Official Development Assstance as Driver of Socio-Economic Inequality: The Case of

Afghanistan

Context: economic situation in Afghanistan

When President Ashraf Ghani of Afghanistan was gosated into office in September 2014, he
vowed to make economic growth and job creationttfe most important priorities of his mandate.
President Ghani made clear that the economic aodrise agenda of the country were strictly
entangled, as there could be no peace withounalige and viable livelihoods for the many Afghans
that had been involved in the country's long stohgivil and international wars. He clearly needed
addressing two separate yet inter-related setsobfigms: on the one side, economic survival over th
short term; on the other, structural adjustmenéadnomic and fiscal issues. The two set of issues
vied for the same limited resources: whatever vimgested" in creating short-term, contingent jobs
and buying social peace, could not be used inioggiing-term reforms aimed at adressing low fiscal
revenues, poor public finance management practiEek of investments and poor business

regulatory frameworks.

Around that time, the already poor short-term ecooicooutlook of the country was just about to
worsen, showing how there could be no sustaindbleng without short-term financial survival. In
the preceding months, Afghanistan's fiscal capabdy been severely affected by an extremely
lengthy Presidential electoral process; weak eefoent of revenue collection; progressively
shrinking Official Development Aid (ODA), Other Qdfal Flows (OOF) and Private Flows (PF)
disbursements and; the international military diggrement spearheaded by the US military
withdrawal. Such negative trend was confirmed bg ttorsening of all risk and sustainability
indicators in the course of 2014, including the dstit revenue to operational spending ratio; the
salaries to total spending ratio and; the grantstid revenues ratio. The consequences of suatt-sho
term downturn had already become evident in thethsohefore and were to result in the Afghan

Ministry of Finance declaring a fiscal shortfallrfthe fiscal year 2014 of USD 537 Million. This



financial gap was subsequently plugged by the mat®wnal community, which advanced the

disbursement of payments that were already foreddst 2015 and lobbied the Afghan Government
to introduce some austerity measures in the fofigwbudgets. International requests for increased
budget coordination and transparency, includindptfiggainst corruption, revised fiscal norms and

improved business regulatory frameworks were atsbqf the international response.

Beyond the immediate fiscal crisis and short-teirmaricial needs, President Ghani faced more
structural problems. Since the NATO invasion, thterinational community had channelled USD 450
Billion to Afghanistan via ODA, OOF and F;Fdespite this massive effort, the economic situatib
the country remained grim. In 2014, the latest ieersof the National Risk and Vulnerability
Assessment (NRVA), which was based on assessmamtsdcout in the period 2011/12, had found
that food security in the country was worseninghvd0.1% of Afghans (up from 28.2% in 2007/08)
having an insufficient calorie intake to sustaimealthy and active life; that poverty levels were
remaining stubbornly high, with 36.5% of the popigla having a consumption pattern below the
poverty line; that job opportunities were not beorgated, with 6.6 Million employed people down
from 7.45 Million in 2007/08 and; that inequalityaw widening, with the GINI coefficient up to

31.6% from 29.7% in 2007/08.

! Source: ODA QWIDS. This is the sum of ODA OECD-compliant funds (complying with the following conditions: grants or
loans undertaken by the official sector; promotion of economic development and welfare as the main objective and;
concessional financial terms — e.g. if loans, they need having a grant element of 25% at least), Other Official Flows
(transaction by the official sector which do not meet the conditions for ODA, either because not primarily aimed at
development — e.g. military spending or because loans with a grant element of less than 25%) and Private Flows (flows at
market terms financed out of private sector resources — e.g. changes in holdings of private long-term assets held by
residents of the reporting country and private grants — or grants by non-governmental organizations and other private

bodies, net of subsidies received from the official sector). Source: OECD DAC Glossary http://www.oecd.org/dac/stats/dac-

glossary.htm#00F

2 National Risk and Vulnerability Assessment 2011/12, Central Statistic Organization, Kabul, February 2014.



These data were in stark contrast with the rhetofi¢Afghan success" trumpeted both by the
previous Karzai administration (2004 — 2014) anthrge part of the international community. In
international media, the rhetoric of successfugingntion in Afghanistan had been defended on the
ground of dramatic improvements in the rights eagbpy the Afghan population, and particularly by
Afghan women. These claims were perhaps part @é $t@paganda on both sides, but were no lies.
Compared to previous editions, the 2011/12 NRVArnayed remarkably positive results in a number
of social indicators, including: i) education, witlet primary attendance ratios for girls and bdys a
48% and 64% respectively, up from 29% and 43% iA52&nd 42% and 60% in 2007/08; ii)
reproductive health, with the proportion of womenved by skilled birth attendants increased to 40%
compared to 16% in 2005 and 24% in 2007/08 and rufike mortality rate down to 91/1000 from
161/1000 in 2007/08; iii) use of improved drinkingter sources, with 46% of the population having
access to safe drinking water compared to 27% @Y/88 and; iv) access to electricity, with 69% of
households having had access to some source dfi@tgcn the month preceding the survey, up

from 23% in 2005 and 42% in 2007/08.

