ARTF Financing & Investment Framework
Working group proposal to the ARTF Quarterly Meeting
29 July 2009

Introduction:

The Afghanistan Reconstruction Trust Fund (ARTF) is adapting to the expanding and improving context for
development work in Afghanistan. In the last seven years, the ARTF has transitioned from a source of
interim emergency financing to providing around one quarter of annual core development spending,
centered on key national priority programs. At the same time, the ARTF Recurrent Cost Window is evolving
to support the government’s economic policy & reform agenda.

Over the ANDS period and beyond, ARTF must evolve further to ensure that it continues to support core
development objectives of the Afghan government. Based on the independent ARTF evaluation undertaken
in 20081, donors and government have expressed their support for a progressive evolution towards a
programmatic financing vehicle, focused on core ANDS sectors, and leveraging its multi-lateral platform for
policy and reform dialogue.

The evaluation also considered that at this stage of its development, the ARTF would benefit from a
strategic framework that articulates broad objectives clearly, defines areas of comparative advantage,
strengthens predictability through focusing on core sectors and establishes a path towards more flexible
and sector-based program support. This framework would not duplicate the national budget or medium-
term expenditure /fiscal frameworks, but would provide the basis for more predictable inputs to them.
Such a “Financing & Investment Framework” for ARTF will be coordinated with and will feed into
discussions of the ANDS Results Financing Mechanism under the High Level Committee on Aid
Effectiveness. The framework will encompass both the financing side of the ARTF (i.e. donor
contributions) and the demand for ARTF funds on the investment side.

This proposal to the ARTF Donor Quarterly Meeting is the joint product of discussions between donors and
the Ministry of Finance in Working Group meetings in March and July. It attempts to describe in more detail
the different elements of a Financing & Investment Framework for ARTF, with a view to further elaboration
following the quarterly meeting. On the final page it also sets out some questions to help the Working
Group take the work forward.

The objectives of an ARTF Financing Strategy would be to:

e Bring donors and the Afghan government into closer multi-year development coordination through
the ARTF;

e Enhance the predictability and visibility of donor support through the ARTF;
e Strengthen the alignment of ARTF resources with Government priorities & programs;

e Improve the transparency of ARTF decision-making with regards resource allocation;
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Increase the intra-year flexibility of ARTF cash management by reducing preferencing at the project
level.

The audience for this proposal is therefore the Afghan government, ARTF donors and the ARTF
Management Committee.

Proposed principles of the framework:

The framework - if it is to function effectively - will require donor and government commitment.
Donors, in particular, will need to be able to discuss multi-year (indicative) financial pledges.

The ARTF has been successful to date partly because it has been flexible and has responded to
opportunities as they arise. In the Afghan context, it may be unrealistic to set firm medium-term
ceilings for investments. The framework must therefore seek a balance between predictability and
flexibility. Nevertheless, if funds are to be relevant for ANDS implementation they will need to align
better to national (investment) priorities.

The budget and the Medium Term Fiscal Framework remain the strategies that guide ARTF
investments. There is no need to duplicate these. However, an ARTF Financing & Investment
framework should enable closer and more effective alignment of ARTF resources, as well as greater
predictability of funding.

An ARTF Financing & Investment framework would be comprised of different components, including:

Articulating the overall development objectives of the ARTF as well as the conditions under
which ARTF may hand more core responsibilities over to the government. This will also include
some parameters for improved M&E on ARTF financing;

Articulating the particular characteristics of the ARTF that define the opportunities and
challenges of the ARTF instrument. A better understanding of what the ARTF is good at - and what
itis not good at — will help to put in place an eligibility framework for new ARTF proposals and will
streamline the portfolio around core sectors;

Agreeing on an annual consultation process between the Afghan government (led by the Ministry
of Finance but including relevant line ministries) and the ARTF donors and Management Committee,
whereby annual donor plans, the ARTF investment pipeline, the national budget and the medium-
term expenditure framework/ANDS can be closely linked;

Putting in place broad parameters for a medium-term commitment framework by sector -
based on the comparative advantage framework as well as projections and assumptions about
donor contributions going forward;

Articulating the transition path to sector wide approaches, including interim measures such as
program-based approaches as well as the minimum standards required for SWAps in programming
capacity and public financial management.

