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Executive Summary

Key Findings

Overall: Afghanistan's public financial management (PFM) system achieved significant
improvements between June 2005 and December 2007, Among 28 performance indicators, 18
indicators improved, two indicators deteriorated (however, the 2005 ratings for these two indicators
were based on limited information), and eight indicators remained unchanged. Among three
indicators of donor practices, two deteriorated and one remained unchanged.

International comparison: In relation 1o other countries for which PEFA assessments have been
conducted, Afghanisian's ratings are better than the average for other low-income countries and in
some areas better than the average for middle-income countries,

Legal framework: The Public Finance nnd Expenditure Mansgement (PFEM) Law of July 2005, the
Income Tax Law of November 2005, and the Procurement Law of October 2005 and their supporting
regulations have provided solid legal foundations for PFM.

Technical expertise: The technical expertise of the Ministry of Finance has been significantly
improved in several areas, although additional emphasiz on sustainable staff development through
targeted recruitment and training will be needed.

Credibility: The operating budget i5 credible as funding from domestic revenues and donors {e.g.
ARTF and LOFTA) has been stnble.  However, the gap between the budget and realization remains
significant in the development budget expenditures.

Comprebensiveness; The comprehensiveness of the budget is generlly good, although reporting and
especinlly transparency should be improved, However, fiscal sk oversight of state-owned
enterprises and municipalities is practically non-existent and this problematic.

Process: The budget process is based on multi-year fiscal planning and compamtively detailed
budgeting at the level of ministries and agencies, but so far has lacked the necessary strafegic
prioritisations of resources by the Cabinet early in the process.

Long-term fiscal planning: Long-term fiscal planning remains uncertain since there ane few well-

prioritized and costed sector strategies | though this is being addressed) and a continuing lack of proper
linkages between investrments and future recurment expenditures.

Effectiveness: Poyroll processing i highly decentralized which contributes to timely updates of
payroll and reconciliation of personnel and payrall reconds, However, centrulizad oversight of pavroll
is weak, and the extension of the verified payroll program to the provinces has not progressed in ling
with plans, Access to s number of provinces by the external suditor and the ARTF Monitoring Agent is
hampered by security concens,

Aundit: External audit of donor funding is conducted to accepiable standards, but the quality of review
of the annual budget staternent and of regulatory audits neseds to be improved. Arrangements are
place for effective intermal audit of treasury and revense operations of government, but capacity for
infernal audit in the line ministries is still very weak.

Donors: Donors have good practices for budget support, as this support 18 well communicated and
disbursements are in lne with forecasts, Other donor practices continue to undermine effective
budgeting, as limited and unreliable information is provided oo forecast and most assistance is handled
outside of government's procedures and budget.



Public Financial Management (PFM) Performance Assessment Framework

Figcal policy and the budget comprise a central fool for achieving Afghanistan’s development
objectives, The quality of the PFM systems and procedurnes has an important impact on development
performance. First, fiscal discipline and transparency contribute to macroeconomic stability and
sustained external pasistance, Second, inadequate prioritization and lack of information would make
it difficult to allocate resources across’within sectors appropriately. Thind, weaknesses in
procurement and insufficient fnancial dats would constrain the effectivensss and efficiency of public
expenditures.

This paper presents an assesament of the  Figure 1: The Structure and Coverage of PEFA System

performance of Afghanistan’s PFM systems, . B

based on & performance measurement FE=we o
framework developed by the Public " andgeang ¥

Expendifure and Financial Accountability ra it o L O
(FEFA) partnership program (see 2 \
w—'l'fmmr xlhim for ImeHre Bk s jewss il i ﬂ_ g 11 v
information) which identifies a set of critical ~ ~ve- ;B e

ohjectives of n FFM system and a standard set =

of high-level PFM indicators to assess
performance against the objoctives (Figure

1}, The 28 PEFA indicators of PFM |

performance are struciured in three o g

cotegories namely: (A) PFM oui-turns; (B}

Key cross-cutting features; and (C) Budget MWWWW
eycle. In addition, three indicators relate to »

donor practices (D). This methodology provides a consistent frmmework for analysis and a monitoring
tool for the Government to manage reform and demonstrate progress o domestic and intermational
stnkeholders,

This assessment buillds on and updates an carlier PEFA assessment of Afghanistan's PFM performance
as of June 2005, Changes in the ratings for the varous FEFA indicators between June 2005 and
December 2007 thus can provide insights into changes in the performance of Afghanistan’s PFM
systems during this period of time. Comparisons between Afghanistan and other countries for which
PEFA nssessments have been conducted also are possible,

The limitations of the PEFA framework need to be kept in mind when reviewing the results, First, the
ratings reflect very substantinl external technical support (advisory and to some extent operational) to
PFM in Afghanistan, Although the results sccurately depict what is happening now, the challenge for
the future will be fo progressively replace this exiernal capacity with sustainable core domestic
capacity over time, Supporting this transition s a very important element of current external
assistance io FFM functions,

Second, the PEFA ratings apply w the government’s PFM systems which are used in formulating and
implementing the core national budget, whereas most aid to Afghanistan is executed by donors and
their contractors or implementing agencies outside the national budget and PFM systems. This
assessment therefore does not provide any insights into or confidence about the performance of
systems for off-budget aid which constinutes most of the tolal assistance to Afghanistan,



Third, the PEFA framework does not evaluate whether expenditures hove the desired effect in
promoting national objectives like reducing poverty, or whether there is value for money achieved in
service delivery. The PEFA assessment rates PFM performance per se, which is very important in its
own right but is not o sufficient condition for achieving development owtcomes. An open and orderdy
PFM system is one of the critical ennbling elements for aggregate fiscal discipline, strategic allocation
of resources, and effective and efficient service delivery.

Fourth, and more specifically with regpect to the sub-national level, Afghanistan is o unitary state with
8 centrlized government structure, Therefore, except for municipalities (which have separnte
budgets of their own), sub-national fiscal opemtions occur s part of a single legal entity which is the
national government of Afghanistan. The PEFA indicators thus relnte to PFM processes for the
government a8 g whole (inchuding sub-national levels), However, as indicated above, PEFA cannot
measure the effectiveness of service delivery or outcomes achieved of sub-national level or national
level.

Fifth, the four-tevel PEFA scale of ratings and the natune of most of the performance indicators being
rated mean that changes in PFM performance generally would become evident in terms of changes in
PEFA ratings only over multi-vear periods, 1tis for this reason that PEFA assessments for Afghanistan
are being conducted approximately every two years, More frequent monitoring of PEFA indicators
wioild not provide much in the way ofuseful additional information.

Fimally, the PEFA indicaiors do not assess government revenue mobilization in relation o the level of
potential revenues, only in relation to the budget target for revenoes. This is a very important issue for
Afghanistan, since the country's revenue-10-GDP ratio is quite low by international standards.

Key Results

Chut of total 28 PFM perfonmance indicators, 18 indicators improved and two indicators deteriorabed,
while eight mdicators remained unchanged. This signifies a major improvement in PFM performance
overnll. Moreover, it should also be noted that some of the 2005 assessment were based on limited
information, so some mdicators are not really comparable between the first and second assessments
(including notwbiy the first two indicators, which declines between 20035 and 20071 Second, while the
ratings are based on the information as of December 2007, some progress sinee then is explained i
narrative parts of each indicator.

PFM in Afghanistan as depicied by the PFM Performance Indicators is summarnized below under the
six cratical attribates of a PFM system. The mtings agamst each of the 28 individual PFM Performance
Inaficators and for the three mndicators of donor performance are shown in o table ot the end of this
Executive Summary.




Credibility of the Budget (Ferformance [ndicators 1-4)
These indlcators meature whether the budget (e reallatie and (s implemenied o intended.

Strong revenue performance in the past few vears and donor support o operating expenditures through
the Afghanistan Reconstruction Trust Fund (ARTF) and Law and Ornder Trust Fund (LOTFA) have
ennbled the government to maintvin budgeied operational expenditures (sbout 60 percent of which is
salaries and wages), The centrulized mnrmymmmhmmulhﬁu-upnrm
although Afghanistan has oot vet established an arrears monitoring mechanism. By contrast, the
credibility of the budget is hampered by the existence of a significant volume of reserve funds in the
me:ﬁﬂummuhmnfﬂpmdmwmmlﬂmummpﬂdm the budget
iarpets, More imporiantly, the sizable gap between the budgeted and actual core development
expenditures is of significant concern, The gap mainly attributes 1o a lack of realism at the budget
formulation stage and limited capacity to implement the budget.

Comprehemsiveness and Transparency (Performance Indicators 5-10)

Thexe indicarors measune whether the badiget and flxcal risk oversight are comprohensive and whether
Sircal and budget Informarion iz accessible fo public.

Significant progress has been made in improving transparency and comprehensiveness, although
some wenknesses remain.  The government hos developed o robust classification system which to
some extent facilitates the tracking of expenditures on organizational, economic and functional, and
program basis. However, the Chart of Accounts needs o be further developed and amended to support
and facilitate program budgeting. The government 5 commitied to share budgetary information
transparently, and the anmml budget documentation has been improved n terms of quality and
comprehensivensss,  The extent of unreported government operations in terms of extra-budgetary
fumks appears 1o be very low, and all dopor funding to the Core Budgel is included in fiscal reports.
Municipalities, which are fiscally autonomous from the national govemnment, report on their fiscal and
financial sinfus on an annual basis, although mformation is currently not being fully consolidated or
reporied. Fiscal risk oversight of the commercial activities of the povernment, including state-owned
enterprises (SOEs) and state corporations, is lacking due to low reporting compliance and quality,
requiring urgent action, Public scoess o fiscal information las insproved but needs further attention to
ensure full transparency for the public, especially with regard fo audii reports.

Policy Based Budgeting (Performance Indicators 11-12)
Theze indicafors measure whether the baudget is prepared with dive regard fo government policy,

Progress has been made in planning and organizing the annual budget process with a longer and more
realistic budget formulation schedule as well as political guidance needed to ensure strufegic
priovitization in the resource allocation process. The Cabinet approved o rough inter-sectoral

ioritization of the ANDS, which is planned to be mtegrated in the budget process beginning in
2009710 {5Y 1388). Further nitintives are needed to ensure the successful implementation of program
budgeting in addiional ministries during the coming years, The budget approval process of the
Mational Assembly has hmpn;bmﬂuwﬂ,ﬂﬂnmfﬁﬁ'ﬁﬂ?]hlﬁﬁmmﬂw
pariament before the start of the fiscal year,



The multi-year perspective of the budget process has been enhanced since 2005 with the linking of
budget and national strategy and regular updating of the Medium-Term Fiscal Framework (MTFF),
which is gradually emerging a5 & multi-year budgeting framework through the estimation of budget
ceilings. Debt sustamability analyses have been underiaken onnually by the IMF and the World Bank
for the past three years, but the Ministry of Finance needs to develop its copacity in this area, Three
mmwFEmh#mgnm“dndﬁmlmnphnnndhb:mﬁm*ﬂﬂ&m
(5Y'1387), However, linknges between mvestment budgets and forwand expendifure estimaies
generally remain very weak and need to be strengthened in the interest of fubure fiscal sustamability,

Predictability and Control in Budget Execution (Indicators 13-21)

These indicators measure whether the budpet & implemented in an onderly and prediciable manner
and there ane greangeminis for the exercise of control and stewardship fn the use of public funds,

Budget predictability has been greatly improved both for revenues and expenditures, while budget
control has room for further improvement. On the revenue side, the Income Tax Law (Movember
2005) provides clarity on tax liabilities and procedures, although enforcement remains a concern. The
establishment of the Large Taxpayer Oifice (LTOY in 2004 and its operationalization are imgportant
steps to improve enforcement.  On the expenditure side, predictability of funds availability has
improved through betier cash flow forecasts where there has been improved information on actual
cash balances and commitments.

However, and despite the improvements in most indicators, there has been no progress on intemal
mdit, except i the Ministry of Finance. Internaol audit is operational for most national government
entities but, except in the Ministry of Finance, this work is not done to any recognized professional
stundard, and there is litile follow-up of sudit recommendations,

Accountability, Recording and Reporting (Indicators 22-15)

These indicators meanwre whether adequate reconds and information are produced, mainiaired, and
diszenminated for purposes of decision-making, control, management, and reporting on operations,

Progress has been made in improving these indicators since 2005, Reconciliation ofbank and advance
sccounis s regularly conducted aif least on a quarierty basis, within four weeks afier the end of the
month, The Treasury Department hins established and implemented a procedure by which advances
and suspense sccounts are cleared at least anmually. The computerized Afghanistan Financial
Management Information System (AFMIS) enables the Ministry of Finance to produce monthly
reports (which are put on their website) within a month. A consolidated government statement i
prepared annually with o complete set of information. This is sent to the President's office within six
months of the fiscal year end. Despite good information on Core Budget execution, data are not
specifically collected on resources wtilized for service delivery. Also, AFMIS does not record report
commitments.




External Serutiny and Avdit (Indicators 26-18)

These indicators assess the arvangements for scruting of public finances and follow up by the
EXECUive,

With the enactment of the PFEM Law in July 2005 and the subsequent formation of the National
Assembly, the legislature stanied its involvement in budget scrutiny. The FFEM Law provides clear
rules such as for budget amendments within the financial year. Nevertheless, the legislature's
procedures for scrutiny are rather weak and need to be documented and formalized, Also, legislative
scrutiny of andit reports needs to extend beyond the review of only the audit of the traditional accounts
(Qatia). Currently, over 30 percent of expenditures are audited annually and reports are issued within
12 months of year-end with significant isswes being identified. However, thers has been no significant
improvement on the quality of review from the 2005 AssessmenL.

Donor Practices (Danor Practices Indicators 1-3)

Afghanistan's great relinnce on donor financing requires that donor practices ane very important fior
PFM and development performance, Actual bodget suppor reached af least 20 percent of bodgeted
figures in two of the last three years, and quarterly disbursements do not deviate from the original
disbursements schedule. The Aid Coordination Undt (ACLT) of the Ministry of Finance now plays &
bigger role i collecting financial information from dopors. The ACU initinted a "donor financial
review™ in lote 2007, which will enable the Mimistry of Finance to scquire foranrd looking information
for the next five years.

However, the continuing pattern wherehy most aid funds do not go through the national budget and
PFM procedures hampers fiscal policy as the govemment has limited control of the related
expenditure, Furthermore, donor practices need be improved to support properly and correspond 1o &
reasonable extent with the budget process of the national government, especially with regard to the
Development Budget which in past years has been finalized very late in the process due among other
reasons (o o lack of timely communication from some donors with regard to their speniding priontics.

International Comparison

Comparison with other countries’ shows that PFM performance in Afghanistan as of December 2007
is ‘better than that of many other comparable countries in most categories (Figure 2). Indicators on
budget cycle (C-(1=(1%)) outperfonm even average for those middle income countries for which PEFA
assessments arg available, which suggests that there have been major improvements in this anca,

' Data oa 23 countrics | 12 low income countries and 11 middie income countries) are available
o the PEFA wohssle: www pefaog.



However, the credibility of budget (A) is
lower than the average for other low income
countries for which PEFA assessments have
been conducted, while

comprehensiveness
and transparency (B} is cquivalent to the
average of these low income countries.

Conclusion: Improving the PFM
Sj'lttmlnﬂ.fghml.ﬂtln

report depicts significant positive
dﬂcl-umm in Afghamisian's PFM system
since the 2005 PEFA-based PFM review, The
comparison with other countries also shows
that the PFM system in Afghanistan performs

Figure 2: Internationsl Comparison
{Afghanistas snd cther PEFA countries)
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relotively well. Newveribeless, o number of

wenknesses exist which must be nddressed, including areas where progress in improving the PFM
system and processes has been slow,  Additional moprovements i the following arcas would
contribute to further improving future PEFA ratings:

. Credibility of the Budgei: The gap between budget and realization remains substantial
especinlly for core development expenditures, although there has been an improvement in
recent Measures for further improvement would include, first, further sirengthening
the link between the anmunl budget and the MTFF, This includes, for example,
systematically estimating futine recurrent costs implications of investments. Second, there
needs to be a proper link between the ANDS and fiscal policy.