How a catastrophic macroeconomic, fiscal and emmpéyt situation could exist side by side with
remarkable advancements in some social indicatars avquestion that left many a development
practitioner puzzled. Yet, the NRVA itself providedme insights as to how these two antonymous

dynamics could coexist in Afghanistan.

On the one side, agriculture contributed for 27%hef Afghan GDP, despite representing a source of
income for half of the total population (49%). Tliscrepancy suggested that Afghan agriculture was
marred by low productivity (subsistence farming, mechanization), lack of specialization (strong
prevalence of crop) and lack of access to credititias and outlet markets, both domestically and
internationally. This was hardly surprising afteonm than three decades of war and the consequent
loss of agricultural capacity, know-how, networkesources and structures. The report further
suggested that the secondary sector's contribtditimee GDP was marginal (14.2% of the GDP), thus

reflecting an economy with little to no manufachgricapacity and therefore extremely low value-



adding opportunities. This picture was also coméid by the Afghan trade structure, indicating that
all high value-added products in the domestic marlae imported, while all exported products were
either at the raw stage or had gone through limjtedcessing/transformation — such products

included dry fruits, carpets, medicinal plants an@mnal by-products such as wool and skin.

On the other side, the NRVA picked-up a burgeomieyice sector (54.4% of the GDP), despite the
fact that it employed only 28.4% of the active plagion. These figures reflected the weight of
extremely profitable service industries, includirepl estate; security; communication; supplying;
logistics and; transport. To the insiders of thgldn economy, it appeared however evident that
booming figures were more related to business dppities granted by the international presence and
Government spending — often time via heavily caedprocurement systems — than to anything else.
These businesses and job opportunities, alongttiih handsome profits, had long benefited selected
economic players close to Governmental circledh Viile trickle down effects to the majority ofdah

population, which remained mostly engaged in thet ind secondary sectors.

Clear unbalances further showed from comparingetidutions of the GDP structure with the labour
structure (since 2002, the GDP percentage of thiewyre and manufacturing sectors had been
shrinking, while services and construction GDP petages had been growing - however, the service
sector continued employing a relatively small shafethe labour population, while most jobs
remained in the agricultural sector); from the érddlance (USD 376 Million of exports against USD
6.39 Billion of imports); and from the Current Acot (which, despite the massive ODA inflows, has
remained negative in 3 of the last 6 fiscal yeais\wards Foreign Direct Investments (FDI) levels

were also low, with 747 Million USD officially entimg Afghanistan between 2007 and 2314.

® The Afghan current balance was +510 Million USD in 2007; -1,619 in 2008; -1,828 in 2009; -2,688 in 2010; +398 in 2011
and +800 in 2012. Source: UNCTAD

* Ibid.



In sum, the NRVA depicted a dual economy. The ,fivghich can be considered the 'real Afghan
economy', where the vast majority of Afghans livedgs failing to create national productive

capacity, jobs and, ultimately, sustainable fiscedources to promote poverty reduction. Many
Afghans living in this economy were enjoying soaatvices financed, engineered, provisioned and
monitored by foreign agencies (national developmagencies, international organizations, non-
governmental organizations, think tanks and privaigoorations), but remained at bay from the
possibility of contributing towards or benefitingpfn an expansion of 'their' economy. The second
economy, which could be called the ‘foreign-stdeg@id economy', was the war and ODA/OOF

economy, fuelled by a mixture of resources, mosthde available by the international community
via military and development spending, but alsah®y insurgency via opium trade, arms smuggling
and terrorist activities. The relatively few Afglgathat could access this economy, in the goodeor th

bad, enjoyed salaries and networking opportunitiesothers could only dream of.

Under the push of the ‘foreign-steroidized' econobnth the nominal GDP and social indicators
grew at enviable rates throughout the 2000s. Wédrvice delivery was improving steadily via
ODA/OOF spending and social elites were enrichimgntselves by providing contracts to foreign
agencies financing those services, little budgethéreal Afghan economy, which remained largely
dependent upon subsistence farming, petty tradehamd manufacturing. While the burgeoning
‘foreign-steroidized economy’ travelled on a faskl powered by dozens of millions of USD injected
on a daily basis, the real Afghan economy was ngitis own course on a much slower lane. The
two lanes intersected at times, for example whegida agencies hired locals, purchased services
from local companies or sustained the Afghan publidget in maintaining a large, inefficient and
rent-seeking administration. These 'intersectiasd allowed for some trickle-down effects. Yet,
most Afghans only interacted with the fast laneemjoying services provided by an exogenously-
financed and implemented welfare system, whilerdad Afghan economy they lived and worked in

was not creating sustainable jobs or businessesrypyities.



The long-standing role of war and development amdthe Afghan economy

Such a peculiar situation had not suddenly falkemfthe sky, being rather the result of complex
interactions between natural and cultural factodsmestic policies and; relations with the
international community. President Ghani himsedf,aaprevious Minister of Finance (2002 — 2004)
and Chancellor of Kabul University (2004 — 20083dhthe opportunity to witness many of these
dynamics at work, including the implications of égn spending upon employment and security

levels in the country.