[t is important to note that these components are closely interlinked with one another. Agreeing on the
comparative advantages of the ARTF establishes the criteria for defining sectors in the medium-term
commitment framework. These in turn will help establish more clearly the overall development objectives.
Each of these elements is described in more detail below.



1. Overarching Development Objectives of the ARTF

To date, ARTF has defined itself as a pooled mechanism for donor financing of the government’s core
budget. In recent years, donors have asked for greater visibility for their contributions, as well as greater
clarity on the impact and objectives of their funding.

The Financing & Investment Framework should articulate the development objectives of the ARTF, based
on common agreement amongst donors and government. Having clarity on objectives will help donor
agencies to mobilize support and funding from national legislatures. It will also allow for increased
accountability of the fund to its donors and will provide the basis for stronger monitoring & evaluation of
the fund’s operations.

ARTF development objectives can be articulated at two main levels. The ‘higher’ level includes fiscal
sustainability, improvements in public finance management including budget execution, progress in public
administration reforms and in other key policy areas. These indicators are tracked in the Performance
Assessment Matrix and some are targeted in the ARTF Incentive Program. The second level is at the sector
/ program or project level. The indicators will depend on what is in the ARTF Investment portfolio at the
time. Establishing more fixed core sectors in the portfolio (such as health, education, rural development
and infrastructure) would allow for some targeting of sector outcomes linked with the ANDS sector
strategies. The time period for such objectives will need to be considered. A medium-term perspective is
suitable for the kinds of operations supported by the ARTF: 2020 is the current closing date for the fund
and also coincides with the timeline of the Afghanistan Millennium Development Goals.

Any explicit statement of development objectives should also clarify the ARTF’s impact on cross cutting
issues such as gender and capacity development.

2. Opportunities and Challenges faced by the ARTF

A key question is whether the ARTF Financing & Investment Framework should result in a definition of
core and non-core ARTF sectors. Should this definition become a main criterion for investment eligibility?
On the one hand, streamlining the portfolio around core sectors would help ensure predictability and focus.
However, as noted above, one of the key advantages of the ARTF to date has been a flexibility to adapt to
new opportunities. Predictability should be balanced with flexibility.

This section of the Financing & Investment Framework would undertake a brief review of the track record
of ARTF in different sectors, to help identify the strengths & weaknesses of the mechanism. One reason why
better understanding the particular characteristics of the mechanism is desirable and important is that the
ARTF is now involved in a wider range of sectors - some of which do not necessarily play to the ARTF’s
advantages. Streamlining the portfolio around core sectors represents an opportunity for strategic thinking
and an enhanced focus on selected development outcomes. The particular characteristics of the ARTF
define clear areas of comparative advantage for its financing. These characteristics include:

e On budget disbursements: All ARTF finances are channeled on-budget towards government-
implemented national programs. This makes ARTF financing a useful tool for building capacity in
country systems and program development and implementation. ARTF has a track record in
supporting coherent national programs.

e Utilize World Bank resources: ARTF is administered by the World Bank. Administration confers
fiduciary responsibility and also supervision responsibility. ARTF financing proposals are appraised
to World Bank standards. World Bank sector teams, procurement, financial management,
disbursement and legal teams are closely involved in preparation, appraisal and supervision. This
ensures quality programming and a robust control framework. It also means that preparation and



appraisal can take some months before ARTF funds are committed. This makes ARTF suitable to
medium-term development approaches - and not to short-term or quick impact projects.

e Align investments with the cash flow: The annual cash flow profile of the ARTF is driven by when
donors make their contributions. Donors generally pay in at different times of the year, due to
different fiscal year ends meaning that ARTF does not have a fixed envelope that it can make
available at the start of the year. ARTF is therefore well-adapted to sectors that do not need large
lumpy commitments but can absorb regular commitments of funds throughout the solar year (such
as NSP, EQUIP or MCP). This should not mean that infrastructure is ruled out completely, provided
donors supply larger contributions up front, or provided that smaller-scale infrastructure is
targeted. (It should also be noted that large lumpy contracts can disburse over longer periods of
time. This may or may not be an important issue for ARTF donors.)

e Reducing transaction costs: ARTF brings many sources of donor funding together in a single
channel, which means it can reduce transaction costs on the government in sectors where there is
currently fragmentation of donor effort.

