period remained below the program ceiling, owing mainly to slow
execution of expenditures in the first quarter. The revenue under-performance, which
occurred only in the third quarter of 2006/07, was partly attributable to the deteriorating
security situation in the south. Nonetheless, we remain committed to meeting the proposed
performance criterion on fiscal revenue for March 20, 2007. We have also followed through
on our structural agenda. On January 21, 2007, we made a public statement announcing the
merger of the Export Promotion Bank with Bank Pashtany. In addition, the Ministry of
Finance requested that the Control and Audit Office verify the 2006 reviews of the Tashkeel
at the Ministry of Interior and Ministry of Education and the related arrears from 2005/06.

2007/08 Budget and Security

Our initial fiscal program for 2007/08—set out in our January 17 MEFP—provided for
security expenditures in excess of the budgeted amount (up to Af 1.3 billion, or about

US$26 million), to be financed by donors. However, subsequent consultations with our main
donors and security partners revealed that further outlays (and financing) would be necessary
to adequately strengthen our security forces. As a result, the total additional security
expenditures for 2007/08 (above the fiscal program) are now estimated at Af 3.8 billion
(about US$76 million). During the January 30-31 meeting of the Joint Compact Monitoring
Board (JCMB) in Berlin, donors indicated their willingness to meet these extra demands.



Reflecting these developments, we request that the cap on the program adjustor for
additional, fully donor-funded security expenditures, be raised from Af 1.3 billion to
Af 3.8 billion. The revised version of the Technical Memorandum of Understanding is
attached.

For now, we have resisted other emerging nonsecurity expenditure pressures and are leaving
the programmed budget balance (excluding grants) for 2007/08 unchanged, with the
understanding that well-defined and limited additional nonsecurity expenditure needs

(in priority sectors) may be revisited in the context of the second review under the PRGF.

Notwithstanding the re-opening of consultations on security expenditures and the relocation
of the JCMB meeting from Kabul to Berlin that delayed the final stages of budget
preparation, the budget was presented to parliament on February 8. Therefore, we are no
longer proposing establishing a structural performance criterion for the second review on
submitting the budget to parliament. A revised Table 2 on structural performance criteria and
benchmarks is attached to this letter.

Progress in Resolving External Arrears

In preparing for an assessment of Afghanistan’s HIPC eligibility, we have made considerable
progress in identifying and reconciling our external obligations. In doing so, we have
identified possible commercial claims for which we have, as yet, been unable to ascertain
their validity. In particular, we have been unable to confirm the government’s guarantee of
some claims and are investigating the apparent transfer of claims previously owed to a
non-Paris Club official creditor. We are actively working to clarify the status of these
possible claims and remain firmly committed to engaging in good-faith negotiations with our
official creditors, and seeking comparable treatment in line with the recent Paris Club
rescheduling agreement and our intention to seek debt relief under the HIPC Initiative.

We would like to assure you of our continued commitment to the macroeconomic objectives
and reform agenda set in the MEFP. On this basis, we would like to reiterate our request for
the completion of the review.

Sincerely yours,

/s/ /s/
Anwar Ul-Haq Ahady Noorullah Delawari
Minister of Finance Governor

Ministry of Finance Da Afghanistan Bank



9 REVISED
First Review Under the PRGF Arrangement
Structural Performance Criteria Target Dates Status
Submit to parliament the core budget’s audited financial statements for September 30. 2006 Implemented
2005/06.
Structural Benchmarks Target Dates Status

Appoint a new Board of Directors at Bank Pashtany.
Adopt by shareholders long-term restructuring plans for Bank Millie and
Bank Pashtany.

Publish a public statement announcing the liquidation of Export
Promotion Bank or its merger with another licensed commercial bank,
and finalize the transfer of its deposits.

Establish by MoF appeals process for customs and tax administrations.
Submit to parliament the 2004/05 and 2005/06 external audits of DAB.

Process gold held in the palace vaults into a form that qualifies as a
reserve asset.

Establish a certified monthly payroll system.

Submit to parliament legislation to eliminate nuisance taxes and
introduce an excise tax on selected goods from the start of 2007/08.

Second Review Under the PRGF Arrangement

Structural Benchmarks

Request verification by the Control and Audit Office of the 2006
reviews of the Tashkeel at the Ministry of Interior and Ministry of
Education and the related arrears from 2005/06.

Make a public statement announcing the liquidation of the Export
Promotion Bank or its merger with another licensed commercial bank.

Submit to Cabinet a restructuring plan for Bank Millie.
Adopt a comprehensive restructuring/divestment plan for the public

entities and government agencies engaged in commercial activities but
not covered by the SOEs law.