. PFM capacity outside the Ministry of Finance: Capacity development in line mindstries,
a5 gxecuting agencies of expenditures, is critical. Compared with the progress in the
Ministry of Finance, developments in most line minigtries lag behind. For example, cash
management and payment scheduling in line ministrics hove not improved.
Capacity of intermal audit in line ministries should be developed. Also, capacity building on
public procurement (now underway) should be sccelerated so that line ministries can
progressively take preater responsibility for procurement activities,

- Comprehensiveness, transparency, accounting and reporting: The centralized nature of
Afphanisian's fiscal system has belped to prevent exposure to significant contimgent
lishilitics. However, in order to mitigaie future fiscal risks, scoounting and reporting of the
State Owned Enterprises (SOEs) and municipalities should be strengthened through
developing their capacities. Related to this, the monitoring of the stock of expenditure
payment arrears should be improved.

. Internal and external apdit; PEFA mtings related fo audits remain low, Although internal
puddit is operating in most of the government enfities, the work does not yet meet recognized
professional standards, especially i ling ministries. In sddition (o in-house tmining in the
ministries, formal scademic/professional training in auditing should be made available for
stafl in internal oudit departments. Also, most internal audit mamanls are very outdated and
need o be revised based on modern internal audit practices that also take mio account the
current context in Afghanistan. Likewise, capacity for external audit needs 1o be further
developed along with a revised legal foundation based on imernationn] standards. However,
the Audit Law is not vet in effect. Accelerntion of the accounting and auditing certification
process for all profiessional staffis commendable,




Table 1: Summary of PFM Pedormance Assesament Indicatomn
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Overall Performance of PFM System

A. PFM-OUT-Tuaras: Credibility of the Budget

FI-1: Aggregate Expenditure Owi-Turn Comparad to Original Approved Budget

Rating 1 {deteriorated from 2 ummmm': This hdinmdmi‘bnﬂ:: government ability
io deliver the public services as expressed in the budget. As in 200506 (5% 1384) and 2006/07
(S¥1385), actual expenditures (operating expendifures excluding debi services plus a part of core
development expenditunes discretionary financed) deviate from the budget expenditures by more than
15 percent in 2004/5 (SY 1383 ) and 2005/06, (SY 1334 )the rating is 1.

Table 2: Resuli Matrix for PI-1

Millions Afs S¥1383 SYias4 SY1385
zo0sf0s) | o0s/os) | ooe/om
5,760 9,796 BOTT

Acozal 1/ 1,785 4,310 i 245
2. Operating Expenditures {exchading debt nepayment)
Budger 0,054 3ZATD 43,767
Actml 26,756 31507 42762
3. Total Expenditures (142}
Budger 35814 42275 S2.TH
Actual 28 542 35,907 47 530
Deviation 20.3%% 15.1% 9.7

1 detmm! figures are entimated bared on divbsrrement ranios of total cone developmen evpendiares

The core budget expenditures comprises of the operating budget expenditures and development
budget expenditures. The operating budget expenditures inchsde wage and salaries, operation and
maointenance and investment funded by the operational budget expenditures. In 200607 (8 1385),
domestic revenses contribuie to 67 percent of the operating budget expenditures. The remainder is
financed by donors through ARTF (Afghanistan Reconstrection Trusty Fund), LOTFA (Law and
Order Trust Fund for Afghanistan} and CSTC-A (Combined Security Transition Command-
Afghanistan). The core development budget expenditures include investment operations (as well as
recurrent cosis) implemented by the government, which are also mostly funded by dopors. Ini
pddition, external budget expenditures, which do oot go through the Treasury system, inchode
technical assistance and most capital expenditures,

The deviation of the budget expenditures’ between the realization and budget shrank from 20.3
percent in 20042005 (Y 1383 io less than 10 percent in 200607 (Y 1385) mainly due to (i) strong
revenue performance (see PI-3 on revenues), (i) stable donor supports on opemtional budget
expenditures and (ii ) increase in disbursement ratio of core development expenditures.

T This imdicsior ks not really compamble to the 2005 PEFA & the 2005 PEFA ia hased on limited information.
! The pam of core opernting cxpenditures (excluding debt service) plus core development expenditures from
discretionery sources (operating budget surpios and donor badget sapports).




Mevertheless, the deviation is significant for development budget expenditures [Table 3). The actual
development budget -::l:p:ndmnnmlmﬂm -l[lpnmlnfl.h:h.ldgdﬁdm in 200405 (5% 1 383)
and 20052006(5Y 1384). There were 5i improvements in 2006707 (SY1385) in ferms of
mhsolute amounts and the companison with the budget. However, the realization was still 55 percent of
budget. The low disbursement ratios are mamly due to the overestimates of absorption capacity of the
governments pnd of disbursement projection of donos.

Takle 3: Core Development Bodget Expenditures

: 30405 3005706 2006/07
Al chilion (EY1383) (SY1384) (5Y1385)
| Budger 33,358 38,4 62,598
Actual 9262 2,243 35,180
Dieviaton =il [P H2 P =i 1%

PI-2: Composition of Expenditure Oui-Turn Compared to Origlaal Approved Budgei

Rating 1 (deteriorated from 2 in the 2005 PEFA)": If the composition of expenditures varies
considerably from the budget, it is not & useful policy statement. This indicator measures the
composition at & sub-agpregate level. Wm&w;www{mhm;m
service payments) composition exceedad overall deviation by more than |0 percent in the past thres
vears®. Therefore, the rating is " 1",

The existence of unallocated reserve funds” in the budget greatly contributed to the deviation. In
20005 (SY1383) ithe contingency fund (e.p. extraordinary item reserve and civil service reform
fund) sccounted for nine percent of total budget, In 200506 (SY 1384) and 2006/07 (SY 1385}, the
share of reserve funds fell to five and four percent, respectivaly.

The quality of budget implementation measured by changes mn expenditone composition is still weak.
Total expenditure varinnce exceeded 10 percent in 2004/05 (5Y 1 383 ) and 200506 (8Y 1 384), before it
went down to eight percent in 2006/07 7 (SY1385).

* This imdiceior i not really companable i the 2005 FEFA ns the 20035 PEFA b based on limised information.
" Ministry bevel desegregation exists for both core operating and development expenditares, but is available
omly for the core operating expenditones when condscting the FEFA, Accordingly, M:] and PI2 pse different duts et
* Urallocsted reserve flands are defined as reserve fmds which are not carmarked o asy ministrics.
" The variance im excess of intal doviation was 13,5 percent, 1006 percent and 7.5 peroest in 2004005, 200506 and

2METT, respectively.



P1-3; Aggregate Revenoe Out-Turn Compared to Original Approved Budget

Rating 4 (same as the 2005 PEFA): A companison of budget and petual revenses provides an overall
indicator of the quality of revenue forecasting.  Actun] domestic revenue collection was higher than
the budget in 2005/06 (5Y 1 384) and 2006/07 (5% 1 385)(Table 4). Therefore, the overnll rating is "4".

Strong revenue collection s critical for Afghandstan io schieve is development objectives and
macroeconomic stability (through fiscal sustamability). Domestic revenues to GDP ratio mproved
from 4.7 percent in 200405 (SY1383) to 7.5 percent in 200607 (5Y1385). Despite strong
performance until 2006407 (SY1385), the revenue performance in 200607 (SY1385) is
disappointing. Prefiminnry results show that revenues in 2007008 (5 1386) were below the tanget.

Table 4: Domestic Revennes
} 2004505 A5 200607
Ahnde (sv1383) (SY1384) (sv1385)
| Badeet 15,380 16,150 25,220
Actual 12812 0,652 29,50
Dievianion 16TV 7. 155

Sowree! Minlstry of Finonce, Borld Rank
FlI-4: Stock and Monltoring of Expenditure Payment Arrears

Rating 1+ (same as the 2005 PEFA'): A high level of arrears can indicate a number of different
problems such as inadequate commitment controls. The rating on the first dimension is "2, as there
may be a stock of expenditure arrears below 10 percent of tolal expenditures, The rating on the second
dirsengion is "1™ as there is no data monitoning mechanism, Therefore, the overall rating s 14",

{fy Stock of expenditure payment arrears (as a percentage of actoal total expenditore for

the corresponding fiscal year) and any recent change in stocks
Although there is no monitoring mechanism for arrears, the strong centralized nofure of payment
controls prévents substantial build-up of arrears. The arrears are considered 1o be msignificant fior
non-payroll payments. Many suppliers require pre-payments of goods and services from the
povernment and'or open a letier of credit through o bank before they provide goods and services to the
government, Although seasonality of payroll indicates that salaries are pasd with substantinl delays
(up to several months) in some locations, the delays do not affect nnach on the sccumulation of arrears,
The Ministry of Finance conducied two end-vear surveys of payroll payable with a few ministries and
Mustufiats,

{ii} Availability of data for monitoring the stock of expendiiure payment arrears

Diata for monitoring the stock of expendinire payvment amears is nof available. The government has niot

yet adopted accounting practices allowing tracking arrears. The government plans to implement &
module of FreeBalance o allow for commitment controls in the next fiscal year (2002/09),

' The 2008 FEFA rating was *2° for F1-4, however the rating (s now changed tn "1+ based on PEFA guidance.



B: Key Cross-Cutting Issues: Comprehensiveness and Transparency
PI-5: Classification of the Budget

Rating 2 (same as the 2005 PEFA)%  This indicator describes the classification system used for
formulation, execution and reporting of the government budget with reference to infernational
standards, The budget should be presented in a format that reflects the most important classifications,
which should be embedded in the Chart of Accounts (0 ensure that transactions can be reported i
wccordance with the applied classifications. The rating is "2 becanse the Ministry of Finance does not
fully apply functions! and economic classifications in the budget formulation process,

The Mational Budget document includes the Core Budget which consists of the Operating Budget amd
the Development Budget. The Operating Budget s formilated by the Afghanistan National
Development Strategy (ANDE) grouping that to some exient resembles a functional classification and
the expenditure classification in the budget appropriations is formulated by major économic code for
each budget entity. However, the details of the Development Budget are not shown using either the
GF5 or the OOF0G structure, and the sconomic and functicnal distibution of the public expenditares
is therefore not made properly available,

In expenditure recording for the Core Budget, the classification for both operating and development
expenditures are made nilhs]mlnl’lhnm‘gnmmnm] uml.murmni‘ﬁmdmgands:pemm caniract,
expenditure type (GFS coonomic classification), and location (provinee). Brdging tables from
program classification to functional (COFOG) classification are being used. The reclassification of
some iems hased on the organizational classification 18 required to allocate to appropriate COFOG
functions programs implemented by some ministries responsible for several government functions
siruliancously, Poverty reduction expendimares can be tracked using the fimetional classification.

The Chant of Accounts introduced by the Ministry of Finance in 200506 (5% | 384) conforms to the
stracture of the GFS ecopomic classification system and also enables consolidated reporting on the
Operating and Development Budgets. However, the Chart of Accounts applied for 200708 (3 1385)

- while facilitating the need of the Ministry of Finance to track budget transactions - is problematic i
HOMIE Aneis:

. Ilmmd:qumhrmppmlh:huldngur progrm expenditures for management
purposes since the ad hoc changes introduced in J006/07 (8Y1385) reduced the program

hierarchy levels from four i0 two, The three pilot ling mintstries that adopted a program
structure for 200708 (SY1386) (Ministry of Education, Public Health and, Rural
Rechabilitation and Development) also declined to use the program segment of the Chart of
Accounts for tracking Program expendineres due to budget control arrangements;

. In ling ministrizs and provincial Mustofints with AFMIS roll-out, where responsibility
centers for transaction processing are not distinguished, e.g secondary and temiary
budgetary units, it is difficult to obtain good management information;

. Integration of the Cperatin MMhpmtmuumlwﬂnme

hqmmtﬂlﬂgﬂmuﬁnuccimﬁnnmumdmmhdﬁmn;ﬂth&gﬂ
formulation and classification structures in the fund segment do not provide an
appropriate reporting and management framewaork,

" Inthe 2003 report, the mizng for P15 wes gives s "2+ which was incorrect simoe the scoring
methedology for this Pl s M1 where a -+ {5 anly possible for Indicaions wdth two of more disnensions.



Fl-6: Comprehensivencss of Information Included in the Budget Docomentation

Rating 3 (improved from 2 in the 2005 PEFA): This indicator assesses the completeness of
information inchuded i the ammual budget documeniation as submitted to the National Assembly for
scrutiny and approval. The mting is "3" since the budget documentation covers five of the nine
m:‘umm:nd:du‘pm It provides an ovenview of the basis for the anoual budget, but is not fully
ive a5 some aspects - information oo financial nssets, prior year's budget oul-fum,
sumnmarized budget dati and explanation of the implications ofnew policies - are missng.

The required content of the budget is set out in the PFEM Law, and inclades detailed overview

information, revenue and expenditure plans as well o5 information on assets and linbilities. The
content of the 200708 (SY 1356) Mutional Budget document is outlined in Table 5,

Table 5: Summary of budget information provided for SY 1386 (2007/08)

1. Macto-ceonomis asmmptions, fncl ar e Secton L1 inchades expectod GDP groswth and

least entimates of agoegate growth, niflatkon inflasion teies, while the cxchange fate citiate

sid exclungre e i meritloned in apncs eahle 1 (Cose Budges by
ANDS)

L Fiscal deficit, defined scoording in GFS Yes The wnnex Financing Table states the defici

or oiher mbernationally recogrised standard

Lﬂeﬂdlﬂnlndlg,ﬂrnﬁngmﬁdpuni Yes mqmﬂﬁﬁm‘umdhn!hﬁ

4. Diebt maock, ncl, detuds st keait For the Yeu Cirant ard boan information o oatimed s

begimnang of the curmnl year Anncx |

5. Financial assets, incl. decals v bemsr for ] Mo mformanon on asseys is provced

| the beginning of the carrent year

& Priot years budger out-tusn, pocsenied ] Past budzet performmanee o section 1.2 kas

i the same format a1 the budges propodal ndormation from 5% M3 1384, bt noq

EY1345 por sre they in the same forenat of kevel
of detall 35 SY1386 budper data
7. Curtendt years biadget (aither the rovised Yen The 5Y1385 badget is shevm togethor with

bridget or the cstimated cait-harn), presented 5Y1384 in annex table | (Coee Budget by

ins the same format s the budget propodal ARDE)

8. Summarised budget data for bath No Comparshle figres for prios year (5Y 1384,

eevenue and experdditure sceonding vo the carrent year (SY1X85) and budget year (SY1386)

muin heads of che clesification used {ref Pl are oot presented at an sggreguted level for the

5 inecl. ddam fioer cureent end previows year major ines in the bodget classificarions
(sdministrative, economic or ANDS
clamifications’

% Explanatton of budger implicatons of ] Although new policy ledttames ae outlined fos

new polley Inldatives, with estimuies of the bath revenues andd expendinares, paly some very

bukpetzry impact of all major revenoe paliey gener badper implicstiom s meathoned for

changss sd/or some majer changes wo expenditures while no budgeeiry dewils ase

expendimre Programa presented with pegand o revenmes




F1-7: Extent of Unreporied Government Operations

Rating 3+ (improved from 3 in the 2005 PEFA): One element that affects the efficient allocation of
resources is the extent to which government operations may go unreported as extra-budgetary
revenues and expendiiures, The annual budgel, budget execution reports and year-end financial
statements should provide a complete overview of National Government revenes and expendinires.
The rating for the first dimension (Unreponed exira-budgetary expenditures) is "3° becaise the extent
appears to be insignificant, although exact figures are not available, The rating for the second
dimension { Income and expenditure information on donor-financed projects included in fiscal reports)
is "4" as all dopor-funded activities included in the Core Budget are managed using government
systems and therefore are included in fiscal reponts, The overall rating is therefore "3+7,

(i) The Level of Extra-Budgetary Expenditure

The current level of unreporied extm-budgetary expenditures (other than donor-funds) appears to be
very low and limited fo situnstions where minor revenues have been collected and spent without
approprintion. This seems to occur among some lecal administrations (provinees and districts) as well
as putonomous/statutory government entities, However, it is not entirely clear to which extent the
Intier are to be considered part of the government in the budgetary sense, For example, the Afghanistan
Investment Support Agency (AISA) appears to have extra-budgetary revenes though government
support to AISA {5 in fact part of the budget and included in fiscal reports, Other areas of unreportad
extra-budgetary expenditures have not been identified.

