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Preamble

Three developments are threatening the Afghan economy
in 2020. The first is the COVID-19 pandemic. As of April 1%,
there were nearly 250 identified cases of COVID-19 in
Afghanistan, with less than 10 associated deaths. However,
it is highly probable that the cases are severely under-
reported, not only because of under-testing for the virus by
the Government and lack of proper reporting mechanisms
across the country, but also because of the associated social
stigma which is more prevalent in the Afghan society and
prevents people from self-reporting. The Biruni Institute
staff estimate that the actual number of COVID-19 cases in
the country could be as much as ten times the reported
numbers.

The second is a potential $1-billion annual reduction in the
United States grants to Afghanistan for 2020 and 2021,
announced in a statement that was released by the US
Department of State on March 23". Subsequently, President
Ashraf Ghani announced the introduction of austerity
measures and adjustments of up to US$ 1 billion in the
FY2020 budget.

The third is the on-going political impasse caused by the
disputes over 2019 presidential election results given
allegations of fraud in the elections. Political analysts point
towards risks of a political turmoil if a resolution is not
reached.

This issue of the AEO provides estimates for the impacts of
COVID-19 epidemic and fiscal austerity of $1 billion in
response to US aid reduction on economic growth, inflation,
fiscal stability, poverty, and unemployment in Afghanistan.
All estimates and forecasts assume, however, that a peaceful
resolution between the presidential claimants is reached,
and that armed conflict by the Taliban movement is
minimized.
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1. Economic Growth

An economic recession is inevitable in Afghanistan in 2020. In a moderate scenario for COVID-19
epidemic, assuming that the epidemic is contained by the summer and assuming no significant
disruption in trade (particularly for imported food staples and products), the economy will contract
by 3.3 percent. In an acute COVID-19 scenario, assuming that the epidemic is as severe and
prevalent as what observed in the neighboring Iran and assuming disruptions in trade as a result
of intermittent trade border closures,” economic contraction could be as much as 9.9 percent in
2020.

Agriculture is likely to post a positive growth in 2020, while industries and services are to contract.
Manufacturing, construction, restaurants & hotels, and transportation are likely to be severely
affected by the disruption caused by COVID-19 epidemic. Wholesale & retail trade, banking, and
mining will only experience marginal contractions. However, ICT and telecommunications sector
is expected to witness an increase in demand and therefore a positive growth in 2020.

Figure 1: Real GDP growth with 2020-2021 projections for
COVID-19 epidemic impact
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Note: Excludes opium value added.
Source: NSIA and World Bank for actual data, Biruni Institute staff estimates for 2079-21.

Given the significant size of the informal economy, absence of insurance mechanisms, and lack of
fiscal space to provide stimulus packages to small & medium enterprises (SMEs) as well as to poor
households, the economic impact of COVID-19 even in a moderate scenario will be substantial.
The lockdown of the major cities (Kabul & Herat so far, and other cities expected to follow suit)
have disrupted transportation services and food supply in many parts of the country.

T As of April 1, 2020, the border points of Torkham, Speen Boldak, and Ghulam Khan with Pakistan, and Sher Khan
Bandar border with Tajikistan are closed. At Agina border with Turkmenistan, there is a cap of up to 15 trucks per day
entering the country. Four other border points (two with Iran, one with Uzbekistan, and one another with Turkmenistan)
remain open for in-coming shipments only, while out-going cargos for exports are blocked.
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Table 1: Real GDP Growth and Nominal GDP, with Projections for 2020 & 2021
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Moderate COVID-19 Acute COVID-19
2018 2019 proj. 2020 proj. 2021 proj. | 2020 proj. 2021 proj.
Real GDP Growth 2.7% 2.4% -3.3% 1.7% -9.9% -0.5%
Agriculture -0.9% 2.5% 1.5% 1.5% 1.0% 1.5%
Industries 7.6% 1.8% -7.7% 0.5% -12.6% -2.0%
Services 1.8% 3.0% -1.9% 1.2% -11.4% -1.0%
Nominal GDP (Billion Afs) 1,412 1,489 1,573 1,371 1,642 1,372
Nominal GDP (Billion USD) $19.5 $19.1 $21.0 $21.5 $18.9 $18.5