In fact, the new National Unity Government (NUGHatHresident Ghani begun leading in 2014,
immediately suggested that a key factor in andylikentributor to the protracted lack of security i
the country had exactly been the little opporteasitior non-war, non-foreign aid related jobs. la th
period 2001 — 2014, security-related activities @IA/OOF represented the most dynamic national
economic sectors, whether seen in terms of aidelgli state defence budget; foreign military
contributions and procurements; military insurgegoyups or; opium cultivation. Collectively, these
activities continue today to account for the latgesrt of the Afghan GDP and provide direct or

indirect livelihoods to the other public sectore gocio-economic elites and a vast network of tdien

A number of elements had contributed in creatingeaonomic vacuum in which war-related
activities and management of foreign aid were addvio become the largest national industries,
while contributing to the structural economic weeéses of other sectors. These elements can be
grouped under two headings: i) domestic factorsluging geopolitical, demographic and cultural
factors and; ii) international factors, includingrdign financial injections and Afghanistan's

international alliances.

National factors



Afghanistan is a land-locked, Least-Developed CgufitDC) in the heart of Asia. The geography of
Afghanistan has set the course of its political amtitary history for millennia, characterized by
invasions from Iran, Central Asia and India. In tasnporary history, Afghanistan became first a land
of contention between the British and Russian eespivithin the larger 'Great Game' aimed at
controlling Central Asia (1813 - 1907) and latee theatre of one of the most dramatic Cold War
chapters (1979 — 1989), with a bitter proxy wardiauion behalf of the Soviet Union and the United
States. The current NATO-supported political syst@601 - ) emerged from a failed State that had
been controlled for more than a decade by warlardstheir ethnic-tribal networks, which allowed

substantial access and protection to radical Mugheadists, from the Gulf and beyond.

Afghanistan’s history of invasions and protracteatsshas contributed, among other factors, to low
levels of capital accumulation and investments, élements that have been compounded by a virtual
absence of manufacturing or industrial traditigmsor interconnectivity with the region and scarce
infrastructures. Since the 1960s, social and ecdmopoverty has settled in Afghanistan
notwithstanding the many comparative advantagesol@atry could have leveraged — including by
exploiting its geostrategic position, mineral whaltlimatic variety, extraordinary amounts of water
and pockets of exceptionally fertile land. A palegland unequal distribution of land, poor public
administration, diversified ethnic composition alagk of national standards along with scattered
governmental control over the territory — a sitoatimasterfully portrayed by the 'Swiss cheese'

metaphor of Thomas Barfield — further contributedhaping a structurally weak national econdmy.

® Thomas Barfield notices that, with its dispersed rural population organized in self-governing villages centred on clans and
tribal groups, Afghanistan lacks the consistency of control of the territory that characterizes Europe and North America.
This situation was inherited from the Turk-Persian world, where '[...] Empires were cobbled together with large stretches of
sparsely populated territory separating the main centers of agriculture and urban life. Rulers here sought direct control of
these centers and lines of communication among them while largely ignoring the rest. They employed a Swiss cheese
model of the polity that did not assume uniformity across the landscape or their control over it'. In Barfield, Thomas

(2010). Afghanistan. A cultural and political history. Princeton: Princeton University Press, p. 68



Afghanistan's traditionally large uneducated yoyogulation has also done little good to national
development, serving instead as a generous resarf/dighters for insurgency groups of all faiths
and political affiliations. Today, Afghanistan contes having one of the youngest age structures in
the world; in the last 5 years, over 5 million nbarns have come to represent roughly 20% of the
population and pushed upward an already unsusiaim@pendency ratio: for every 100 persons in
the working age 15-64, there are 104 persons ite8teproductive ages of under-15 and 65 and over,
who are dependent for income and subsistence. &pendency ratio in Afghanistan is worsened by
the fact that only 19% of working-age females artiva in the labour market. This means that, both
in the past and in the future, any potential GDPgapita gain that the country may achieve as a
result of increased productivity is likely to betsitically 'eaten away' by the large wave of new-
borns, on top of a still large proportion of wor§giage population being unemployed or

underemployed.

Cultural elements also contributed in driving thigl#an economy to where it is today. Since ancient
times, Afghanistan has been characterized by areuttf tribalism and ethnic clienteles. Contacts
with the British administration in the XIX Centudyave furthered a bribe culture and a social
acceptance of corruptidnToday, Afghanistan is ranked as the fourth-mostumed country in the
world according to the 2014 Corruption Perceptindex! Deviation of public resources by local
powerbrokers, commercialization and sales of pyldisitions and widespread corruption at all levels

of government and society remain normal featureb®fAfghan society.

Vast corruption among the public ranks goes handiand with weak professional and national
identities across the society. Since 2002, the tzck sense of national responsibility among the
political elites and the wealthier strata of th@ylation showed from their unwillingness to tratsla

profits deriving from the war economy bonanza imgeestments favouring the Afghan society at

® Barfield (2010: 122)

7 Transparency International (2014). Corruption Perception Index



large. Afghanistan's incapacity to generate frest austainable jobs hints to the fact that the
beneficiaries of the war economy failed to re-i\tasir profits in national activities. Booming [fits

for a selected minority active in the service secmupled with lack of re-investments in labour-
intensive sectors is what contributed to widenimgpuality levels. Although capital flight estimatas
Afghanistan are not readily available, anecdotid@wce suggests that unrecorded overseas transfers
of financial assets — particularly towards Dubatahbul and other Islamic financial centers —

represented a large phenomenon throughout thddaatle.