(1) Income/Expenditure Information on Donor-Fanded Projects

With regard to donor-finamced activities, all funds channeled through the Core Budget are managed
ihrough the government's budpget and accounting systems, The size of the external budget is still very
significant, for 2007/08 (SY 1 386) approximately half the total budget (and almost 2/3 for the 200809
(SY 1387} budget), although it is estimoted that at least 80 percent is now captured in the Donor
Fimancial Review and thus included in exiernal fiscal reports. The recent availability of Provincial
Reconstruction Team (PET) data is expected to increass this figure somewhat as is the introduction of
harmonized reporting fonmats and on-line reporting access to the Dooor Financial Review. Also, part
of the remaining 20 percent is inputs provided in-kind (e.g. bumaniterian assistance, equipment and
vehicles) although precise figures are not available. However, some expenditures related to the
sequrity sector are nof included m the external budget and remains unreported though parts of this was
reporied in January 2008 which led to a re-cstimation of the ANDS funding requirement.



Fl-8: Transparency of Inter-Governmenial Fiscal Relations

Rating 1 (same as in the 2005 PEFA); Infer-governmendal fiscal relations between different levels of
government should be transparent and rule-based 20 a5 1o ensure equitable and efficient provision of
deceniralized public services across Sub-Mational Governments, Since Afghanistan - due to its
mdministrative set-up, allocation of expenditure responsibilities and current fiscal siustion- does not
have an infer-governmental Oscal transfer system in a imditional sense, the mtings of frst two
dimensions of this performance indicator "Transparency and objectivity in the horizontal allocation™
and "Timeliness of relinble information™ are ®1%.  The rating of the third dimension {Extent of
consolidation of fiscal data for general government according to sectoral categories) is 1" since
municipal revenue and expendinre data, although collecied, is not consolidated into annual reports.
The overall rafing is therefore *1°.

Afghanistan is & highly centralized state with provinees being de-concentrated units of the National
Covernment. Provinces are, according to the 3004 Constibution, local administrative units with
glected councils that have an advisory robe, and mre subdivided into districts snd villages.
Expenditures of provinces are part of the ministerinl budgets and all revenues go to the Treasury of the
Ministry of Finance. Provincial staffs are appointed by and are employees of the Mational Government
and refer to their respective ministrics (although regional and local leaders in practice have significant
influence),

Municipalities are distinctively different entities. According to the Constitution, municipalities ane set
up in order to administer city affairs and are to have elected mayors and councils {elections ane planned
for 2010/11 {SY1389) with current office holders being appointed). They are by and large self-
sustaining entitics with specific service delivery fasks (e.g. water, sewnge, garbage collection and
recreation)which must be financed by local charges and fees, Based on staffing levels approved by the
Tashkeel {Manpower Ceiling) Office and the Ministry of Interior {in future the newly established
Independent Directornie of Local Governance ([DLG), municipalities prepare their own budgets,
which mre approved by the MoF. It appears that the budgets are often forwarded for approval to the
ministries only after the beginning of the fiscal year, and the approval process of the MoF continses up
1 the second quarter, The number of municipalities is currently estimated ot 217, with provineial

municipalities in each of the provincial capitals and af least | 80 rural municipalities,

Transfers: The fiscal relabionship between the National Government and municipalities i not stated in
the Constitutton, According 1o the PFEM Law municipalities can receive assislance {trmnsfers) from
ihe national budget if & justifinble need exisis and proposals are submitied to the MoF during the
annual budget process, The Chart of Accounts is coded accondingly for this purpese, However,
transfers from the National Government to municipalities are very limited and appear to take place
only for capatal outlsys (infrastructure developments), mainly in Kabul Municipality which faces

and growing urban challenges. Transfers for service provision do not exist which reflects
the division of tasks between the two levels of government with most expenditure responsibilities,
incl. for primary services such as education and bealth, assigmed o the central level,




The funds budgeted for Kabul Municipality in 2007/08 (SY 1386) for infrastructure projects are about
LUIS539 million, while projects in the other cities combined receive less than half that amount. The
overnll level of assistance (vertical allocation) depends on a budget policy decision of the National
Government. The distribution between municipalities (horzontal alkecation) is not based on explicit
eriterin or rule-based formulas, but instead appears o be the result of political negotiations and
lobbying. Although the Ministry of Finance afterwards reviews and assesses each specific municipal
project proposal, this in effect means that the allocation process is not transparent and that the
availability of funds 1= nof predictable in the mediom term.  However, an important difference is that
for all municipalities other than Kabul, transfers are made directly to line ministries whose provingial
departments colloborate with and support the mundcipalities, mther than transfermng the funds to the
munkcipal administrations, Afghanistan does therefore not have an inter-governmentnl fiscal transfer
system in a traditional sense'®,

Eeporting: Reporting from municipalities to the National Government should be based on the PFEM
Law which stntes that municipalities must provide budget execution reports af least on a six-monthly
basis 1o the Ministry of Finance through the Mustufiats (Ministry of Finance's provincial branches).
However, specific reponting formats and procedures for this purpose have not been established, The
MoF instead receives budget execution data only once a year and as part of the annual municipal
budget approval procedure, of. above, in that the municipal budget proposals include last vear's budget
execulion figures. For the fiscal year 2007/08 (SY 1386), the MoF received budget proposals from 127
municipalities (i.e. 59 percent of all municipalities) which, according 1o the Budget Depariment,
includes all major municipalities with an approved Tashkeel. The budget data is combined into a table
and actual revenue data used for ad hoc analyses. However, consolidated ex-ante and ex-post fiscal
and financial data from the municipalities is currently not available or reponted.

However, it shoubd he mentioaed that a recent repon by the World Bank {“Service Delivery snd Governance s
the Sub-Mational Level in Afghenissas®, Jaly 3007, p. 21) states ihat Kabul Municipality relies on iransfem for

over &) percesd of s botal income though it is not clear whether thas refers to opersting or development expenditunes.



PI-%; Oversight of Aggregate Fiscal Risk from Other Public Sector Entities

Ruating 1+ {(improved from 1 in the 2005 PEFA): The government should menitor and manage all
significani fiscal nsks arising from its activities, including SOEs, state corporations and other
commercisl activities, The rating for the first dimension {Extent of National Government monitoring
of public enterprises) is " 1" because the extent of monitoring is significantly incomplete as if only
ingludes S0Es, and even then is very limited in scope and quality, Forthe second dimension (Extent of
Mational Government monitoring of onmicipalities' fiscal position), the mting 18 "4” as these cannot
currently generate fiscal liabilities with national implications, The overall rating is therefore ™ [+,

The national budget comprises the legislaiure, the judiciary, all executive enfities including
deconcentraied operations in provinces and disiricts, and budget support (o autonomous agencics.
However, it does not include Public Enterprises or Sub-National Governments.

(I} Extent of Central GGovernmeni Monltoring of Antonomous Government Agencles and
Public Enterprises

Public Enterprises may fake the form of State-Owmned Enterprises (SOEs) which, according to the
revised S0OEs Law (Thassady Law) of Movember 2005, and are defined as legal entitics wath
independent balances operating with 100 percent capital owned by the state.  As of December 2007,
the Ministry of Finance lists 65 SOEs as registercd under the S0Es Law which inclode utilitics and
public transportation companics as well a5 regular businesses (e.g. botels, mines and construction
companies)”. SOEs are controlled by their respective line ministries though the shares are oowmed by
the Ministry of Finance. Some commercial sctivitics - ¢.g. Ariana Afghan Airlines, ANIC insurance,
telecommunications and mport/export businesses - are organized in some of 13 state corporations,
suthorised and operated under the 1955 Commercinl Code, where the state shares from 20-100
percent.  Furthermore, some ministries are involved in real estate activities, for example leasing of
ministry-controlled property or land.  Finally, some ministries are involved in other types of
commercial octivities, either directly or through quasi-nuionomous, n swuch vared arcas as
agricultural procluction, garment manufactunng, cement and coal production, media [TV,
newspapers ) and sports facilities. The number of SOEs and non-S0E commenzial activities is shown
inthe table below together with employment figures where available,

" However, the exsct mumber of SOEs is not currently known,




Tahle 6 Overview over Commercial Activities of Mindctries

Agriculrure
Commeros

F . -~
Culmore & Informanon
Defense

Edwcanon

Energy and Water
FJII.I.D'E

Higher Educatson 3

e
Labar & Socal Affairs 1

Minecs & Indusery 20 1* 3
Public Healds 1 1
Rairal Relakbilimtiod 1
Teansport e Avistion [1] 2
Urban Developament 5
Sum 134 13 15 T 3

Na of empiopees [ No of omtiter | aepnn oo | gopayo |  No 129 /4 4371

rddirire 26,82 [ AN Appicabd /
Sowrves DD 2008} "Phase | Report o8 Now-SOF Commerrial dethitier ar Governmend Aflabiriea®; Afphaninias
Heserreh and Evrlation Ulsir (20000 “Priatinaton ond Ecomomic Botvm in Afphaninon . Employment fpunes for S0Ky
were previded by Mof s SOE Departmest. Note: Fhe Minintry of bises & fedentry bar a fotal of 47 confracts with privane
TN,

fod | ==
—

i Emlﬁ[ﬂﬂammqnunm-

The Law on Control and Audit Law charges the Control and Audit Office (CAO) with suditing SOEs.
CACYs awdit plan for 2007/08 (SY1386) includes about 20 SOEs where transaction checks on
spending a5 well as msdit of the anmsl scoounts is carried out. However, only a few SOEs produce
anmueal income and expenditure accounts as well as balance sheet accounts for audit.”

In accordance with the S0E Law, the S0E Depantment of the Ministry of Finance has an important
oversight role vis-d-vis S30Es in evaluating and assessing their financial and economic operations.
However, the reporting is of poor quality and with low complisnce. Together with low analytical
mqmmmﬁmmmmmlﬂmﬂﬁmumamlnmmmﬁm.lnﬂunﬂ'-ﬂﬁs

manper and it therefore cannot consolidate these for the National Government as a
H‘h)lt.. However, the SOE Department indicates that future improvements are anticipated through
new reporting formats, merit-based appointments and skills upgrading of staff (applying to both SOEs
and the S0OE Departmsent),

% World Bask {2007): *Afghanistan, Public Sector Accounting end Audit®, Report No. $1041-AF, p. 7.



The ongoing process of privatizing SOEs, where 15 are currently approved for liquidation is expected
i gradually ease the oversight task and at the same time reduce the remaining fiscal risks, However,
there exist a lange number of public enterprises in the provinees, which includes utilities, transport
companics a5 well as ordinary commercial sctivities.””  To the extent that these entities are owned by
the local administrations (and not municipalities), they present a potential, if probably limited, fiscal
risk for the National Government.

With regard 10 state corporations and other commercial activities, there 15 currently po overall
monitoring of fiscal nsks taking ploce nor s it known if and bow these report to their respective
minigtries, The Ministry of Finance does nod have any oversight role, formal or informal, and the
relntronship between state corporations and the national budget is unclear i terms of subsidies,
payment arrears and non-payment of taxes, Some state corporations - ¢.g. Ariana Afghan Airdines -
represent very significant and on-going fiscal risks to the government due to operational losses and
significant linbilities. This has been recognized by the IMF and the Matiopal Gevernment, and &
monitoring  benchmark covering non-SOE commercinl activities established,”  but fts
implementation has so far been delayed from March 2007 ] March 2008, The World Bank is
providing technical support in the preparation of & restructuring/divestment plan, 1t is the expectation
of the Ministry of Finance's SOE Department that it in 200809 (SY 1387) will be charged with the

monitering of siate corporations.

() Extent of Central Govermment Monitoring of Sub-National Governments' Fiscal
Position

The Financial Regulations (Mo, 873 of 27 July 2006) developed pursuant to the PFEM Law state that
borrowing by municipalities is subject to authorization by the Minisiry of Finance and that only the
Treasury can serve a8 an agent in this regard.  The Ministry of Finance has 5o far nol given its
aurthorization o any unicipal bomowing and in this area there is therefore not currently a need for the
National Government to monitor risks. Furthermore, it is estimaied that only few municipalities own
and operate public enterprises (utilitics) and fiscal risks stemming from these is therefone belisved to
b lirmited.

i The Andit Plan | 386 of CAQ's Enterprise Department lists 15 provinces (EKandahar, Balkl, Femt, Nangarhos,
Helmans, Badghis, Hafrtan, Baghlen, Kusduz, Pekiia, Perean, Badakhsehen, Takbar, Laghmen snd Jawzjan)

wiih a total of 50 public enterprise,

% IMF (2006) *Tskamic Republic of Afghunistan: Seventh Review under the Stadf-Monitored Program and Request
fior m Therew-Yiear Armngement ender the Poverty Reduction and Growth Faciliey.® IMF Coungry Report Mo, 06751,
" IMF (2007} *lilamic Republic of Afghanistan: Second Review under the Thaee-Year Armngement under the
Poverty Redoction and Growth Facility,” IMF Country Report 8o, 07252 According to information from the IMF,
the new target date is sehject o [MF Board decision which s expecied in mid-Febnuary 2008,



FI-10: Public aecess to ey fiscal information

Ruting 3 (improved from 2 in the 2005 PEFA): Transparency in government depends on whether
information on plans, budgets and performance is available and how, as well as if it is readily
understandable. The rating is "3 because annual budget documents, in-year budget execution reports
{financial statements) and contract awnnds are made publicly availoble. However, year-end audited
financinl staiements and external audit reports are - despite the provisions in the PFEM Law- not
currently made public, while specific information on résources for primary service units is not being
prepaned.

The legislative basis for public access to various budgetary and fiscal documents is the FFEM Law
which stipulates that the Ministry of Finance must publish the annual budget upon opproval, quanierly
progress. reponis upon submission to the Government and the President as well as a final budget
reconcilintion report and a sel of fnancial statements.  Also, the PEFM Law siates that the
Covernment musi make publicly available the annoal sudit report (prepared within six months from
the end of the fizcal year) when it is submitted to the National Assembly. The Procurement Law
{October 2005) stipulates that the procuring entities must prompily publish notice of all procurement
contract swards on o central and dedicated web site. The actnal public availability of these documents
s well as resource information is described in Table 7.

Table 7: Public Access to Key Fiscal Informaifon

Pl of i i m o Ilﬁ_l b e
. . - . Lem g L -*_ s i - Af
i} Aacmal bexlget docummnsation: & complets sct Yeu The snomal badget documones are made
af documenes exn be obabned by the pahise available at the Budget Web Site which i
thitugh spiropiiate means when it s submadize] linked o wwrmmolpimal.
pur bt Beprialatire
{1} In-year budget excoution reports: The reparm Y= Comprebensive budget excoation reports ene
Eppropisic means wthin ome month of ther w negalar basis, bu sre not made pudblic;
cEmphbction Horwever, the Treasury Department prepares
moathly francal satements which are
roatingly placed om the Mol web sise

(i} Year-end Ensncisl sestemens: The b Year-end financial swiements are currentdy
stutements ure mads wvailshle bo the public nint nuade pahlie.
through appropriste means wichin wx months of

it
() Bxterral aisdie reporti All tepodts oa B Extermnal awlie reports abe cuttently pob made
Mational Gevemment consclidated oporations jrahlie,
are made available o the public through
eppropriste means within sy months of
coenplebed aisdiy
(v} Contract swards: Awurd of all contracts with Yz Information on ewarded contracts is made
wvalue shove appoox: USE 100,006 eqary, ane I‘llﬂﬂ!l’.‘ltmm,
published at beast qaarsedy through appropstate
mCans
Infoermeation is publicised theoagh appecpriate sepvice usits is not being used of prepared by
means at leasy anaually, mlﬂil]:hq:muqmur.. thie lins menisgries

for primnary service wnits with natonal covemge
i it beast two sectors (pach e elemeniury
schools or pramary bealth cinics)




C. Budget Cycle C
(i) Policy-Based Budgeting

PI1-11: Orderliness and Participation in the Annual Budget Process

Rating 3 (improved from 2 in 2005 : A well-planned and executed budgeting process is essential
for ensuring that the finnl budget reflects the intended fiscal and sectoral policies of the Government
mnce it, through the relative spending levels for different programes and activities, is an implicit policy
stafement.  This requires not only o clear timetable but also comprehensive guidance, including
political involvement and guidance through indicative budget ceilings announced early in the budget
pricess, as well as timely spproval of the budget by the legislature, The rating for the first dimension
(Existence of and sdberence to a fixed budget calendar) is "3" since delays have been experienced in
ihe implementation of the budget calendar, The rating for the second dimension (Comprehensiveness
and political involvement in the guidance for preparing the budget submissions) i3 "3" since the
Budget Circular was comprebensive and inchuded indicative budget ceilings though these were not
approved by the Cabinet prior to circular's distribution, The rating for the third dimension (Timely
budget approval by the legialature) is 2" since the National Assembly has not approved the budgets
before the start of the fiscal years. The overall rating for this indicator is therefore "3".

