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» Social and political stability has been broadly restored, but limited political unrest in
Toamasina, the largest port of the country, has been reported, Turnout at the local elections
in November 2003 was about 50 percent, with the President’s party receiving 56 percent of
the votes.

®  The third review under the Poverty Reduction and Growth Facility (PRGF) arrangement
was concluded on June 30, 2003 (EBS/03/81, 6/12/03). Discussions on the fourth review
under the PRGF arrangement were held during October 6-21, 2003 in Antananarivo
and November 9-14 in Washington, D.C. The principal Malagasy representatives included
Mr, Benjamin Radavidson, the Minister of Economy, Finance, and Budget, and Mr, Gaston
Ravelojaona, Governor of the Central Bank of Madagascar. The mission was received by the
President, Mr. Marc Ravalomanana. The mission also met with representatives of the trade
unions, and the business and donor communities.

e  The staff team comprised Messrs. Vaez-Zadeh (head), Xie, Nassar (all AFR), Nascimento
{PDR), and Jahjah (Resident Representative), and Ms. Jouanin (Assistant- AFR).
Ms. Andriamihaja (Economist, Resident Representative Office) provided valuable
assistance to the mission. Mr. Fayolle (AFR) joined the mission in the second week.
The mission worked closely with the World Bank staff based in Madagascar.

» In the attached letter of intent and memorandum on economic and financial policies (MEFP)
dated March 2, 2004 (Appendix 111), the Minister of Economy, Finance, and Budget and the
Governor of the Central Bank of Madagascar (BCM) review progress under the 2003
program and outline the government’s economic program and the policies for 2004. They
request interim assistance under the enhanced Initiative for Heavily Indebted Poor Countries
(HIPC Initiative), an extension of the PRGF arrangement until March 1, 2005, and rephasing
of the disbursements for July 2004 and February 2005,

e The schedule of future disbursements and program reviews is presented in Table 1,
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EXECUTIVE SUMMARY

Madagascar’s performance in 2003 under its Poverty Reduction and Growth Facility-
supported program was mixed. The inflation and growth outcomes for 2003 are likely to
have been significantly better than expected. However, performance on the fiscal and
external fronts is expected to have been weaker for the year as a whole, compared with
the program. The overall fiscal deficit (on a commitment basis, excluding grants) is
estimated to have reached 7.9 percent of GDP, compared with 7.6 percent under the
program. The current account deficit (excluding official transfers) is estimated to have
widened, owing mainly to a strong rebound in imports. The external reserves are
estimated to have fallen to 3.1 months of imports, compared with 3.5 months of imports

under the program.

Fiscal performance deteriorated during the second half of 2003. Extrabudgetary
expenditures amounting to 0.8 percent of GDP were incurred and a tax and tariff relief
law enacted in August resulted in a shortfall in fiscal revenue relative to the program.
Domestic arrears were accumulated, and there was substantial recourse to bank credit by
the government during the second half of the year,

On the structural front, privatization of public enterprises and some fiscal reforms are
proceeding slowly, but progress has been made in improving efficiency and combating
fraud and corruption in the tax and customs departments, although more effort is needed.
The joint private/public sector committee overseeing these efforts has been instrumental
in reducing cumbersome procedures. The tax department has also reinforced its tax
collection units, especiaily as regards collections from large enterprises. Banking
supervision is being strengthened, and banks remain well capitalized.

The main objectives of the 2004 program are to achieve a real GDP growth rate of 6
percent, contain the annual inflation rate to about 5 percent, and increase international
reserves 1o 3.8 months of imports. Tax revenue should reach 11.2 percent of GDP
through simplifying tax and tariff structures, broadening the tax base, improving tax and -
customns administrations, and recovering tax arrears. The 2004 budget aims at raising the
primary current surplus to 2.3 percent of GDP, and envisages a reduction in the
government’s net indebtedness to the banking system. An interbank foreign exchange
market is scheduled to open by end-March 2004, and the privatization and rehabilitation
of the communications, cotton, sugar, and utility companies will be completed by end-

2004.

The full poverty reduction strategy paper (PRSP) was discussed at the Executive Boards
of the IMF and the World Bank in November 2003, and the implementation of the
policies contained therein has begun. '



1. ECONOMIC DEVELOPMENTS IN 2003 AND PERFORMANCE UNDER THE PROGRAM

1. Overall economic performance in relation to the objectives and targets under the
program was mixed during 2003. Real GDP growth is estimated to have exceeded the
program target, and inflation was much lower than programmed. However, fiscal
performance was weaker than programmed, as new exemptions reduced revenues,
extrabudgetary expenditures were incurred, and domestic arrears accumulated. The balance
of payments outcome is estimated to have been weaker than expected, with a larger current
account deficit and substantial shortfalls in foreign financing. Structural reforms proceeded
more slowly than planned, but progress was made in the anticorruption drive, reform of the
tax and customs departments, and modernization of land ownership legislation. Apart from
the nonobservance of the structural benchmark on the preparation of monthly treasury
balance sheets up to end-2001, all other quantitative and structural performance criteria and
structural benchmarks for end-June 2003 were met. The causes underlying the fiscal, balance
of payments, and structural problems are explamed in the rest of this section, and the views
of the authorities and the staff on the policies to address them are presented in Section II.

A, Growth and Inflation

2. There are indications that the ]

. ) : Figure 1. Consmner Price Index,
economy is emerging from the 2002 February 2000 - October 2003
economic slump, when real GDP (Percentage change, year—on—year basis)

declined by 12.7 percent following a
period of serious political and social
unrest (Table 2). In 2003, real GDP is
estimated to have grown by 9.6 percent,

compared with 6 percent under the Al Fwd U~
program, reflecting recovery in the [ , =
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sectors as well as a rebound 1n
agricultural production. At end-
December 2003, the consumer price index (CPI) is estimated to have increased by 0.3
percent (on a year-on-year basis), against a program target of 7 percent. The main factors
explaining the fall in the inflation rate included (a) better harvests that contributed to a
decline in food prices by over 10 percent (at end-June 2003, on a year-on-year basis,
Figure 1); (b) tight monetary conditions in the first half of the year; and (c) stable domestic
prices of petroleum products resulting from the appreciation of the Malagasy franc (FMG)
against the U.S. dollar. '
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B. Money and Credit Developments

3. The money supply (M3) contracted during the first half of 2003, but grew
sharply during the second half. It is estimated to have increased by 12 percent for the year
as a whole, compared with 13 percent under the program (Figure 2). This trend reflected,



primarily, the movements in credit aggregates. Credit to the private sector was flat in the first
half of the year, and net credit to government declined as the government repaid its statutory
advances from the central bank mainly through issuance of treasury bills to the public. Net
domestic credit rose significantly in the second half of the year, as crop financing grew
strongly and government borrowing rose with the increased pace of government spending.
All interest rates remained relatively stable (Figure 3) and substantially above the inflation

rate throughout the year.
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C. Fiscal Policy and Reform

4. Fiscal performance was more favorable than expected under the program until

end-June 2003, but fiscal slippages
occurred during the rest of the year. Total
government revenue, which was 4 percent
higher than program projections at end-June
2003, 1s estimated to have been 3 percent
lower than the program by year’s end (Figure
4), owing mainly to the impact of the tax and
tariff exemptions announced by the President
in July and enacted into law in August 2003.
The law exempted the imports of capital
goods and selected other commodities from all
tariffs as well as the value-added tax (VAT)
for a period of two years, effective

4500

2000

Figure 4: Total Governmeni Revenues,
Cumulative Quarterly Data for 2003
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September 1, 2003. The fiscal impact of these exemptions is estimated at (.24 percent of
GDP for the last four months of 2003 (Box 1). Besides the slippage in tax revenue,




extrabudgetary expenditure amounting to 0.8 percent of GDP was incurred in the second
half of the year,' Reflecting these developments, current expenditure increased by 1.6 percent

Box 1. Madagascar: Magnitude of the Exemptions (Including VAT)

Granted in August 2003'
(In percent)

Share m Revenue Loss Ratio of the
Category of Exempted Impcm‘..'?.2 Total as Percentage Revenue Loss to Related

Imports’ of GDP* Exempted Imports’
Transportation equipment 4.6 0.09 40.1
Machines 3.7 0.06 316
Electrical and electronic equipment 1.7 0.03 36.2
Metal and construction material . 1.6 0.02 255
Furniture 0.6 0.01 26.0
Textile 0.5 0.01 23.5
Measurement and control instruments 0.3 0.01 39.5
Other 1.6 0.02 19.9
Total 14.6 0.24 32.4°

VAT, as applicable, before exemptions.

in the same category,

Sources: Malagasy authorities; and Fund staff calculations.

JEstimated on the basis of import data for the last four months of 2001.
>The exemptions covered 1,250 tariff lines. These lines are grouped into 8 categories.

*The value of the exempted imports in a category as a percentage of the value of total imports.

*The revenue loss during the last four months of the year from the exempted imports in a category as a
percentage of GDP. The revenue loss for each exempted tariff line is calculated by multiplying the value of
imports under the tariff line by the tariff rates (customs duty, import tax, stamp duty, and statistical tax) and

The ratic of the revenue loss from the exempted imports in a category to the value of the exempted imports

The ratio of the revenue loss from all exempted imports to the value of all exempted imports.

! The extrabudgetary expenditure included additional indemnities for the military, additional
scholarships for university students and overtime pay for teachers, additional payments to
Lufthansa Consulting for its management of Air Madagascar, and several other items.




of GDP above the programmed amount (Figure 5) and additional domestic interest obliga-
tions (of about 0.7 percent of GDP) arose as the government issued treasury bills—some with
longer maturities (52 weeks) carrying higher interest rates—to repay the central bank.?
Nevertheless, total government expenditure is estimated to have been slightly below the
program, as limited implementation capacity led to lower investment outlays (Figure 6).

Figure 5. Government Cwrrent Expenditures,
Cumulative Quarterly Data for 2003
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Figure 6. Government Capital Expenditures,
Cumulative Quarterly Data for 2003
(In billions of Malagasy francs)

3000

2500 +

2000 -

1500 -

o0

300

ul}

Seuree: Malmgasy aulbomies,

5. The overall fiscal balance in 2003 is estimated to have deteriorated by the end of
the year, requiring substantial reconrse to bank credit (Figure 7). The deficit ona
commitment basis, excluding grants, is estimated to have amounted to 7.9 percent of GDP,
compared with 7.6 percent under the program. With external budgetary grants and loans

Figure 7. Change in Net Bank Credit to Government, 2003
Curnulative gince end-December 2002
{In billions of Malagasy francs)
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Figure 8. Total External Budgetary Support {(rants and Loans),
Cumulative Quarterly Data for 2003
{In bilitons of Malagasy francs)
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(Figure 8) falling short of the program, domestic financing is estimated to have amounted to
FMG 710 billton (2 percent of GDP), almost five times the amount programmed (Table 4).
The authorities indicated that, as a corrective measure, they had reinforced tax recovery
efforts before the end of the year, but feared that additional revenue could be realized only in

? The average interest rate on these securities was about 4 percentage points higher than

cnvisaged under the program.,




carly 2004. They pointed out that blocking nonpriority expenditure was not feasible, since all
expenditure for 2003 had been already committed by end-October. With few other options to
reverse the deteriorating fiscal trends, the authorities noted that the end-December
performance criteria on domestic financing of the budget and net domestic assets of the
central bank were likely to have been missed. However, they resolved to restore fiscal
discipline in 2004 through fiscal policy and budgetary control measures. They agreed with
the staff’s proposal that progress in the irplementation of these policies and measures be
monitored closely through the establishment of quantitative performance criteria for end-

March 2004,

D. External Sector Developments

0. The balance of payments outcome for 2003 is estimated to have been less
favorable than expected under the Figure 9. Real and Nominal Exchange Rates,
program. The external current account January 1996 - December 2003
deficit is estimated to have widened to (Monthiy average, 1996=100)
SDR 193 million (4.9 percent of GDP), 140
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estimated to have fallen to about 3.1 months of imports, compared with 3.5 months
envisaged under the program. The real effective exchange rate, which had appreciated
significantly during 2000-02,° depreciated by about 11 percent in 2003 (Figure 9), mainly
reflecting nominal exchange rate movements (in particular against the strengthening curo).
This real depreciation partially reversed the adverse impact of the earlier appreciation on
export competitiveness.®

* The real effective exchange rate appreciated cumulatively by 34 percent from January 2000
to December 2002, reflecting the higher inflation rate in Madagascar, compared with its
trading partners. The real appreciation during 2000-01 (but not in 2002) also reflected the
appreciation of the nominal effective exchange rate caused by mcreasing foreign direct
investment inflows associated with the export processing zone.

“ Export volume growth had decelerated from 26.3 percent in 2000 to 9.5 percent in 2001.
During the 2002 political crisis, export volume declined by 52 percent.
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E. Structural Rei'orms

7. Progress on privatization of public enterprises was slow, The divestiture contract
for the telecommunications company, TELMA, was signed in August 2003 between the
government and DISTACOM, but the parties are awaiting completion of due diligence, and
discussions are going on with the minority shareholder to sell its shares. In the case of the
utility company, JIRAMA, the report of the World Bank-financed study on the company’s
financial situation was delayed. As for the sale of the cotton company, HASYMA, the
bidding contract had to be revised to accommodate the current mmority shareholder’s
preference to sell its shares if it does not win the bid. The tender of a management contract
for the sugar company, SIRAMA, was nullified in June 2003 due to bidding irregularities.