Implement an integrated accounting system at DAB headquarters.

June 30, 2006

September 30, 2006

September 30, 2006

September 30, 2006
September 30, 2006

September 30, 2006

December 31, 2006

December 31, 2006

Target Dates

January 31, 2007

January 31, 2007

March 31, 2007

March 31, 2007

March 31, 2007

Not Implemented 1/

Not Implemented 1/

Not Implemented 1/

Implemented
Implemented 2/

Not Implemented

Implemented

Not Implemented

Status

Implemented

Implemented
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Third Review Under the PRGF Arrangement

Structural Performance Criteria Target Dates Status

Submit to parliament the core budget's audited financial statement for September 21, 2007 3/
2006/07.

Structural Benchmarks Target Dates Status
Develop a monthly monetary survey in line with international July 31, 2007
standards.

Clarify the tax policy framework and system, including separating the July 31, 2007
legislation of the BRT and income taxes.

Prepare (and submit to Cabinet) a restructuring plan for Bank July 31, 2007
Pashtany.

Expand the automated integrated accounting system to DAB branches. September 30, 2007

1/ These benchmarks were not met owing to the authorities’ decision in August 2006 to merge
the three state-owned banks. However, the decision to merge these banks was subsequently reversed.

2/ The audits were submitted to parliament in October 2006.

3/ This deadline is consistent with the requirement stated in the Public Finance and Expenditure Management
(PFEM) Law that the core budget financial statements be submitted to parliament at least six months before the
end of the fiscal year.
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REVISED ATTACHMENT III: TECHNICAL MEMORANDUM OF UNDERSTANDING

1. This memorandum sets out the understandings between the Afghan authorities and
Fund staff relating to the monitoring of the Poverty Reduction and Growth Facility
(PRGF)-supported program approved by the IMF Executive Board on June 26, 2006. In
particular, it defines the benchmarks and performance criteria for the second and the third
review of the program. Section I defines the structural performance criterion and
benchmarks; Section II defines the principal concepts and financial variables, including the
quantitative performance criteria and indicators; and Section III relates to the reporting
requirements.

I. STRUCTURAL PERFORMANCE CRITERION AND BENCHMARKS

2. The structural performance criterion and benchmarks for the second and the third
review specified in Table 2 of the MEFP are defined as follows:

Performance criterion

. Submit to parliament the core budget’s audited financial statements for 2006/07
by September 21, 2007. The PFEM law requires the government to submit an
independent audit report of the core budget financial statements to parliament at least
six months before the end of the fiscal year. The report will be prepared by the
Control and Audit Office in accordance with international accounting principles.

Structural benchmarks

. Request verification by the CAO of the 2006 reviews of the Tashkeel and
Ministry of Interior and Ministry of Education, and the related arrears for
2005/06. The CAO should be informed of the Tashkeel investigations and asked to
verify the procedures for arriving at the new Tashkeel levels.

. Make a public statement announcing the liquidation of Export Promotion Bank
or its merger with another licensed commercial bank, and finalize the transfer of
its deposits. The public statement will be made by the shareholders.

. Adopt a comprehensive restructuring/divestment plan for public entities and
government agencies engaged in commercial activities but not covered by the
state-owned enterprises law. This restructuring/divestment plan will reflect the
necessary steps and tasks entailed by the restructuring/divestment process and a
schedule for their implementation. The plan will be adopted by the Cabinet.
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Develop a monthly monetary survey in line with international standards. The
monetary survey should be the consolidation of the accounts of DAB and of the
commercial banks. The data should be presented in the format recommended by the
Fund’s Monetary and Financial Statistics mission of March 2006. DAB accounts will
include the accounts of its headquarters, as well as those of its branches.

Clarify the tax policy framework and system, including the difference between
the BRT and income taxes. The framework should set out the nature, role,
supporting legislation, and expected contribution to fiscal objectives of the various
taxes either currently in effect (e.g. income tax) or planned for the future (e.g. the
amendments to the BRT), including separating pieces of legislation or one tax code
with different chapters for different tax types.

Submit to Cabinet a restructuring plan for Bank Millie. The plan will present and
justify the restructuring of the bank with a view to its remaining in the public domain.
The plan should specify and cost the measures that will be put in place to ensure the

long-term financial sustainability of the bank, including measures aimed at
strengthening management and supervision, enhancing productivity, and modernizing
lending policies and procedures.

Implement an integrated accounting system at DAB. The Core Banking
System should address the shortcomings of the present system and allow timely
completion of the DAB’s financial statements for FY 1385. The system shall be
capable of producing data needed for DAB's financial reporting including monthly
balance sheet, monthly central bank operations table and monetary survey.