International factors

When it comes to international economic factorsyes@f them seem having played a peculiar role in
the economic history of Afghanistan and its currgtiation, while others could be easily related to
common features in the politico-economic relatibesween high and mid-income countries on the
one side (donor community) and low-income and lekesteloped countries (beneficiaries) on the

other.

Since the NATO invasion of 2001, Afghanistan hamesgsed exceptionally high financial inflows,
given both by military spending and ODA/OOF distaments and trickle-down effects. To date,
development aid efforts in Afghanistan remain urghetl in the history of ODA. Much to the credit
of the donors' community, some remarkable reswdtetbeen achieved, including in the education,

health and infrastructure sectors, as well aseratdvancement of women's rights.

These results should not be taken for granted: @A disbursements in Afghanistan have faced an
extraordinary set of challenges. Exceptionally éafancial flows have translated in higher than

normal donor coordination problems, high chancesutoptimal outputs, endemic corruption and a



general state of isolation from economic redliiso, following the NATO occupation, the country
has been divided by NATO forces in four sectors amdimber of sub-sectors. These areas have been
subsequently assigned to different NATO membersifglian and military supervision; faced with
the task of directly administering occupied regidos a limited period of time, foreign Provincial
Reconstruction Teams (PRTs) have naturally prieitegshort-term results over long-term

development strategies.

Other elements yet are entangled with the natudewélopment aid more generally, in Afghanistan
as elsewhere. Typically, OECD ODA compliant aid greosnmes focus on service delivery;

distribution of consumable goods; infrastructureedlepment and; improvements in the legal and
economic regulatory environment. Almost no ODA fsirede channelled towards capital investments;

sizeable entrepreneurial ventures; market acquiggonsolidation or; technology transfer

This is also the case in Afghanistan: between 2808 2014, the World Bank's Afghanistan
Reconstruction Trust Fund has channelled someBillién USD in programmes promoting service

delivery? including the National Solidarity Project (NSP)darthe Afghanistan Rural Access

8 Kabul-based journalists Matthew Atkins provides a witful account of life in Afghanistan during the aid-bonanza years: '[...]
Out of the $104 billion appropriated [by the US] since 2002 for rebuilding the country, $64 billion was earmarked in the
past four years — this in a country with an annual GDP of $20 billion. There was so much money in Kabul that even with all
the waste and corruption — by 2011 up to $60 billion was lost to fraud and mismanagement in Iraq and Afghanistan — much
of it went unspent. Organizations were desperate to up their "burn rate" and clear out their budgets before the year's end
so they could ask for more the next year. It was so easy to make money in Kabul that it felt like we were all citizens of some
Gulf oil state. If you could string a few coherent sentences together into a grant application, odds were that there was
some contracting officer out there who was willing to give you money, no matter how vapid your idea. Want to put on a
music festival in Kabul? Here's a few hundred thousand. Shoot a soap opera about heroic local cops? A million for you. Is
your handicraft business empowering Afghan women? Name your bid'. Matthew Atkins (2014), Last Tango in Kabul, Rolling
Stones.

° ARTF Financial report from 04/08/2002 to 11/30/2013: total receipts USD 6,891,985,806; total disbursement USD

5,160,734,795



Programme (ARAP) (rural infrastructures and capduitilding); the System Enhancement for Health
Action in Transition Project (SEHAT) (health sem$cand capacity building); and the Education
Quality Improvement Programme (EQUIP) (educaticseivices and capacity building). Similarly,
UN-administered programmes have disbursed an awecdgUSD 715 Million/year worth of
emergency job programmes and welfare senfitesluding through the Law and Order Trust Fund
for Afghanistan (LOTFA) (police training, servicasd infrastructures, 7.03 Billion USD disbursed
between 2002 and 2014); the National Area Basedelbpment Programme (NABDP) (rural
infrastructures and capacity building, 199 Milli&fsD disbursed between 2002 and 2014); and the
Afghanistan Sub-National Governance Programme (AS@#stitutional capacity building, 100

Million USD disbursed between 2006 and 2014).

While the debate on ODA priorities and developm&nategies remains open among development
economists, there is little doubt that servicexdely programmes in Afghanistan have contributed in
improving living condition but failed to create piactive capacity, jobs and, ultimately, sustainable
poverty reduction. This shows from the data seeswv@band particularly from the little or even
negative changes between 2007 and 2012 in emplaymazis (in 2007/08 the employed population
was 7.45 Million people against 6.6 Million peote2011/12)}* from the low value-added content
of national agricultural (wheat, maize, potatoes) ananufactured (bricks, textiles, soap, furniture,
shoes, fertilizer, apparel, food-products, nondaddiz beverages, mineral water, cement, hand-woven
carpets and a still under-exploited mining secpygducts; and from the absence of national value-

chains worth of notice.

° yNDP expenditure 2010: 769 Million USD; 2011: 744 Million USD; 2012: 633 Million USD Dollar. Source: Audit of donor
relations in UNDP Afghanistan, 17 July 2013

™ Since the definition of employment/underemployment/unemployment is not fully consistent between the NRVA
2007/08 and 2011/12, the two indexes are not fully comparable. However, the absolute number of employed persons
(fully employed + underemployed) reported above; the absolute number of unemployed person (568,000 in 2007/08
against 600,000 in 2011/12); and the employment-to-population ratio (the proportion of the working-age population that

is employed, 62% in 2007/08 and 45.7% in 2011/12) suggest that the employment situation has worsened.