8. A number of measures were introduced in 2003 to enhance private sector
confidence. First, an anticorruption commission was established in May, and its first report
was issued in November. The report, which was presented to the government, private sector,
media, and donors, provides a detailed account of corruption in the judiciary, the police
department, customs, and government contracting, and proposes specific recommendations to
rectify the situation. * Second, progress has been made in improving efficiency and combating
fraud and corruption in the tax and customs departments. The joint private/public sector
committee overseeing these efforts has reduced cumbersome procedures at the customs, and
a one-stop counter has been created to handle all clearance-related cperations. The tax
department has also reinforced its tax collection units, especially as regards collections from
large enterprises and the recovery of tax arrears. Third, the Property Act was amended in
August 2003 to allow foreign investors to own land. The law is expected to facilitate the use
of land as collateral by foreign banks. :

9. The authorities are introducing a new currency (the ariary) and have established
a three-stage conversion procedure in accordance with the recommendanons of the
Monetary and Financial Systems Department (MFD) (MEFP, para. 12).8 In the first stage,
which began on July 31, 2003 and is proceeding smoothly, new ariary notes are gradually
being put into circulation as and when currency withdrawals are requested by banks and the
treasury. During this stage, the two currencies, the Malagasy franc and ariary, will circulate
together, but Malagasy franc notes will not be exchanged for the ariary. These exchanges will
be permitted during phase two, which begins in November 2004 and extends to end-2009.
While no exchanges will be possible after end-2009, Malagasy franc notes will continue to
be legal tender indefinitely. All accounts will be keld in Malagasy francs until end-2004 and

5 The report was prepared by foreign consultants and supported by the European Union (EU)
and Transparency International.

® The authorities explained that the currency changeover was motivated by the desire to
revert to the old name of the monetary unit, the ariary. The changeover was also seen as an
opportunity to put into circulation banknotes containing more security features,
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converted into ariary on January 1, 2005 (phase three). The authorities have sent a formal
notification of the currency change to the Fund (Appendix III, Attachment ILI).

F. Program Implementation

10.  All quantitative and structural performance criteria and benchmarks for end-
June 2003 were met (Table 14 and Appendix III, Attachment I, Table 1), with the
exception of the structural benchmark on the preparation of monthly treasury balance
sheets up to end-2001. However, annual balance sheets were prepared up to end 2001. The
treasury will prepare quarterly balance sheets beginning in 2004, to be followed by monthly
balance sheets at a later stage. Preliminary estimates indicate that the indicative targets for
end-September 2003 were also met, except that on the domestic financing of the budget.

II. PoOLICY DISCUSSIONS

11.  The discussions focused on measures aimed at restoring fiscal discipline,
ensuring growth and stability, and increasing poverty-related expenditures. The
authorities intend to enhance transparency and efficiency in public resource management to
improve governance, reorient their investment effort toward the health, education, transport,
and rural development sector to strengthen the impact on poverty reduction, and enhance the
role of the private sectors in the economy. They also plan to accelerate the pace of structural
reforms, especially in the areas of fiscal management, public enterprise reform, credit and
money market development, and the legal and regulatory framework affecting the business
environment. The program for 2004 sets out the main policies in these areas.

A, The Macroeconomic Framework for 2004

12.  The macroeconomic framework for 2004 seeks to achieve real GDP growth of

6 percent, contain the annual consumer price inflation rate at 5 percent {(end-of-year
basis), and increase international reserves to 3.8 months of imports. As explained in the
staff report for the third review (IMF Country Report No. 03/203, 7/3/03), the growth target
falls between the high and low projections in the poverty reduction strategy paper (PRSP). It
is based on an investment implementation ratio that is somewhat higher than that of 2003, as
the authorities are introducing measures to enhance the country’s absorptive capacity (see
para.17).

B. Fiscal Policy for 2004

13. The 2004 budget aims at raising the primary current surplus from 0.7 percent of
GDP in 2003 to 2.3 percent of GDP in 2004, To achieve this objective, the authorities
intend to raise the tax revenue-to-GDP ratio from 10 percent in 2003 to 11.2 percent in 2004
and reduce noninterest current expenditure (Table 5). However, on a commitment basis and
excluding grants, the overall budget deficit will improve only slightly, to 7.8 percent of GDP,
largely due to a 56 percent increase in (mainly foreign-financed) investment expenditure.
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With an expected increase in total grants to 5 percent of GDP (from 4 percent of GDP in
2003),’ the overall budget deficit (on a cash basis and including grants) will be reduced
further to 3.7 percent of GDP, compared with 4.6 percent of GDP in 2003, Given the
expected external financing, the government will reduce its net indebtedness to the banking
systerrl.

14.  Achieving the tax revenue target for 2004 is likely to present a challenge,
especially as the August tax and tariff relief Iaw is expected to reduce 2004 revenues by
about 1 percent of GDP (about 9 percent of total tax revenue). However, although
ambitious, the target for the tax revenue-to-GDP ratio remains below the level attained in
2000. Moreover, the measures included in the 2004 budget law are expected to yield 0.7
percent of GDP in additional revenue. These measures are aimed at lowering tariff barriers to
enhance the openness of the economy, broadening the revenue base, simplifying the tax
system, and maintaining the integrity of the VAT (MEFP, Table 3).® As part of these
measures, effective January 1, 2004, the four trade taxes (customs duty, import tax,
statistical tax, and stamp duty) were collapsed into two (customs duty and import tax),” and
the number of tariff rates was reduced from seven (3, 8, 13, 18, 23, 28, and 33 percent) to
four (5, 10, 20, and 25 percent).'” The 2004 budget also extended the VAT to land passenger
transport and all nonprocessed agricultural products {except rice), raised the excise tax on
tobacco and cigarettes from 70 percent to 80 percent, and eliminated the costly tax reduction
for investment. In addition to these revenue measures, the authorities are strengthening the
efforts to collect taxes due and recover tax arrears. They are also intensifying the
administrative reform of the tax and customs departments to reduce fraud and corruption
(MEFP, para. 39).

15.  The staff supported the authorities’ emphasis on trade liberalization, but
cautioned that the tax exemptions could pose several problems. First, the tax exemptions
make the tax system more complex to administer and reduce the efficiency of the VAT.
Second, the discretionary nature of ad hoc exemptions could create policy uncertainty and

" The Wdrld Bank is expected to provide budgetary grants for the first time, amounting to
US$50 million in 2004.

® These measures are largely based on the recommendations of the July 2003 tax policy
mission of the Fiscal Affairs Department (FAD). However, the August tax and tanff
exemptions were not recommended by FAD.

? These two taxes are expected to be merged into a single tax in 2005.

1® Following the tariff reforms, imports have been classified into four categories. Each
category is now subject to two taxes, namely, customs duty and import tax, the sum of which
amounts to 5, 10, 20, and 25 percent, depending on the category of imports. As a result, the
weighted-average tariff rate, which was estimated to be about 18 percent before the tariff
reforms, is projected to drop to around 14 percent (based on 2001 import data).
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opportunities for rent seeking. Third, pressures for more exemptions may continue, especially
because some consumer durables also benefited from the exemptions.” Fourth, in
anticipation of further exemptions, some final goods producers may decide to delay imports
and production. Fifth, the temporary exemptions may prove politically difficult to remove as
planned, thereby reducing policy credibility. The staff suggested that a comprehensive,
stable, and transparent system of low tariffs for capital goods imports would be more credible
and provide better incentives for investment. The authorities responded that the exemptions
are intended to provide a temporary incentive for investment and induce high growth. They
emphasized that no new exemptions would be granted beyond those included in the August
2003 tax and tariff relief law and the 2004 budget law (a structural performance criterion).

16. The 2004 budget limits the growth of current expenditure to 6.6 percent. This
increase reflects (a) an increase in domestic interest obligations as government debt to the
central bank is converted into marketable securities;'? (b) the inclusion in the budget of
realistic estimates of the fees to be paid for preshipment inspection of imports;” (c) larger
allocations for road maintenance; and (d) an increase in the wage bill of about 2.3 percent.*
The authorities explained that the small growth in the wage bill, which follows a sharp
increase in 2003, is intended to allow the expansion of other nonwage priority (including
investment) expenditures. The increase in the wage bill reflects the recruitment of teachers,
doctors, security personnel, and judges needed for the implementation of the priority PRSP
projects in the corresponding sectors. The increase also accommodates incentives for
voluntary early retirement, which is a key initiative to strengthen control over personnel
expenditure in the medium term. The limited increase in the wage bill leaves no room for a
general salary increase, but bonuses will be granted based on merit.

17.  The rate of implementation of investment projects is expected to increase above

the level in 2003 (75 percent), allowing capital spending to rise from 5.8 percent of GDP
in 2003 to 8.2 percent of GDP in 2004. Much of this increase will cover the priority sectors
of health, education, transport, and rural development. In order to achieve the higher

Il Additional exemptions are included in the budget law of 2004 for medical products,
mosquito nets, and tractors. The fiscal impact is estimated at below FMG 10 billion.

12 The current interest rate on the FMG 1,620 billion of government debt to the BCM, being
converted into marketable securities, is 1 percent per year, substantially below the prevailing
market rate. However, the net impact of the conversion on the budget deficit will be minimal
as the BCM has agreed to transfer its net income arising from the conversion to the treasury
on a regular and frequent basis.

13 These fees were underbudgeted in the past, resulting in payment arrears.

'* The wage bill increased by 37 percent in real terms in 2003, The ratio of the wage bill to
GDP rose from 4.6 percent in 2002 to 5.6 percent in 2003. It declines to 5.1 percent in 2004.
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implementation ratio, the procurement process for public projects has been modified to
reduce delays, and efforts are under way to improve coordination and communication among
the Directorate of Public Investment, the General Directorate of Public Expenditurcs, and the
donors.

18. The government plans to clear all payment obligations outstanding at the end of
2003, before end-March 2004, and pay the arrears of SIRAMA and TELMA (totaling
0.4 percent of GDP) to sugar planters and creditors, respectively (MEFP, para. 23). To
prevent the occurrence of new arrears, administrative sanctions, including financial penalties,
for infraction of government regulations that have not been properly enforced in the past, will
be strictly applied against ministries and public agencies that exceed committed expenditures.
Moreover, the planned establishment of an integrated public finance management system
linking the treasury and expenditure control department will facilitate the monitoring of
arrears. It is proposed that nonaccumulation of arrears be monitored by a performance
criterion.

19, Efforts to improve treasury accounting, simplify the budget execution system,
and strengthen the monitoring of budget implementation (Appendix IT) will be
intensified. For technical reasons, the extension of the integrated public finance management
systemm of Toamasina to Antananarivo, and the planned linking of the two systems, did not
take place before end-2003 as scheduled. However, it is expected that the system will be
operational in Antananarivo soon, and extended to other provinces by end-2004. The delay in
the preparation of the treasury monthly accounts will be reduced to 15 days in areas where
the integrated system has been established. The quarterly “flash” reports on budget
execution, which now cover six ministries, will be extended to cover all ministries in 2005.
In order to better control spending toward the end of the year, the government has moved the
decadline for expenditure commitments by one month from November 30 to October 30, and
all payments will be made before end-December. Moreover, government expenditure will be
cut and administrative measures taken, should revenue projections prove optimistic. The
authorities also affirmed their intenticn not to incur extrabudgetary expenditures.

C. Monetary Policy and Financial Sector Reforms

20. Consistent with the growth and inflation objectives for 2004, broad money (M3)
is programmed to rise by about 12 percent during the year. This objective will provide
ample room for the extension of credit to the private sector, as there will be no recourse to
net bank credit by the government in 2004. Demand for credit by the private sector is
expected to rise with the improved investment climate and the resumption of economic
activity.

'* Thesc payment obligations include float items. They are considered arrears if not cleared
within the regulatory period of three months and will be monitored by the proposed
performance criterion on nonaccumulation of arrears.
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21. To improve the effectiveness of monetary policy in maintaining low inflation, the
BCM will further strengthen liquidity forecasting (MEFP, para. 34) and facilitate the
development of the money market. The monthly liquidity forecasts will be refined and
weekly forecasts (in line with the weekly primary auction of treasury bills) developed to
provide a basis for the BCM’s interventions in the money market to regulate banks’ reserves.
‘The planned conversion of long-outstanding government debt to the central bank into
marketable securities will eventually allow the BCM to conduct open market operations, The
BCM intends to introduce such operations gradually, taking into account the impact of the
sale of government securities it holds on budgetary costs. Efforts are also needed to deepen
the money market further by improving the maturity range of the instruments available. To
this end, two issues of two- and three-year government bonds were sold on tap in August and
September 2003. However, the bonds did not generate interest because they carried relatively
low interest rates of 5 percent and 6 percent, respectively. No new issues of these bonds are

planned for 2004,

22.  The authorities intend to take further steps to improve the availability of credit,
especially to the small- and medium-sized enterprises. The commercial banks have
maintained substantial cxcess reserves and remained cautious in lending to the private sector,
owing to, among other things, exposure limits imposed by head offices,'® problems with the
availability and seizure of collateral, and growing nonperforming loans. The amendment

of the Property Act should alleviate the collateral problem, but its full impact will only be
realized once an appropriate land registry system is in place. This reform is expected to be
completed in 2004. The authorities also intend to streamline the procedures for the usc of the
Loan Guarantee Fund, to allow coverage of more loans.!” To help the expansion of
microfinance operations, plans are being finalized for their registration and regulation, and
advisory services (on credit evaluation, accounting, loan recovery, organization, and
management) will be offered to the registered microfinance mstitutions through a World
Bank-financed project.

23.  Banks are well capitalized and their profits rose in 2003, but the share of
nonperforming loans in their portfolios has continued to grow (Box 2). The authonties
believe that nonperforming loans will decline as medium-sized and large enterprises '
recover from the 2002 economic downturn. Nevertheless, they are also strengthenmg

16 gix of the seven commercial banks are foreign owned.