Prepare (and submit to Cabinet) restructuring plans for Bank Pashtany. The
plan will present and justify the restructuring of the bank with a view to its remaining
in the public domain The plan should specify and cost the measures that will be put in
place to ensure the long-term financial sustainability of the bank, including measures
aimed at strengthening management and supervision, enhancing productivity, and
modernizing lending policies and procedures.

Expand the integrated accounting system to DAB branches.
II. QUANTITATIVE PERFORMANCE CRITERIA AND INDICATIVE TARGETS

The quantitative performance criteria and indicative targets specified in Table 1 of the

MEFP are:

a floor on fiscal revenue of the central government;

a ceiling on currency in circulation;
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. a ceiling on the net central bank financing (NCBF) of the central government;
. a floor on net international reserves (NIR);
. a zero ceiling on contracting and/or guaranteeing new medium- and long-term

nonconcessional external debt by the government and DAB;

. a zero ceiling on short-term external debt owed or guaranteed by the government or
DAB;
. a zero ceiling on the accumulation of external payment arrears, excluding interest on

preexisting arrears; and

. an indicative target (ceiling) for the operating budget deficit of the central
government, excluding grants.

A. Program Exchange Rate

4. Program exchange rates will be used for purposes of monitoring the quantitative
targets under the program. All foreign assets and liabilities denominated in U.S. dollars will
be converted into Afghanis using a program exchange rate of 49.94 Afghanis per U.S. dollar,
which corresponds to the average of the US$/Af buy and sell cash rates, as reported by the
DAB as of March 20, 2006. For assets and liabilities denominated in SDRs and in foreign
currencies other than the U.S. dollar, they will be converted into U.S. dollars at their
respective exchange rates prevailing as of February 28, 2006, as reported in the following
table. Gold holdings will be valued at US$552.85 per ounce, the price as of March 20, 2006.

Exchange rate Program rate
Dollar/Canadian Dollar 0.861700
Dollar/UAE Dirham 0.272280
Dollar/Egyptian Pound 0.174370
Dollar/Euro 1.190650
Dollar/Hong Kong Dollar 0.128841
Dollar/Indian Rupee 0.022532
Dollar/Pakistani Rupee 0.016633
Dollar/Polish Zloty 0.306876
Dollar/Iranian Rial 0.000109
Dollar/Saudi Rial 0.266640
Dollar/Russian Ruble 0.035660
Dollar/Swiss Franc exchange rate 0.760980
Dollar/lUK Pound exchange rate 1.736050
Dollar/SDR 1.447570
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B. Currency in Circulation

5. Currency in circulation is defined as total currency issued by DAB. It excludes
currency held in the presidential palace vault, in DAB main vault, and in the vaults of DAB’s
provincial branches, but includes currency in the vaults of DAB’s district branches.'

C. Net Central Bank Financing of the Government

6. NCBEF of the government is defined as the difference between the central bank’s
claims on the government and the deposits of the government with DAB. These deposits
include the deposits held at DAB headquarters, but exclude the deposits held at DAB’s
branches.

D. Net International Reserves

7. Net international reserves (NIR) are defined as reserve assets minus reserve
liabilities of DAB.
8. Reserve assets of DAB, as defined in the fifth edition of the balance of payments

manual (BPMY), are claims on nonresidents denominated in foreign convertible currencies,
that are controlled by DAB, and are readily and unconditionally available for DAB to meet
balance of payments financing needs, intervention in exchange markets, and other purposes.
They include DAB holdings of monetary gold, SDRs, Afghanistan’s reserve position in the
IMF, foreign currency cash (including foreign exchange banknotes in the vaults of DAB, but
excluding cash held in DAB’s branches), and deposits abroad (including balances on
accounts maintained with overseas correspondent banks). Excluded from reserve assets are
any assets that are pledged, collateralized, or otherwise encumbered;3 claims on residents;
precious metals other than monetary gold; assets in nonconvertible currencies; illiquid assets;
and claims on foreign exchange arising from derivatives in foreign currencies vis-a-vis
domestic currency (such as futures, forwards, swaps, and options).

! This definition differs slightly from international standards owing to the unavailability of reliable and timely
currency data from DAB’s district branches.

* This definition differs slightly from international standards owing to the unavailability of reliable and timely
government deposit data from DAB’s branches.