¢ Reflecting donors’ views: A strong donor involvement in the strategy and resource allocation of
ARTF funds means that ARTF may have a natural bias towards those areas of common donor
concern. These may include sectors that deliver on MDG targets for example. Also, ARTF’s size and
scope brings convening power with both donors and government. This can be leveraged into
support for the government’s reform agenda - at the macro or cross-cutting level as well as at the
sector level. The Performance Assessment Matrix and the ARTF Incentive Program are already
building this competency.

To date, the ARTF has successfully financed some of the main priority programs, focused on - but not
limited to - MRRD. The main MRRD programs have been NSP, NRAP & microfinance (now no longer MRRD).
ARTF has now engaged more broadly, including in education and the power sector. Not all programs have
had equal results, and the analysis proposed above may highlight such elements as different disbursement
speeds, bottlenecks etc.

3. Annual Consultation Process

The Financing & Investment Framework should enable closer alignment with Afghan priorities and the
budget calendar. To achieve this, the Working Group is proposing to initiate an annual consultation process
between the Afghan government, ARTF donors and the Management Committee with the objective of
improving the quality and predictability of inputs for the national budget. Clearly, this process would be in
line with existing processes such as the Donor Financial Review, the national budget cycle and the medium
term fiscal framework (see annex).

A more collective discussion of the financial envelope available will not only improve medium-term
predictability but will also improve the efficiency of the preferencing process. Recognizing that
preferencing will not simply disappear in the short-term, the framework should ensure that the
government’s priorities drive preferences - and not the other way around. Currently, the process by which
preferences are decided is bilateral and HQ-driven, does not always reflect government priorities or
absorption capacity. This can create problems of over-preferencing or under-preferencing and a
subsequent misallocation of resources. An annual consultation process will not eliminate these problems,
but it may be a good first step in the right direction.



4., Medium Term Commitment Framework

As noted, the Financing & Investment Framework should seek improvements to budget predictability -
both for ARTF donors and for the government. Given the core principle of retaining flexibility, any medium
term commitment schedule should not tie down 100% of resources in advance, because the ARTF needs to
remain a flexible mechanism that can respond rapidly to investment opportunities as they arise.
Nevertheless, establishing predictability around ‘core sectors’ based on the comparative advantage
framework will be an improvement on the year by year planning currently in place.

In addition, it is important that the recurrent cost window remains as a critical component of any
commitment framework. To date, financing recurrent costs has been the priority for utilizing ARTF cash
resources. Given ongoing fiscal pressures, this imperative has not changed. In addition, the ARTF Incentive
Program has now enhanced the importance of the recurrent cost window in terms of supporting
government reform objectives. This Program also defines the phased and predictable exit strategy from
ARTF recurrent cost support over the coming ten years - reflecting the need to ensure that donors provide
the right incentives to government for moving towards budget sustainability. However, over the last two
years, increased preferencing of donor support has threatened the ARTF’s ability to meet the recurrent cost
obligations from the supply of un-preferenced support.

Any future planning should also take into account ongoing programs, many of which will require future
financing through the ARTF to achieve their development objectives. In the last three years (1386-1388)
58 percent of investment funds have been committed to the agriculture & rural development sector, of
which 91 percent (or US$ 546 million) was for NSP II. Other important ANDS sectors have been the
economic management & PSD sector (12 percent - which reflects ARTF investments in microfinance),
education (11 percent - reflecting investments in three national programs (EQUIP, SHEP and ASDP), and
infrastructure (12 percent reflecting investments in the power grid and urban infrastructure).
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The challenge for the ARTF Financing & Investment Framework is how to approach the future allocation of
the available investment envelope. To date preferences have directed the allocation of 80 percent of all
investments committed by ARTF.2 Given the acknowledged disadvantages of preferencing as a means of
resource allocation, the proposed commitment framework would seek to gradually replace annual
preferencing with a more multi-lateral approach. Clear criteria would be necessary to decide on ARTF core
sectors. Some proposed criteria would include: a credible sector strategy, sufficient capacity to develop and