While some ODA activities focus on productive aitiés, these programs are usually marginal both
in size and in their positioning within the OECDntes' development strategies. This is also true in
Afghanistan: private sector development (AfghamisRural Enterprise Programme), micro-credit
(ARTF micro finance support for poverty reductiooy market agriculture (Comprehensive
Agriculture and Rural Development Facility) prograes only mustered limited financial support.
Larger 'hybrid' programmes — e.g. welfare-like pamgmes with some productive component — such
as the NABDP are unlikely to promote a virtuousleyaf increased value-adding activities, sustained

demand, larger investments and, ultimately, suabdénand inclusive growth.

A direct consequence of the welfare bias of ODAgpammes is that they do not create sustainable
economic demand. Lack of jobs means a weak tas basi little disposable income, which translates
in low consumption. This is particularly true in ghfanistan, where the largest part of private
consumption is directly (militaries, NGOs, diplomegbersonnel) or indirectly (services to foreigners
commanded by the international community. Sinceghbu 70% of the State budget is financed
through domestic revenues, international grantsalse behind the largest part of the Government's

investment and consumption capactty.

Under such scenario, it is little surprising thae tmassive withdrawal of militaries and civilian

contractors and the scaling down of ODA/OOF expetses immediately impacted existing levels of
GDP growth: since 2014, the Afghan economy hasesiad a remarkable slowdown, passing from
an average growth rate of 9.4% per year in the 2Period, to 2% in 2014. Paradoxically, since
the trickledown effect from the service sector has happened, Afghan poor are mostly remaining

insulated from the negative effects of the curgdmggish growth.

12 This has been the case for the Afghan budgets relating to fiscal years 2014; 2015 and; 2016.



The Afghan developmental case in comparative cohtex

Are these national and international factors enotmtexplain the current economic situation in
Afghanistan and are their constitutive elementfigaht to determine its economic future? We argue
that, while they must be part of any balanced asiglythey do not necessarily represent the only
explanation for the predicament in which the Afgleaonomy is — at least if considered singularly.
The academic literature of disparate disciplinéscluding development economics, geopolitics, law,
anthropology and political science — offer a wealtlexamples of nations which, having experienced
similar conditions, have still managed to engagepublic policies eventually leading towards

improved economic and social conditions for theipgation.

Botswana and Kazakhstan are land-locked countnijgyieg higher GDP per capita levels and social
standards than the average regional trading blags it into, which include countries with access t
the sea. Although Switzerland, Austria and Luxentbadeveloped in a different century and under
different structural economic conditions, they alsear testimony as to the different economic
specializations that land-locked countries canmaby tap into. Liechtenstein is one of the ohlyo
double-land-locked countries in the world and & #ame time one of the wealthiest States in the

world.

Worldwide, high fertility rates correlates positigevith low capital accumulation and low GDP per
capita levels. Yet, most Muslim resource-rich coigst including Iraq, Oman and Saudi Arabia, have
managed to couple relatively high Total FertilitgatBs (TFR) with medium to high GDP per capita
levels®® Smaller countries such as Laos have managed ievachelatively high living standards
despite high TFRs and low nominal GDP per capitelte The capacity of national Governments to
put in place measures aimed at curbing demogragpksure — from draconian measures in China to

milder policies in India — should also not be uredémated.

13 According to the World Bank, Irag has a TFR of 4.1; Oman 2.9 and; Saudi Arabia 2.7.



Countries like China, Brazil, Spain and Italy dhsed a culture of corruption in the years befoesrt
economic booms — such cultures have stubbornlyighedsiuring the boom years. In fact, Chinese
President Xi Jinping's recent clamp down on théuceland practices of State corruption in China has
been positively associated to slumps in economaavir not only in Mainland China if not in a
number of satellite economies, including Hong Kamgl Macau. Corruption has at times worked as
oil greasing the clog wills of fast-expanding ecanes: leakages were tolerated as long as the engine
continued performing well. The major differencevbetn these countries and Afghanistan — or large
chunks of Sub-Saharan Africa for that matter -hes ¢apacity of the political system to control and

use corruption rather than being overwhelmed by it.

Some countries that have long been beneficiaridargé ODA inflows between the 1960s and the
1990s have managed a remarkable degree of emaanifam social phenomena and cultures that
are too often correlated to aid, including depewgierorruption and polarizing wealth within the
society. Examples include Ethiopia and Vietnam, wountries which passed from being ODA-
dependent States in the 1980s to becoming suctepsfunoters of major investment and

manufacturing public programmes in the 2000s.

On the other side, there are few cases in histbayy, of a country managing to increase wealtth an
advance sustainable social development duringauted civil or international wars. The GDP boost
associated to Western countries entering the &irdt Second World War was more the result of a
planned, ordinate and timely set of public policiescluding full occupation, state-led investments
and war financing — than to the inordinate chaoshich civil wars in low-income countries normally
happen. Afghanistan is no exception and the almostterrupted state of war in which the country
has plunged since 1979 has not only prevented ssitdgolicy making, but also disrupted the little

that had been built before.