17 The fund was set up with donors’ assistance in March 2003 to reduce banks’ risks in
lending to small- and medium-sized enterprises. By the end of September 2003, 20 loans had
received guarantees, amounting to a total of FMG 13.9 billion, or about 35 percent of total

loan principal.
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Box 2. Madagascar: Bank Soundness Indicators, December 1998 to June 2003
1998 1999 2000 2001 2002 2003
June
Prov.
Capital adequacy (Ratio; in percent)
Regulatory capital to risk-weighted assets :
Lowest ratio 8.6 9.7 10.1 12.0 11.4 10.5
Highest ratio 30.5 28.7 32.2 34.1 38.7 40.5
Asset quality :
Noenperforming loans to total gross loans 21.1 8.4 8.4 10:3 19.5 20.3
Earnings and efficiency
Return on assets 32 43 4.0 23 1.1 3.4
Return on cquity 91.0 53.0 47.0 39.0 16.0 39.1
Noninterest expenses to gross incoime 46.5 42.9 45.4 48.9 52.2 47.1
Personuel expenses to noninterest expenses  44.6 367 384 38.3 38.3 384
Liguidity :
Ligud assets to total assets 35.9 37.0 36.9 442 s2.1 53.8
Liguid assets to short-term liabilitics 61.9 61.2 62.2 70.0 77.8 79.6
(In billions of Malagasy francs)
Memoranduwn items
Total profits before tax 137.2 214.0 226.5 186.6 79.7 120.5
Source: Banking and Financial Supervision Commission.,

banking supervision, developing an early warning system for bank fragility, with the
assistance of MFD, and establishing closer cooperation with the supervisory agencies in
commercial banks’ home countries. The mission stressed that the reform of the judicial
system and the regulatory framework for collateral seizure and bankruptcy should be pursued
as well.

24, Progress has been made in implementing the main recommendations of the
safeguards assessment report (MEFP, para. 37). The 2004 budget law mandates the
conversion of the government’s long-standing debt to the BCM (for which no repayment
schedule exists) into marketable securities at the beginning of 2004 (MEFP, para, 36). The
audit of reserve management and foreign exchange activities, a structural benchmark, has
begun with the assistance of MFD. In addition, anti-money-laundering legislation has been
enacted. The authorities are preparing an action plan for the implementation of the remaining
safeguards requirements, especially the modernization of the central bank’s accounting
framework.
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D. External Sector Issues

25.  The external current account deficit (excluding official transfers) is projected to
widen slightly to 7.6 percent of GDP in 2004. Imports are projected to grow by 16 percent,
owing to the authorities” ambitious public investment program, the effects of the August tax
and tariff relief law, and the impact of the trade liberalization measures included in the 2004
budget.'® Exports are expected to grow by no more than 8 percent in 2004, held back by a
drop in vanilla exports,'” while net services and factor income flows strengthened somewhat,
Reflecting increased external assistance, the gross international reserves of the central bank
are projected to reach 3.8 months of imports (compared with an estimated 3.1 months of
imports in 2003).

26.  The authorities emphasized their intention to allow the exchange rate to be
market determined. The flexible exchange rate policy will be accompanied by prudent
macroeconomic policies aimed at keeping inflation low and structural reforms to improve the
efficiency of the export sector, thereby helping to maintain Madagascar’s external
competitiveness. The central bank will only intervene in the foreign exchange market to
dampen sharp swings in the exchange rate, meet the floor on net foreign assets of the central
bank under the PRGF-supported program, and facilitate official transactions (e.g., acquisition
of foreign exchange for debt service payments).”’ Preparations for the introduction of an
interbank foreign exchange market are under way. The opening of the market, criginally
planned for end-December 2003, is now scheduled for end-March 2004 (a structural
benchmark under the program) to allow for the computer network linking all banks and the
BCM to be established and training of bank and BCM staff by professional foreign exchange
dealers to be completed. To facilitate the operation of the market, a new foreign exchange
control law is being drafted (MEFP, para. 31). Under the new law, the BCM will assume the
responsibility for exchange rate policy and exchange control regulations.

27.  The government has taken steps to liberalize international trade. Effective
January 1, 2004, the tariff structure was simplified, and the weighted average tariff rate was
lowered, accompanied by a reduction in the top tariff rate from 33 percent to 25 percent (see
para. 14 above). Also, capital goods imports have been exempted from all taxes and tariffs,
and the reform of customs operations and port procedures is under way. Procedures for
approval of investment projects have been streamlined through the establishment of a one-

'8 Capital goods imports are projected to rise by 30 percent in 2004. About one third of this
increase is attributable to the impact of the August tax and tanff relief law. Imports grew by
51 percent in 2003 after declining by 38 percent in 2002 in the aftermath of the crisis.

' Widespread concerns about security and theft led to premature harvesting of vanilla crops
by farmers in 2003, reducing the quantity of vanilla to be exported in 2004.

20 Figure 10 presents monthty purchases of foreign currency by the BCM.



-18 -

stop counter, where all formalities related to investment are taken care of. The cumbersome
regulations on subcontracting of EPZ operations to small local firms have also been
simplified to reduce the administrative burden on EPZ firms, while encouraging the growth
of small local firms.

28. The promotion of EPZ exports, a priority for the government, will face
chaHllenges in the coming years. First, with the expiry of the World Trade Orgamization’s
(WTO’s) Agreement on Textiles and Clothing by end-2004, large importers in the EU and
the United States may reduce the number of source countries, and the incentives for “quota
hopping” by investing in Madagascar will become less important. Second, the taniff
preferences under the African Growth and Opportunities Act (AGOA) and the Everything

‘But Arms (EBA) agreement will likely erode if multilateral tanffs decline in the context of
the Doha round. These factors could lower Madagascar’s textile exports. The authorities
intend to respond to these challenges by implementing structural reforms, including
infrastructural and transportation improvements and simplifications of customs procedures,
aimed at reducing transaction costs of foreign trade and raising the efficiency of the export
sector. '

29. The regional integration agenda is being pursued. As a prelude to the launch of the
customs union of the Common Market for Eastern and Southern Africa (COMESA) in
December 2004, the government has taken several preparatory measures (MEFP, para. 27)
and has approved membership in COMESA'’s Development Fund in 2004. Tt will also
conduct a study on the impact of the adoption of COMESA’s common external tariff on the
competitiveness of Madagascar’s main economic sectors, and will move toward the
harmonization of the country’s customs rules and procedures with those of COMESA. The
regional integration agenda will take into account the framework for negotiations of the
Economic Partnership Agreement with the EU scheduled to go into effect in 2008,

30. Madagascar has finalized, or is about to finalize, bilateral rescheduling
agreements with most Paris Club and several non-Paris club creditors (Table 11). In
particular, agreements with China and Kuwait have been finalized, and Madagascar has
requested debt relief on terms comparable to Cologne terms from other creditors. Contacts
have also been made with all official creditors for the reconeiliation of outstanding debt in
preparation for reaching the completion point under the enhanced HIPC Initiative.

31. Based on a preliminary analysis, the profile of external borrowing for 2005-08
remains broadly similar to that prejected when Madagascar reached the decision point.
For 2003-04, however, external debt indicators are projected to be weaker than decision point
estimates, reflecting, inter alia, the adverse impact of the 2002 political crisis and lower
vanilla exports. With the resumption of growth m 2003 and the expected rebound in exports
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in 2005, external debt indicators all tend to converge toward the decision point estimates over
the medium term (Table 9).*'

E. Public Enterprise Reforms

32.  To speed up the privatization and rehabilitation of public enterprises, which
have been proceeding at a slower pace than expected, the authorities are taking the
following steps: (a) due diligence on TELMA will be completed in 2004, (b) the launching
of the tender for the placement of TIRAMA under a management contract was completed by
end-January 2004 (a prior action under the program). The company will be placed under new
management by end-June 2004; (c) the bidding process for the sale of HASYMA will be
completed by end-March; and (d) the bidding process for placing SIRAMA under a
management contract will be completed by end-June 2004. Given the urgency of public
enterprise reforms to enhance productivity and reduce the quasi-fiscal costs (estimated to
have amounted to 0.4 percent of GDP in 2003), and in view of the importance of the cotton
and sugar sectors for poverty reduction, it is proposed that progress of the reforms
concerning HASYMA and SIRAMA be monitored by structural performance criteria
(MEFP, Table 2).

33.  The anthorities intend to allow the prices of petrolenm products to reflect
market conditions. Since the privatization of the state-owned oil company, SOLIMA, in
2001, the government has set the price of petroleum products at the pump according to a pre-
determined schedule, agreed with the private il companies that replaced SOLIMA. The
schedule, which is updated on a monthly basis, takes into consideration petroleum import
prices, taxes, and profit margins, among other factors. This price-setting mechanism, which
is aimed at reducing fluctuations in the prices at the pump and was intended to be temporary,
will be terminated by end-2004, allowing prices to be determined by market forces.

II1. THE PRSP AND THE MEDIUM-TERM FRAMEWORK

34. The sources of growth and policy priorities in the medium term are similar
under the PRSP and the PRGF-supported pregram.”> Growth during 2005-08 will
average 6 percent per year, spurred by robust expansion in the agriculture, construction,
manufacturing, mining, and tourism sectors, where substantial potential for investment exists.

21 An updated debt sustainability analysis (DSA) will be conducted in the coming months, in
collaboration with the World Bank, in connection with the preparation of the HIPC Initiative

completion point document.

22 A £1]] PRSP was submitted to the Fund and World Bank on July 30, 2003 and discussed
together with the Joint Staff Assessment (EBD/03/ 101) at the IMF Executive Board on
November 21, 2003. Executive Directors concurred that the PRSP provided a comprehensive
and coherent framework for guiding the implementation of the authorities’ poverty reduction

strategy.
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Boosted by trade liberalization and investment stimuli, both private and public investment
are c¢xpected to increase relative to GDP (Table 10), assuming foreign direct investment and
donor assistance materialize as expected and the pace of public sector project implementation
accelerates,

35. The budgetary framework for the medium term aims at reducing the overall
deficit (on a commitment basis and excluding grants) to about 7 percent of GDP in 2008
from 7.9 percent of GDP in 2003. This reduction will be consistent with growth, inflation,
and balance of payments objectives over the medium term. The primary current surplus is
projected to rise from 0.7 percent of GDP in 2003 to about 4 percent of GDP in 2008

(Table 5), while interest costs in percentage of GDP are projected to decline during the same
period, contributing to debt sustainability. To achieve the primary current surplus target (and
in line with the PRSP), the medium-term framework envisages an increase in the tax
revenue-to-GDP ratio to 13 percent by 2008.

36.  Exports and imports will grow by an average rate of 16 percent and 12 percent
per year, respectively, over the medium term (2005-08), spurred by trade liberalization
and regional integration. Export growth will be fueled by diversification, both within and
outside the EPZ, the improved quality of cotton, and a rebound in the volume of vanilla
exports as measures are impiemented to improve security and curb theft. As a result, the
deficit in the external current account (excluding grants) should decline from 7.5 percent of
GDP in 2003 to 6.9 percent in 2008.

IV. PROGRAM MONITORING

37.  The program will be monitored through semiannual reviews, as well as through
the quantitative and structural performance criteria and benchmarks, indicative
targets, and quarterly monitoring indicators shown in Table 14 and the MEFP
(Appendix HI, Attachment 1, Tables 1 and 2). Several end-December quantitative
performance criteria are likely not to have been met because of the fiscal slippages during the
second half of 2003. The staff therefore concurs with the authorities’ requests that the next
review be based instead on quantitative performance criteria for end-March 2004 and the
PRGF arrangement be extended to March 1, 2003, in order to accommodate the final
disbursement. The areas of technical assistance supported by the World Bank, the AfDB, and
the EU are presented in Box 3. A revised technical memorandum of understanding
{Appendix 11, Attachment 11} updates definitions and reporting requirements. The next
semiannual review under the current arrangement is expected to be completed in August
2004. Relations with the Fund and the World Bank Group are summarized in Appendices IV

and V, respectively.
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Box. 3. Structural Conditionality
Coverage of structural conditionality in the program for 2004

Structural performance criteria and benchmarks cover efficiency and transparency in the public
sector, including completion of the bidding process for the purchase of the cotton company;
completion of the bidding process for the selection of the company that will manage the sugar
company; publication of the central bank’s 2001, 2002, and subsequent financial statements and
attendant audit opinions; and replacement of the current system of foreign exchange auctions with
an interbank foreign exchange trading system.

Structural areas supported by World Bank

The World Bank is providing assistance to implement several structural reforms relevant to the
Fund-supported program, including (i) assistance in strengthening the management of the
electricity and water company, JIRAMA; (ii) reforms and capacity building at the land registry;
(iii) launching of international tender for the withdrawal of the state from the cotton and sugar
sectors; (iv) the strengthening of judicial procedures, and reform of the business law; (v) budget,
treasury, and tax administration reforms; and (vi) strengthening of the monitoring of social
expenditures. In the medium term, Bank assistance will gradually shift from investments to
programmatic lending (Poverty Reduction Support Credits), requiring several policy actions
fundamental to their success. A technical assistance project on governance to support the
necessary structural reforms is under way.

Structural areas supported by African Development Bank and European Union

The African Development Bank proposes a new structural adjustment credit aimed at enhancing
institutional capacity in the transport sector and supporting the fight against HIV/AIDS. The
European Union’s emergency budgetary assistance focuses on public expenditure management
and social sector reforms.

Structural measures covered by HIPC Initiative completion point conditionality

The floating completion point conditionality includes the following measures relevant to the
PRGF-supported program: (i) the strengthening of the budgetary control system through adoption
of appropriate legislative changes and increased staffing; (ii) the establishment of a transparent
information system for granting licenses in the mining, forestry, and fishing sectors, as well as
biannual publication of the beneficiary list; and (iii} the recruitment of additional teachers for
primary schools.

V. TECHNICAL ASSISTANCE AND DATA ISSUES

38. Madagascar has received extensive technical assistance from multilateral and
bilateral donors over the past several years. Most recently, the Fund’s technical assistance
has focused on securing improvements in tax and customs admuinistration, tax policy, public
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expenditure management and treasury accounting, international reserves management, the
issuance of new currency, the central bank internal audit, banking supervision, anti-money-
laundering legislation, and balance of payments and monetary statistics (Appendix IV,
Section XI). The authorities have recently requested Fund assistance for the development of
the foreign exchange market, which will be provided in the ceming months.