? In particular, assets that are counterpart of the government's foreign currency deposits that back letters of credit
are excluded from reserve assets. However, assets that are counterpart of other government deposits are
included in the reserve assets.
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0. Reserve liabilities are defined as short-term (original maturity) foreign exchange
liabilities of DAB to nonresidents (held at DAB headquarters); all credit outstanding from
the IMF; foreign currency reserves of commercial banks held at DAB headquarters;
commitments to sell foreign exchange arising from derivatives (such as futures, forwards,
swaps, and options); and all arrears on principal or interest payments to commercial banks,
suppliers, or official export credit agencies.

10.  Reserve assets and reserve liabilities will both be expressed in U.S. dollars.
E. Revenues of the Central Government

11.  Revenues of the central government are defined in line with the Government
Financial Statistics manual (GFSM 2001) on a cash accounting basis, excluding foreign
grants. Revenue is an increase in net worth of the central government (including its units in
the provinces and agencies) resulting from a transaction. Revenues of the central government
include taxes and other compulsory transfers imposed by central government units, property
income derived from the ownership of assets, sales of goods and services, social
contributions, interest, fines, penalties and forfeits and voluntary transfers received from
nongovernment other than grants. A non-exhaustive list of revenues include: corporate
income tax, personal income tax, business receipts tax, taxes on properties, fixed withholding
taxes on imports and exports, excise taxes, presumptive taxes in lieu of the income tax,
import duties, and other charges and fees. The definition for program monitoring excludes
grants and other non-compulsory contributions received from international organizations and
such transfers between central government units would be eliminated in the consolidation of
the fiscal reports and not recorded as revenue. Receipts collected by central government on
behalf of non-central government units should not be counted as revenue (e.g., Red Crescent
fees). Receipts from the sale of nonfinancial assets, such as privatization, and transactions in
financial assets and liabilities, such as borrowing but excepting interest payments, are also
excluded from the definition of revenue.

12.  Revenues should be recognized on a cash basis and flows should be recorded when
cash is received. It excludes any revenues received prior to March 21, 2006 but where funds
are not transferred to government’s accounts at DAB by this date. Exceptional advanced
payments will be treated as if received on the normal due date. All revenue must be
supported by the relevant documentation and revenue receivables, where a cash sum has
been recorded but the revenue item has not yet been accounted for, and revenues payable,
where the revenue has been reported but the cash has yet to be recorded should be separately
reported on a gross basis.
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F. External Debt and Arrears

13.  As set forth in point No. 9 of the Guidelines on Performance Criteria with Respect to
Foreign Debt (Decision No. 12274-00/85; August 24, 2000), the term “debt” will be
understood to mean a current (i.e., not contingent) liability, created under a contractual
arrangement through the provision of value in the form of assets (including currency) or
services, and which requires the obligor to make one or more payments in the form of assets
(including currency) or services, at some future point(s) in time; these payments will
discharge the principal and/or interest liabilities incurred under the contract.

. Debts can take a number of forms, the primary ones being: (a) loans, (i.e., advances
of money to obligor by the lender made on the basis of an undertaking that the
obligor will repay the funds in the future—including deposits, bonds, debentures,
commercial loans and buyers’ credits—and temporary exchanges of assets that are
equivalent to fully collateralized loans under which the obligor is required to repay
the funds, and usually pay interest, by repurchasing the collateral from the buyer in
the future (such as repurchase agreements and official swap arrangements);

(b) suppliers’ credits (i.e., contracts where the supplier permits the obligor to defer
payments until some time after the date on which the goods are delivered or services
are provided); and (c) leases (i.e., arrangements under which property is provided that
the lessee has the right to use for one or more specified period(s) of time that are
usually shorter than the total expected service life of the property, while the lessor
retains the title to the property). Excluded from this limit are leases of real property
by Afghan embassies or other foreign representations of the government.

. For the purpose of the guideline, the debt is the present value (at the inception of the
lease) of all lease payments expected to be made during the period of the agreement
excluding those payments that cover the operation, repair, or maintenance of the
property. Arrears, penalties, and judicially-awarded damages arising from the failure
to make payment under a contractual obligation that constitutes debt are debt. Failure
to make payment on an obligation that is not considered debt under this definition
(e.g., payment on delivery) will not give rise to debt.

14. The ceiling on medium- and long-term external debt applies on a continuous
basis to the contracting or guaranteeing by the government or DAB of new
nonconcessional external debt with an original maturity of more than one year. For
program purposes, “government” includes the central government (including government
departments), as well as official agencies that do not seek profit and whose budgets are
issued independent of the annual operational or development budgets. Consistent with the
PFEM law, the MoF should have sole responsibility for the contracting and guaranteeing of
external debt on behalf of the government.
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It applies to both debt as defined in paragraph 13 of this memorandum, and also to
commitments contracted or guaranteed for which value has not been received. For the
purposes of the program:

- external debt will be considered to have been contracted at the point the loan
agreement or guarantee is signed by the MoF (on behalf of the government) or
DAB Governor; and

- the guarantee of a debt arises from any explicit legal obligation of the government
or DAB or any other agency acting on behalf of the government to service such a
debt in the event of nonpayment by the recipient (involving payments in cash or
in kind), or indirectly through any other obligation of the government or DAB to
cover a shortfall incurred by the loan recipient.