The overall division of responsibilitics between the annual budget formulation (the Government) and

budget approval (the Mational Assembly) is stated in the Constitution, while the specific procedures

are putlined in the PFEM Law and detailed in the Financial Regulations.” The main steps in the

budget process are:

. The MoF informs the primary budgetany units with the Budget Circular about procedures and
the imeinble;

" The MoF in consultation with the Budget Committee of the Cabinet drafis a Fiscal Strategy
Fepont which includes indicate budget ceilings;

. The primary budgetary units prepare their budget requests;

. Budget deliberations and hearings based on which the Budget Commities makes
recommendations to the Government

. The Cabinet approves the final budget ceilings;

* The MoF prepares the consolidated draft budget document; and

" The Cabinet in consultation with the Budget Committee approves the final budget for
submission (o the National Assembly (which is 1o take place no less than 45 days pricr to the
new fiscal year, ie. no later than 5 February),

" The mtings are, in acconfance with the PEFA framework, based on the List fully completed budget process, i.s.
O bz 5% 1 386 peocess. However, in ibe nssessment, improvements and changes in the budges process for 51 18T
have hoem observed.

P Article 20 in i FFEM Law and Chagder I in the Fmancial Regulafions




(i} Existence of and Adberence to a Fixed Budget Calendar

For the 200708 (5Y 1356} budget, the Ministry of Finance issued the Budget Circulor on | Movember
2006, It incheded o timetable thot allowed the budgetary units approximately six weeks to prepare the
budget requests (which should be considered a best practice-minimumy). The budget calendar was not
fully adhered to and although the time to prepare the budget requests was generally sufficient, delays
oecurred during the budget hearing process and with regard to the Cabinet's approval of the final
ceilings. The budget was submitied on time tothe National Assembly.

For the 2008709 (3Y 1387) budget, the Ministry of Finance issued the ordinary Budget Ciroular {MNo.2)
on 3 November 2007 with a timelable that allowed the budgetary unils approximately four weeks to
prepare their budget requests, The budget calendar was not fully adhered to, among other reasons dus
to the lack of indicative budget ceilings, of. below, resulting in delayed budget hearings and Cabinet
spproval of the final budget ceilmgs. The budget wias submitied to the National Assembly ahead of
plan on 2 February 2008, The 200809 (3% 1387) budget was approved on March 15, sbout a week
before the beginning oflthe fiscal year,

{iiy Clarity/Comprehensiveness of and Political Involvement in the Guidance on the
Preparation of Budget Submission

For the 2007008 (5Y 1 386) budget, the Ministry of Finance developed a "Fiscal Strategy and Budget
Framework Eepon® in accordance with the Financial Regulations, but it was not approved by the
Cabined as the indicative budget ceilings included in the report were not agreed upon. The report was
therefore not submitied o the National Assembly, The Circular included background information,
details about the process, a timetable, a medium-term fiscal policy and budget framework, and
instructions for the three line ministries piloting program budgeting. The Budget Circular also
incladed the indicative budget ceilings, although the ceilings were only fined more than two months
later, which left littke time for the ministrics tounderiake proper priontizations and consultations.

For the 2008/09 {(SY 1357) budget, the Ministry of Finance issued a budget circular in Jaly 2007 to
request mformation on ministerial and secioral strategies with the aim of aligning budgetary resources
with the ANDS/Afghanistan Compact priorities. The ordinary budget circular was issusd on
Movember 3 2007 and included background information, process details, a timetable, a medivm-{erm
fiscal policy and budget framework as well as budget forms and specific information on program and
provincial budgeting for the pilot ministries (now increased to seven). However, budget ceilings for
the budgetary units were not included as these had not been decided upon by the Cabinet. The lack of
even indicative budget ceilings (as had been provided for 2007/08 (SY 1386)) meant that the budget
hearing process generally was used to discuss the ceilings for the Operating Budgets, while the
mlulg.:l'mth:Dn:ImmlHndgﬂlmElndhyﬂmClhmﬁmeufmth}:h:fmtﬂthﬂgﬁm
submitted to the National Assembly, The allocations were for severnl ministries significantly below
their budget requests, but the reformulation of the budgets within the final ceilings took place in just
ong day, which was insufficient for meaningfil prientizations and consultations,



The luck of clear budget ceilings set by the Cabinet for 2008/09 (SY1387) meant that line ministries
were encouraged to prepare their budget requests based on perceived needs rather than established
availability of scarce resources.  This made it difficult for line ministries o properly translate their
strategies into decisions about the allocation of resources that would be realistic at the programmatic
anvd operational levels once the final ceilings were set by the Cabimet, which undermined the credibility
of the process.  However, the ceilings adopted by the Cabinet for the period of 2008/09-2012713
(5Y1387-1391) should facilitate the budget preparation processes of the ministries in the coming
vears. Furthermore, it should be stressed that the delay in setting ceilings for the Development Budget
often has been the result of o lock of tmely commumication from the side of some donors with regard to

their spending priorities.

With regard to the program and provincial budgeting, three line ministries piloted the program
budgeting for 200708 (5Y 1 386) and seven ministries (inchading the Ministry of Finance) for 2008/0%
(Y 1387). Provincinl budgeting intends to ensure thal resources are spenl more equitably across
provinces, while program budgeting aims af ensuring thal resource allocation is in line with stated
policy objectives and prioritics such as ANDS and af the same time introducing a process of measuring
service levels and quality, The starting point was to integrate the Operating and Development Budgets
inko ene budpet structuse, and - in order 10 ensuse ownerdhip and link the budgeting process directly to
ihe ministerial strafegies - this was coupled with program and proviocial budgeting, The ministries
Mwmnﬁﬂwhmpmhvehmmmmﬂmﬂymmemmw though some minisiries
lacked the necessary capacity since i requires both specialized skills (often being provided by
international consultants) and substantial personnel time (also since the pilot ministries have had to
prepane both the conventional line-itemn based budget and the new program budget). It appears that
there, at least with regard to some line ministries, has been a lack of consultation, preparation and staff
iraining. Furthermore, although program budgeting can offer improvements over traditional line-itern
budgets in terma of resulis-orientation, the question is whether the timing has been right. Apant from
thorough prior planning and capacity building, the introduction of program budgeting requires a
relatively advanced state of performance management being in place - since the development of good
perfommance measures, incloding output and cofcome indicators, is o necessary precondition for
program budgeting - but that does not camrently exist in all ministries, which potentially weakens
quality and potential benefits. Moreover, introducing program budgeting before the foundations fior
ordinary budgeting, accounting, reporting and monitoring are fully in place risks undermining the
overall development of the budgetary and financial masagement of the administrations.  Program
budgeting is planed for roll-out in a further ten line ministries for 200910 (SY 1388). The Ministry of
Finance is planning to hold a conference for members of the National Assembly to inform about the
link between policy development and budgeting, the national budget process as well as program
budgeting.

{iiiy  Timely Budget Approval by Legislature

The parliament has only been involved in deliberating and approving the national budgets for 200607
(5Y1385) and 200708 (3Y1386), The deliberations on the budget for 2006/07 were extensive, to
some extent reflecting that the process itself was recently established and new to the participants, and
the badpet approved in mid-June almost three months into the fiscal vear, The 200708 {SY1386)
budget was approved about four weeks into the fiscal year, on Aprl 16 2007, which was a noteworthy
improvement.  However, since the budget execution process connot commence until the budget is
approved, delays should be avoided as they lower actual spending, especially of the Development
Budget.




FI-12: Multi-Year Perspective in Fizcal Flanning, Expenditare Policy and Budgeting

Ruting 3 (improved from 1+ in the 2005 PEFA): A mediom-term autlook in the bodpet process is
necessary to ensure the longer-term sustaimability of fiscal policies. This indicator therefore msesses
mmmmqumliMMmmumﬂﬂrummm
which the implications of policy initiatives are costed and integrated mte the budget formulation
process.  The rating for the first dimension (Multi-year forecasts) is "2" because fiscal forecnsts are
prepared for af least two vears oo o rolling basis though the limk with the subsequent setting of annual
ceilings is not clear. The rating for the second dimension (Debt sustainability analysis) is "4 since
annlvses have been prepared for the external debt annually for the past three years (a3 mentioned,
analyses of domestic debt nre mot currently relevant). The mting for the third dimension {Costied sector
strategies) is "3" since costed strutegies only exist for some sectors and for 2008/09 (SY 1357 cover
Just around 26 percent of the Core Budget, The rating for the fourth dimension (Linkages between
investments and operating budgeis) is "2" because - although linkages have been created for thode
areas where costed strategies exist {(education, health and roads) - they are generally weak., The overall
rating for this mdicator is therefore "3°,

i Miulti-Year Fiscal Forecasis and Functional Allecaiions

The FFEM Law states that the preparation of the annual budgel must be based on & multi-vear
framework and that the revenue and expenditure plans must cover at least three years, The Ministry of
Finance developed the first Cabinet-approved Medium Term Fiscal Framework (MTFF) in October
2005, which was used in preparing the “Fiscal Strategy and Budget Framework Repont®™ for the
2007708 (Y 1386) budget. The MTFF is now being updated rwice a year,

The MTFF in Movember 2007 covers 200809-2012713 (SY1387-1391). Revenue projections are
from the Revenue Department and TMF together with granis estimates by the Budget Department. On
expenditures, the Operating Budget was projected for each primary budgetary entity based on exdsting
expenditures on salarics (with additonal recruitments for specific sectors), goods and services as well
as capital. This resulted in specific budget forecasts for each budgetary entity for the period 2008105
2012713 (8Y1387-1391) {comparisons were not made to costed sectoral or ministerial strategies).
The applied macrosconomic sssumptions used in projections, e.g. inflation and nominal GDP growth,
were aligned with the aims of the IMF-supporied PRGF program.'®*  The Development Buodget is
based on the commitments made by donors for the upcoming year though these figures may not inoall
cases be fully relinble.

(i) Scope and Frequency of Diebt Sustainability Analysis

Asgesaments of debt sustainability are imponant to provide guidance 1o borrowers and lenders, and are
vital i the budgeting process of the National Government to forecast fubre deficits and financing
requirements. In the case of Afghamistun it is currently only relevant o assess the external debt since
domestic debt is basically nop-existent.

% [MF (2007} “lslamic Republic of Afghanistan: Exhanced Heavily Indebted Poor Countries Initintive-Decision
Point Document and Debt Sustainabiliry Analysis® IMF Country Report No. 07/253



Dbt sustainability analyses of Afghanistan’s external debt hove been camried out nnnually for the past
three years. In 2005 and 2006 by the IMF," and in 2007 jointly by the World Bank and IMF as part of
the so-called Enhanced Heavily Indebied Poor Countries (HIPC) Initistive.™

Debt management is, in accordance with the PFEM Law, carried out by the Treasury Depariment.
However, analytical capacities (o undertake effective debi management are currently insuflicient to
undertake it independently and a modern debt database and reporting systemn i yet 1o be acquined
{though the Paris Club scheduling sgreement and the Enhanced HIPC Indtiative have facilitated efforts
to rebuild creditor records). Capacities must thus be developed significantly to ensure that the debt is
managed in a sustainable manner and that coordination within the Ministry of Finance between debt
mansgement and macroeconomic policy is improved and with gradually less dependence on support
from the IMF and the World Bank.

(H)  Existence of Costed Sector Strategles

The first assessment of recovery and reconstroction needs in Afghanistan on a sector-by-sector basia
was underiaken in Jansry 20027 while the first teniative costed sector sirategics were prepared as
part of the so-called SAF report.™ However, only recently and as part of the 2008009 (5Y 1387) budget
process have actoal costed sector strategics been developed. They have a five-year perspective and
include both operating and development expenditures, and cover the arcas of education (sector),
Inulth{mja:uimdi{mb-mnfh'm}. Botiom-up and top-down approaches are mdfm
the estimations. The three costed strafegies include operating and development
estimated to cover approx. 26 percent of the 200809 (SYI1387) Core Budpet, but differ quite
significanily from the MTFF fiscal forecasts of the entities that the sectors cover. The government
plans to implement costing of the Security, Infrastracture and Motural Resources, and Social
Protection sectors by June and others by Movember 2008,

{iv) Linksge between Investment Budgets and Forward Expenditure Estimates

ﬂum;niuginugnﬁmnfﬂunpﬂlﬁnglnddnﬂnpmmlhdgmhuhnm largely drven by the need
1o ensure that the operating cost implications of copital investments are identified, calculated and
ingluded in forward udget estimafes, Strategics hove been developed for all sectors as part of the
ANDS process but are not fully operationalized 50 as to be wsed nz a basis for selecting investments,
partly since the strategies are oot all costed, of. above, IEwill thus take some time before all investments
¢an be meaning fully seleciad on the basis of specific sector sirategies.

- MMF'BMMGEMMMNWW IMF Couniry Report Mo
O534; [MF (2006) "lalamic Republic of Alghsnisten: 2005 Article IV Cossultation and Sivih Review under the Staffl
Monslored Program. ® TMF Coumtry Report Mo, 067115,

B IME 2007y "slamic Republic of Afghanistsn; Enhanced Heavily Indebted Poor Countrics Initistive-Decision Point
Descamint and Debt Sastainability Analysia ® IMF Coustry Report Nao. 077253,

1 ADB-UTNDP-WE (2002); "Preliminary Meeds Assessment for Recovery and Reconstruction™,

B Goetald {2004); "Seraring A fphanistan’s Fusure - Accoenplishments and the Strategic Path Foraard, " Chaplers 2and 3,



Linkage between investments and their opernfing cost implications remain weak, In many cases
budgeting of development projects remains & separate process and forward budget estimates are rarely
included in the costing, though some ministries are further in this process than others. However, there
exizts nio full overview with regard to the opermting expenditures required for all existing and plannesd
capital projects, also since consolidated information is lacking with regard to the External Budget.