Hence, with the remarkable exception of war, whitlAfghanistan has represented a long-standing
feature in its contemporary history and a compgliélement of its national economy since 1979,
most of the elements considered above do not redligsdetermine a nation's fate. There is nothing
structural in the Afghan economy that warrants terdeinistic predicament for the country. Yet,
several contingent variables have come to overiagh lzave at times interacted in a mutually-
reinforcing fashion. Insecurity has fed a politisgistem and an economy whose management and
beneficiaries have much to gain from a state otrpoted war or volatility. Because the region
Afghanistan sits into is prized by world-powersaiso stands good chances of receiving sustained
levels of interest in the future. For differentgeas, the national and international elements bgari
influence upon politico-economy setting seem toehstaggered the cards against the development of

Afghanistan.

The Ghani administration's economic strategy

Since September 2014, President Ghani has takarsteps on some of the policy variables discussed
above. Among the very first acts right after takmagh, there have been a forceful prosecution of
people involved in major cases of embezzlementublip money, including in the Kabul Bank case,
and the subsequent devise of a more articuldtedi against corruption. Exceptionally among
Governments of Least Developed Countries with gtrpalitical and diplomatic ties to the donor
community — and particularly with the US and EUthe Ghani administration has recognized that
part of the country's economic problems lie witl tkes it entertains with its OECD allies. Presiden
Ghani has identified ‘the root cause of Afghanistamurrent economic weakness in the country's
dependence on aid and military expenditures rath@m on a vibrant, functioning real econoniy'.

According to him, '[...] this has happened becaigbe way aid has been delivered so'far'.

% \slamic Republic of Afghanistan (2014), Realizing self-reliance — commitments to reforms and renewed partnership.

London Conference on Afghanistan, December 2014, p.12. Ashraf Ghani also expanded on this point in a public lecture: '[...]



On the basis of his interpretations, the Presiddras long mulled a fairly innovative intervention
programme. Part of this programme buys into theiticanal liberal-economic agend&being largely
compatible with Washington-inspired reforms, ingéhgdvia an IMF Staff Monitored Programme
(SMP) and the planned opening of an IMF ExtendestitFacility (ECF).’ However, there are signs
that Afghanistan is also seeking economic andipalispace from more heterodox measures.
President Ghani's economic recipe seems being@uspy a specific breed of theoretical thinkers and

historical experiences in development practi€eamd few people in the Afghan administration have

The economy got distorted because ISAF/NATO became the largest economic actor in the country. The unintended
presence of a very large military organization was a major economic distortion [...] the transport sector grew to account for
an amazing 22% of GDP because trucking for supplies was Afghan. [Same for] The construction sector [...] [on the other
side] every year the percentage of agriculture in the GDP has declined. A lot of cash came but it did not become capital [...]
given all this, when we started the security transition | wrote a paper arguing that the economy would face very significant
challenges. Unfortunately our colleagues in the development community did not buy my argument. They were very
optimistic, and their projections [...] | argued that the rate of growth could come down to 2% or approach 0, and that's
where we've reached', Chatham House, 4 December 2014.

- Realizing self-reliance, p. 7.

8 ' The proper solution to what will otherwise be periodic cycles of fiscal imbalance is for the Afghan state to provide the
private sector with clear and secure property rights (both urban and rural), a reliable system of justice to protect them and
increased global and regional market access'. Realizing self-reliance, p. 13

7 On 20" March 2015 the IMF announced having reached a staff-level agreement with the Afghan authorities on
macroeconomic policies and structural reform agenda, which have subsequently been supported by a nine-month Staff-
Monitored Program (SMP). Structural reforms are focusing on: (i) revenue mobilization, expenditure control and
repayment of arrears; (ii) financial sector reform to deal with weak banks, promulgate and implement the new banking
law, amend the central bank law, strengthen banking supervision, and address weaknesses in state banks; and (iii) better
economic governance by strengthening anti-corruption, anti-money laundering and countering the financing of terrorism.
% n public fora, meetings with the international community and past academic work, Ghani has directly referred to or
indirectly showed influence from the works of Peruvian economist Enrique de Soto; Professor Kim Song Tan at the
Singapore Management University; and Professor Mohammad Humayon Qayoumi of San Jose State University. The

developmental experiences of South Korea, Taiwan and Colombia are often cited as potential models for emulation.



shown the technical background or political willrgs to counter his argumefitsSuch recipe
prioritizes the role of the State in pushing fowastments in agriculture, mining and regional

connectivity.

The Afghan Presidency sees the agriculture sestthelargest source for job creation and poverty
reduction and is aware of the need for large, radtitoral investments and diversification away from
crops. The baseline is dismally low, both in terofisdomestic value-added (50% of the Afghan
population derives some income from agriculturg, dgriculture only contributes for 27% of GDP)
and international trade (in 2013, total exportsaihmerchandise categories amounted to USD 515
Million against USD 8,724 Million of imports in theame category, with licit agriculture roughly

accounting for half of Afghan exports in good$).