Excluded from the limits are refinancing credits and rescheduling operations, credits
extended by the IMF, and credits on concessional terms defined as those with a grant
element of at least 60 percent. The grant element is to be calculated using
currency-specific discount rates based on the Organization for Economic
Co-operation and Development Commercial Interest Reference Rates (CIRRs): for
maturities of less than 15 years, the grant element will be calculated based on
six-month averages of CIRRs; and for maturities longer than 15 years, the grant
element will be calculated based on 10 year averages.

Debt falling within the limit shall be valued in U.S. dollars at the exchange rate
prevailing at the time the contract or guarantee becomes effective.

The ceiling on short-term external debt applies on a continuous basis to the stock

of short-term external debt owed or guaranteed by the government (as defined in
paragraph 14 of this memorandum) or the DAB, with an original maturity of up to and
including one year.

16.

It applies to debt as defined in paragraph 13 of this memorandum.

Excluded from the limit are rescheduling operations (including the deferral of
interest on commercial debt) and normal import-related credits.

Debt falling within the limit shall be valued in U.S. dollars at the exchange rate
prevailing at the time the contract or guarantee becomes effective.

A continuous performance criterion applies to the nonaccumulation of new external

payments arrears on external debt contracted or guaranteed by the central government or
the DAB. External payment arrears consist of external debt service obligations (principal and
interest) falling due after March 20, 2006 and that have not been paid at the time they are
due, as specified in the contractual agreements. Excluded from the prohibition on the
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accumulation of new arrears are: (a) arrears arising from interest on the stock of arrears
outstanding as of March 20, 2006; and (b) external arrears that are subject to debt
rescheduling agreements or negotiations.

G. Adjustors

17. The floor on NIR and the ceiling on the NCBF of the government are defined
consistent with the assumption that core budget development spending will amount, on a
cumulative basis from March 20, 2006, to:

December 20, 2006  Af 20,372 million
March 20, 2007 Af 35,276 million

and from March 20, 2007, to:

June 21, 2007 Af 5,512 million
September 21,2007  Af 16,536 million

Should core budget development spending exceed these projections, the NIR floor will be
adjusted downward and the NCBF ceiling will be adjusted upward by the difference between
the actual level (up to the appropriated amount) and the projected level of development
spending.

18. The NIR floor and NCBF ceiling are defined consistent with the assumption that the
external financing of the core budget and the receipts from the sale or transfer of
nonfinancial assets will amount, on a cumulative basis from March 20, 2006, to:

December 20, 2006 Af 27,972 million
March 20, 2007 Af 46,464 million

and from March 20, 2007, to:

June 21, 2007 Af 10,102 million
September 21, 2007  Af 22,145 million

Should external financing of the core budget (including that associated with off-budgetary
spending coming on budget) and the receipts from the sale or transfer of nonfinancial assets
collectively exceed (fall short of) these projections, the NIR floor will be adjusted upward
(downward) and the NCBF ceiling will be adjusted downward (upward) by the difference
between their actual level and the projected level.
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19. Should some expenditure currently financed directly by donors outside the budget be
moved on to the operating budget, the NIR floor will be adjusted downward, and the NCBF
ceiling and the indicative targets (ceilings) for the operating budget deficits of the central
government, excluding grants, will be adjusted upward, by the actual amount of these
expenditures on the conditions that (a) the moving on budget of these expenditures is
justified by a statement from donors indicating their decision to stop financing them outside
the budget and (b) they are subject to a supplementary appropriation approved by parliament.

20. Should the central government undertake urgent security-related expenditures in
excess of budgetary appropriations (MEFP, 922), the NIR floor will be adjusted downward,
and the NCBF ceiling and the indicative target (ceiling) for the operating budget deficit of
the central government, excluding grants, will be adjusted upward to the extent that these
expenditures are executed with the use of additional grants provided by donors, based on
spending plans agreed between the central government and the donors. These adjustments
will apply starting with the fiscal year 2007/08. The cumulative downward adjustment to the
NIR floors at June 21, 2007 and September 21, 2007 will be capped at US$76 million. The
cumulative upward adjustment to the NCBF ceilings and the indicative targets (ceilings) for
the operating budget deficits of the central government, excluding grants, at June 21, 2007
and September 21, 2007 will be capped at Af 3.8 billion.