39.  Madagascar's economic and financial statistics are comprehensive, but exhibit
weaknesses with regard to the real sector, government finances, the balance of
payments, and social indicators. These weaknesses do not, however, impede a meaningful
assessment of economic policies or program monitoring. With technical assistance of the
international community (including the Fund), the authorities are working to address these
deficiencies and strengthen the statistical system.

V1. STAFF APPRAISAL

40.  Madagascar’s macroeconomic performance in 2003, characterized by high
growth and low inflation, indicates that economic recovery from the 2002 slump is
under way. The recovery remains fragile, however, and substantial effort is needed to
maintain the growth momentum, ensure low inflation, and build an adequate cushion of
international reserves. Moreover, while all the quantitative performance criteria for end-June
2003 were met, fiscal slippages emerged in the second half of the year and progress in
implementing structural reforms has been slower than expected. Against this background, it
is crucial that the authorities follow through on their commitment to implement a strong
program for 2004, including credible policies to strengthen the fiscal outlook and to
accelerate structural reforms.

41.  Based on timely implementation of the policies outlined in the MEFP, and
assuming that foreign assistance flows materialize as projected, the staff considers the
macroeconomic objectives for 2004 to be feasible. These objectives have been set at
realistic fevels, recognizing that the higher growth and lower inflation rates achleved in 2003

represented recovery from the 2002 slump.

42. The stability in prices during 2003 is likely to have lowered inflation expecta-
tions. However, the lagged effect of the sharp expansion in domestic liquidity in the last
quarter of 2003 could create inflationary pressures in 2004. To consolidate the 2003
disinflation gains, these effects should be contained. In this light, the staff is encouraged that
the 2004 budget law requlres a reduction in the government’s net indebtedness to the banking

system.

43, The fiscal stance for 2004 js in line with the macroeconomic objectives. The
budget allows for modest increases in current expenditure, keeps the investment budget in
line with the absorptive capacity of the economy and foreign financing, and aims at an
ambitious, but feasible, revenue target. The staff welcomes the planned reduction in the wage
bill relative to GDP and the increase in expenditure on education, health, and rural

development.
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44.  The staff is encouraged by the authorities’ commitment to restore budgetary
discipline, which was eroded in 2003 when substantial extrabudgetary expenditure and
domestic arrears were incurred. To avoid such slippages, it is imperative that the
authorities at the highest level ensure that the provisions of the 2004 budget law are strictly

observed.

45,  Structural reforms in the fiscal area are critical. Weaknesses in budget
preparation, expenditure control, and treasury operations should be addressed as soon as
possible in order to avoid undermining budgetary control and prevent the accumulation of
arrears. In particular, the implementation of the integrated budgetary system linking treasury
and expenditure control operations needs to be accelerated.

46.  The staff welcomes the measures included in the 2004 budget to improve the tax
system, expand the tax base, and reduce external tariff barriers, while raising the tax
revenue-to-GDP ratio. Achieving these objectives will require special efforts to strengthen
tax administration, close loopholes that reduce collections, and recover tax arrears. As noted
in the PRSP, government tax revenue should continue to rise over the medium term, so as to
allow better delivery of social services and reduce dependence on foreign aid.

47.  Ad hoc tax and tariff exemptions, such as those granted in August 2003, should
be avoided as they undermine the effectiveness of the tax system. Even if they are meant
to be temporary, these exemptions may prove politically difficult to remove or even to
contain. The staff is encouraged by the commitment of the government not to renew the tax
exemptions when they expire in 2005 and to avoid such measures in the future.

48.  The monetary stance envisaged for 2004 is consistent with the growth, inflation,
and balance of payments objectives of the program. To ensure satisfactory

implementation of monetary policy, the central bank should strengthen its ability to forecast
banking system liquidity. The conversion of long-standing government debt to the central
bank into marketable securities is an important step in ensuring transparency in the financial
relations between the government and the central bank. It should also pave the way for more
active open market operations by the central bank. The staff welcomes the amendment of the
Property Act allowing investors to own land, which, combined with an improved land
registry system, should facililate the use of land as collateral for bank loans. Emphasis should
also be placed on developing the money market and expanding the operations of

microfinance institutions.

49,  Maintaining export competitiveness over the medium term is crucial. To reduce
vulnerabilities and rebuild its export market share, Madagascar should accelerate structural
reforms aimed at maintaining low production costs, improving the efficiency of the cotton
sector, increasing the output and quality of the vanilla crop, and diversifying exports.
Implementing prudent macroeconomic policies aiming at low inflation is also essential.

50.  The privatization and rehabilitation of public enterprises are essential for
improving the efficiency of the economy and enhancing export prospects. The staff is
concerned that the delays in the implementation of structura reforms and privatization may
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erode the gains in economic efficiency, growth, and stability achieved in 2003, In particular,
improving the efficiency of the utility company, privatizing the cotton company, and placing
the sugar company under private management should be given high priority.

51. The staff recommends the completion of the fourth review under the PRGF
arrangement, although short-term risks remain. These risks include the possibility of
policy reversals because of political reasons or resistance from vested interests affected by
the policies. The attainment of the 2004 tax revenue target also depends largely on
improvements in tax administration and collection of tax arrears, which may take time to
realize. Moreover, exports may not grow as projected and the inflows of foreign assistance
may not materialize as expected. If these risks were to materialize, the achievement of the
program’s objectives would require further fiscal adjustment. Against these risks should be
set the broadly satisfactory implementation of the program until mid-2003, the strength of the
authoritics’ 2004 program, including the steps being taken to combat corruption and improve
governance, and the government’s commiiment to ensure budgetary discipline and take
additional measures as needed. Accordingly, the staff recommends completion of the fourth
review. The staff also recommends the extension of the PRGF arrangement until March 1,
2003, the associated rephasing of disbursements, and provision of additional interim
assistance under the HIPC Initiative.



Figure 10. Madagascar: Change in Central Bank's Net Foreign Assets and Net Cumulative Purchase of Foreign Currency,

January—December 2003
(In billions of Malagasy francs)

150

125

100 }

50

25

Change in net foreign assets

Central bank net purchase
of foreign currency

N

7

Jan Feb

Source: Malagasy authorities.

Oct

Nov

-gz-



-26 -

Table 1. Madagascar: Tentative Work Program Under the Proposed Revised

PRGF Arrangement, 200305

Date Action _ Disbursement

October 2003 Mission to conduct fourth review under the
PRGF arrangement and discussion of
program for 2004.

| March 2004 Executive Board consideration of the SDR 11.347 million

fourth review under the PRGF :
arrangement,

May 2004 Mission to conduct the fifth review under
the PRGF arrangement.

July 2004 Executive Board consideration of the fifih  SDR 11.347 million
review under the PRGF arrangement.

November 2004 Mission to conduct the sixth review under
the PRGF arrangement and discussions for
Article 1V consultation,

‘February 2005 Executive Board consideration of sixth SDR 11.347 million

review under PRGF arrangement, and
conclusion of the Article IV consultation.
Arrangement expires.
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Table 2. Madagascar: Selected Econoic and Finencial Indicators, 2001-08

2001 002 2003 2004 2005 2006 2007 208
Prog. ? Est Prog.* Proj. Rev Projections
Prog.
(Annual pereentage change, unless otherwise indicated)
Nativnal inceme and prices
Nominad GDP grewth 13.7 33 0.7 13.1 27 1.2 112 112 1.2 1.2
Real GDF growth GU -1y -12.7 6.0 2.6 a0 6.0 &0 6.0 6.0
GOP deflator 7.3 15.4 153 6.6 28 4.9 4.5 49 49 4.9
Consumer price index (period average) 14 15.8 15.8 8.0 -1.4 50 50 30 34 50
Consumer price index {end of periody 4.8 120 135 1.0 0.3 50 0 30 i0 5.0
External scclor
Export, foh 20.6 -46.5 -50.3 6.0 504 L] 135 163 sl 0.0
Impants, e.i.f 5.3 <334 -316 45.0 513 16.3 1.9 125 9.5 74
Export volume 9.5 469 -5la 47.9 300 34 PR 142 11.1 &1
Tmpait volume b6 329 453 38.4 487 19.7 19.0 14 1.1 Ed
Terms of wade {deterioration } * 12 1.6 -10.4 67 6.7 78 15 ne ns 24
Public linance
Revenue (excluding grants) -1.3 -25.7 =20.7 s0.5 45,3 284 143 15.0 15.0 141
Total expenditure * 20.2 -15.% -10.5 34 ny 19.0 2 128 12.9 129
Currend expenditure 283 55 e 140 302 6.6 0.3 21 12 113
Investment expenditure and net lending 25 371 -16.6 63,1 12 45.4 9.4 175 160 146
Buney and sredil *
Broed moncy 4 118 FA 13,4 120 12.0 4.3 145 145 4.2
et forcign asscls 298 2.1 5.8 26.0 15.0 351 20 340 69 220
Net domestic nssets pai] 2.3 13.0 8.6 .y 25 210 6.0 76 9.1
Credit to govermnent Lo %1 322 17.0 210 -4 [} 0o L) 0.0
Credit te the private scelor 846 5.1 2.6 176 183 0.7 m.e L7 ny .2
VYelocity of moncy (M3; average) 4.1 37 3.8 kR 1.3 3.8 37 16 15 3.4
TB wrighted-average auction rates (in percent; cod of peried) 104 12.1
{lo pencent of GDP)
Public finance
Total revenue (excluding grants) (%) 73 Bu .6 10.3 11.9 123 127 121 115
Of which: tax revenue 2.7 7.0 7.7 0.1 10.0 112 116 121 120 130
Taotal grants 34 3 12 43 4.0 5.0 4.4 43 4.3 4.2
Capilsl cxpendimee 13 3.7 4.4 1.3 5E 82 B8 43 2.7 100
Total expenditure 178 15.0 157 182 18.2 19.6 19.7 0.0 0.3 0.6
Overall balance (commitmunt basis, incl, grants) -43 4.0 -53 <33 3.9 2.8 -3 -3.0 -9 1.0
Crverull balance (commitment basis, excl. grants) -2 -8.7 77 X -1.9 -7.8 -1.5 213 =12 72
Domestic financing 1.9 2 14 G4 21 0.1 0.0 0.} 0z 01
Maney and credit
Ttoad money 247 26.7 6.2 268 26.1 26.2 170 278 w7 p o)
Net fureign ssscts 2.7 .1 7.2 81 T4 2.0 8.2 99 1.3 124
Mot donestic asiels 16.9 15.6 9.0 15.4 187 17.3 1133 17.9 173 170
Credil w government (2 B 2.0 0.3 9.7 8.3 15 6.7 80 54
Credit o the private sector 84 8.5 1 5.4 &3 92 0.0 1.0 121 i34
Bavings and investment
Resource gap =32 -5.% 6.4 16 1.8 8.3 -8.2 8.1 =13 1T
[nvestment 18.5 111 143 1.5 16.0 19.4 0.5 1.5 224 232
Gavemment 73 37 4.8 1.3 58 8.2 B.E 91 9t (LL1)
Nangovenynent t1.2 7.3 9.5 10.2 10.2 112 7 12.2 1.7 13.2
Gruss domestic suvings 153 32 1. 0.9 &1 10.% 12.3 134 4.6 [E4]
Gross national savings 172 6.6 i3 129 1.1 13.9 151 16.1 173 17.9
Public 30 -1.9 07 -13 1.5 54 53 6.3 68 71
Privatg 142 85 90 16.2 a.l 8.5 94 LR {1 %] 108
External sector, public debt, and debt servive
Export, fo.b 213 L7 1.8 10.0 14.5 14.5 16.7 18.1 19.4 129
Irpors, ©.i.E 24.7 158 16.0 236 212 228 283 26.5 270 270
Current account balance {excluding grants) -0 58 -6.1 -7.3 -5 16 70 =10 6.4 -6.9
Currend account balance {including grants) -3 4.3 -39 4.6 -4.9 =54 54 -5.4 253 -53
Bet present valug (HPV) of pxternal debt ' ®
After traditional debt relief 4 516 500 473 435 42.0 40.5 3.0 316 kL]
Afler eahanced HIPC Initiative debt relier 45.9 3m7 9.8 15 7.1 0.7 26.3 pi 253
(In pereent of experts of goods and services)
Scheduled cxtemal debt scovice
Abter traditicnal debt eclich 0.6 1.9 11.8 2.0 123 10.1 96 8.6 3.0
Afker eohaneed HIPC Inivistive deblretiel ** "7 15 47 50 5.1 70 56 5.3 47 44
{In umits indicated)
Gross efficial reszrves (in milliens of SDRs) 3175 296.1 266.6 3240 286.6 00,6 5213 6h4.2 054 793.0
In mouths of imparts of gaods and nonfactor services 33 49 4.1 3.5 3l 1E 4.3 4.5 4.7 4.9
Exchange rate: Mailapasy francs per $TH (period average) B3n.n #,895.0 §,774.3
Exchange rate: Malagasy francs per U.S. dollar (period averape) 6,591.5 6.880.1 6,592.1 -
GDP per capita {in U.S. dollars) 285 Ra 7 293 324 339 353 358 364 400
Nominal GDP (billions of Malagasy francs} 29,843 30,842 30,042 33978 33,861 37,651 41,863 46,545 51,752 57,541

Sources: Malagasy authortics: and Fund staif ceimates and projeetions.

' Datn may not sdd up due W namding,

* IMF Country Repant No, 03/203, (U7U3/03),
? Bascd on 1993 trade weights.

* 2003 includes extrabudyetary expenditurs.

* The compasition of monetery grawth in 2003 reflects reclassification of a public enterprise, SOLTMA, debt (FMG 350,4 billion) by the government,

* For 2003, include the takeover of SOLIMA dobt by the government.