The extractive industry, which theoretically ha®mnous potential as estimates place the country's
mineral riches at 1 Trillion USD, is identified #s second key sector. Yet, it remains unclear who
the key players will be. Ghani is on the recordpilsg western mining compani€sHe has no
special sympathy for Chinese State-Owned EnterpiiSOES) either - suggesting that Afghanistan
will avoid falling for the poor contractual terntsat a number of African countries have acceptetl wit

Beijing. However, he seems to be more appreciativme ‘very productive' Chinese investments in

% To have a sense of the superficiality of some Afghan institutional analyses, suffice it to say that, with 70% of the budget
depending upon direct foreign financing and the remaining 30% depending upon taxes largely raised on imports paid
through foreign financing, the budget 1394 takes pain to explain that 'according to predictions of MoF, any additional
expenditure of the government amounting [to] Afs 140,600 (USD 2,450) will result in [one] more employment opportunity
within the economy' — as if the job-creation recipe of a bankrupt government could simply consist in raising public
expenditure.

?® Data: UNCTAD Stats; The observatory of economic complexity.

= '[...] mining companies in the west did horrors everywhere in the world, and we are learning from those. Look at some of

the same companies, now they talk of corporate responsibility, but their histories are written in blood and toil'. Chatham

House, 4 December 2014.



Latin America. He promised to act to 'make sure Afghanistan gets a reasonable share of the rents

from extractive industrieé®

Accordingly, Afghanistan is set to become a tougbatiator for international investors, both on lega
provisions that have already been adopted and gpoig business negotiations. The Mining Law
adopted by the Karzai administration in May 2014iok has since come under criticisms from
different angle$® has been scrutinized by the new administratiom wie intention of introducing

amendments. At the same time, the Afghan Minisfrifinance has been re-thinking the strategy for
mining and exploring the appetite of local and rin&tional banks to support small Afghan mining

companies.

The government negotiates however from a positioweakness: no capital, fragile political unity,
high regional fragmentation and an informal/illegaining exploitation well underway. Arguably,
such a weak negotiating position already reflegtthe existing Mining Law, which seems to leave
more bargaining power to investors than to investée particular, the Law's Article 83 on royalty
payments does not set basic rules to ensure thaltiss are paid based on the full and fair market
value of minerals extracted; article 110 estabbstetatively weak local procurement rules; andeher
is no requirement on the debt-to-equity ratiosnekisting mining companié$ China, which has long
been re-negotiating the initial generous termsreffdn 2007 to secure mining rights at the Aynak

copper mine, is possibly trying to capitalize oas Afghan protracted weaknes$eBact is that the

z Realizing self-reliance, p. 17.

3 including by the civil society for lack of transparency on bidding and awarding procedures; lack of obligations in
publishing ordinary exploitation and exploration contracts (contrary to large mineral development contracts); and weak
provisions on conflicts of interest between certain categories of people (including MPs and judges) and indirect interests in
mining licences.

2 High debt-to-equity ratios in the mining industry are seen as a standard corporate trick to minimize tax liabilities.

= Reportedly (Adam Smith International), the Metallurgical Corporation of China (MCC) offered to pay royalties as high as

35% (but a Financial Times article refers to 19.5% max, in line with the standard mining royalty rate in Afghanistan), as well



mismatch between Afghan aspirations and conditi@ssalready prompted the Minister of Mining to

suggest that little will happen in the next tenrgea

The NUG also places great importance upon Afghanistpotential to become a transition and
logistic hub for central and southern Asia. Focuas hbeen put on transport, energy,
telecommunications and logistic. The Presidencycatds investments for infrastructures aimed at
regional integration as a fundamental part of tbenemic strategy: Central Asia South Asia 1000
(CASA 1000); Trans-Afghanistan Pipeline (TAPI); TKomenistan-Uzbekistan-Tajikistan-
Afghanistan-Pakistan electricity trade (TUTAP); IHeaf Asia; Lapis Lazuli Corridor and; Silk Road
Corridor are all initiatives high in the Governmegenda. Infrastructure development is a capital-
intensive sector: Ghani lamented the high costspmiects attached to foreign grants (7...]
neighbouring countries are developing the samasitrinctures for much lesst9but the government
has no fiscal capacity to build these infrastruesusutside the ODA framework, which comes with its

built-in costs and which is set to diminish anyvimym 2017 onwards.

On trade, the NUG has given signs of being awaaé tleoretical no-trade restrictions granted by
OECD partners have little if any commercial valt@alafor the Afghan economy. Access to the WTO
in 2016 is unlikely to change this scenario. Atgerd, Afghanistan does not have the expertise,
manufacturing capacity or capital goods necessapraéduce and export goods or services to hard-
currency markets. The Government has requestedtasse from global corporate players, asking
them to source primary products from Afghanistanlevstopping financing 'symbolic activities' with
little or no commercial value — fair trade initias, embroidery, work-from-home trainings and

similar. Instead, Afghanistan is asking to startegnating small national agri-producers and

as building a 400 megawatt power plant, construct vital infrastructure and provide social amenities like schools, clinics and
mosques. The Chinese are now negotiating substantial reductions on royalties as well as educational, health, and housing
services to employees. Previous experiences from oil negotiations in Angola suggest that Chinese SOEs may routinely recur
to overly generous offers to secure highly competitive bids, to subsequently re-negotiate from a position of strength.