21. The overall downward adjustment to the NIR floors will be capped at
US$375 million.

III. PROVISION OF INFORMATION TO FUND STAFF

22. To facilitate the monitoring of program implementation, the government of
Afghanistan and DAB will provide to Division A of the Middle East and Central Asia
Department (MCD), through the office of the Resident Representative of the IMF in
Afghanistan, the information specified below and summarized in the list of reporting tables
provided by Fund staff to the Technical Committee.

23.  Inorder to facilitate regular monitoring of the PRGF-supported program, actual
outcomes should be provided with the frequencies and lags indicated below.

. DAB net international reserves should be reported weekly, no later than two weeks
after the end of the week.

. Monetary statistics, including exchange rates, government accounts with DAB,
and currency in circulation should be reported monthly and no later than three weeks after
the end of the month. Monetary statistics will also include a monetary survey (quarterly, and
then monthly starting in March 2007), including balance sheets of DAB and a consolidated
balance sheet of the commercial banking sector.
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. Operational budget operations and their financing should be reported monthly
and no later than four weeks after the end of the month. Core development budget
operations and their financing should also be reported monthly and no later than four
weeks after the end of the month. The structure of financing (grants and loans should be
separately identified) and expenditure data should be on a consistent cash basis. Core
operating expenditures should be reported on a monthly basis using the budget appropriation
economic (Object) and administrative classification in addition to the program and functional
classification as reported in the budget documents. Core development expenditures should
also be reported separately on a monthly basis using the budget program classification in
addition to the economic (Object), administrative and functional classification consistent
with the operating budget. All the data should also compare outturns as recorded in AFMIS
against the approved budget (or figures reported in the budget documents). Core operating
and development revenues and expenditures should also be reported by province, separately
on the same monthly basis.

. External budget operations and their financing (i.e., donor funded spending
outside the core budget treasury systems) should be reported at least semi-annually (more
frequently if possible) and no later than eight weeks after the end of the period. External
development expenditures should be reported on a disbursement basis (as currently defined
in budget documents) using the budget program classification (and an administrative,
functional and provincial classification where possible).

. External debt data should be reported quarterly and no later than six weeks after the
end of the quarter. They will include: (a) details of new loans contracted or guaranteed
during the quarter, including the terms of each new loan; (b) the stock of debt at the end the
quarter, including short-term, and medium- and long-term debt; (c) loan disbursements and
debt service payments (interest and amortization) during the quarter; (d) information on all
overdue payments on short-term debt and on medium- and long-term debt, including new
external arrears (if any); and (e) total outstanding amount of arrears.

. National accounts data should be reported annually and no later than eight weeks
after the end of the quarter.

. Consumer price indices (CPIs) for the city of Kabul and for Kabul and five other
major cities (“national” CPI) should be reported monthly and no later than four weeks after
the end of the month.

24, The government of Afghanistan and DAB will prepare and send to the IMF reports
explaining progress made in implementing structural reforms, in particular regarding those
included as structural performance criteria and benchmarks in the program. These reports
will include appropriate documentation to substantiate progress achieved, and will explain
any deviations relative to the initial reform plans or timetable, specifying expected revised
completion date.
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25.  Other details on major economic and social measures taken by the government that
are expected to have an impact on program sequencing (such as changes in legislation,
regulations, or any other pertinent document) will be sent in a timely manner to IMF staff,
for consultation or information.

26. The Technical Committee of Coordination (TCC) will provide Division A of MCD
with any other information that may be required by the staff of the IMF for the effective
monitoring of the program. For program monitoring purposes, working meetings are
planned, at least biweekly, with the participation of representatives of the designated
members of the TCC, including any party that could facilitate monitoring implementation of
the program.
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IMF Executive Board Completes First Review Under the Islamic Republic of
Afghanistan's PRGF Arrangement and Approves US$17 Million Disbursement

The Executive Board of the International Monetary Fund (IMF) completed today the first
review of the Islamic Republic of Afghanistan’s performance under the program supported
by a three-year, SDR 81.0 million (about US$121.7 million) Poverty Reduction and Growth
Facility arrangement (see Press Release No. 06/144). Completion of the review enables the
release of an amount equivalent to SDR 11.3 million (about US$17 million), which would
bring total disbursements under the arrangement to SDR 24.5 million (about US$36.8
million).