? Reflsots Paris Club flow rescheduling on Maplas terms obstained for the period Janvary 1997 - Nevember 2000 and assumes similar terms from non-Paris Club creditors,

* Provisional. NPVs of debt sustainabitity snalysis {DSA), which assumes a stock-ol-debt operation at end-1999.

the full

* For 2001-03, the debt service is
" mcluding grants.

of traditional debt-relicf mechanism, as well as HIPC Iniciative relief.
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Table 3. Madagascar: Quanztly Central Government Accounts, 20034

(In biilions of Malagasy francs}
2003 2004
Q1 [i7] Q3 04 ot 02 03 (o]
Program Actual Program Actual Program Estimale Program Prajechion Revised Program

Total revenue and grants 1,286.8 13410 26755 23811 34144 36627 50919 48669 1,258 29814 47606 63816

Total revenue 7839 9200 17529 LEDA 28525 26296  36IT0 34973 10905 23087 33269 44816

OF which; 1ax revenue - 7550 £795 1,700.0 1,770.0 2 480.0 2,557.1 3,509.0 33893 10005 20643 3,203 42100

Grants 503.8 4110 9226 560.2 1,261.9 10311 1,474.9 1,369.6 235.3 6.7 14337 1,890.0

Current granis 358.2 3469 6293 200.5 8188 6331 8797 81746 690 W2 2l TEL2

Of which: FIPC sssistance 63.1 603 103.0 97.5 1648 154.5 206.3 1916 533 23 B3 1Mm2

counterpoart funds 1.7 2 219 40,5 40.6 429 29 529 13.7 8.2 36.5 46.3

Project grants 145.6 74.1 2933 159.7 adl |l 400.0 5952 5519 166.3 41,5 8316 1,108.8

Total expenditue 1,469.1 L1177 3,160.1 28309 45938 4,714.9 61870 6,162.9 14176 13,2853 55959 7,917

Currem expenditure B34 7629 LB4OT 2067 26742 LB 35446 40479 9576 21004 3320 43160

Budgetary expenditure TIO.6 1413 1,737.] 1862.1 25441 26882 3l 39169 9142 1,949.5 30079 4,159

S 4274 959 9685 7957 13960 12765 18158 LBETS 4828 9657 14634 13U

OF which: HIPC financed 299 299 599 9.9 899 119.8 119.8 1198 299 98 1047 1197

Other noninterrst expenditure 7 2459 4646 5396 733 087 10243 12353 2066 5529 0254 13443

Of which: HIPC financed 239 15.1 513 08 08 8.8 nsz 8.7 13.7 28 610 2.0

Foreign intevest abligations 617 0.6 2027 1754 265.4 9.2 99.4 3467 71 1772 M3 IR

Domestic intersst abligations 518 1209 012 2914 129.4 78 2018 470 437 1938 366D 5007

Treasury apevations (ne))’ 6.0 332 102.0 258.0 2.7 2313 65.0 919 aLs 1477 2206 1563
Emergency expeaditure 0.0 o 0.0 00 50 25 50 350 00 00 00 00

. part funds-f d oper 0.8 14 1.5 26 24 3.8 32 a1 16 2 45 58
Capitat expenditare 535.) W56 11733 679 LTS 16757 24963 19683 4600 1,149 22M5 30757
Doumestically fmanced 1200 W08 3347 162.1 500.0 6536 800.0 6950 1267 3095 643 9144
Of which: HIPC financed 0.0 0.0 0.0 0.0 0.0 4.2 0.0 2.7 00 0.0 0.0 0.0
Foreign financed 4151 2350 B3R6 5187 1,273.5 10221 1,696.3 12138 3333 5754 16286  2,1603
Of whick: HIPC financed 304 oo 66 00 1027 60 1237 00 233 a3 9 950
Government ra-leuding 1o public enterprises 9%0.6 592 146.1 504 146.1 920.4 146.1 146.1 00 0.0 0.0 00
Wet cost of strustural refonns 1.0 0.2 160 -LL 180 183 -17.1 200 Bl 263 -89 417

Ovetal) belance {commitment basis)
Exciuding grants -691.1 -i915 -1,423.2 -1,021.2 -2.060.3 -2,101.8 -2,587.1 -2,685.6 -31352 -1000% 23079 -29423%
Including prants -189.3 1235 -500.5 ~460.9 -T98.4 -1,070.7 -1,012.2 -EA16.0 998 302 8741 -1,0528
D i balance i mi;)’ -2103 08.1 -J8LE =-310.0 -5214 -352.5 4914 -1,065.0 693 50.6 4362 -403.9
Change is arrears* -1983 2610 2900 1763 3416 1450 L8 (2566 -MOE 1753 D020 -T2
Totat overall balanos {cash basis, exchuding prants) 8914 ASES -L7IA2 -LI9TS 24008 19588 29287 25422 TR0 .LITR2 26089 22901
Totst overall balaxoe (cash basis, including prants) -3876 375 7905 &8 1,199 9257 14537 15726 406 3055 -LIT6D  -1400.
Financing 3R7.6 375 790.5 637.6 1,132.9 8257 14537 . 15726 2406 505.5 1,176.1 1.400.1
Foreign (net) 293.1 170.3 642.5 513.4 9152 748.1 1.221.0 1903 18 205 9352 1361.%
Drawings 47 213 798.6 6458 1,139.7 943.4 1.504.3 1,04322 3039 5433 1,355.4 1,6572
Budget 105.6 604 3169 289.8 412.0 3z 5269 3213 1603 150.3 6373 699.7
Projects 2391 160.9 4817 356.0 T 622.1 974 719 143.6 3830 718.1 9515
Amortization due 1898 183l aa2 s 460.5 -442.8 612 6136 -1208 28 162 6344
Changs i cxicral aears * 0.0 00 877 -57.0 817 570 7.7 LB 00 0.0 00 00
Dbt celief 138.2 1321 2.8 2595 BT 3045 365.5 324 65.9 1852 1265 Msl
Current maturities 127 1321 1895 2595 1285 ¥75.7 308.8 8.7 $35 122 1560 27
HIPC assistance 254 .0 B4.2 0.0 95,1 1284 156.8 1337 124 .0 TS 1215
Damestic {sct) : 945 1372 1266 96.3 1515 9.7 149.3 7100 553 206 1909 -an6
Banking systetn® -61.1 3417 852 am.i 50.6 -346.9 753 254 8 1752 533 51
Nonbanking sysiem 150.6 140.6 8.4 263 559 279.2 540 286 1351 854 1596 1105
Toeaniry cerespondient sccounts {ret) 50 639 100 1401 150 2174 200 260 vo 00 00 0.0
Privatizalion receipts * 0.0 a4 214 28 2 275 LEES 72.3 2.2 134 %0 724
Memorandum item:

Extrabudgstary expenditure 2830 o0 0.0 0o 00

Sources: Mimistry of Econany, Finance, and Budget; and Fund atafY estimates and projections.

! Personnel expenditures in 2002 were much lower than in the budget & the paymend of & number of indemnities and allowances was

suspended because of the revenue shostfall,

? Includes anncxed budpets of quasi-public entities, including port suthorities, the post office, governmeni printing office,

and civil service retitement funds, Beginning in 2002 net PO 1! are i a5 d ; i

I Overali balance, excluding graats, foreign-financed capital expenditures, and foreign intorest paymests.

4 Change in arrears consists of the amount ta be recommitied and net payments delays. “The latter includes expenditure commitiad but with no payment orders issued, an item
niod covered by the indicative limits on non-aceumulation of arrears.

4 Bilateral sgreements on debt with non-Paris Club creditors, most of which is in arrears, were initialty assumed to be finalized in 2001;

howevez, such reschedulings are materializing o a shower pace than envisaged. For 2001, asrears were rescheduled with the

Saudi Fund for Development and a commercial creditor, Itochy Bank {Hong Kong SAR).

* Exeludes the assumption of siate vil company (SOLIMA) debt by the governmend and the effect of sxchange mitc changes on net credit 10 g in foreign Bt

7 Privatization receipts in the first hall ol 2003 largely came from transactions regarding SOLIMA (FMG 21.5 hiltion}, TORGINGOL. {(FMG 2.04 billion), and FIMA (FMG 1.33 billion).

%

iE Agetary i includes: FMG 72 billion for military, MG 135 billion for additiznal stadent achelarship and hers' overtime pay, and FMG 76 billion For other xpending.
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Tablc 4. Madagascar: Contrat Govemme Acorools, J002-23

i bl of Malagayy framce)
Wz 2003 2004 2005 2006 2007
Prog. Pro;. Prog. Rev. Projections
Prog.
Total renvmes aad greats 10832 50918 43469 546 (11377 1 7515.6 L99E4 LIRS
Totat rovisue 2400 216178 3473 434456 44916 51354 5907.5 67D 2,751
Budjetary revorec 24030 15110 3473 434456 44916 50354 5,901 61O 7510
Tax revems 23042 LT 3,319, 4mz 4,2100 43561 55320 BSI07 4800
O which: voomvery of X sTcas Boo - -
Howixa wevoe: %3 1080 103.0 93 s a3 my
Grwnts &50.1 LaMs 13695 1,529.3 2,008,1 2343 2418
Currax pramu 96 AT a4 6128 671 ™me #02.7
O whick: HIPC sasistamcr ' 3.7 6.3 1916 o 0.0 o0 [T
Project granic 4005 5482 5519 M0 L2172 13361 14667 LEI01
Tout expemdinas 45 6870 61629 653113 2,593 93led 105172 1137
Current wapewditare 31093 15444 4TS 17983 43884 3,0042 55133 613
Budgewry expoadehas LTELI 14404 19163 37503 44054 4,501.2 54101 60340
Ternomnet L3%0 14188 18T S 1926.7 20901 2342 24323 L4
O which: HIPC finacend 74 158 1192 1211 M55 1578 1629 1714
Oibcr mominierest expenditur: "L 1,0243 12353 1,322 16209 1E54.6 22100 25723
O which: HIPC financed me ner 9.2 111 n2a 107 1143 1202
Foreigz ot ablipaiions w3 W4 3457 104 61 7769 ma 062
Demostic s phliguions 2318 2012 e w19 958 95 o7 a0
Tromawcy operations fnes) €20 650 LR 450 1563 1060 1000 g 1000
Emempeocy 122 150 15.0 L1 05 o [X] Y] [Y]
Of which : dlections w2 150 L1 ] a0 [ 00 B0 08 Cap
& forweds -fis ad s 3l 4.1 a0 S5.E 10 30 0 30
Crpilal expendicwe 14458 2,498.3 19689 11130 30787 15709 43143 SOME 5762
Domestisally funmot 5597 000 6950 11368 9144 10816 15031 19008 23714
Fareign financed 3562 16563 12719 LY LIGLY 25893 B2 310568 34143
O which : HTPC inanoed 1212 127 m7 1215 P50 163 12s.2 1293 060
Government an-lecding 184.4 1461 8.1 o0 (1] .1 an 0.0 00
Frimary curment balmecs: ¥ -85 BTG 3.1 1,047.6 BB 1,165.3 1,535.9 1,506 2412
Overall balsmar {eammitinent busis,
cxchading the ona of sructiral reforns)y
Tcludarig grasis Y] -1,095.1 L1460 EFLTY -1,0181 L2907 14023 5 02
Eacluding pramis 13065 2500 2B S 1 5667 -2.300.1 BN iR 34109 IR0 208
Wes cout ol srcrersd refomns © 5E -1t 208 0.9 -2 i1} ao .06 [T
Encopiimnl Fevesie 58 100 1.0 0o 12 .1 00 (Y] (Y]
Cimt o] piructers] reforms o0 271 300 50.0 .0 2] &0 0.0 [
Ovorsli helance {commitmeni heris,
inclhuding 1he cosit of suwcionl refoms)
Exchuding greses 2300.7 2,587 -2,885.6 -2,606.7 29429 3128 -3410:9 AT 4000
Including grals 16506 22 -1,318.0 LATE 10528 247 -1,402.8 R TY )
Domatic bataace -1.006.8 4814 L0650 ] 4.8 2584 228 4501 “mn
Changs in amcas 2426 ML 2566 1] T3 1509 -le0.6 580 -$00
Total ovorsl) balasce (carh buia, cxcloding sress) 1A132 29287 2,422 L0067 3,290.1 EELY 5108 3T A0
Tootal veeal) bakmos (cxsh bsis, inchuding granis) 1,863, 148557 -LIT26 LATSE 14004 LAY 15028 -1S60E -LT502
Finmmaing 18631 14537 15726 LAT66 1,400.1 144427 Ls2.8 1,568 17502
Fomign {het) 10542 1200 0.3 L7646 13679 1473 15340 1578 LS
Drawings L,150.1 15042 10432 1,250.8 1,6572 15138 16513 LEIZD L5920
Brodext 664 5269 ms3 2392 957 2580 3018 22 a3
Prajects 57 74 (3 1,844 Lk ] 12488 12495 15008 18807
Amonization dus -$i%1 6612 £135 178 ‘M3 318 100 S6L46 £16.7
Chanpe in xicmal anvtan LY Ex] LB o 00 o0 1) o0 [T
Exsrsal debt peliel 5172 #0655 A4 3637 51 456 3938 4065 16
OF which: HIPC assianee * 1560 156.8 ER 3617 12L8 5.6 1932 065 76
Flnancing gap [T (2] 04 oo (Y] o0 on [T [T
{im wilkioon ol US. dollurs) as (1] 00 oo a9 80 LY ] [ 1) (1)
Domestic (et} mE w93 7100 1000 406 2.1 7] 9.1 527
Banking Fystem © 120 753 1254 1004 RN 5216 E 1 L2356 -107.4
Monbeaking sysiem 718 540 pas 260.0 13 8 654 83 7
Tressury cormopomdent accounts {nei) 73 W0 188 L1 20 (1] 00 no 20
Privaizaion receipls 45 80s 71 o 728 1] o a0 [
OFf which; TELMA 350 (Y] o [ ¥ [T on 06 o
Memorsndum jLems:
Tolal HIPC debt melicf * 497 432 173 361.7 1%3.7 363.6 ECER] 406.5 741
Exirbuodgetary erpepdinue e
Toa! domestic debl 42354 4,7204 e 46783 46767 46458 4.556.5 45038