%% Ghani — UN Meeting, Kabul, 2014.



manufacturers into global value chains. Simila@ani has belittled the logic and finalities of roic

credit, asking instead for real, sizeable investsien

On direct state economic intervention, being avedriéhe political risks of a stagnating employment
market, the NUG is pushing the international comityuto sponsor a large labour-intensive

programme (Jobs for Peace). The Ministry of Edocdtias signalled that 60% of the 200,000 Afghan
students graduating every year from secondary $¢prade 12) do not pursue further education and

look for technical jobs that the market is unaldeoffer. Thus, the Ministry of Economy has been
looking at opportunities to add 'entrepreneursispa subject in the Afghan curriculum, hoping tmtu

some of these youngsters from job-seekers intol @nakpreneurs and employers.

The NUG economic strategy seems to have taken ardbnost of the recommendations made by the
Afghan business community on the side of the Deezn2014 London conference. In particular,
Afghan entrepreneurs plead for: i) prioritizing iagfture and rural development, with a focus ortvas
irrigation projects and promotion of agro-procegsiather than support to subsistence farming; ii)
focus mining investments in the infrastructuresessary for its development (railway, roads and
electricity) rather than on issues relating to tiogdregulation/control of investments; iii) supfing
private investments, start-ups and SMEs by wayatibmalizing/simplifying the business regulatory
environment; creating a qualified labour supplysoaby strengthening technical and vocational
education and training and; facilitating accessraalit and protection of investments with a patticu
attention to the electricity sector; iv) promoteedt economic state intervention via publicly-fudde

industrial parks and Public-Private Partnershig2R$).

While it remains unclear whether the NUG econontrategy will yield concrete results, it is
increasingly clear that all economic operations @agied out under stringent timelines. Stagnant
economic results in 2014 and 2015 have immedidt@ygslated in declining popularity for the
President and the NUG. If the recent economic stawdis directly related to a long-scheduled

international disengagement (and the prized rhetofi Afghanistan's recovered sovereignty) is



something that remains largely irrelevant to 'fgebple in real streets', who are simply looking for
improved livelihoods and are prone to blame Govemnperformances for the recession. The mid to
long-term sustainability of the economy may therefoot represent the most vital of the problems in
a country where the political imperative of suraigitomorrow carries ontological, chronological and

logical priority over anything else.

Conclusion: Afghanistan's long-way towards econonself-sustainability

Two interlinked inferences can be drawn from thevabanalysis. The first is that Afghanistan will

not achieve any degree of sustainable economicla@went until the security situation has been
addressed. This should not only be understoodearrdtatively simplistic and yet crystal-clear terms
of liberal economics — no peace no investmentst-also in terms of the current incentives that the
war and aid economy is providing to a heterogenetass of Afghan politicians, businessmen and
job-holders. Until the ground has been cleared fthermechanisms and actors profiting from the
‘foreign-steroidized economy', there will be litttdhances of development in the 'real Afghan-

economy'.

Both the international conjuncture and the NUG amerking in weakening these incentives:

ODA/OOF injections are shrinking; the administratie clamping down on predatory behaviours and
nepotisms in the public administration; nationaligges and programmes have been introduced to
favour national investments and production, inhibpe that this could lead to some degree of import
substitution and access into foreign markets. Tureldmental issue of security spending remains
however open, as NATO/OECD countries might deaddeointinue engaging fresh resources to avoid

losing Afghanistan to ISIS or to the Talibans.

The second, interlinked, inference is that Afghmswill not achieve any degree of sustainable

development through the economic policies undeipgithe ODA/OOF agenda. Mid to long-term



economic problems, in Afghanistan as elsewhere,aienfargely unaddressed by ODA/OOF.

Programmes specifically targeting sustainable econgrowth and sustainable job creation remain
rare in the world of development aid. In Afghanist®DA data organized by National Development
Strategies (ANDS) priorities show that only 3.5%ighly of the total on-budget external assistance
the country received between 2002 and 2010 wergritate sector development, the rest being
provisioned to service delivery in sectors withited or only indirect capacity to generate growth,
including infrastructures; (subsistence) agric@fugovernance; social protection; education and;

health.

A possible reason for this is the donor communitig&-aversion in supporting more politically
difficult measures, including moving away from deevdelivery to take financial and reputational
risk on the more complicated economic agenda. Asrotbason could be its intention to displace
worrisome effects (channelling external financingpilong-term investments will take away welfare
resources currently used by the Government to geobasic essential services, to buy the political
support of its constituencies and to survive toimwjrat a time in which Afghanistan will not be on

the international priority agenda anymore.

Fact is that over the mid to long-term, Afghanisteaeds a strong programme of public intervention
in the economy. This may happen via state-ownegbasticipated companies; public incentives;
public-private partnerships or; market distortingasures in whatever sector will prove most cost-
effective: mining, energy, transport, agro-proaegsiow-technology manufacturing or else. If the
Government does not spearhead this process, n&lseewill do it, except perhaps major foreign
mining companies, at conditions that will likelydgethe Afghan elites happy while leaving a pittance
to the population. In the interest of its futurefgdanistan needs today substantial public capital

investments, not social welfare.
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