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Appendix 4


ABSORPTIVE CAPACITY IN THE REGION

 AUTONUM 
This appendix provides information on the current absorptive capacity of the DMCs. The absorptive capacity is being reviewed annually country by country in preparation of the CSPs and CSPUs. Evaluation of absorptive capacity is complex and involves various factors, including the characteristics of the donors’ programs. DMCs capacity to effectively implement aid, however, can be adversely affected by delayed or partial delivery of the development inputs, including goods, services, and policy outcomes. Good governance, sound macroeconomic management, effective public administration create absorptive capacity––together with improvement in financial position helped by effective fiscal management, increased loan repayment capacity, growth, and growth in exports. Stakeholder ownership enhanced by awareness and education of the end users, particularly the poor, also enhance sustainable absorption of the development outputs and help to realize the full benefits of development assistance. 

 AUTONUM 
ADB’s technical assistance caters toward these complex but critical processes. To achieve the today’s levels of absorptive capacity, technical assistance has been instrumental: knowledge products and services, technology transfer programs, policy support, including exposure to regional and global development processes have been indispensable in achieving the current levels of growth and competitiveness. In particular, technical assistance has been effective in the following: 

· supporting preparation and implementation of investments that realize their economic returns; 

· design and execution of macroeconomic and public policy adjustment opening financing possibilities and enable growth; 

· developing sector policy reforms and cost-recovery policies making services more affordable and expanding their coverage, 

· establishing operating, maintenance systems, monitoring and control systems that have led to lower life-cycle costs of service systems and assets, 

· fostering crucial transfer of technology enhancing skills, providing exposures to alternative operational modalities, and 

· supporting change processes operationalizing reforms improving competitiveness. 


1.
South Asia Region-Afghanistan, Bangladesh, Bhutan, Maldives, Nepal, 


Pakistan, and Sri Lanka

 AUTONUM 
In the South Asia region aid absorption reflects the constraining impact the war in Afghanistan, the still relatively limited debt repayment capacity and Pakistan and in Nepal to a lesser extent. However, enhanced capacity is evident in Sri Lanka with the civil conflict subsiding. Maldives demonstrates success with development impacts yielding capacity improvements and macroeconomic progress that makes it eligible for a graduation from LDC status possibly in the near future. Bhutan’s sustainable debt level reflects increased absorption capacity and improved aid effectiveness. Against this backdrop, aid absorption can be improved among South Asian ADF borrowers with increasing prudence in fiscal management and implementation of more effective macroeconomic policies. 

· In Afghanistan, the limited absorptive capacity and corresponding need for capacity building, policy and institutional reforms emerged as immediate requirement in the reconstruction. ADB’s support has led to a demonstrated improvement in capacity to effectively use the government’s funds and establishment of fiduciary controls that are prerequisites for implementing donors’ support. In addition, to quickly rebuild capacity, external consultant services have carried out the immediate procurement, financial management, and audit functions on an interim basis under ADB’s programs. These services are simultaneously developing the administration’s capacity to assume responsibility for these functions and are improving the absorptive capacity of assistance by the Afghan authorities and society. However, in almost all sectors in Afghanistan, significant institutional gaps are compounded by the need to improve disbursement rates. This requires acceleration of the ongoing projects, further building capacity, as well as expansion of international security forces across the country to enable effective deliver of aid outside of the capital.
· In Bangladesh, absorption capacity has not been saturated. ADF and OCR borrowing at the proposed levels will have no major impact on Bangladesh’s debt service capacity. To the contrary, the development partners have concluded that that an increased level of support is critical to sustain the ongoing reforms that are improving efficiency, sustaining growth, including export growth that is crucial to debt servicing capacity. The needed structural and sector reform call for further support to enhance institutional capacity to ensure effective and efficient use of external resources. 
· Nepal’s outstanding debt and the debt service burden is characterized by low interest rates and long grace periods for repayments. Much of the absorptive capacity relates to the risks relating to the civil conflict. 
· Pakistan’s debt absorption capacity has improved since 2001, as a result of a debt management strategy that led to a decline in debt-to-GDP ratio from 102% in 2002 to 91% in 2003. With the improved balance of payments, the debt service capacity has been enhanced. However, effective use of external aid remains a concern, particularly with the overall contract award ratio below ADB-wide average. In the social sector, the recipient of a bulk of ADF proceeds, devolution of service delivery to local governments offers new opportunities in terms of ownership, adoption to local needs, transparency, and community involvement. While the capacities among these agencies need to be strengthened, the local governments would be able to make better and more efficient use of available resources and able to expedite implementation service delivery.