At the conclusion of the Board’s discussion of Afghanistan’s performance under its IMF-
supported economic program, Mr. Murilo Portugal, Deputy Managing Director and acting
Chairman, issued the following statement:

“Despite a difficult security environment and persistent expenditure pressures, Afghanistan’s
performance under the Poverty Reduction and Growth Facility supported program remains
on track, with positive economic growth, lower inflation, and a better external position. The
authorities have also followed through resolutely with their structural reform agenda.

“Real GDP growth of 8 percent is expected in 2006/07, but will likely strengthen in 2007/08
owing to a rebound in the agricultural sector. Inflation has declined and is targeted to remain
low. The exchange rate has been relatively stable. The external current account position
continues to strengthen, and the level of official reserves remains adequate to deal with
external shocks.

“The authorities’ fiscal strategy strikes the right balance between addressing critical spending
pressures and fiscal sustainability. The 2007/08 budget, which has been submitted to

parliament, accommodates additional security expenditures, if financed by donors. The fiscal
program is focused on improving revenue mobilization through tax and customs reforms and
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moving toward a broad based consumption tax, bearing in mind the need to prepare for an
eventual decline in donor assistance. Also, expenditures are to be prioritized in keeping with
the objectives of the Poverty Reduction Strategy Paper (PRSP), which will be finalized by
mid 2008. Efforts are under way to ensure the full participation of stakeholders in the PRSP
process.

“The current monetary stance remains appropriate, and helps underpin confidence in the
Afghani, the national currency. Monetary policy effectiveness is being enhanced by
deepening the capital notes market and improving the monitoring of liquidity and lending by
private commercial banks. The authorities have formulated restructuring strategies to deal
with the state owned banks. The recently announced merger of the Export Promotion Bank
with Bank Pashtany represents an important step in this regard.

“The authorities are increasing their efforts to mitigate the risks to the program. However, the
security situation remains tense, with an impact on project implementation and overall
macroeconomic performance that cannot be disregarded. The authorities also recognize the
need to address governance concerns and speed up the pace of reforms.

“Considerable progress has been made in the negotiations on rescheduling Afghanistan’s
debt to Paris Club creditors. Preparations are under way for the assessment of Afghanistan’s
eligibility for debt relief under the Heavily Indebted Poor Countries Initiative,” Mr. Portugal
said.

The PRGF is the IMF's concessional facility for low-income countries. PRGF-supported
programs are based on country-owned poverty reduction strategies adopted in a participatory
process involving civil society and development partners and articulated in the Poverty
Reduction Strategy Paper (PRSP). This is intended to ensure that PRGF-supported programs
are consistent with a comprehensive framework for macroeconomic, structural, and social
policies to foster growth and reduce poverty.

PRGF loans carry an annual interest rate of 0.5 percent and are repayable over 10 years with
a 5's-year grace period on principal payments



Statement by Abbas Mirakhor, Executive Director for
Islamic Republic of Afghanistan
March 7, 2007

1. The authorities express their gratitude to the international community, staff,
management, and the Executive Board of the IMF for their continued support to the
reconstruction of the economy. They thank staff also for the balanced report and concur with
the thrust of its analysis and recommendations.

2. Despite the very difficult circumstances of the country, the economy has performed
well in 2006/07 under the PRGF-supported program as growth is expected to remain strong
at 8 percent, inflation has declined to low level, exchange rate has remained stable, and the
external sector performance as well as the international reserve position have strengthened.
Economic growth rate is less than the expected 12 percent because of the severe drought that
has affected agricultural production, the mainstay of the economy. All end-September
quantitative and structural performance criteria as well as indicative targets were met. All
structural benchmarks were also met except those related to the state-owned banks due to the
need to modify the banking reform strategy. The short delay will allow a firmer basis for
moving forward on restructuring the banking system. The merger of the Export Promotion
Bank with another licensed commercial bank has already been announced in compliance with
the end-January benchmark. The legislation to eliminate nuisance taxes was submitted to
parliament, which postponed its consideration until further review is completed; it is
expected that this legislation clarifies several tax issues soon. All indicative targets for end-
December 2006 were also met except fiscal revenue. Among the reasons for the shortfall
were: weaker-than-expected GDP growth, worsening security conditions in the South, and
delays in tax collection from some large taxpayers due to temporary capacity constraints.
Most of these factors are being remedied and the authorities expect better revenue
performance in the last quarter of 2006/07. Their stepped-up efforts—including, inter alia,
collection of tax arrears from some large taxpayers and higher customs receipts—will ensure
meeting the revenue performance criterion for March 2007. The authorities are confident that
for 2006/07, as a whole, fiscal revenue will exceed the 2005/06 outcome by a substantial
margin. On the expenditure side, unanticipated outlays, enumerated and explained in the
MEFP (paragraph 19), are projected to lead to a higher-than-programmed operating budget
deficit, of which much will be covered by grants. The authorities’ efforts in removing
administrative and technical capacity constraints have also led to acceleration in the pace of
implementation of the development budget.