Source: NSIA for 2018; Biruni Institute staff estimates for 2019-2021

The $1-billion reduction in US aid to Afghanistan is expected to have significant economic cost.
While the impact on the balance of payments will be minimal as imports are likely to fall and the
foreign exchange reserves are at a comfortable level, the impact on economic growth and basic
service delivery will be substantial. Biruni Institute’s macroeconomic model? forecasts a real GDP
growth of -1.4 percent if austerity measures at a scale of $1 billion are to be implemented to
address the financing gap in 2020. If the government undertakes a fiscal austerity policy while
COVID-19 epidemic is threatening the economy, the economic contraction will be 1.4 percentage
point larger than the 3.3 percent and 9.9 percent contraction rates for the moderate and acute
COVID-19 scenarios as shown in Figure 1 and Table 1.

2. Inflation

Given Afghanistan’s high dependence on
imported food and non-food products,
disruption in trade as a result of border
closures can have a severe impact on
domestic inflation. In early March, with the
closure of Torkham border with Pakistan,
wheat flour prices increased by 80-100
percent in Kabul within 2-3 days as the
panic burst, despite the fact that the
Pakistani wheat flour represents only a
small portion of the flour imports in the
country. After President Ghani's statement
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Figure 2: Inflation in February and March
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in which he reassured the people of sufficient wheat flour stocks in the country and imposition of
price controls, flour prices dropped close to previous levels. In the past, previous instances of
border closure (for instance closure of Torkham border in 2011-12) has often had significant

pressure on domestic prices.

2 For short description of the model, please see: http://biruni.af/economic-modelling/
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Our model forecasts indicate that the
period-average inflation in 2020 will reach
12.5 percent in the moderate COVID-19
scenario and 254 percent in the acute
COVID-19 scenario, driven primarily by
rising food prices. A deflationary trend in
2021 could follow due to statistical base
effect.
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Pressures on domestic prices were already observed in March 2020. CPI inflation (year-on-year)

increased from 3.8 percent in February 2020 to 5.9 percent in March, with food prices inflation

soaring from 6.4 percent to 11 percent over the period (see Figure 2).

Table 2: CPI Inflation Forecasts for 2020-2021

Moderate COVID-19

Acute COVID-19

2020 2021 2020 2021
Headline 12.5% -4.6% 25.4% -10.9%
Food 25.0% -12.0% 44.5%  -22.0%
Non-food -1.0% 5.0% 4.9% 5.0%

Source: Biruni Institute staff projections.

The year 2020 will witness the highest inflation since 2008, when food prices skyrocketed as a
result of the global food prices crisis. Although Afghanistan is still far behind the self-sufficiency
levels in cereals, production capacity is currently much higher than what it was in 2008. Thus,
inflation in 2020 is still expected to be less than the levels observed in 2008 (see figures 3 and 4).

Figure 3: Annual Period-Averge Inflation (2004-2019)
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3. Fiscal Sector

Econqmlc rgcesgon as a‘res'u‘lt Ofthe COVID- Figure 5: Monthly revenue collections in
19 epidemic will have significant impact on Q1 (2019 and 2020 compared)
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much as 31.9 percent in the acute COVID-19 10.00
scenario. In percent of GDP, these figures are
respectively 11.9 percent and 10.3 percent of -
GDP in the two scenarios. Forecasts for the FY2019 FY2020
acute COVID-19 scenario suggest that W January ®February ® March
revenue collection in 2020 will fall to the

2016 levels. Source: ARD, Ministry of Finance

Table 3: Domestic Revenues (in million Afghanis, unless otherwise indicated)

Moderate Acute
COVID-19 COVID-19
2016 2017 2018 2019 2020 proj. 2020 proj.
Domestic Revenues 143,238 169,564 190,723 207,748 186,807 141,488
Tax revenue 69,498 69,692 83,485 81,945 71,368 58,155
Customs duty 31,265 32,597 35,192 34,137 29,016 25,602
Non-tax revenue 42,475 67,275 72,046 91,666 86,422 57,730
Domestic Revenues 10.8% 12.7% 13.5% 14.0% 11.9% 10.3%

(in % of GDP)
Source: Ministry of Finance for actuals, and Biruni Institute staff estimates for 2020 projections.