Sowrccr: Miniany of Ecoscmy, Finance, and Budget; ind Fund stafl elimaies and projectinns,

 Inaetim; HIPC Inisingive mas ol ol Gnancinl institatiana for 20104,

¥ Personned snpenditures in 2002 were much bower tha in the budget as lbe paymens of & sumber of mdrmzities and allowwncc: wis

mpenden] berass of the reveaue ssorclall,

* tncludes mynexed budgots of ques-pablic cotiic, & ing, port i, the pont alice, printing oifice,

£ivil servivn relirement funds, and comespondent sccounts of local i imming im 2002, oot moonitt batlances wre claanifiod us domestic finscing-

* For 1000, thc governmen udgeied FMG 65 bilion to sddress i Telnlod Wi the ol » cholera epidemic and thc

devaniating elfects of three cyclowes cardy in the yiar,

* Deefimoct a5 voinl Frvinvse [exchading mon-tax revesnes from the cotrad bank in relation to the convormion o govormoo dehl) misus carrenl expenditure (excivding dovestic and fign interesl poymems).
* The oot cosl o wtructural refonms comprises (4} M receipu, Josn recovery ey the debl-recovery unil that baks the noaperformsmg ks of e two (forme ]

puhiic banks (AFV sl BTM) iter the Gnancial restruchering of their acsets; and (h) ma expervitares, Lhose relaton o civil sorvme refam (i.c., aining,

boouses, and wege dany 4o e img of pay nnd equil in tbe jealice scrvioen: 0 Y. ones,
ranafors 10 the regmnal development fund that pravides prants and concessional s for baic social § farpodes O 1 employ
uffecied by privmdaaion, sed i dmeH 1 fnmserty i arwners); and to the capilal Uranwlexs for the ataet ressuCiuriog

a1 the fum insalvent banks (BFV and BTM),

7 7ol revenoe min pendine, sveldiog forrign inleron paymests s forvipe-fmaoend cepital oxposditore.

* Interim HIPC Initistive ausistance previded throogh Faris Club Frw roachodubing o Colagne torma. For 2001 -04.

1 docs N0t inclode debt relic] from asultilateral donors afier HIPC completon.

* Encludes Ve wsammpiion of sate oil companry (SOLIMA) dobt by the povemamont and the cffoct of cxchanpe Tale chanpes an nel crndil W povemnen i Eacign exchange.
™ 30PC grmnts recoivot plus HIPC exeenul debt relief.
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Tahlke 5. Mad Central G A nts, 2002-08
{in pervent of GDP, mnicss otherwise indicated)

2002 2003 2004 2005 2006 2007 2008
Prog.
Total revermc and grants 10.2 15.0 144 145 ] 16.6 17.0 174 17.7
Tolal revenue 5.0 10.6 102 1.5 1.8 123 127 13.1 135
Tex mvemse (withool recavery of tix mveas) 77 10.3 10.0 112 1.0 116 121 12.6 130
Recovery of mx wrears 0.2
Nontat revenue 03 0.3 03 0.3 ey 0.7 0.6 05 0s
Grants zz 43 4.0 0 30 4.4 43 43 a1
Current grants 0.8 1.6 24 0.8 21 1.5 1.4 14 1.4
O which; HIPC assistance " 05 0.6 0.6 00 05 0.0 00 00 0.0
Prejoct grants 13 i8 L6 12 29 19 29 28 2.8
Total expenditures 15.7 8.2 18.2 183 19.6 19.7 20.0 0.3 206
Cuwrrent sapenditare 10.3 16.4 120 10.1 1.5 1.0 0.3 0.7 0.7
Noninizrest expenditurc 71 B84 9.2 4.6 87 9 B9 0.0 [ %)
Parsoanel 46 52 5.6 51 51 50 4.8 4.7 4.7
Of which:HIPC financed 02 0.4 0.4 Lrh1] [1k3 0.3 03 0.3 03
Other nonintersst expenditure 2.5 30 16 35 36 3.9 4.1 43 45
Of whichHIPC financed 0.4 0.4 04 0.0 02 0.2 0.2 0.2 0.2
Intezest obligations 2.2 1.3 23 13 23 13 17 15 13
Treasury operations * 0.7 0.2 6.3 0.1 0.4 02 0.2 0.2 02
Emergency expendinures 04 ol 7] 00 0.0 L] 0.0 oo 0]
Of which. chections 0.2 0.1 [iX] 0.0 0.0 (L1} 4.0 0.0 0.0
Cagital expenditure 48 7.3 5.8 82 3.2 83 9.3 9.7 0.0
Domestically finsneed cxpenditure 1% 23 21 30 14 16 32 3.7 40
Foreign-finunced expendimre 29 50 33 52 57 6.2 6.0 6.0 59
Of whickHIPC fipanced 04 04 0.4 0.3 [ X] 03 03 02 0.2
Government on-lendhing 0.5 04 0.4 0.0 00 0.0 0.0 00 00
Domestic budgeiary balance 29 1.0 27 03 -1.0 0.6 0.7 07 07
Primary current balance 01 2.0 0.7 24 23 18 13 37 40
Net cost of smuctom) reforms * 0.0 0.1 0.1 &1 ol 0.0 0.0 00 0.0
Exceptional revenue o.n . 0o 0.0 0.0 0.0 0.0 0.0 0.0 00
Cost of stuctral reforms 0.¢ 0.1 (%] 0.1 0.1 0.0 0.0 0.0 0.0
Overall balance {commitment basis)
Exciudisg grants 7.7 1.6 -19 6.9 1.8 1.5 13 -2 22
Inchuding granis. 5.5 -13 39 39 28 34 3.0 29 20
Domaric balance * 34 14 3.1 -09 -l 0.6 07 4.7 0.7
Change i armears 0.1 -0 0.4 0.0 0.9 0.4 02 0.1 -0
Total overall batence {cath besis, exeluding grants) 84 B4 87 6.9 -87 -1.5 =75 .13 71
Total overall balance {cash basis, inchyding grants) -6.2 4.3 4.6 -39 =37 -3.5 -3.2 -3.0 -0
Finuncing 6.2 4.3 46 3.5 3.7 kK] 3.2 30 20
Forcign (aet) 16 36 23 1 36 L 33 32 L8]
Drawings 38 44 il 13 44 36 15 335 35
Budget 2.2 16 09 0.6 19 0.6 0.6 0.6 LX)
Projects 1.6 29 21 27 25 a0 9 29 29
Amurtizaion duc -1% 19 1.3 -1.2 1.7 50 -1a .11 L]
Change in external grrears 0.0 03 0.2 00 040 o0 00 0.0 [ 1]
Extemna) debt relicl 1.8 14 13 10 0.9 o9 0.8 0.8 0.7
Qf which: HIPC aasigtance * 0.6 0s 04 10 %] 08 0.8 0.3 0.7
Financing gap o0 0.0 0.0 0.0 o0 00 0.0 0.0 00
Dumestic {1e€) 24 04 2.1 08 2.1 00 2.1 0.2 £.1
Of which: banking system 24 0.z 0.7 03 04 02 €02 0.2 0.2
Privatization recsipts 02 02 02 0.0 0.2 0.0 00 0.0 0.0
Memorandum items:
Total HIPC deln relicf 1.2 11 10 1.0 LE 09 0% 0.8 6.7
Education expenditure, wfier HIPC 28
Health expenditure, wfier HIPC 0.9
Totsl domestic debt 14.1 119 124 11.2 1n.n 23 74
Wominal GDP (in bitlions of Malagagy francs) 30,042 33978 33,863 32,779 37,651 41,863 46,545 51,752 57,541

Sources: Minisry of Economy, Finarce, and Budget: and Fund staff cstimates and projections.

! Interim HIPC assistance of multilateral Fnancinl institutions for 2001-04.
? Includes annexed budgets of quasi-public entitics, inchading port authoritics, the post office, govemment printing office,
civil service retirement funds, and corespond of Tocal authoriti inning in 2002, nct dent secount e classified as d ic fi

* For 2000, the govemment budgetized FMG 69 billion o address exceptional developments related 1o the resurgence of a choler epidemic and the
devagiating effocts of throe cyclones early in the yoar.

+ The net cost of stictural reforms comprises () as receipts, loan recovery by the debl-recovery unit that holds the nonperforming boans of the two (former)
public banks {BFV and BTM) after the finameial restructuring of their assets; and (b) as expenditures, those telnied 1o civil servies refonm (i.e,, taining,

bonuses, and wage i 10 the upgrading of pay and equip in the justice services; to privath {: e pay, i cogts,
o the mgimddewlq:mmtﬁmwmpmviduwsudmmmullmmfwhsicmniﬂ' PuTp or io employess affected by privai
ond t jzation pay 1o formenly exproptisicd owncTs); and to tbe capital iransfers for the mxset ing at the two {nsolvent banks {BFY and BTM).

3 Overall balance, eacluding grams, forcign-fi d capital expendimees, asd Forcign interest payments.

* ynterim HIPC assistance provided through Paris Clob flow reacheduling on Cologre terma for 2001-04.

11 does ot include debt relief from multilateral donors afier HIPC completion.

* hudes the plion of state il (SOLIMA)deblbyﬂaegwmmtmdﬂu=ﬂ'u1nfmdnngemu:hangunnnﬂcr=dilw, in forcign




Table 6, Madagascar: Menetary Survey, 2002-64
{In billions of Malagasy francs, nuiess otherwise indicated)

2002

2003 2004
Mar, Jun Sep. Dec. Mar. Jun. Sep. Dec.
Proj. Act, Prog. Act, Piog. Bst. Prog. Proj. Povised Program
Net foreign ssets 2,172.3 2,3987 2,300.9 2,3789 24207 25314 2,457.9 2,737.0 2,498.4 2,726.5 2,585.6 34464  3,3745
Net foreign assets (BCM) 1,286.1 1,382.8 1,345.5 1,270.0 1,386.8 1,260.0 1,475.2 1,773.1 14506 1,673.4 1,532.5 21,3933 23245
Net foreign assets (domestic money banks) 836.1 1,015.8 955.4 1.108.9 1,035.9 1,171.4 982.6 961.9 1,046.8 1,053.1 1,053.1 1,053.1 1,053t
Net domestic assets 5,704.8 5,847.7 5,664.3 £,155.1 52243 6218.8 57234 6,250.0 6,329 6,711.4 7,074.8 63463  6,506.4
Domestic credit 59524 6,135.1 5,809.3 £,398.4 5.552.7 6,484.0 5,878.6 6,551.2 6,569.0 6,690,7 7.076.6 7,128.1 7.012.5
Net credit to government (budget} 1/ 2,706.8 2.663.4 2,363.1 1680  2,3163 3,166.4 2,700.6 3,167.6 32749 3,191.1 1,448.1 33262 Al2S
Other claims on public sector 405.4 451.3 416.2 (4613 382.0 4613 368.8 4513 368.8 368.8 168.8 368.8 368.8
Credit to the cconomy 2.840.3 3,010.3 3,030.1 2,760.1 2,854.3 2,856.2 2,809.2 2,924.3 2,925.3 3,128.7 3,259.7 34312 13,5219
Credit to public enterprises 1/ 405.8 405.3 409.6 62.5 3911 62.5 44.7 625 4.7 44.7 44.7 44.7 4.7
Credit to private sector 243145 2,605.1 2,620.5 2,706.4 24633 2,793.8 2,754.5 2,8619 2,880.5 3,084.0 3,214.9 33884 34701
Other iteros (net; asset +) <2416 22874 -145.1 -234.3 23283 -265.2 -155.2 -2942 -245.1 227 -LE -781.8 -506.1
M3 . 7.877.0 8,246 7,965.2 853180 76470 8,750.3 48,1813 8,996.0 88223 94399 9.660.4 9,792.7  9.8810
Foreign currency deposits §78.9 1,055.1 1,028.0 10280 995.9 1,028.0 1,014.6 1,028.0 1,030.0 1,0362 1,036.2 1,036.2 1,0362
M2 5,998.2 2,187.2 6,937.2 75100 4,6501 77223 7.166.7 7.968.0 7.792.3 £,403.6 8,624.2 8,756.5 88448
Currency in circulation 23101 2,407.9 2,319.4 2,527.2 22,1534 2,590.1 2,543.0 2,698.8 2,646.7 2,832.0 2,898.1 2,937.8 29643
Deposits in local corrency 2/ 4,490,7 4,603.0 4,434.2 4,799.2 43304 4,948.6 4,454.1 5,085.7 4,975.9 5,402.0 5,556.4 56490 57108
Short-terrn ohligetions of commercial banks 177.4 £76.2 1835 183.5 167.2 1815 169.7 183.5 169.7 169.7 1697 169.7 169.7
Memorandom items: {(Percent change since the end of the previous year, unless otherwise indicated)

M3 ' 21 4.0 L.} 1.6 29 103 39 134 120 7.0 9.5 11.0 120
M2 4.3 2.7 0.9 6.5 -5.0 9.5 2.4 13.0 112 ) 7.8 10.7 12.4 135
Domestic credit 122 11 24 €35 -5.7 7.9 -12 9.1 10.4 1.9 7.7 8.5 6.4
Credit to the private sector 2.6 70 16 112 1.2 14.3 13.6 17.6 18.3 71 1.6 17.6 1:2.‘?
Net credit to govemmant 1/ 122 -1.6 -12.7 170 -14.4 17.0 -0.2 1o 210 2.5 5.3 1.6 .7
: 4.4 61 3.1 g4 142 6.7 08 47 19 64 87 100 10
Reserve money : 10,0 300 30.0 300 30.0 30.0
Currency/M3 (in percent) 29.6 252 291 29.6 282 29.6 311 k | 2.4 2.4 o by
Resexve money multiplier (M3/reserves) 2.2 25 26 2.8 2.5 2.7 23 27 g: . - , 3-3

Velocity of money (GDP/end-of-period M3) 18 - e . 18 . R

9,108.0 8,8484 9,240.5 8,557.3 9,371.6 8,719.1

Exchange rate (Malagasy francs per SDR; end of perfod) 8,746.0

Somrces: Central Bank of Madagascar (BCM); and Fund staff estimates and projections.