The preference of many donors to fund development projects miber than operating expendifures
through budget suppor, coupled with the general lack of caleulating recurrent cost mmplications,
significantly decreases the possibility for future fiseal sustninability on the notional budget kevel, mmd it
therchy risks undermining the actual value of some cument donor-financed investments.
Comprehensive Public Investment Programs (PTPs) as fremeworks for investment programuming and
specific project selections are therefore needed 5o as 1o take the future anmual capital and recument
expenditures into acoount when making investmendt decisions,



C (i) Predictability and Control in Budget Execution

FI-13: Transparency of Tax Payer Obligations and Liabilities

Owvernll Rating 2 (Improved from 1+ from the 2005 PEFA): On the first dimension "clarty and

veness of tax Labilities”, the rating is "2" since the existence of [ncome Tax Lavw aid
custom codes make the legislative frumework relatively comprehensive and clear.  However, as
observed by recent changes in tanff policies, the government stll has substantial discretionary
powers. On the second dimension “axpayer access to information on tax Habilities and administrative
procedures”, the rating is "2%, Taxpayers have access o some information through, for example,
Ministiry of Finance website, However, laxpayers’ coverage is still mited. On the third dimension
"existence and functioning of a tax appeals mechanizm®, the rating ia "2" since the revised Income Tax
Law stipulates the appealing evechanism. The overall rating for this indicator is therefore "2",

L] Clarity and Comprebensiveness of Tax Liabillties

The Income Tax Law™ was published and gazetied in Movember 2005 afier being revised twice.
Afterwards, income tnx mamunl was released i March 2006 based on an article in Incomse Tax Law.
The Income tax maneal aims at ¢larifying the application of the Income Tax Law. While the new law
und the manual provide more clanity on tax lisbilities, the application of fixed tax remains unclear, The
new customs code (March 2005} provides the ennbling legislation for implementing the revised tani ff
structure. In 2002, the customs tarff strocture was complicated with 25 bands, Although the number
of tariff band was reduced to six in 2004, it increased to 10 bands in August 2006, More importantly,
in 2007, the government introduced ad-hog changes in tanfT ries, for example, on soft drinks and
bodtled water {from 20 to 40 percent) and selected raw/miermediate materials (from 2.5 percent to |
percent). Decision making process as well as applicability of new tan ffis of concern.

iy Taxpaver Access to Information on Tax Liabilities and Administrative Procedures

Information on the Income Tax Law, income tax nuanaal and tariffeodes are all available on the official
including seminars and copies of all guides, tax low and tax manual have been distributed to all
Mustufints, However, lack of financinl resources hns prevented Ministry of Finance from fully

(il Exlstence and Functioning of a Tax Appeals Mechanism

Article 94 of the Income Tax Law stipulates tax appeal mechanism and based on the anticle a relevant
department was established in Minisiry of Finance in Sepiember 2006, When the appeals unit was set
up & press release was isued which was released to the print and electronic medin. Also, Guide 11 was
produced and forwarded to all Mustufists and placed on the website, However, as there are no specific
adverisements on the appealing mechanizm, the usage of the system is very limited.

# Amendment of the income tax law was sobmiited io parlisment in March 2007, However, parliament has not yet
appiroved the amendmen,



PI-14: Effectivencss of Measures for Taxpayer Registration and Tax Assessment

Rating 2 (Improved from I+ from the 2005 PEFA): On the first dimension "controls in the taxpayer
registration system”, the rating is "2°, The number of registerad taxpayers increased more than three
times in three years. However, linkages with other government agencies remain very weak. On the
second dimension “effectiveness of penalties for non-compliance with registration and tax
declaration™, the rating is "2" since Income Tax Law clearly stipulate it and LTO (Large Taxpayer
Ofice) started to apply penaltics. On the third dimension "planning and monitering of tax aodit

", the rating is "2", since LTO) has gstablished and implemented regular audit. The overall
rafing s therefore "27.

iy Controls in the Taxpayer Registration System

Article 91 of the Income Tax Law requires that "all individual persons, compandes, nnd organteations
which are required to pay taxes or customs duties, including social, pon-profit, and welfare
organkzations that are withholding taxes from the salaries of employees or from rental payments are
required to have a Taxpayver Identification Number (TIN), As of late 2007, around 70,000 TIMs had
been issued for six TIM offices throughout the country (improvement from 19,000 s of March 2005},
All self-assessment tax payments made at the DAB have a TIN and in the Ministry of Finance the
payment is recorded against that TIN in & spreadsheet). LTO and MTO (Medium Taxpayer Office)
have |40 and 4,000 TINg, respectively, LTO estblished the identification unit in June 2007,

However, TINs are nod linked with actual tax and are not linked with ather agencies.
There is a plan to collaborate with AISA (Afghanistan Investment Support Agency) and the Minisiry
of Commerce which both deal with business registration and licensing. In terms of recording system,
as there is no tax administration software actzal recording is still on a paper basis (except for LTO
where self assessment payments are recorded in a spreadsheet ).

(i) Effectiveness of Penaltles for Non-compliance with Heglsiration and Declaraiion
Ohligations

Chapter 16 of the Income Tax Law stipulates additional tax and tax penalties. However, except for

LTO and MTO, enforcement of it for complinnes is weak.

{11y Planning snd Monltoring of Tax Aoditand Fraod Investigation Programs

The new revenue systems have been shifting to rely on self-assessment by taxpayers from collections
through Mustofiats, Inrecent years, BRT (Business Receipt Tax) (2005) and income dividend {2006)
had adopted the self-asscssment system. Also self-assessment for wape withholding tax, rent
withhobding tax and income tax for legal entities inthe LTO and MTO.



LT has formulaied a formal tax msdit procesa.  LTO has a commitiee, review regularly and conduct

case managernent and risk criteria based on & point system, Furthermoere, LTO began preparing an
sudil manual in November 2007 and this should be completed by the end of March 2008, In 2007,
LTO completed 12 andits, MTO, which was eperationalized in October 2007, will adopt the game

mudit process.

Risk criterin point system is based on 5 criteria with scales of 1-3 or 1-5 as shown in the examples
below (Table B):

Table 8: Risk Criteria Point System




PI-15: Effectivencss [n collection of iax paymenis

Rating 1+ (Same as kn the 2005 PEFA): On the first dimension "Collection ratéo for gross tax amears,
being the percentage of tax arrears at the beginning of a fiscal year, which was collected during the
fiscal vear (average of the last two fiscal vears)”, the rating is " 1" since there is litihe data on tax amears
and effective enforcement mechanism. On the second dimension "effectiveness of transfer of tax
collections o the Treasury by the revense adminisiration®, the rating s =37, since revenue collections
are transferred to TSA af least weekly. ﬂnﬂrlh.udr]munam "frequency of complete accounts
reconciliation between tax assessments, collections, arrears records and receipis by the Treasury”, the
rating iz "1" ﬂmhfulmﬂeummmepumMMWhMWﬂm
collections, arrears and transfers to Treasury. The overall miing for this indicator is therefore " 147,

{0y Collection Ratho for Gross Tax Arrears, belng the Percentage of Tax Arrears at the
Beginning of a Fiscal Year, which was Collected during the Flscal Year

In Afghanistan, the tax gap should be extremely large- broadly this is the difference between the
current tax Tevel, around 7.5 percent of GDP in 2006/07 (3% 1386, and the potential is assumed 10 be
closer to 11 percent of GDP* . There are few statements on arrears in the Income Tax Law and is little
effective enforcement mechanism to collect tax arrears, In other wonds, except for LTO which hamdles
140 accounts, the Ministry of Finance cannot precisely identify tax pavments, This must have resulted
in significant pecumulation oftax arrears, although precise figures are unknown,

(i) Effectiveness of Transfer of Tax Collections to the Treasury by the Revenue
Administration

The Treasury Single Account (TSA) was established in 2004, The TSA helps to integrate Government

accounts info an account or set of linked accounts through which the Govemnmient collects revenues

and iransacts all ifs payments, Fevenve transfer to the TSA is on a daily or weekly basis depending on

the distances from provinees, Currently, around BS percent of revenues is tranaferred to the TSA on a

daily basis.

(il Frequency of Complete Acconnts Reconcilintion between Tax Assessments, Collections,
Arrears Records and Reccipis by the Treasury

Reporting on tax collaction is done monthly by the revenue department and Treasury. The revenuos
aurthority and the Treasury generally report on revenue collections and reconcile the cash balance with
collection reports. Tax asscasments are done only by LTO but pot Mustufiats nor BRITO.

* World Bank (2005 Afghenisten; Masmsging Public Finances for Development Volumse 1L, Chapier 1, p. 10



PI-16: Predictability in the Availability of Funds for Commitment of Expenditures

Rating 3+ (improved from 1+ in the 2005 PEFA): Predictability in the availability of funds is
eritical for line management to operate effectively. On the first dimension (forecast and monitoring of
cash flows), the rating is “4" because cash flows are prepared for the fiscal year and opdated monthly
on the basis of actual cash movement, On the second dimension {reliability and horizon of periodic in-
vear information), the rating is "3, since the Budget Units of MDAs (ministries, departments and
agencies) are able fo plan and commit expenditure at least quarterly in advance in line with the
budgeted appropriations, Om the third dimension {frequency and transparency of adjusiment}, the
rating is "3", as significant in-vear budget adjustments to appropriafions above the Budget Units take
place only onee or twice a year. The overall rating therefore is "3+",

The FFEM Law and the anmual budget decree establish the budget's role as the single authority for
expenditures, through appropristions for expenditures and ceilings (o public employvment. This
legislation is also clear that the Ministry of Finance has the sole authority, through the granting of
allotnsents, to authonze the bodget units to commit to expenditure agaimst the annoal budget. The
objective of these mechanisms is to support budget exccution within cash resources of the government
and 1o provide n predictable flow of cash to exccuting units. The PFEM Law also provides the
Treasury Department with full control over public banking and cash and calls for all receipts to be
turned over to the Treasury, The Treasury and provincial Mustofiats are the sole authonty to control
the flow of core budget expenditure payments from official Government accounts. Hence the
suthority for keeping expenditure commitrents in line with resources is in place™.

(il Extent to which Cash Flows are Forecast and Monitored

Since the end of 2004, forecasts of all cash inflows pnd outflows under the opemting budget are sef out
for each fiscal year and updated monthly. On the operuting expenditunes, forecasts do not anise from
procurement plans but rather from prior year's patiern by month, The difficulty in establishing the
patiern of expenditures from a poor vear is now resolved because since 2005006 (5Y 1384) recording
by month i 0o longer affected by delavs 10 submission of provincinl expenditires,  Expenditure
forecast for the development budget is determined from the allotments since these relate to specific
contracts,

Revenue information is initally taken from the Government's fiscal targets and distributed over the
venr based on previous year's experience. In the monthly updates, the forecast for the remaining
months is kept s0 any shorifall from the initial forecast is reflecied i a shortfall in the vear's tolal and
considered by managerment in evaluating the overall cash position,

Donor contributions to the operating budget and other budget support contributions are determined
based on the remaining undisbursed balance of the agreed total financing for the current year where it
secms likely that conditions will be met. Donor contributions to the development budget are assumed
i b equal fo the expendinures planned against these non-discretionary loans and grants as there are
binding arrangements with the donors for this financing.

B The cxecution of the External Budget, the pant of the budget that bs not implemented by the government, bs mone
difficult io nssess bacamse repaorting on thess sotivities i [Emited 1o disbursaments, snd s not considened berein.




The opening cash position for the forecast is determined timely and reliably as the Treasury uses the
information available in AFMIS which is updated daily and consolidates all the Government's cash
balances,

(11] Reliability and Horizon of Periodic In-Year Information to MIdAs on Ceiling for
Espenditure Commitment

For the Operating Budget, annual ceilings for budget are given in the annual budget 10 specific
organizations (Budget Units) and specific major expenditure codes and for the Development Budge, 1o
specific organizations, specific funding sources and programs and specific major expenditure codes.

For the Operating Budget, the Budget Units progose a quarierly distribution to the sub-budget units fior
sach major expenditure code which are reviewed by the Budget Department of the Ministry of Finance
following conpsulintion with the Treasury Department on the availability of funds. Allotments,
however, may not reflect the guarterly pattern of expenditures as they are wsnally set at 25 percent of
the annual appropriation regardless of expenditure patierns. Allotments can therefore constrain
expenditures where the expenditure pattemn does not follow the 25 percent per quaner distribution
allowed by allotments; but in this case amendments are made within the quarter.

Before cach quarter, total allotments are set after the Treasury determines their Monthly Cash Meeting
the level of cash available. On this basis the Budget Department authorizes Budget Unit allotment
requests. Once approved by the Ministry of Finance the allotments are entered in AFMIS and funding
is guaranteed. The 2005/06 (SY1384) Budget Decree has established AFMIS as the sole source of
allotment information to address this issue,

Treasury meets the disbursements for these allotments from the central Treasury Single Account
(TSA) or trunsfers sufficient funds to Mustufiats for the allotments made to the specific provinee by
the line ministries. Transfers to the province are made on the basis of estimated expenditure needs
derived from the approved allotments for the provingial offices of the line ministries for the quarter.
All approved allotments appear in the monthly AFMIS reports which are distibuted to both the ine
ministries and the Provingials Mustofiats. Earlier problems of conflicting allotment figures ot the
provincial level have been effectively eliminated by making the allotment figures entered in AFMIS
the sole and final authonty for éxpenditure commitment.

Care Development Budget expenditures, on the other hand, have funds allotied for the entire amount
of the current's year disbursement of o related contruct. These allotments are granted once the funding
is ascertained by confirmation with the donor, if applicable, and once o contract is ready. After this
point, the funds, both for projects with Special Accounts and those financed out of the discrefionary
poed of funds, are effectively blocked and guaranteed for the specific contract. All core development
budget disburserments are processed centrally through the Special Disbursements Uit of the Treasury,
The respective Project Units are responsible for requesting timely advances or replenishments to the
Special Accounts, Similarly, the stafus of the execution and allotmenis for the vear appear in the
monthly AFMIS reports and, as such, the Project Units have sufficient and timely information to
ensure adequate cash flow,



(lid)y Frequency and transparency of adjustments to badged allocations, which are decided
above the level of management of MIDAs

Approprintions expressed i the bodget law are made to primary budgetary units (the ministries).
Muony adjustments, within the authority of the Budget Units, are mode during the year inchuding the
assignment of contingency funds to budgetary units. Contingency funds are availoble in the
appropristions to deal with unforeseen demands, but these must be re-approprinied to specific
budgetary units and provided allotments before use. Annexes to the Budget Decree specify the uses
permitied and who has the suthority over ench fund; the contingency funds must be transferred to
organizational units to be spent.  Since mid-FY 2003/04, the Government has prepared o major mid-
year review which seeks 1o reallocate budgets when appropriste, Where the executive’s authonty 15
surpassed, Le, ceiling of budget ks mised or reassignment among ministries exceeds five percent, the
revised budgel is sentto Parliament™, Otherwise there are no revisions to the appropriations,

These adjustments to the appropriations as well as the modifications to allotments are done once &
month and are mpw to AFMIS so all units have & single comprehensive reference for the allotment
wmoents, These frequent adjustments are within the authorty of the Budget Units; changes above the
Budget Unitare only done at the mid vear review (outside of the use of contingency funds),

It was noted that the use of a year-énd decree to regularize expenditures over appropriations, used in

prios yvears and which indicates that there are uncontrolled within-vear deviations from allotments,
was not necessary for the most recently closed fiscal year (200672007,

* This was necessary for the 200607 (SY1185) mid yesr but sot 2007/08 (Sy1385).




F1-17: Recording and Management of Cash Balances, Debd and GGuarantees

Rating 3+ (improved from 2+ in the 2005 PEFA): Good cash balance, debt, and guarantes
management are required to make most effective use of public financial resources, avoid unnecessary
costs, and guarinies prediciability and sustaimability. The miing is "3" on the first dimension, "quality
of debt dotn and reporting™ as domestic and foreign debt records are up to date and reconciled monthly.
The mating is "3" on the second dimension, "extent of consolidation of the Government's cash
balances™, because, there is daily ealculation and consolidation of government cash balances although
s number of provincial sccounts are reconciled and consolidated only monthly, The mting 18 "4 on the
third dimension, "systems of contrcting loans and issuance of guarnniess”, since the system for loans
is transparent and effective (with suthority given to the Ministry of Finance and polivies set in the
Budget Decree), Overall, the rating is therefone "3+7,

(1) Quality of Debt Data Recording and Reporting

The debt register is an Excel spreadsheet applhication used to record hoan terms, movement on principal
and debt service, and the nenning balance payable maintained in the currency of the lability, Through
the debt reconcilistion work under the HIPC process of early 2007, the Debt Management Unit (DML}
established the current debi posiftion, While the DMU does oot participate in the negotiation of all new
lending, the DML iests all new debt lerms to ensure compliance with the financing policy which
stipulates a minimum of 60 percent grant element, The DML also receives a copy of all loan executed
agreements which are the basis for establishing a new entry in the debt register. The register is updated
fior new disbursements from the advices received from creditors and from consulting the web sites of
the creditors where all disbursements on specific loans can be viewed, This is complemented by
confirmation with the Da A fghanistan Bank (DAB) on receipt of the disbursement where applicable.

Recording in the accounting of the Treasury department, however, is not initiated by the DML and
may of may not coincide with the movement reponied in the DML but these are reconciled quarterdy,
albeit on a cash basis. Debd service payments are imitiated in the DML these are prepared mameally
outside the register and are not recorded in the register until DAB and the creditor confinms payment.
Agpain, these are recorded separately i Treasury sccounting and not integrated with the debi register.
There is no sutomation under the debt register for budgeting of debt service for existing loans,
forecasting for new loans and disbursements, analysis under different scenarios, or query reporting
mnd costing.  Similarly, the system does not offier the requisite data integrity or audit trails to support
integration with AFMIS or reliance on its reports without manual verification. Under the HIPC
initiative the Ministry of Finance has agreed to implement to establish o database system on external
public and publicly guarnnieed debt.