2. 
Mekong Region – Cambodia, Lao PDR, and Viet Nam

4.
Cambodia’s absorptive capacity has substantially improved over the last ten years. There is however, a continued reliance on foreign and domestic consultants for most aid-funded activities. There is an need to further develop local level capacity. Like its neighbors, Cambodia has been negotiating the partial write-off and rescheduling of its old Russian and USA debts. Cambodia’s current debt levels are sustainable and repayment is not an issue. Counterpart funds have been provided on time. Lao PDR is officially a highly indebted poor country. However, the recent agreement with Russia to write-off part of its old debt, and reschedule the remainder, should alter this position significantly, and reduce its debt to sustainable levels. To some extent, absorptive capacity is constraint by fiscal pressures.  However, the Government recently increased counterpart funding to more than 20% of Government expenditures. The capacity of local level Government still needs further improvement for the effective use of external assistance. Viet Nam’s absorptive capacity has not been saturated and further assistance beyond the currently available resources can be delivered effectively, and be absorbed. Viet Nam’s debt servicing capacity is prudently managed and the Government is able to prioritize development initiatives and provide the needed counterpart funds. More pertinent to Viet Nam is the need to accompany project implementation with the needed sector reforms, and to expand the central and provincial agencies’ capacity to effectively implement external aid.

5.
All three Government are improving government competencies, notably with ADB’s assistance to support public administration reform and upgrading of regulations, financial management, and human resources. ADB’s resident missions are concentrating on portfolio performance and mitigating weaknesses in the administrative systems by mentoring and regularly monitoring of portfolio management. In the case of Viet Nam, ADB is supporting critical change processes that further improve aid absorption, notably harmonizing procedures among donors. In Cambodia, ADB is harmonizing its procedures with the World Bank, while the new CSP is being formulated in close cooperation with the World Bank and DfID. 

3. 
South East Asia Region– Indonesia 

6.
While concerns have emerged regarding a slow implementation progress of some of the current loans, the Indonesia’s ambitious decentralization initiatives and the large financing needs stemming from the exit from the IMF Program require increased resources. The political transition and ongoing process of decentralization present significant challenges to Indonesia’s absorptive capacity. To ensure better project implementation results, more resources are required to support the ongoing decentralization reforms.  Besides strengthening the capacity of the central Government, which is being refocused through countrywide policy formulation, efforts are required to strengthen local governments and their financing to facilitate better planning and project implementation. These measures, along with the ongoing measures to formulate a sound on-lending arrangement from the central to local governments, will help enhance absorptive capacity in near term.  
7.
As the capacity of the central Government is strengthened in countrywide policy formulation and local governments are building capacity in planning and project implementation, including resolving issues related to onlending from the central government, the absorptive capacity will building improve over in near term. ADB’s technical support is indispensable in developing this capacity. Of the 37 technical assistance programs approved since 2001, nearly half support public administration, devolution processes, auditing and monitoring, and fiscal and macroeconomic management 

4. 
Central Asia Region – Azerbaijan, Kyrgyz Republic, Mongolia, and 
Tajikistan

8.
Weak institutions, particularly the central agencies, limit the absorptive capacity in the Central Asian DMCs. While capacity is improving slowly in line with economic growth, the continuing inefficient use of aid is feared to lead to a reduction in aid that in turn would erode the achieved improvement in competency. In Tajikistan, administrative capacity is of concern as most of the civil servants have traditionally been Russians, and are leaving the country due to political instability. Weak institutional capacity stems also from limited experience with multilateral procedures are constraining implementation and therefore aid absorption. This is evidenced in limited capacity in public investment planning and has resulted in inadequate counterpart funding. In response to the high levels of debt in Azerbaijan and Kyrgyz, ADB is keeping ADF assistance at appropriate reduced low levels.
9.
ADB supports improvements in the absorptive capacity improvement both through programs that induce broad-based growth and through technical assistance that improve management of public finances and capacity building developing greater skills in project management and ability of the end-users to capture the benefits.

5.
Pacific Region – Cook Islands, FSM, Kiribati, RMI, PNG, Samoa, Solomon Islands, Tonga, Tuvalu and Vanuatu

10.
The largely resource-poor Pacific countries rely heavily on external assistance. However, in many Pacific DMCs, political instability is causing deterioration in the administrative capacity and reducing resources otherwise available for implementation of development projects. Policy and strategic directions tend to change frequently together with the changes in the ministerial incumbents. Absorption capacity is curtailed also due to the limited role the private sector plays in these economies and when challenged, the Pacific countries tend to opt for interventionist policies. Aid effectiveness is hampered by the limited institutional capacities: while qualified administrators exist, they are often in short supply in the government service. Also typically, financial resources and political support are lacking, leading to a lack of prioritization and extended external assistance portfolios. Most Pacific DMCs experience severe fiscal constraints that pose controls on total volume of assistance. 

11.
All Pacific DMCs, however, place high value of external aid in meeting the considerable needs, particularly of the poor. ADB has proven a valuable partner for the Pacific DMC in provision of relentless advisory services. In light of scarce human resources, absorption capacity is enhanced through mechanisms in the project design, including international and local consulting services. Responding to the public management needs in Solomon Islands, Papua New Guinea, and Vanuatu, ADB’s programs are shaped by their governance content. In the very resource-limited conditions in Kiribati, Marshall Islands, and the Federated States of Micronesia, ADB’s support spearheads participation of the poor in the decision-making and in building capacity. In the more advanced countries, in Samoa and Cook Islands, ADB focuses on divestiture of the state from service provision and improvement of quality in services.