1/ 2003 includes the takeover of state oil company (SOLIMA} debt (FMG 350.4 billion) by the government.
2/ Includes Compies de Chegues Postaux and Coisse d'Epargne de Madagasear deposit accounts,
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Table 7. Madagascar: Balance Sheet of the Central Bank and Consolidated Balance Sheet of Cammercial Banks, 2002-04
(In billions of Malagasy francs, ualess otherwise indicated)

2002 2003 2004
Mar, Tun. Sep. Dec. Mar. Jun. Sep. Dec.
Proj. Act. Prop. Act. Prog. Est. Prog. Prof. Revised Program
Central bank (BCM)
Net foreign assets 1,286.1 1,382.8 1,345.5 1,270.0 1,386.8 1,360.0 1475.2 1,773.1 14516 1,673.4 1,532.5 23933 23218
Net domestic assets 22489 1,913.9 1,7257 2,002.08 1,645.5 1,938.6 20326 1,596.9 22224 2,236.9 24624 1,652.4 1,758.1
Overall eredit to govemment (net) 1,585.2 1,0%0,1 BRA.0 1,588.4 906.3 1,550.8 . 13564 1,237.9 15172 1,715.2 1915.2 19352 17152
Liquidity operations 1/ 0.0 4.4 0.0 -369.8 0.0 4135 0a -732.8 0.0 0.0 0.0 0.0 0.0
Net credit to government (budget) 2/ 1,585.2 1,079.7 #84.0 1.958.2 906.3 1,964.2 1,356.4 1970.7 1817.2 1,715.2 1915.2 19352  1,715.2
Claims on public enterprises 2/ 3641 3583 anz 208 3625 208 17.3 20.8 17.8 17.8 17.8 17.8 17.8
Credit to banks 272 272 26.5 265 221 265 21.3 265 213 213 213 21.3 213
Other itetns (pet; asset +) 2713 4383 444.0 1663 3546 3an6 637.1 s 366.1 48235 508.0 -322.0 3R
Of which : valuation account (losses -) 54.5 98.1 209 77.6 71 -103.4 6.5 -132.3 528 43.6 43.6 436 436
Reserve money ) 31,5350 3,296.7 onz2 327240 30323 3,298.6 3,507.8 33700 3,674.0 3,910.3 35949 4,045.7 40796
Curzency outside banks 2,330.1 2,407.9 2319.4 25272 21534 2,590.1 2,543.0 2,658.3 2,646.7 2,832.0 25981 29378 29643
Bank reserves 1,204.9 3888 1518 7448 B78.9 708.5 954.8 671.2 1,027.3 1,078.3 1,096.8 1,167.9 1,1153
Currency in banks 122.5 122.6 1023 1023 137.5 1023 125.9 102.3 1259 1259 1259 1259 1259
Deposita 1,082.3 766.2 649.4 6424 T41.4 606.2 839.0 568.8 901.4 952.4 970.9 9820 9894
Damestic money banks (DMBs)
Net foreign assets 886.1 10158 955.4 1,108.9 10359 11714 9826 963.9 1,046.8 1,053.1 1,053.1 1,053.1 1,053.1
Net domestic assets 4,660.8 48226 4,690.3 49019 44578 4,938.7 4,685.7 5,333.3 5,128.8 55548 5709.2 58018 58636
Bank reserves 1,204.9 888.8 751.8 7448 878.9 T08.5 964.8 6712 1,027.3 1,078.3 1,096.8 1,107.% 11153
Liabilities to BCM 272 -27.2 =265 -26.5 221 -26.5 -21.3 -26.5 -21.3 <213 213 -21.3 =213
Cradit o govermment {net) 1,121.6 1,583.4 1479.1 1,579.6 1,410.0 1.615.7 1,344.2 1,926.6 14577 14779 1,5329 1,3%0.9 1,406.6
Putchase of liquidity paper 1/ 0.0 04 0.0 365.8 0.0 413.5 0.0 7328 0.0 0.0 0.0 0.0 0.0
Net credit to government (budget} ) 1,121.6 15818 1,479.1 1.209.8 1410.0 1,202.2 1,344.2 1,196.9 14577 14779 1,532.9 1,390.9 1,406.6
Other claims on public sector 4054 461.3 4162 461.3 382.0 461.3 368.8 461.3 368.3 368.8 368.8 368.8 368.8
Claims on public enterprises 415 369 AR3 41.6 286 41.6 20 1.6 270 270 10 21.0 42;(11
Credit 1o private sector 24345 2,605.1 2.620.5 27066 24633 2,7193.8 2,764.5 2.861.9 2,880.5 1,084.0 312149 3,388.; 3'509.3
Other items {net; assets +) - -520.0 “725.7 -589.0 -605.6 -681.0 -605.7 <7923 -605.% -611.1 459 8 -509.8 -459, -509.
Deposils 5,369.6 5,662.2 5462.2 58212 51263 5,976.6 5468.7 6,113.7 4,005.9 6.:;{’;8.3 :,:::: :,g:;z :,;T;g
Deposits in local currency 3/ 4,490,7 4,605.4 44342 4,799.2 4,330.4 4948.6 4.454.1 5,085.7 4,975.: i,ﬂ}z.z 1,035.2 ],036.2 1.036.2
Deposits in foreign cutrency (1ime deposits) B78.9 1,059.1 1,026.0 1,028 9959 10280 10146 L0280 1.0:40.4 9362 ez 0262 10362
(in millions of SDRs} 100.5 1163 116.2 1112 116.4 109.7 116.4 108.1 116. ¥ . X :
Shori-term bonds {lisbilities) 1774 176.2 1835 . 1835 167.3 1835 1697 1835 169.7 169.7 169.7 169.7 169.7

Sources: Central Bank of Madagascar (BCM); end Fund siaff estimates and projections.

1/ Sales of treasury bills for monetary policy purposes. -
212003 includes the takeover of siate oil company (SOLIMA) debt (FMG 350.4 hxlllon') by the government.
3/ Includes Comptes de Cheques Postawx and Caisse d'Epargne de Madagarcar deposit accounts.
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Tablc 8. Madagascar: Balance of P 2000-08
{In miilions of SDRs, undess ctherwiss indicated)

2000 2001 2002 2003 2004 2005 2006 2007 2008
Prog. Prel. Prog. Proj. Rev. Proiections ’
TProg.
Current account -1654 464 -155.0 2035 -168.6 1934 =230 -243.2 2626 2763 -297.7
Goods and services 214.8 -1143 22024 “248 2759 -309.4 -360.4 3712 3041 -409.8 -43006
Trade balance 186 L6 913 0.5 -90.1 1549 225.1 2169 2049 -1853 -1
Exports 6285 7579 4060 3750 178 5660 6135 7576 88L.1 1,014.6 1LILS.S
Imparts “707.1 -746.3 4973 ~465.5 -675.0 7109 -838.6 G745 10960  -1I1908 -} 2882
et services {net} -136.2 -125.5 -l -i34.3 1858 -154.3 1352 1544 -179.2 2248 2578
Serviees, receipts 7708 2763 1861 171 2473 2387 287.8 354 46,0 619 377.8
Services, pryments -407.1 4022 2921 -307.4 -433.1 -290.2 4231 -459.8 5252 -386.5 -635.7
Tncome {net) -533 -46.7 558 510 564 579 478 380 439 508 -63.0
Receipts : 16.6 187 155 20,1 193 1% 157 20.0 212 225 238
Payments =599 554 =740 =731 -75.7 -65.8 -63.6 -58.0 -65.1 =744 -B6.6
OF which: goveroment ineerest ' 396 414 435 -43.1 428 401 424 <299 290 219 210
Current transfers 1026 1146 1059 742 163.5 119 1719 166.0 1754 1853 1958
Government 358 249 a9 62 98.3 99.3 929 759 799 84.1 286
Budget aid 16.5 167 513 22.1 88.8 589 2.5 66.4 0.4 745 1
HIPC relicf® : 0.0 188 20.2 202 22 222 19.9 00 0.0 0.0 0.0
Grans 165 17.9 aLl 19 66.7 66.7 62.6 664 704 746 781
Other (net) * 9.0 -ns 6.4 -159 95 104 10.4 9.5 %5 95 95
Private kA 89.7 610 68.0 65.3 746 85.0 90.1 95.5 101.2 1073
Capital and fmancial account 716 459 675 104.1 168.2 1669 " 2RE.2 3055 49 ans 3446
Capital account [government project grants) 270 886 404 4.7 639 618 124.5 1320 1399 1433 1572
Firancial account 340 90.9 271 258 1042 1e 1637 1735 1750 179.5 1874
Direct investment 529 731 50 64 131 %l 520 60.6 60.6 60.6 606
Of whiclh: privatization receipts 53 109 30 33 337 00 - 00 00 0.0 0.0 [T
Other 189 17.8 N 190.1 811 248 mnz 1129 44 1189 126.%
Govemiment 6.1 s 544 481 96.6 498 1.0 1173 194 126.5 1343
Drawing 6.9 902 1267 1203 167.6 1208 186.1 1642 729 1833 194.5
Project drawings 462 50.4 474 346 105.0 FER 107.5 1362 1413 1517 1629
Tudgctary suppor 393 26.8 79.3 65.7 56.6 373 786 28.0 ETTS e e
Non-govemment 1.4 10 ) 0.0 6.0 04 a0 0.0 oo 00 0.0
Amortization * -30.8 68.7 72,1 712 710 BT 691 453 535 -56.8 60.2
Private sector amortization 00 7.8 7.5 79 .54 7 53 44 50 76 14
Banks, net 254 g 250 211 0. -172 0.0 0.0 a0 o0 0.0
Other(incl. errors and omissions) * 494 -113.6 ao 139 o 69.2 0o 00 0.0 00 00
Overall balance 938 19.6 -B75 -89.4 -4 265 579 623 523 515 469
Finanwing 93.8 -19.6 875 99.4 04 26,8 579 623 523 -51.35 469
Net foreign amsets (increase -) 8.4 2769 300 40.0 401 140 -96.7 -117.6 -109.7 -108.6 -105.1
Use of Pund credit (net} 43 214 26 L5 173 L1 17.3 12 169 176 176
Disbursements E]- 1) 227 114 114 07 t13 2727 113 2.0 0.0 oo
Repayments .38 -3 -27 27 -S4 54 54 -E.| -168 176 176
Other assete. et {incroaee -) 5.7 -98.3 21.4 314 -57.4 200 -l148 | -120.8 -0y 912 -87.6
Met change in arrears (exchuding central bank) 58 1.6 00 1.5 95 9.5 0.0 o0 0.0 0.0 0.0
Debt relicf and cancellation *7 596 55.8 57.5 579 s0.0 s0.0 i8.8 553 575 $73 58.2
Memurandum itemas:
Grants (in pereent of GDF) 3.8 a1 25 1.5 44 42 5.1 4.6 43 44 44
Loans {in percent of GDP) t:1 0.6 ié 1.4 26 13 28 25 24 24 24
Divect investmen {in percent of GDP) 18 2.1 ot 02 0d 02 12 13 12 12 LI
Curmrent gecount {in pereent of GDF}
Bariuding net official transfers 6.5 -2.0 58 6.1 7.3 15 16 74 0 69 1)
Including net efficial transfers 54 13 4.5 59 4.6 49 54 54 -54 53 53
Gross officia] rescrves 287 3175 296.1 266.6 340 286.6 400.6 5213 614.2 7054 793.0
{m menths of anports of goods and nonfactor 5 74 a3 45 4.1 1s 1l ag 43 45 47 49
Exchange rates
Malagssy franes’SDR (period avorage) 9510 53910 RE9SO  BT743
Malagasy francs/U.S. dollar {perind average) 67872 6,59t.5 4,8E80.1 56,5923

Sousces: Centra) Bank of Madagoscar, Ministry of Finance, IMP Finance Dept., and Fund stafl estimates and projections.
Mnterest and amottization payments assume Parie Club stock-of-debt reduction will oceur at the completion point, envisaged to be in 2004.
2 Interimn relief provided by the African Development Bank Group {AfDR}, TDA, and the IMF for 2001-03. The distribanion of interim rehicf
among these years differs from the original program due w AfDB's choice of a different delivery option than assumed at the time of the decision point.
3 Dther official gramts less payments due 1o scholamships and contributions to imternatiom] ov|
* Includes commercial ercdits eeived or granted
’ From 206 on, includea extemal commercial amears.
% Pilateral agreements on debt with non-Faris Club creditors, most of which is in arreara, were initially d to be finalized in 2001; b ", such reschedulings are

materializing at a slower pace than envisaged. For 2001, arrears were rescheduled with the Saudi Fund for Development and a commercial ereditor, Tiochu Bank (Hong Kong SAR).

7 Assuming a Paris Club flow rescheduling on Cologne terme agreed in 2001, of which 2 pant i ateributable v HIPC relict.
* [n percent of exports of goods and nenfactor gervices.
? In percent of gavernment revenue.



Tabie 9. Madapeascar: External Debt Sustainsbility Indicators, 20060-1% !