In October, 2005 o debt strategy wis completed. The Ministry of Finance has never conducied a debt
sustainability analysis itself, but such analysis has been conducted by the IMF (which suggests that the
level of debt will rernain sustainable if there is strong economic growth, complete forgiveness ofall old
debt and claims, robust increases in revenues, and external assistance overwhelmingly in the form of
grants),



(i) Extent of Consolidation of the Government's Cash Balances

Cnsh management i the responsihility of the Treasury, although much of its execution depends upon
Mustofiats, The main tools for cash management are the Treasury Single Account (TSA) tn the DAB
and the mdegrated financial management systemn {Afihanisian Finnncial Mansgement Informntion
System- AFMIS) under the Treasury, These operate under a policy of no overdrafis (deficit financing
by the Central Bank) and the use of budget support concessionary terms loans from multilateral
finamcial institutions 1o finance the shortfall between planned operating expenditure and domestic
revens,

In line with the Financial Regulations, all public revenues, for the genernl government sector, are
transferred to the TSA including cash collected by the Treasury and by agencies, and deposits made to
the DAB relating to tax collection,

The Cash Management Linit in the Treasury prepares daily reports on available cash balance
{Availabde Cash Balance Report) which present the daily movement of all discretionary funds.
Driscretionary funds are those which are not tied by contract with donors be specific inputs and as such
can be assigned 1o any budget need; the report provides the opening bank balance, receipts, payments
and ending ovailable balance, Unfortunately, the report does pot include the siate of advances to
budget units which comprise another source of cash and need be considered.

iy Sywtem for Contracting Loans and Issuances of Guaraniees

Authorization and negotiation of debt is the responsibility of the Ministry of Finance, with new debt
specifically authorized through provisions in the annual budget law. For new debt after the budget
approval the Cabinet and the parliament need to provide specific suthorization as there is no provision
in the budget o incur debt beyond the operations specified. The PFEM Law specifies thal the annuasl
budget documentation should include how the annual appropriations will be financed and designate &
maximun armownt of boerrowing and guarantees that can be made, DML is also the repository for the
debt legal agreements. The 20072008 (8Y 1387) budget document presents a comprehensive lisi of
loans with terms, commitied amount, dishursed amount and balance, As the Government has a debt
strategy and loans are included in the budget documents then transparent criteria is obviously used in
regand to contracting of loans.

Following the work in preparation for the HIPC submission to the World Bank Board, most debt is
fully reconciled with creditors; at least one creditor, bowever, with a balance under USS 100 million is
still io be reconciled. The Government is not granting any loan gearantees; the poor state of finnncial
control over S0Es does not allow any conclusions to be drawn on the existence or amounts of
guarnnices isswed on loans inken by these.




PI-18; Effectivencss of Payroll Controls ™

Rating 2+ (improved from 2 in the 2005 PEFA): Wages and saluries is the largest cost element in the
operating budget, representing mose than 60 percent of the operating budget, On the first dimension
(degree of infegration and reconcilistion), the rating is "37, & the payroll is supporied by full
documeniation for all changes made (o personmel record,  On the second dimension (Hmeliness of
changes to personnel and payroll), the rating i3 "3%, as changes are updated moathly. On the thind
dimension (internal controls of changes), the rating is "3%, since authority for changes are clear and
oversight compliance is applied, Om the fourth dimension (existence of payroll audit), the rting 1 =2°
as no comprehensive sudits were undertaken within the last three years. The overall rating is therefore
2,

Controls exist over payroll expense in aggregate through Tashkeel and the allotments,  Personnel and
payroll processing are decentralized; this facilitates timely changes to personnel records although
reconciliations between personnel records and the payrolls are done manoally. The implementation of
the verified payroll program has provided good assurance that payroll goes to bona fide employees but
this program has not expanded in coverage to provide sufficient assurance. Similarky, the ARTF
Monitoring provides some eversight but only on the por-aniformed payroll costs, Lastly, no effective
partial payroll andits have boen during the bast three years and in light of the decentralization of payroll
processing regular comprehensive audits should be carried-out.

(i) Degree of Integration and Reconciliation between Payroll and Personnel

The Independent Administrative Reform and Civil Service Commission is responsible for oversight of
appointments and promotions (for positions at grade two and above), civil serice management, and
administrutive reform.  Every public employee has a personne] grade. Civil servant wage rates and
pay policy are established centrally for all public employees in Afghanistan, Two base pay scales - one
for controct staff and another for permanent staff - apply equally everywhere in Afghanistan. There
mre separnie pay scales, however, for teachers, the amy, and police. In addition, several new projgoms
allow higher pay rates, based on a clear vision of cone responsibilitics, structural reorgandzation, and
merit-based appointments, The Government has begun mtroducing o new pay and grading program
which sddresses the excessive concentration of the current scales and to improve compensation.

{ify Timeliness of Changes to Personnel and Payroll

Historcally, the line ministries held personpel files for all stafl, but since these are oo longer
maintnined and since the ministries do nod have information on the position and grade for all hiring, the
payrall is prepared from the personnel and attendance records maintained by the individual budgetary
units, Some Musiofists prepare pavroll for many of the Provineial Budget Units, All payroll
payments and accounting are processed by the Treasury (Head Office or Provincial Offices) and
reconded in AFMIS, This decentralization of personncl management and payroll preparation supports
nmely updating of personnel reconds and facilitates the timely related updating of payrolls.

¥ *Fiduciary Oversight of ARTF Funded Recurrent Costs™ (Warld Bank, 2008) further explains o payrodl issue.



Mowhere in the government is payroll preparation indegrated with personnel files. As of Movember,
2007 payroll for a total of 33,000 employees was processed in auiomated payroll systems with an
interface to an identity card database. Payroll for the balance of the civil and other services in the
pullic services are caloulated monually.

{Hid} Internal Controls of Changes to Personnel Records and Payroll

Controls over payroll are based first on Tashkeel which are proposed by the Ministries and approved
by the Office of Administrative Affairs (OAA) during the annual budget process. The Tashkeel
provides the organizational chart for the minisiry, detailing staffing positions and levels. In the
absence of a ceniralized nominal roll, actual total headeount is only determined through a database
kept in the Ministry of Finance by the ARTF Monitoring Agent on the basis of summary reports of
monthly payrolls in the provinces and detail reports provided by the Kabul ministries which
accompany the payroll payment requests.

All payroll povments and accounting are concentrated wnder the Treasury. The Treasury establishes
that payroll payment requests are supponied by quarterly budget allotments for specific Budget Units,
that the payroll request is properly supported by a payroll joomal and this s duly approved by the
responsible Budget Unit suthorities. The Finance Controllers, who are employees of the Treasury or
provincial Mustofiats, review in detail the payment request for payroll and support for accuracy and
suthorizations. This review examines the sufficiency of the attendance records, changes to the
personnel records and the payroll calculation, including applicable deductions before suthorizing any

payToll payment.

I the Budget Units, the payroll journal is usually prepared by the Accounting Unit from the attendance
report which is prepared in the HRE Departments and is supported by the personnel records also kepd in
the HRE. Depariment. Changes from one period 1o another in stiendance records and changes in pay
rates are verified against the due suthorization by the Budget Unit Head for staffing increases and
employment contrct. Although there is no mutomaied reconcilintion by Treasury or the Budget Units
of changes in payroll and changes in staffing or pay levels, manual checks ensure that changes in
payroll are linked to suthorzed changes in the personnel records,

(v} Ezlstence of Paviroll Audits

Since the conirols are manual and, personnel and payroll processing is decentralized, thers is a critical

necd for cemtralized controls on the application of controls. The Government established two

independent reviews of payroll costs for this purpese. The first is the verified payroll program which

thie Mimistry of Fmance applics in three stages of oversight:

. Siage |: witnessing by independent staf the payroll distribution;

. Stage 2: verification of emplovment and registration of emplovees in & centralized identity
system with payment ot the Central Bank; and

" Stage 3: direct deposit to employee bank accounts. This program covers at present only
B3 0, including uniformed and poo-uniform government personnel, of the curment year's
avernge staffing level of 341,000 stafT, that is only one in four employees,




The other review is ex-post and is camried out by the ARTF Monitoring Agent who conducts site visits
throughout the year to the Budget Units and, on o sample basis, verifies payroll journal entries o the
attendance records, personnel files and witnesses, This review is limited to the nop-uniformed
personnie] who comprise 67 percent of staff m 2007/08 (5Y1386) but verification of ndditions n many
provinees is hampered by security concemns.

Internal audit is nof conducted 10 any known standard in the line ministries and j guunﬁ:rwl:.rm
Muiﬂ?mﬂ::ﬂmmh}'ume Euemllu:lﬂupnfmmﬁdhjrlheﬂ&ﬂ'mmmﬂ
incurred under the recurrent budget where the audit, outside of the expenditures funded by the ARTF
and LOTFA, 15 niod yet done to an accepinble standard,



PI-1%; Competition, Value for Money and Controls in Procorement ®

Rating 3 (improved from 2/3 in the 2005 PEFA): Assignificant public spending takes place through
the public procurement system, & well-functioning procurement system ensures that mopey ks used
effectively and efficiently, On the first dimension (Use of open competition) the rating is "3",
Although the absence of relevant data iz of concern, more than %0 percent of contract through ARDS-
PU {Afghanistan Reconstruction Development Service) follow open tendening. On the second
dimension (Justification for use of less competitive procurement methods) the rating is "3" because the
discretion of individual entities and procurement officials is reasonably controlled to minimize the use
of methods that limit competition by the Procurement Law, On the third dimension (Procurement
complaini mechanism), the rating is "3" since a procurement complaint mechanism is operative. The
overall rating is therefore “3°.

(I Use of Open Competition for Award of Contracts that Exceed Nationally Established
Monetary Threshold for Small Purchases

The Procurcment Law clearly defines the permissible procurcment methods and the circumstances
under which cach method is appropriate.  The permissible procurement methods for procurcment of
goods, works and non-consultancy services are Open Tendering (Article 23), Restricted Tenderng
(Article 24) and Request for Cuotations {Arnticle 27). The permissible procurement method for
procurement of consultancy services is Request for Proposal { Article 26).

The Procurement Law makes open competitive tendering the defauli method of procurement { Article
23). The asscssment of Complisnee Performance [ndicators (CPlsy in Afghanistan faced the
challenge of absence of relevant data. The sample data available from ARDS-PU was not considered
represeotative because it presents the most ideal situation of procurement being conducted with
facilitation and support of an intemational consulting firm. The sample data stiempéed from other
procuring entities Incked coberence and assimilation of the purpose ofthe assessment.

The aviilable data indicates that 94 percent of contmcls procured by ARDS-PU followed open
tendering. The threshold prescribed for request for quotations 15 very low (LI5S 5,000 for goods LSS
10000 for works) in Afghonistan, The contracts of procuring entities also mostly follow open
tendering method, However there is a feeling that this is resulting in delays in procurement of small
controcts and there is o need to revise the threshold upwards for open tendenng.

* Report on Assessment of Mational Procarement Systems produced by Procurement Policy Unit of Ministry of
Finmnce (Sepiember J007) i slso availsble,



(i} Justification for Use of Less Competitive Frocurement Methods

The Procurement Law prohibits fractioning of contracts fo limit competition (Article 18), The
standards of international competitive tendering are specified in the Law and are copsistent with
international siandsrds, The Law makes open competitive tendering the default method of

procurement (Article 23). The Law provides for Single-source procurement (Article 28) under
conditions defined in the Law,

Awritten justification shall be placed in the recond of the procurement proceedings stating the reasons
for employing any procurcment method other than open wendering. 1t defines the situations in which
odher less competitive methods can be used and clearly specifies in Annex-A in the Law the approval
levels for initiating as well as approving the procarement for cach method. Hence, the discretion of
individual entitics amd procurement officials is rearonably controlled to minimize the use of methods
that limit competition.

(liHy Existence and (hperation of & Procorement Complalnt Mechandsm

The Procurement Law (chapter [X) provides for a review mechanism. [t establishes (a) the right to
review; (b) the matiers that are subject 10 review; (¢) the imeframe for such reviews; and (d) the
different sieps in the review process. [t provides for a time bound response for o request @0 review at
the level of procuring entity level before conchision of the procurement process and award of contract.
It also makes o provision for appeal against the response or the failure to respond by the procuring
entity 1o an independent Administrative Heview Committes, After award of the contract, gn
spplication for review may be filed with the Review Commitiee which has the authority 1o grant a

rernedy.

The review mechanism has been put in place oaly from April 2007, In case of complaints received
earlier, responses were issued in ime, Formal process prescribed now has seen only one case for
which a response was issued, Aneed for wider dissemination of the review opporiunity is felt.



PI1-20; Effectivencss of Infernal Controls for Nop-Salary Expendifure

]hﬁ:lll+{impmwd.li'nm1tnlirm5FEFM On the first dimension (effectiveness of

commitment controls), the miing is "3", as expenditure commitment controls are m place
in partscular in the treasury department. Om the second dimension {comprehensivencss of other
internal control rules), the rating is "2, since other internal controls and procedures consist of o basis
set of ules for processing snd reconding transactions, Om the third dimension (degree of compliance]),
the rating 18 ™27, because rules are complied with in & maponty of tansactions bul exceptions arse

principally sround procurement. The overall rating therefore is " 247,
(i) Effectiveness of Expenditure Commitment Controls

The PFEM Law, along with its regulations, assigns the Budget Unit responsibility for controls in their

operations, including expenditure commitment control. The Treasury Department is given the
responsibility for centralization of government accounts, cash management and expenditure control,

AFMIS has been operating in the Treasury Department since 2002, AFMIS using FreeBalance
software, supporting cash based accounting, was initially configured to accept expenditure
information and to produce checks but now handles all data entry and check runs for the Ministry of
Finance and line ministries in Kabul, 1irecords, in summary, the operations of the Mustofiats based on
their monthly reports on expenditures and revenues. The strocture of AFMIS enables recording of the
Approved Budget, Primary Budget Unit (PBU) allotments, and location allments.  The system
provides facilitics 10 ensure the control for making within the approved budget and expenditures
within allotments,

commitment controls for the operating budget depend on the controls of each Budget
Unit mnad differ for the operating and development budgets. Problems have arisen here where
discretionary expenditures are incurred and utilities invoices go unpaid. For the development budget,
the Budget Department authorizes an allotment for each contract for the estimated disbursements or
letter of credit 1o be issued in the budget year. AFMIS's automated controls ensure that commitments
div not exceed allotments, which relate to cash availabality, and that the total commitment (contract
value) iz not excesded with disbursements apainst it. For both operating and development budpet
expenditures, the Ministry of Finance delegnies in line ministries, the Financial Controllers, review
snd approve chock requests before they are sent (o Payments in Treasury of the Provincial Offices of
the Ministry of Finance. The review s affected against the AFMIS report of allotments issued by
Treasury monthly, and reconciled by the lne ministries to their allotment suthonzations sent to the
Ministry of Finance. This has advanced greatly from 2005 when stand- alone individual allotment
suthorizations of the line ministries were used.




(i} Comprehensivencss, Helevance and Understanding of Internal Control Rules and
Procedures,

The PFEM law and regulntions along with circulars from the Treasury provide a comprehensive
framework for intemnal control as roles and suthontics are made clear and the procedures for

transaction processing are provided. Adso, mmnmmmwuurglh:mﬁnmwhmh
have been in use for years and gs such the procedures are well know, Serious misunderstanding anises,
however, mhmnfmﬂﬂwbﬂ:nmi:p]ﬁmﬁmmhﬁumdﬂlﬁ&bul&:nvﬂ

service truining in the new Low just got undervay in 2007,
i} Degree of Compliance with Rules for Processing and Recording Transactions

As regular internal audits done to an scceptable standard only got underway in 2007, and just for the
Minkstry of Finance, there 18 oot o full record from which 1o judge compliance, This i

review of compliance is provided, however, by the ARTF Monitoring Agent whose representatives
review the processes following for non-securty expendsfures. Their review belps to verify
compliance with procedures and witnesses evidence of services or goods received. The ineligibility
rate on goods and services in 20062007 (SY 1385) came to 35,4 percent. Their sample, however, is
binsed to focus on the high risk units and high value transactions, The main cause (60 percent of
ineligibility) was failure to follow the current procurement nales.