% The rem aining 20 percent of un-preferenced investments have made possible investments in the power sector, in
urban infrastructure, higher education and civil service capacity building.



implement programs, and a sizable financing gap on the budget. Proposed sectors should also be in line
with the ARTF’s comparative advantage.

The Medium term commitment framework would not be binding on the Management Committee but would
provide guidance on the strategy, based on the annual consultation process between donors and
government. The framework would allow the donor committee to review the strategy of allocations. It is
also intended to reduce the need for donor preferencing.

Given the volatility of the environment in Afghanistan it would not be advisable to commit to firm numbers
in forward years. It is often difficult to predict the ability of different sectors to absorb new financing.
However, a framework could aggregate financing levels over a period of 3 or 4 years, based on percentages
of the overall ARTF financing envelope. See an illustrative example below.

Medium Term ARTF Commitment Framework: ILLUSTRATIVE

Indicative 3 year Commitment Framework 1389 1390 1391

Financing Envelope for ARTF $660 $700 $750

RC Obligation (including IP) $285 $270 $245

Envelope for ARTF Investments $375 $430 $505

Three year average | Three year average

Share of Investment by ANDS Sector 1389-1391 1386-1388
Good Governance & Rule of Law (MCP, JSRP etc) 5% 5% 5% 5% 5%
Infrastructure & Natural Resources (power, roads) 10% 15% 20% 15% 12%
Education (EQUIP, SHEP, ASDP) 15% 20% 20% 18% 11%
Health (BPHS) 5% 10% 10% 8% 2%
Agriculture & Rural Development (NSP, NRAP, HLP, Ag) 55% 40% 35% 43% 58%
Private Sector Development (MISFA, etc) 10% 10% 10% 10% 13%
Total 100% 100% 100%

This illustrative framework sets out both the year-on-year shifts in resource allocation as well as broad
three-year averages. Given the environment in Afghanistan, any such framework would require continual
review based on implementation progress, and new data from donors. It should be noted that during our
working group discussions, the Ministry of Finance indicated their desire to see a sharper bias towards
infrastructure to meet the financing gap this sector faceshis emphaizes the need for a more transparent
dialogue between donors and government around development prioriti@s well aghe capacity, leadership

and other constraints faced in different sectors and how to address them

This approach aggregates projects/programs into sector themes. Projects themselves will continue to be
disaggregated for the time being. However, the shift indicates a need to demonstrate closer links with
ANDS sectors and looks ahead to full-blown sector programs. It also offers donors the opportunity to signal
preferences at the sector, rather than project level — which offers ARTF more flexibility to shift funds
between projects within a sector as needed.

5. Seeking opportunities for sector wide approaches over the medium-term

One of the key insights of the evaluation was that the ARTF is well placed to become the key vehicle for
financing credible ANDS ‘programs’. The evaluation recommended that the ARTF map out a gradual
transition from project financing towards program-based financing. This recommendation has been much
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discussed and is supported both by the government and by parts of the donor community. It should be
noted that more flexible assistance can and does deliver more effective results but that this requires
favorable conditions. These conditions may not be in place for some time. Where such models are applied
in the absence of the necessary conditions, they can work against sector objectives. Donors seeking to
support such approaches will also need to prepare for more medium term and flexible means of delivering
their assistance.

This part of the Financing & Investment Framework for ARTF would (a) define what is meant by program-
based or sector wide support (b) propose standard eligibility criteria based on good practice
requirements /pre-requisites for such support and (c) map out a possible transition framework that could
be pursued in a limited number of sectors in Afghanistan.