The decline in revenue collection in 2020 will not only be due to lower economic activity but also
due to expected increase in non-compliance and rent-seeking in tax and customs administrations
this year similar to what took place in 2014. With political uncertainty arising from the
announcement of security transition in late 2011 (i.e. the withdrawal of more than 100,000
international troops), domestic revenues declined by 3.2 percentage points of GDP between 2011
and 2014 — the year when the security transition concluded. Between 2013 and 2014, despite
positive and relatively strong economic growth (of an average 3.5 percent), domestic revenues
declined unexpectedly by 8.5 percent in nominal terms triggering a fiscal crisis. The fall in revenue
collection could not be explained by economic variables such as economic growth or changes in
tax regime. Rather, the World Bank then concluded that the decline in revenues was the result of
increased rent-seeking and non-compliance due to heightened political uncertainty in the
country.® Uncertainty around the future of the country in the aftermath of the military withdrawal,

3 Joya, Omar. 2015. “Afghanistan Development Update, April 2015", The World Bank. Washington, DC.
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as well as uncertain prospects for political stability given the 2014 presidential election disputes,

encouraged corroding behavior both among the tax agents and the tax payers.

A similar behavior to the 2014 experience could be expected to repeat this year as political
uncertainty is at its height, and the outbreak of COVID-19 epidemic is adding compounding effect
on risks and uncertainty in the country. Recent radical institutional changes in the Ministry of
Finance will further add to the uncertainties.

The drop in revenues in 2020 will expose the country to a fiscal crisis, worse than the 2014 fiscal
crisis. Assuming no cut to on-budget grants and assuming that the grants are disbursed as initially
planned, the revenue shortfall in 2020 will lead to a financing gap of at least US$ 70 million
excluding potential arrears that the Government would have to accumulate.

The government is likely to face a dire cash deficit by mid-2020. While the cash position of the
Treasury was already very weak as of March 31, 2020 (only Af. 1.2 billion in unrestricted
discretionary resources were available for non-security operating expenditures), it was expected
that discretionary grant disbursements — mainly through the ARTF — would take place in April
which would ease the pressures. However, by mid-year, if additional grant resources are not
mobilized, the government will run into a cash crisis unable to meet its basic operational spending
needs, particularly for the civilian sector. Accumulation of arrears and delays in the salary payment
of civil servants are therefore very likely.

There is only limited space for austerity measures in the civilian budget. While some savings could
be made in the non-security budget (operating and discretionary development budgets) without
affecting public service delivery, it will not be possible to entirely offset the revenue shortfall by
cutting the operating expenditures. Irrespective of whether a contractionary fiscal policy is the
right policy at a time when the country is going through an economic recession, excessive fiscal
austerity could severely undermine basic service delivery in the country.

Savings in the security budget will not necessarily help with the cash deficit, because security
grants are mostly restricted funds which cannot be used for non-security spending even if any
savings are made in the security budget. Savings in the non-discretionary development budget
will not be helpful either, because most such grants are earmarked for specific development
projects.

In such a dire situation, further austerity measures of up to US$ 1 billion to address the reduction
in US civilian grants to Afghanistan are technically not feasible. It is critical that the United States
meet its grant commitments for 2020 in full, and that political resolutions are reached as soon as
possible to avoid any reduction in the US civilian grants.

4. Poverty and Unemployment

In 2017, unemployment (incl. underemployment) stood at 39.5 percent, while poverty headcount
rate was 54.5 percent. It is projected that both unemployment and poverty rates have since
increased as per capita income has hardly increased and anecdotal evidence points towards
growing unemployment.

With the economy falling into an economic and fiscal crisis this year, sharp increases are expected
in both unemployment and poverty rates. About a quarter of the population lives right above the
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poverty line and have been at risk of falling into poverty. This means that about 8 million additional
people could be at risk of falling below the poverty line if projections for an economic crisis

materialize in 2020.