The degree of compliance with finance procedures can be inferred from the resulis of the Ministry of
Finance review of paymend requests, form M-16 {Table %), The ermor rate incunned by ministries and
agencies in Kabul on the submissions of M-16 ( payment requesis) to the Treasury has been improving
over time and in the current year is down to 6,7 percent.

Table %: Error Rate on Submissions to Minlstry of Finance

e




Fl-11: Effectivencss af Internal Awdit

Rating 2 (same as the 2005 PEFA): Regular and adequate feedback to management is required on
the performance of the iniermal control systems through an internal awdit function. Cm the first
dimension {coverage and quality of the internal audit function), the mting is "2", i micmal aodit is
operational for most of central government entities and a systems review wis conducted for the
Treasury in 2007, However, other than the Treasury review and imternal audit in the Ministry of
Finance, the work does not meet recognized professional standards. On the second dimension
(frequency and distribution of reports), the mting 15 "2", a8 sudit reports are distributed o the
cormesponsding line ministry with summaries provided to the CAO but no copies provided to Ministry
of Finance. On the third dimension {extent of management response {o miemal sudit findings), the
rating is *2%, as major findings are acted upon but generally there is little formal follow-up of audit
recommendations, The overall rating 15 therefore 2",

Monitoring of the internal control system is in place in the Ministry of Finance and through the
extraondinary arangements relying on the Financial Management Advisor in the Treasury
Department and Procurement Advisor to ARDS. The Internal Audit Department of the Ministry of
Finance reviews the internal control systems in place and reports on any control weaknesses. The
ARTF Monitoring Agent also monitors compliance with control via transaction reviews buf in 2007 it
evalunted the internal control system in the Treasury Department where all accounting and payments
are concentroted.

i) Coverage and Quality of Internal Audit Function

Internal sudit in the Ministry of Finonee has advanced considerably since 2005 and 15 working ot an
sceeptable standard although this has not impacted the rating since this unit does not represent 50
percent of intemal audit staff time.

Lagal and Institutional Framework: The Control and Audit Regulation provides for the imiernal audit
function as pari of the line ministries” organization and calls for coordination with the external
suditors. Om the ather hand, &:PFEAqulhﬁruh:hﬁnim‘yanimmnuhliahu internal
sedif function and appoint internal auditors in the budget units, The regulation fo the low outlings the
tasks and authorities of the internal sudit units as well a8 reporting and follow-up procedures.
However, a recent commission under the Ministry of Justice has determined that the audit units in
thesz units will not report 10 the Ministry of Finance but mther operate tn line with the CAO Law, In
view of this decision by the Minkstry of Justice, the Internal Audit Department of the Ministry of
Finance audits only the Budget Units of the Ministry of Finance and only the work of the Financial
Controllers, who are delegates of the Treasury Department in the line ministries, There are Internal
Audit Departments in mosl ministries. Each Intemal Audit Department is organized along similar
lines and is under the control of an Audit Director, with separate audit units for: Relations - (0 co-
ondinate and supervise sudit work; Planning - o plan awdit work; Analyvees - o carmy out analysis of the
work done by the audit groups; Audit Groups - tocarmy out the financial and acoounting audits,




Audit Activity; Audits are carmied out on all entities on an annual basis, Audit plans are submitted to
the CAD to coordinate efforts across departments and prevent duplication of work. A Dircctor in the
CAD is tasked with coordinating work with the Internal Audit Departments, Internal sudit work is
focused on the identification of tregularities and the mvestigation of potential cormuption and fraud.
However, until now in none of the ministries except the Ministry of Finance, there are pudit plans
based on risk-related factors. Reviews of internal control processes are not carmied out by the internal
sudif units, with the exception of the Ministry of Finance, so the external audits carmied out by the CAD
place oo reliance on the work done by the Internal Audit Departments,

In the Ministry of Finance, on the other hand, the Internal Audit Department carties out sudits under
risk based sudit plans and during the swdit, reviews of internal control processes are cumied out. The
Internal Audit Department was reorganized in 2005 under the PRE and expanded from a staffof 18 to
127 today, ﬁ:cwhmmwﬂdmmﬁbmdmmiuwhnhvuﬂbmwﬁmdinm:
sccounting and audiing. In 2007008 (SY1386) o first round of risk based reviews took place
mqﬂmu;uwdeMHMhdwﬂnpdbynmwmhmdmaMBw technical
assistance project (PACH). These audits ane using modem risk-based approaches included i the
internal sudit maneal which is based on Institute of Internal Auwditors standards, The work is being
carried out under the supervision of qualified auditors and is done to acceptable audit standards, This

spproach of in-bouse training and op-the-job iraining will be expanded to cover the major ling
minisiries,

In addition to the work of the Internal Audit Units, the ARTFs Monitoring Agent provides reports to
the Ministry of Finance with data on performance of line ministries with regard to compliance with
fiduciary standards, Even though the mechanizm should be seen as temporary, this work provides
feedback 1o management on performance and progress in meeting these fduciary standards.
Additionally, in 2007 the ARTF Monitoring Agent was requesied to conduet & review of internal
control i the Treasury Department which has been largely completed and shared with management
for follow-wp,

Audit Capacity: With the exception of the Ministry of Finance, all Internal Aundit Depanments recrait
staff from within their ovm Ministries. [t is common for Intemal Awdit staff to have in excess of 20
years experience within the ministry concerned. Ministries carry out training themselves mainky
through seminars todiscuss problems and resolve issues. Mo formal scadenic or professional training
in imternal auditing is available in Afghanistan, Internal auditing mamals exist, but these are 30 years
old and only refer to work methods and not to medem intemal aodit practices.  The level of
information technology knowledge and experience is this area is very low or nop-existent, and there is
no attempt to carry out infernal audits using computed alded audit techniques.

The Ministry of Fimance, on the other hand, recruited new staff under the PRR and they are being
provided four months of certifiable class room troining by an Afghan trining institute.  Thereafier
the new auditors are placed under audit experts for On-the-Job training Insting four (o five months.
Internal Audit Manual for Ministry of Finanee following IIA Guidelines has been prepared, and this
containg modemn work methods, This Department is i the process of hiring an IT Avodit expert to
develop computer nided audit techniques and to train specialist staff in those techniques

Therefore, the Internal Awdit Departments in general connot be reganded as independent they report to
Deputy Minksters who are also responsible for the ministnys administration. They do not camy out
work thad would be considerad to comply with recognized international internal puditing standards,



(i) Frequency and Distribution of Reports

Reports of the reviews are provided o ministry management ypon completion of each audit with
summaries of audit results submdited to the CAD for information,

(i Extent of Management responses to LA findings

Mo formal follow-up or response procedure is followed however where a potential crime is identified,
cases are passed 1o the Attomey General for legal action. Currently, however, every audit report from
the Ministry of Finance Internal Audit Department contains sudit observations and recommendntions
and a request to the suditee (o mplement the recommendations and confirm in writing action taken.
Around 50 percent of the suditees reply but there is no formal system for follow-up. In subsequent
sudits of the same aren the status of recommendations is reporied. The Internal Awdit Maomual provides
an sbequiie procedure for follow-up of msdits although this is vet 1o be implemented.  There is also
good Government response and follow-up on the observations of the ARTF Monitoring Agent to
pddress specific uses of budget funds which were disallowed, and also on the trends in quality of
submissions which are tracked by umii.




C (lif) Accounting, Recording and Reporting

PI-22: Timeliness and Regularity of Accounts Reconciliation

Rating 3 {Improved from 2+ in the 2005 PEFA): Timely and frequent reconcilintion of data from
different sources is fundamental for dota relisbility. On the first dimension {regularity of bank
reconcilintions), the rating is "3 because bank reconcilintion takes place at least quarterly, usually
within four wecks afier the end of each momth. On the second dimension {regularity of reconciliation
and clearance of suspense accounts and advances), the mting 5 "3 as the Treasury has established and
imiplemented new procedures by which these accounts are ¢leared of least anoually, The overnll mting
is therefore "37,

In Afghanistan, line ministries keep records of both their direct revenues, which is deposited into the
T5A, and expenditure payments nuthorzed via check requisitions, The accounting and payments,
however, are concentrated in the Treasury for Kabul operations and with the Mustofiats for provingial
operations, The accounting of these operations comprises the AFMIS records and the corresponding
ledgers in the Musiofists, The treasury circulates a report of revenues and expenditures from AFMIS
i all line ministries monthly which is reconciled or confirmed by the units,

(i) Regularity of Bank Reconcilintions

All bank accounts supporting the execution of the national core budget are under the control of the
Treasury Department. These comprise the single treasury accounts for the ordinary budget and the
sccounts used for donor funded development projects.  The single treasury accounts are reconciled
daily and they are up to date with the provincial accounts reconciled monthly, Simalarly, the special
sccounds for the development budget operations are reconciled monthly and are up to date as of
There is a group of 10 accounts with limited activity which have some outstanding items. The treasury
is comesponding with the DAB on the reasons for the differences. ™

Addvances: All advances are setiled or written off at the end of cach fiscal year, For the current vear
Afs, 1,392 milliop were given in advances of which Afs, 524 million were outstanding as of December
22,2007, Af.239 million is over 30 days.

® There are 77 development budget bank accounts, these of 57, that have had activity in 200708 (Y 1386), are
reconciled monthly, the others are reconciled anly ot vear end. Recomcilistions sre done naimg an Accesy dans base to
slore the AFMIS (penersl lodger) bank roeonds sdich are matched agaiast a data dusnp of the [MAB reconds per acoount.
Adjusting enfries have all been ideotified and most are booked within the momth. The four TSA acoounts at HC are
reconeilad daily and are wp to date. The | 20 other secousts including the Musto fists TSA and the tameenst | socouants for
gunmatocs e all, except for 10, recondled ap o e end of month &,



Rmmﬂnﬂ:dﬂnmghlh:ﬂumﬁiumlmmﬂnd:pmkdduﬂfmﬂhﬂmdm
recorded in revenue accounts, called Unclassified Revenue, in AFMIS as soon a8 these appear in the
TSArevenue acoount. When the comesponding accounting by exact revenue code is received from the
Mustofiats by report Form No.M29 or from line minkstry by revenue voucher M27, a journal entry is
affected to record the revenus in the exact revenue code. Revenue detail sccounts are entered monthly
s received from provingial Musiofisis together with the bank reconcilintion statement. M27 revenoe
vouchers are reconciled with the receipts to the Treasury Single Account from line ministry revenue
sub-accounts in DAB, Revenue Dept's has sccess io AFMIS ond requests the Treasury to make book
entries incase, if reconciliation brings up any differences.

il i ir 2 All budget units keep
mmﬁnfuhtnpmdamaltwnmu wl:.n:hd:tymhmu u'-dllheclm:h ﬂ:tymumfwmrmm
The Treasury department isues AFMIS sttement monthly for all allotments, ordinary and
development budget pavments for all budget units in the centre and requires confirmation or
documentary proof for correcting entry in AFMIS. Every provimcind Muostofiats prepanes a M-23 or
summary posting for all expenditure payments along with the (TR) expenditure bank account
reconcilintion statement and submits 1o the Treasury for entry into AFMIS, The Payment Unit and
Accounting Unit in every provincial Mustofiasts reconcile payment ledgers (M21) with expenditure
ledgers (M20). Both are basis for reporting to the Ministry of Finance and line minisiries on

expendifures,




PI-23; Availability of Information on Resources Recelved by Service Delivery Units

Rating 1 (same as the 2005 PEFA): m-mmmwwmmnummwmarm
and services o froni-line service delivery units which were intended for their use. Information on the
receipt of resources by service units is eritical. Owerall, despite good information on Core Budget
execition, the mting is "1" because there is no data collection on resources 1o service delivery umis
specifically.

All public spending under the control of the government is subject to the rules of the annual budget,
which is expressed in appropriations and authorized through the allotment process under the
respansibility of the Mindstry of Finance. For the Core Budget, there is good information on what
resources are received and incurred by level of administration, by central versus provincial
depariments and by type of budget unit within & ministry. However, servioe delivery units ane not

budget units, =0 the expendinure by these is not iselated in the chan of accounts although
historical cost is available for any analysis with this vantage point.

Information from the Chant of Accounts does not specifically identify and classify expenditure by
fromt line services units. AFMIS can produce budget execution reponts on a COFOG basis, if the
transaction vouchers are segregated scoordingly. COFOG ot the level of coding by class may provide
a scparation of actual expenditure data between administrative umits ond service delivery units.
However, for the budget formulation and administration purpeses, the government units are not
segregated into groups of administrative and service delivery units. Mo COFOG level analysis is
made during the budget formulation process.

With the introduction of program budgeting and the call for provincial level budgeting reporting
changes are planned for the Chart of Accounts which may separate service delivery units, At present
AFMIS reports by budget structure and by point of disbursement but not by area benefited.

Informntion on the receipt of resources by service units (at the facility or district level) is often Incking.
Front line service unils {e.g. primary schools) have Hitle or no information on resources allocated to
them (beyond employees) because the allotments are made only to the provingial level. Expenditure
tracking by service delivery unit is being piloted along with program budgeting but over the last threes
no expenditure tracking of front line expenditure by health units or by schools has been completed.

Om the external budget, no verified information is provided by the Government on the extent to which
reporied disbursements are reaching the beneficianies. There 15 oo record of these expenditures i the
Covernment accounting, and donor reporting on expenditures is lmited to the Hurmonized not
regulated, moniiored, or aggregated for management or external reporting.



PI-24: Quality and Timeliness of In-Year Budget Reporting

Rating 2+ (improved from 2 in the 2005 PEFA): Effective budget implementation requires timely
and regular information on actual budget performance in the hands of implementing units, This
information should be comprehensive of all sctivities and should cover commitment and

stages and most of all be accurate. On the first dimension (scope of reports), the rating is "2",
chassification of data allows direct comparison to the original bisdget. Information includes all ftems
of budget estimates, however commitments, the value of contracts already signed with suppliers, are
not reported.  On the second dimension (timeliness of the issue of reports), the rating is "4", since
reports are preparsd quarterly or mone frequently and distributed within four weeks from the end of
pericd, On the third dimension (quality of information), the rating is "47, because there are no material
concerns reganding accuracy. The overall rating is therefore "2+7,

] Scope of Reports in terms of Coverage and Compatibilify with Budget Estimates

The PFEM Law stipulates thad the Ministry of Finance submits quarterly progress reports on the
budget 1o the government and the President. Through the centralization of accounting and payments
in the Treasury and the use of the integrated financial management system, AFMIS, the Ministry of
Finance is able to produce comprehensive, imely and reliable statements on the budget execution and
on the government's financial position,  The in-year neporting 1o the government on budget execution
comprises presentation of reports with expenditure by organizational unit determined on a cash basis
presented year 10 date agninst the allotments granted and year's appropristions, This is dooe moathly
for all budget units via hard copy distribution. The units are responding within 30 days 1o confirm their
agresment with the reports,  The reporting of the aggregates is met by the monthly posting on the
Ministry of Finance Website of the government-wide high level fiscal report which comprized both
budget execution and financial position, The system does nol, however, record or repon commitments
although this are addressed in the Development Budget by assigning separate allotments for each
commitment. The Ministry of Finance is adding s purchasing module to AFMIS io provide
commitment registration and reporting,

(i) Timeliness of the Issues of Reports

Far the tramsactions made centrally, the information is immedintely recorded in AFMIS and available
for consultation on-lne in Kabul. Three line minisiries hove op-line access to AFMIS. Two
provingial Mustofists process their transactions directly in AFMIS. The rest of provincial Mustofiats
report aggregaied information for entry into AFMIS in the Treasury H(), The monthly reports are
posted on the Ministry of Finance website by the 28th on the following month. Revenue from the
provinees i recorded in the cash position and 10 a revenue holding account on & weekly basis. Funds
are swept from the revenue accounts but specific acoounts are only assigned after summary reports
from the Mustofiats are received (see above), Revenue classification to final accounts is mostly done
by monih end.

iy  Quality of Information.