A pilot approach in some sectors may be proposed, that includes agreement on (i) umbrella objectives, (ii)
program content, i.e. coordination of investment projects, and (iii) a coordinated implementation approach.
The merging of recurrent and development expenditure will require full-fledged program budgeting across
government. DfID is proposing to finance some work to support this element of the framework.

6. Issues for discussion at the quarterly meeting of ARTF Donors: 29 July 2009

e Predictability. What is possible for donors to provide in terms of forward looking pledges? The
Financing & Investment Framework is fundamentally about increasing predictability to enhance
the effectiveness of international assistance. Without at least indicative numbers from the top 5 or 6
donors to ARTF, this will not be feasible.

e Preferencing. Will the ARTF Financing and Investment Framework be useful in reducing the need
for preferencing? A key objective of the framework is to clearly articulate ARTF development
objectives and improve the monitoring of impacts. This, in turn, could allow for greater visibility &
impact of donor contributions, thereby reducing the need for preferencing.

e Preferencing at the sector level. Would donors consider preferencing at the ANDS sector level as
opposed to the project or program level?

e Comparative advantage. Do donors agree with the comparative advantages of the ARTF as put
forward in this note? Are there others? Do donors recommend that the Working Group develop and
recommend strong criteria and core sectors from this list?

e ARTF Core Sectors. Core sectors, defined on the basis of ARTF comparative advantage and
financing criteria, would allow some consolidation of the ARTF portfolio in areas of maximum
impact. Do donors recommend that the Working Group (including Ministry of Finance) explore
which sector programs would provisionally be included?

e Commitment to an ARTF Financing & Investment Framework. Provided donors and
government agree, a finalized framework could form the basis for discussions with the new
government following elections in 2009.

7. Next Steps [to be agreed at the Quarterly Meeting]



Annex:

Proposed ARTF Financing Strategy Annual Consultation Process

Month Budget Preparation Timetable ARTF Annual Consultation Process
Hamal Finalize the budget calendar of the following year. e MoF explains ARTF donors the budget formulation time
(21 Marc20 Apr) table of the following year.
Saur Line ministries discuss their ANDS Sector priorities, projects

(21 Apr ¢ 21 May)

& programs through Inter-Ministerial Committees (IMCs) \
with MoF and MoEc presence.

Jawza
(22 May ¢ 21 Jun)

Ministry of Finance organizes a Donor Financial Review.

MoF in consultation with the key stakeholders (donors)
revise the MTFF/budget prioritization and framework, for4

o‘/

Based on theresults of discussionin the government in the
previous month, the government and donors dialogue on
how ARTF contributes to the ANDS (i.e. policy level
discussion).

The results of the dialogues are reflected in a Donor

YySEG GKNBS &8SFNBASZ 6KAORernp|w N€res , nor
dZR3ISG CNI}I YSH2NJ £ o Financial Review (DFR) and the MTBF/budget prioritization.
Saratan Organize meeting with donors on funding of the priorities,
(22 Jun. ¢ 22 Jul) CAYLFLEAT S 52y2NR& CAYyl yOALl f
Asad e  MoF and ARTF donors work on indicative ARTF

(23 Jul ¢ 22 Aug)

/

contributions. Theresult can be reflected in the budget
ceilings (whichis issued by early August).

Sumbula
(23 Aug ¢ 22 Sep) Holy
Month of Ramadan

4
By 1% August, MoF issues the Budget Circular with budget

ceilings, budget instructions, and required forms including.

Mizan, Aqrab, Qaus (23
SepC21 Dec)

Budgetary units prepare detailed projects and submit by
mid-Oct.

«—

The budgetary units will submit their development budget
through MoEc and operating budget directly to MoF.

The government and ARTF donors start discussion on ARTF

—> investment projects in the following years.

Qaus Second DFR in the first half of November.
(22 Nov¢ 30 Dec)
Jaddi Finalize budget documents Cabinet Approves the Budget by

(22 Decc19 Jan)

end-December.
Cabinet Approval by 11 January 2010

Dalwa/Hoot
(20 Jan ¢ 20 Mar)

Submit to the National Assembly by 19 January 2010.

Approval by the National Assembly, by 20 March 2010.