3. As the staff report indicates, the monetary authorities are on track in achieving their
objectives under the PRGF-supported program for 2006/07. Prudent implementation of
monetary policy has promoted price and exchange rate stability; interest rates have declined;
spreads between bank lending and deposit rates are narrowing; confidence in the domestic
currency (the Afghani) has continued; and bank deposits have increased. The monetary
authorities have been vigorously pursuing the development and expansion of indirect
instruments of monetary management. Accordingly, capital note auctions are being utilized
more proactively in managing liquidity and are now open to licensed money changers.



Additionally, banks have been authorized to bid in these auctions on behalf of their clients,
and an overnight credit facility has been established in which capital notes can be used as
collateral. Deeply concerned by the low level of investment in the domestic economy by
foreign banks operating in Afghanistan and the increasing placement of funds abroad by
these institutions, a regulation was put in place to promote lending to the domestic market.
This, the authorities maintain, is a temporary measure to be withdrawn once appropriate
legal, supervisory, regulatory, and enforcement frameworks are established. Given the recent
increase in the level of domestic lending by banks, this measure is being reconsidered in
consultation with staff.

4. A wide range of structural reform measures implemented across the economy are well
described in the staff report as well as in the authorities” MEFP (paragraphs 5, 7, 10, 11, and
15). The most important reforms where progress has been made are those related to the
infrastructure of monetary and fiscal policies as well as the financial sector, some of which
were not covered by program conditionality, as indicated in the staff report.

5. Growth rate is expected to rebound to double digits in 2007/08, price and exchange
rate stability will continue, and the external sector is set to strengthen further. However,
while the operating budget deficit (including grants) will decrease significantly from
2006/07, it will exceed the original target as a result of additional spending, including on
security, which donors have agreed to finance. The authorities are firmly committed to the
medium-term fiscal sustainability and have reaffirmed their resolve to achieve the objectives
agreed with their development partners. Striving toward this goal, they will continue their
efforts in: modernizing tax and customs administrations; strengthening expenditure
discipline; improving overall public financial management; accelerating the pace of
execution of capital expenditure; and, enhancing the effectiveness and credibility of the
budget. The authorities have formulated a draft tax policy framework, in line with staff
recommendation, to achieve a sustained strengthening of tax revenues. A medium-term fiscal
framework (MTFF) is also in train and will be adopted by the Cabinet shortly. Importantly,
the MTFF will ensure that expenditures are aligned with the objectives of the Afghanistan
National Development Strategy (ANDS).

6. Prudent monetary policy, along with the flexible exchange rate regime, will ensure
sustaining of confidence in the Afghani. Further efforts will be made to expand the menu and
the utilization of indirect instruments of monetary policy and to deepen the domestic
financial market, starting with the launching of 182-day capital notes. Additionally, a
secondary market for the trading of capital notes will be established. Supervision and
prudential regulation will continue to be improved and strengthened. Restructuring, merger,
and/or liquidation of state-owned banks will continue. A set of core enabling laws on secure
transactions, negotiable instruments, and mortgages will be developed. The authorities are
also committed to the full implementation of safeguard assessment recommendations. Their
efforts toward designing and implementing a comprehensive plan to restructure, divest,
corporatize, or liquidate the remaining public enterprises are proceeding. Progress has been
achieved in improving statistics in monetary and fiscal areas. These efforts, in support of
which the authorities have requested further technical assistance, will continue within the



framework of the implementation of the Statistical Master Plan designed to address data
weaknesses comprehensively.

7. Progress has been made in reaching a settlement with the remaining Paris Club
creditors. The authorities are intensifying their efforts to complete the data bases needed for
an assessment of HIPC eligibility that they hope to achieve soon; they appreciate the
assistance of staff in this regard. They are committed to a prudent debt management strategy
and have expressed intention not to contract or guarantee any nonconcessional debt.

8. The process of preparation of the Poverty Reduction Strategy Paper is on track,
building on the interim ANDS and the findings of the 2005 National Risk Vulnerability
Assessment. The latter, in particular, will provide a valuable foundation for poverty analysis,
as it is based on a sample survey of 31,000 households across the country and the design of a
poverty alleviation strategy. Concomitantly, the institutional framework for participation of
stakeholders in the PRSP process is being finalized and should help achieve completion of
the PRSP by mid-2008.