The centralization of payments and accoonting has contnbuted greatly to the reliability of reconds. The
Treasury Department has the means to review the proposed charges for any payment and process afl
these in an integrated finamcial management systems which wvalidates against allotments and
appropriations, Furthermore, the AFMIS records are reconciled by the line ministrics monthly to their




F1-25; Quality and Timeliness of Annual Financial Sintements

Ruatimg 3+ {(Improved from 2 in the 2008 PEFAY The consolidated year-end financinl statements
are & critical element of transparency in the system. In nddition, the ability to prepare year-end
financinl staterments in 8 tmely fashion s a key indicator of how well the accounting system is
opersting, and of the quality of the records maintained. On the first dimension (completeness of the
financinl stutements), the mting is "3, singe & consolidnied government sinfement i prepared
anoeally and includes full information on revenue, expenditure, and cash balances and siock of debi.
O the second dimension (timeliness of submission), the rating is *3%, as the consolidated government
sintements 1% submitted within 10 months of the end of the fiscal yvear. On the third dimension
(nccounting stundard used), the mting is “4", since Intermational Public Sector Accounting Standards
are applied. The overall rating therefore is "3+,

The PFEM Law, Article 55 calls for the Ministry of Finance to publizh and send to the Presidentand the
Government 8 final reconcilistion report on the budget (Qatia) and a set of financial statements
complicd in nocordance with international accounting standards within six months of year-end.

i Completeness of the Financial Statements

At year-end, statements of expenditure and revenue by ministries are generated through AFMIS which
are confirmed by the respective spending units and the consolidated budget execution report (Qatia) is
prepared. Additionally, the Treasury Department prepared and issued by Janunry 23, 2008 a IPSAS
complinnt sef of financial staternents for the 2006/07 (5Y 1385) budget. These sistements are cash
based and comprise the main statement required under [PSAS Statement Mo.1.  The reporiing enfity
covered by the statermients is the national government and all funds entrusted to it and controlled by the
anoeal nations] core budget. The external budget, are nof covered,

{iiy Timeliness of Submission of the Financial Statements

The Statement of Budget Execution (Qatia) of the last two fiscal vears was sent io the President's
Office within six mooths of the fiscal year end. The set of financial siatements compliant with
intemational statements was only published by January 23, 2008, The Ministry of Finanoe delivers to
the Awditor & set of financials before this date and the external auditor delivers his report on the Catia to
the President with the Financials by Sept 20,

Ly Accounting Standards Used

The state budget report 15 prepared from the accounts in AFMIS on a cash basis, Similarly, the set of
financinl stutements which incorporate the budget statement, ane prepared on a cash basis and
presented in line with international public sector accounting standards, These statements do not
reflect donor contributions under direct implementation which, under the standard for cash
accounting, are payments by third parties on bebalf of the central government. However, in the
secounting policies to the financial statements the entity is defined and limited to the Core Budget.



C (iv) External Serutiny and Auwdit

PI-26: Scope, Nature and Follow-Up of External Aundit

Rating 2 (samec as the 2005 FEFA): For the Government to fulfill its fiduciary responsibility,
external mudit has to be cormied using scceptable standands. Oni the first dimension {scope/natare), the
rating is "2", as 50 percent of government expenditures are sudited annually and significant tssues are
identified. On the second dimension (imeliness of submission), the rating is "2", a5 oudif reports are
issued within 12 months of vear-end. The Budget Execution Financial Statement for the State Budget
(Cntin) is done within six months but sudits on the dopor funded projects come in after nine months,
Om the third dimension (evidence of follow up on audit recommendations), the rating is "2°, while the
response by the Mimstry of Finance on the observations on internal control made in the annual sediton
financial staterents is thorough and supported by an action plan,, responses on the project audits and
o compliance pudits are practically non-gxistent, The overall rating therefore =" 2",

(i Seope/Nature of Andit Performed

Mandate mnd Independence; Under the 2004 Constitution, the Executive must present to the National
Assemibly a final account of the prior year's budget transactions, but there is no provision for an
external review of this rendering.  However, the PFEM Law grants the CAC the nght to acquire all
information and explanations deemed pecessary and calls on the CAD to issue on sudit report within
six months of year-end on the financial statements of the prior year, The Auditor conducts an sudit of
all revenues and expenditures annually and provides o certification on the budpet uses and
recommendations for sanctions under the PFEM Law. It was nobted that by decizion of the President, in
2007, the CAD does not audit provincial sdministrations, Governors’ Offices, while
armangements are being re-considered so the plans to establish regional offices of the CAOQ will not
proceed for now, These expenditures represent less than one percent ofbudget uses.

; The training provided under the Audit Operations Advisor Contract and
under the Internal Awdit in-hoese traming for CAD is insufficient fo bring the CAO staff fo the level of
competence to conduct audits 1o intermational standands on their own.  Awdits of the state budget
stilement (Qatia) for 200506 (SY1384) and 200607 (SY1385), on the other hand, were not
implemented through intermational suditing standards, In 200572006 (5Y 1384) no concrete pssurance
by way of an audit opinion certificate was provided but the audit of the 200672007 (5% 1 385) statement
for the first time included an sudit certificate,

(F1] Timeliness of Submission of Audit Reports to Legislature

For the last two fiscal years (20052006 and 20062007) the CAD completed the ausdit of the budget
staiement and submitted this repert to the President (ffice for remittance to Parliament within the legal
requirements of six momnths following vear-end.




(i) Evidence of Follow-Up on Aundit Recommendations

udit Report: The 2005/06 (SY1384) state budget
m:nmtludnhsbnmrnpuudndhyﬂnManmdM@ﬂulWﬁW{ﬂ?li&ﬂmﬂu
report noted that swdit guidance issues presented in previous years hod not been attended 10 by the
ann]rtrffmTh:l]liimhd;dludahunmhﬂur:mmﬁndm?ﬂ.hnwﬂnlmmm

j i ndings: The Ministry of
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improvements, are less responsave and there are still some ministries that do not reply 10 audit reports.
The CAC is secking remedies with the Ministry of Finance to impose sanctions on some those which
fail to follow up on findings, The Auditor Geperal prepares reports on department and special
reviews which are presented fo the Cabinet semi-annually, These reports are not public, and oo
response o sction is offered by the reviewed admindstrative units.



PI-27; Legislative Scrutiny of the Annual Budget Law

Ruting 3+ (improved from 1 in the 2005 PEFA): The power to give the govermment spending
muthority definitely rests with the legislature which is assisted by the Budget and Finance Commitiee.
On the first dimension (scope of the legislative's scrutiny), the miting is "4", because the legislature's
review covers fiscal policies, medium term fiscal fromework and policy framework as well as the
(legislature's procedures), the mting i5 ™37 as simple rules are in place and respected. On the third
dimension {adequacy of time), the rating is "3", as the legislature 15 given the budget proposal 45 days
before the new fiscal year, On the fourth dimension (rules for in-year amendments), the miing is "4",
ms Clear nules exist for in-year budget amendments by the executive, The overall miing i therefore
FA4R,

(i Scope of the Leghslature's Serutiny

The 2004 Constitation provides the legal suthority for budget formulation, approval, and executon.
Responsibilities are clearly established between the Government (for formulation) and the bicameral
legistature (for spproval}, Parlisment began sitting in 2005 50 the annual budget laws of the last three
fiscal years (2005/06-2008/09) were reviewed and passed by Parliament. The budget is submitied
through the upper house (Meshrano Jirga) with an advisory comment for considerntion in the lower
house (Wolesi Jirga) where final approval rests,

] Extent to Which the Legisiature’s Procedures are Well-Established and Respected

In the lower house, the Budget and Finance Commitiee carries-out the analysis of the budget proposal.
This commitiee comprises 18 members and meets with the Budget Commitize of the executive on g
regular basis, Their review concentrates on the detailed final proposals for revenue and expenditure.,
The role and mandate of the Budget and Committee is clear and sirmple procedures for the legislare's
review cxist and are reapectod,

HIIT] Adequacy of Time for Leglslature

The PFEM Law calls on the executive to send the annual budget bill to Padiament 45 days in advance
of the beginming of fiscal year. This has been done for the first two years of Purliament, Parlinment has
taken over two months to respond for each of the last two years given that these were their first budget
revicws and the Parliamentarians were all new. The Constituion limits the Lower House debate on the
budget to one monith.

{iw) Rules for In-Year Amendments o the Bodget withoot Ex-Ante Approval by the
Legislaturs

The PFEM Law provides clenr and specific guidance for in-year budget amendments; additional
approprintions required under new lnws must be approved by Parliament; transfers of approprintions
within a Budget Unit which are excesd five percent of the appropristion and transfers of appropriastion
between Budget Units also must be approved by Parliament, These rules are consistently applied.




PI-28: Legislative Scrutiny of External Audit Reports

Rating 2+ (Improved from 1 in the 2005 PEFA): The legislature plays a key role in exercising
scrutiny over the execution of the budget that it approves. On the first dimension {timeliness), the
raking ks "3, as main awdit repont reviewed within six months, On the second dimension {extent of
hearing on key findings undeniaken by the legislature), the mating 15 "2", as in-depth discussion of key
findings 15 conducted occasionally, On the thind dimension (issuance of recommended actions), the
rating i5 "3", because the Ministry of Finance ook appropriate and prompt action 10 satisfactonily
nddress the Commission's concerns on the 20052006 Siate Budget Execution Financinl Statement
(Ot nudit report. The overall rating 15 therefore "247,

Under the 2004 Constitution, the Executive must present to the Mational Assembly a final account of
the prior year's budget transactions, but there i no provision for an external review of this rendering.
The PFEM Law, however, granis the CAD the right 1o scquire all information and explanations
deemied necessary and calls on the CAD to issue an audil report within six months of vear-end on the
Financinl staternents of the prios vear, The report should provide a certification on the budget uses and
recommendations for sanctions under the PFEM Law,

{0 Timeliness of Examination of Audit Reports by the Legislaiure

The audit reports on 2005/2006 (SY 1384) and 200672007 (SY1385) state budget have been sent to
Parlinment. A Budget and Finance Committes has been formed and has responsibilities that inchude
those of a Public Accounts Committes. A Public Accounts Commitiee has been formed but is just
bocoming operative. The Committes did review the audit report on the 2005/2006 Qotia within 12
months of the fiscal year end and within six months of receiving the report.

{il} Extent of hearing on key findings undertaken by the legislature / Issuance of
recommended actions by the legislature and implementation by the executive / (i)
Issuance of Recommended Actions by the Legislature snd Implementation by the
Exccutives

The Parlinmentary Finance and Budget Commission called on the Treasarer to respond o the issues
raised in the 20052004 (5% 1 384) audit repont which indicates that there is in-depth review of some
findings. Atthis time the legislature is not exercising any review through the use of the other reporis or
work of the Auditor General. The Auditor General has met with the chair of the Public Accounts
Committes and offered to brief them on the 200652007 (3% 1 385) andit’s manapement letter ssues
when it is operating. Representatives of the Committee have been invited to the PAC training in
February, 2008.

(i Issnance of recommended sctions by the leglslntore and Implementation by the
executive.

Follow-up discussions with the Audit actions are recommended but seldom acted upon.



). Donor Practices

D-1: Predictability of Direct Budget Support (Table 10)

Rating 3+ (deteriorated from 4 in the 2005 PEFA): Poor predictability of inflows of budget suppornt
affects the government's fiscal management in much the same way as the impact of external shocks on
domestic revenue collection, On the first dimension (annual devistion of actual budget support), the
rating is 3%, because budget suppont reached at @1 percent in 20052006 (SY 1384) and 90 percent in
20062007 (5Y 1385) of budgeted amounts. On the second dimension (in-year timeliness of donor
disbursements), the rating is "4", since quarterly disbursement estimates have been agreed with donors
at or before the beginning of the fiscal year and aciual delays have nod exceeded 20 percent { 19 percent
i 20052006 (SY 1 384) aind nine percent in 2062007 S 1 385). The overall rating ks thenefose "3+",

(i Annual deviation of actual budget support from the forecast provided by domor
agencles at least six weeks prior to the government submitting iis budget proposals to
the leghslature,

Dhirect budget support in Afghanistan in the last three fiscals years (20052006, 20062007 and
200772008) comprised two multi-donor trust funds (ARTF and LOTFA) as well as budget support
operntions from the Asian Development Bank, the World Bank ond o mumber of smaller operations,

Actual dishurserents against the forecast of budget support reached ot least 90 percent in two of the
last three years 5o the rating is 3 on this dimension iLe. support fell shont by no more than 10 percent in
no more than one of the last three years,

(H} In-vear Timellness of Donor Dlsbursemenis

Agreements with dopors on the tming are for ARTF and LOTFA are to pay requests for
reimbursement as quickly as these arise and the forecast reflects this, These funds were disbursed in
line with the agreements and in line with budget execution. As these two funds represent over 80

percent of total budget suppor, the mimg is deternined based on their performance,

Table 10: B-ﬂgu Supports

g m:uu 2% Bl% %




D-2: Fimancinl Information Frovided by Donors for Budgeting apd Beporting on Froject and
Program Aid

Rating | {deteriorated from 1+ in the 2005 FEFA): Prediciability of disbursement of donor support
for projects and programs affect the implementation of specific line items in the budget. Om the first
dimension (completeness and timeliness of budget estimates), the rating 15 ™17, since budget estimates
for disbursements are less than 50 percent of total assistance, Oo the second dimension {frequency
and coverage of reporting), the rating is ™17, as donor reports accound for less than 50 percent of total
mssistance. The overall rating is therefore " 1",

i) Completeness and Timeliness of Budget Estimates by Dooors for Project Support

Donors provide significant information to the Ministry of Finance on development sssistance, This
information is stored in the Donor Assistance Dutabase which operates on o commeércial software
platform and contans all the detnil of both Core Budget and External Budget projects which are
required for the Harmonized Reporting Format, Specifically, in addition o project identification, both
funding and disbursements amounts in total for the projects by year are recorded, In the fiscal vear of
20072008 (5Y1386) a financial review was carried out for which all major donors provided
information on funding and disbursements for the currend year, This report comprised donor financing
estimates of over B0 percent of the non-security assistance for next fiscal vear. Considering, however,
that security related expenditures excoed the pop-security assistance, the financial information
provided by donors represents less than 50 percent of total assistance.

(i) Frequency and Coverage of Reporting by Donors on Actual Flows for Project Support

The donor financial review i done fwice a year: before the fiscal year beging and at mid-year.
Although there are agreements with three donors o provide information quarterly, their assistance
comes to less than 44 percent of todal project assistance before the secunty related assistance ks even
considered.



D-3; Proportion of Ald that is Managed by Use of National Procedures

Rating 1 (same as the 2008 PEFA): The use of national systems by donors can help to focus effort on
strengthening national procedures. The mting is "1™ because less than 50 percent of aid funds to
central government are managed through national procedures,

Total official development assistance in the 2007/2008 (SY1356) budget is estimated at U5543
allion. OF this USS1.9 billion, 44 percent is mehided in the Government Core Budget which s
implemented through national procedures, These resources flow through the budget approved by
Parliemend, the funds are entrusted to the Treasury, the sccounts are kept by the Ministry of Finance
and the operations ane implemented by the sector ministries, On the other hand, 175524 billion of the
tota] assistance is implemented by the donors outside of Government's controf,

The oversight by the Government of the operations implemented under donor responsibility is limited,
As such, from the perspective of budget implemeniation, some recurrent spending and most public
investment oocurs outside national budgetary channels and procedures, The Government's control
over planning of total public spending, implementation of public spending, and reporting on its
execution is rendered more difficult by the large portion which ocours outside of Government control,
Donors are not subject, through their donor agreements, to plan, report, and operate in line with
Crovernment procedunes,

Nevertheless, under the initiatives led by the Ministry of Finance under the Aid Effectivencss
Committes steps wre in place to improve coordination and reporting on these external funds,
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B-4: Adequate Legislative Scrutny of the Annual Budger Law
Short-Term (Bext 6 1o 12 Months
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