Rising unemployment and poverty to critical levels as a result of economic recession and COVID-
19 epidemic poses serious risks of a humanitarian crisis, and, in turn, can lead to social unrest and
political instability if the recession spans over the next year.

Policy Recommendations

As the economy is likely to enter an economic recession coupled with a fiscal crisis this year, the
following policy actions can help the Government minimize the impact of the crisis.

Governance Reforms:

e Governance reforms in key institutions for economic management, which can disrupt the
institutional functions, reporting channels, and bureaucratic processes, should be put on
hold at this critical juncture. Reforms such as establishment of three independent
authorities under the purview of Ministry of Finance, but reporting directly to the Office of
the President, presents enormous ambiguities, creates huge coordination issues, and will
lead to economic mismanagement. Such substantive governance changes should be
deferred to periods of normal economic performance.*

Expedliting Execution and Disbursement by Sub-National Entities:

e Herat has been an epicenter of COVID-19 in Afghanistan. Ministry of Public Health has
confirmed that an emergency budget — albeit limited — has been allocated to Herat to
contain the virus. Reports have also indicated that the disbursements from the Treasury in
Kabul to the Herat Mustofyat have taken place. However, with the existing centralized
procurement processes and fiduciary regulations, the sub-national departments in Herat
have not been able to tap into the transferred funds.

Given the extraordinary circumstances, and in order to expedite execution and
disbursement at sub-national levels to fight the COVID-19 epidemic, normal procurement
processes and fiduciary regulations should be immediately suspended using the available
legal provisions.

One of the options is to evoke Article 63 of the Procurement Law, according to which the
National Procurement Committee can waive the fiduciary threshold limits for award
authorities. Also, the award authorities can fully delegate their powers to the heads of
secondary units, i.e. Deputy Ministers or Directors.

In order to expedite the procurement processes and disbursements for expenditures for
COVID-19 containment, the National Procurement Authority should make a
recommendation to the National Procurement Commission to evoke Article 63 of the
Procurement Law.

Fiscal Policy:
e In case if additional grant resources were not mobilized, austerity measures should only
be applied at a scale that would not affect the delivery of basic public services to the

4 For further details and assessment, please see:
Byrd, W. 2020. "Dismembering Afghanistan’s Ministry of Finance.” March 2020. United States Institute of Peace.
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people. The Government may accumulate arears in 2020 to ensure that basic service
delivery is maintained.

e Payment of wages & salaries for civil servants should be prioritized over other
expenditures.

e Budget resources must be reallocated to better address the emerging need for fighting
COVID-19.

e Charitable public funds for fighting COVID-19 should be initiated in major cities, managed
under a Waqgf scheme and subject to a set of transparency guidelines. These funds can
effective to quickly mobilize additional resources for fighting COVID-19 at sub-national
levels. Waqf is an Islamic financing instrument for a charitable endowment fund, and allows
for informal & customary rules to be applied to the management of the fund (for instance
allowing community councils to manage and oversee the fund).

Donor Grants:

e New commitments for additional donor grants should be pursued following a proactive
economic diplomacy. Approaching non-traditional donors could be an option.

e All political resolution options should be taken into consideration to address the trust
deficit with the United States and to prevent the reduction of $1 billion in US civilian grants.

e The United States should seriously reconsider its decision to cut its civilian grans to
Afghanistan. A reduction of grants at this scale will put the country on the brink of a full-
fledge economic and humanitarian crisis at a time when COVID-19 epidemic is threatening
the country with deteriorating fiscal position. Such a situation is undesirable for all parties,
because it will significantly increase the risks of social unrest and political turmoil which
will jeopardize the peace process with the Taliban in which the United States have heavily
invested.

This report was prepared under the guidance of Dr. Omar Joya, Head of Research, Biruni Institute. He can be

contacted at: ojoya@biruni.af

Biruni Institute is an independent, non-partisan, and not-for-profit economic policy think-tank based in Kabul. The
Institute aims to promote evidence-based and research-led policy making in Afghanistan, and create an environment
for open dialogue on key policy issues.

For more information, please visit our website at: http;/biruni.af
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