Average Averaga
20600 2001 2002 2003 2004 2005 w06 2007 2008 2000-0% 010-t%
After traditionat debt relial
Cureent £atimates (In percent)
‘Ned present value (NFV) of debtto-exparts ratio 2204 1927
NPV of debt-to-fevenue ratio 470.7 476‘.5 é;-i.'!l igf: i;:ﬁ 300 ors o byl i ot
NPV of debito b watis ot 768 27 s 20 3300 3074 286.4 2672 R2T 1823
Debl service-to-cxports ratio 129 106 11.9 12.0 12‘8 o1 Y e 30 12 a8
Drebt service-to-revenue tatio 216 252 35.2 22l4 y i o8 bt £0 10.0 47
Decision point estimmtes - 2 12.8 16.8 16.6 5.1 14.5 208 8.1
NPV of debl-fo-experts ratie 239.7 29.0 .
K . 2209 3
NPV of debi-lo-revenue ratio e oot oy ﬂg? ;?;; l:: 7 168.5 159.9 151.8 182.0 1o
NPV of debilo-GDP 1atio 50 i o - na 286.3 262.1 240.3 2207 25,0 1278
Debt pervice-to-cxpart eatio o o2 %3 53 23 3:.: Jg.g 3;.2 14 396 216
Debt service-to-te tio : | y y ‘ - - 24 28 7.3
vETIRE T 21t 214 129 174 16,7 1335 139 149 140 171 9.4
Aller enhanced HIPC asaistance .
Current estimates
NPV of debt-to-cxports rati
NEV ofd:ht-lo-r:vpe:ugr:;z 259.2 iB2.6 128.7 1422 154.6 131.1 120.2 110.% 104.0 134.6 B5.7
NPV of dbes ! 5535 451.8 1813 2659 s 2178 2074 197.8 187.5 1L R 147.8
of f:bl to-GDP ratio 64,7 45.9 07 215 271 26.7 263 59 153 0,
Debt servica-to-exporis mtio 6.7 9 4.7 il T4 5:6 SlJ 4‘1 4'4 35ﬂ 22:
Deb! sen..-u:&l:t-mvrml: ratig 14. 23 13.8 9.5 103 9.4 al B4 7:9 !ID:S 3:4
Decision point estitnates
NPV of debt-to-sxports ratin %16 2172 136.7 1331 125.1 1183
e 4 3 . . . 1120 1DB.4 104.4 1284 393
NPV ol debt-1a-revenus .I'!tlﬂ S1s 824 21328 2175 2016 1873 174.3 162.5 151.8 06,5 106.3
NEV nfdfb‘t-to—GDP nhn‘ 645" 495 301 8.7 272 259 246 234 223 284 17.6
Debt smfce-lu-expum nhP 1.7 5.2 50 55 56 53 6.0 6.0 6.3 57 49
Debt service-fo-ravenue ratio 21.2 11.8 9.2 9.7 Lo.¢ 9.3 0.t 97 5.2 9.8 6.3
Memorandum items: { tn miltions of U.5. doflars)
GDP
Cunl‘e!':t ell'il:mtes. 3,868 4,527 4,357 5,459 58593 8,327 6,793 7,293 7,830 5,097 12,886
Diecision point estimates 3,906 4,283 4,773 5,291 5,808 8376 G,960 7,598 8,253 6,234 15,138
Exports {three-year moving average)
Current estimates 965 1,137 1,077 1,054 1,034 1,250 £,487 1,708 1,901 1,374 3,366
Decigicn poinl sstimates B9& 4974 1,051 1,141 1,263 1,394 1,527 1,645 1,773 1,158 2,941
Exports (current year)
Current estimates 1186 1,316 16 1,117 1,256 1,496 1,710 1,918 2,081 1,506 1,657
Decision paint estimates 972 1,046 1,135 1,242 1,412 1,524 1,641 1,767 1510 1,472 3,160
Revenue, excluding grants
Current estimates 452 460 ELH) 504 702 T8 62 957 1,65% 656 1,952
Decisicn froini estimates 493 546 a17 69 784 B30 082 1,094 1,220 867 2,553
NPV of debt {efter traditional debt relief)
Cuttent estimates 2127 2,391 2277 23 2475 1561 2,650 2.73% 2,819 2512 3558
Decision point estimates 2,147 2,15 2316 2397 2,456 1,519 257 2,630 2,691 241 3,264
Debt service (after traditionn! debt relief) i
Current estimates 125 120 128 126 112 13t 143 147 153 137 157
Decision paint eatimates 114 117 {16 122 m 137 156 163 m 14} 229
NPV of debt {after enhanced HIPC nssistance}
Carrent estimptes . 2,502 1,076 1397 1,499 1,600 169 1,788 1,687 1.97% 1,850 2,885
Declsion point estimates 2,521 2,120 1436 1,51% 1,581 1,649 1,711 1,778 1,851 1LE1D 2,501
Debt servlce (after enhancad HIPC assistance] : :
Current estimates 4 55 45 0 54 73 73 4 81 £ 69 57
105 4 56 68 r 2 99 106 1m i 156

Decition point cstimates

Sources: Malagasy suthenities; and Fund staff estimates and prejections.

! Decision point NPV calculations assme 2 dis

masume a di

The

2 A gsumes that the completion point is reached in August 2004; HIPC Initiative assistznce is assumed ta be committed and del

$ The

4 Current mumbers for 2000-0) are on a cash hasis, snd 90 do not need 1o be

dnted NPV calculati

point d 3 that the completi

point 15 reached in Dzcember 2002,

with &

count rate of 7.04 percent, which was the U.S. dollar average comynetcial inberest
tatp of 4.5 pereent, which was the LS. dollar CIRR over the sin-manth period snded December 2003,
ivered unconditonally from then on.

point

reference mite (CIRR) over the sin-month peried ended December 1336,

-.PE -



Table 10, Madagazcar: Saurces and Uses of Resources, 2007-08

2001

2002

2003 W04 2005 2006 2007 2008
Est, Prog. Praj. Rev. Projections ’
Prog.
(i billions of Malapasy francs)
el 29,8411 30,0419 33972 33,863.5 376513 41,0628 46,5454 51,7518 57,540.5
Cunsum.ptiun 25,2812 27,7294 30.599.9 31,119.8 33,564.9 36,710.6 40,304,3 44,2101 48,5917
Pu‘bhc 24868 24498 29414 3,254.2 41T 34164 4231.8 47453 53797
Private 22,7514 25279.6 27,656.5 27 865.6 30,1272 32,8942 16,0725 394642 432140
Inveatment 55209 4,284.8 5,946 SAIRS 72953 B 3757 10,004.8 11,5946 13,3572
Dorestic investment 55209 4284.8 5946.1 54189 72953 B.575.7 10,004.8 11,594.6 133572
Gavernment 1,1809 1,445.% 24963 1,968.9 3,075.7 16709 43143 5,003.8 5,736.2
Private 13400 2,839.0 3,450.0 3450.0 4219.6 49048 5,650.6 6,590.7 7,621.1
Of which: direct foreign investment (flow) G134 562 1219 7 463.0 £58.8 5787 399.3 620.7
Chanyges in stacks 0.0 090 a0 04 0.0 0g¢ 0.9 0.0 6.0
Resource gap 4590 19724 +2,568.0 <2.675.2 -3,208.8 34235 <3,7636 4,052.8 44103
Exporte of goods and nonfactor services 86779 4,809.2 7,747.0 69315 8,026.4 9,895.3 n,71s%4 136134 15294.4
Of which ; sxparis of paods 6,359.5 3,290.4 54446 48934 5463.3 6,986.5 84144 10,034.1 11,425.4
Imparts of guods amd nonfactor services 9,631.0 6,781.6 10,3t5.0 9,606.8 11,2352 13188 15482.0 17,666.2 19,7047
Of which ; importa of gaods 6.262.) 4,084.4 6,283.3 46,2327 74679 8.986.6 10466.6 11,868.2 13,193.8
{In percent of GDF)
Co‘nsmnphun 84.7 923 90.1 919 B3.1 w77 6.5 §54 B4.5
_Public 81 32 8.7 95 9.1 2.1 9.1 92 93
' Brivate 64 84.1 214 823 §0.0 7.6 715 763 75.1
Investment 18.5 143 17.5 16.0 194 205 1.5 14 12
Domestic rvestment 185 143 17.5 16.0 194 205 215 224 232
Gavemment 73 4.8 73 58 B2 88 93 9.7 10.0
Privats H ¥4 2.5 10.2 10.2 11.2 1.7 122 12.; lZ:i
O whick:  direect foreign ivestment (flow) 21 02 04 82 12 13 1.2 1. -
i 0.0 0.0 o0 0.0 00 0.0
Changea i stacks a0 00 8.0 K A
o 1.7
32 £.6 -1.6 1.9 -85 £33 £.1 1.3
Resource gap . 20| 160 198 0.5 13 236 5.2 263 246.6
Exports of goods and nonfactor eervices 5 1 195
i 1 11a 16.0 14.5 145 18.7 18.1 194 ;
Ofwhick - &xpors of goods o ' 104 284 298 318 133 31 342
Tmports of goods ard nonfaclor services s bt ' 184 192 23 25 229 29
Qf which ; imports of goods 210 136 18.5 L . E . .
. 109 123 134 14.6 155
Gross domestio avings T 02 20 o7 28 32 36 40 41
Govemment 18 0. . g a8 106 1.4
78 80 14 8.1 92 . .
Nongovernment 13.5 .
Current account ; K +£9 6.9
g 7.5 36 10 1.0
Exctuding grants 2 py . 49 54 54 54 53 53
Including grants -13 It -
10 139 151 161 173 179
Cross national savings 172 83 . 129 54 57 $3 67 7.0
30 0.7 <33 19 L .
Government 1/ . 91 8.6 [X] 9 104 10.9
143 9.0 162 - 5
Nongovernment

Sources: Ministry of Econamy, Finance, snd Budget and Fund siaff estimatas and projections,

1/ Defined sa overall fiscal balance {on commitment bases, after net cost of restructuring) phos public imvestment expenditure.
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Table 11, Madagascar: Tracking Delivery of HIPC Assistance

Contact with Agreement to Agreement to Provide Delivery of Interim Delivery of
Creditor Provide HIPC Asaistance Interim A Agzistance Completion Pt. Assist,
Date Staty Date Stans Dare Stansg Date Date Comments
" Multilsteral creditors
P (8. Dee-00 yeE |B-Apr-01 yes yes
DA 21 -Dec-00 yee 27-Dec-00 yes yes
African Development Bank/Fund { AfDB/ATDE) 19-Feb-01i yes -Apr-01 ves yes
International Fune for Agricultural Development (IFAD) 19-Feb-01 yes 19-0t1-01 no ne Assistance will be pravided 2t completion point.
Furnpean Union/European Tnv Bank (EU/EIB) 19-Peb-01 yes 16-fan-03 yes nn Modatities to be agreed.
QPEC 19.Peb-01 yeu 26-Feb-02 limited yea Agreement,
Anb Bank for Economio Development in Africs (BADE 19-Feb-0 yes 15-Apr-0l no no Asstetance will be pravided at completion point.
Pazig Club ereditors |
Austria yes 10-0ct-01 yes yes Agreement on Cologne terms,
Belgium yee 7.Mar-01 yes yes Modalities t be agreed pending reaslution of debt in dispute.
Letter on December 21, 2000 providing moratorivm; agreement on Sep. 15,
2002; leweer of Sep, B, 2003 providing moratorivm debt sarvice from Jan 1,
Canada 21-Dec-) ¥eB 7-Mar-01 ves 5-Nov-02 yes 2004 until CP.
Accords with C. ie Fi jee A pour |e Commerce Exterieur
Prance yes 7-Mar-01 yes yes (COFACE), BOF, and AFL! signed April 29, 2003.
Agreement with Kreditanstalt fur Wiederaufbeu (KFW) on July 02, 2002: stock
Germany yag 2-Jul-02 yis 2-hul-02 ye4 and flow, Agreement with Hermes on January 31, 2003,
Tsrae! yes 7-Mar-01 yes ye§ Agreement gigned October 3, 2003,
Taly yes 22 May-01 yos 212 May-01 b ] Leteee # | 712 announcing decision to cancel 100 percent of debet.
Japan yes 7-Mar-0} yer yer
: Letter on post-cutoff-date debt on Decesmber 06, 2001: flow and stock.
Ruemia yee 7-Mar-01 yea yes 6-Dec-01 Agreement February on 37, 2003
Spain yes 20-8ep-01 yes yeu Agreement on Cologne 1enms.
Switzerland yes B-0cr-01 yes 22-May-01 yea B-Oer-01 Agrezment: canselinthon of 100 percent of resructured debt under PC 9.
Sweden yee T-Mar-0 yed yen
Agrecment an Fune 25, 2003; Ambassadors annouicement on July 29, 2002
Unlted Kingdem yea 7-Mar-01 yes yes o moeatorium.
Tnited Srates yes 7-Mar-01 ¥es yes Agrecment on Cologne terms.
Mon-Paris Club bilateral creditors
Algeria 5.Nov-0I o ne no
Angola £-Nov-01 no no no Agreement relief of 25,94 peroent of the total stock of debt; the goveminent i
i - 5 12-Now-1 aifl ing further cancellation.
;:ha:‘m :—:-3:3: yea ye 4 Tax nf!ufne 26, 2002: readi to negotiate agr:
Kuwait & Nov-01 yes no no 27-5ep-99 Negotiations under way,
Libya S-Nov-(h no o ne
United Arab Emiratcs 5-Nov-0l no no no
Saudi Arabia 5-Nov-01 no no no 24-Tan-01
Commercigh creditors
Of which
AGTP
e . e s
London Club debt

Sources: Malagasy authorlties; and IME staff.

U paris Club agreed minutes on restructuring from December 2000 to HIPC floating completion point.
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Table 12. Madagascar: Regional Poverty by Area of Residence, 1993-2002

{In percent)
Head Count ' Denth of Poverty

1993 1997 1999 2001 2002 1993 1997 1999 2001 2002
Urban poverty
Total 50.1 63.2 52.1 44.1 61.6 17.5 29.6 214 183 293
Antananarivo 424 52.0 433 283 51.2 159 23.0 17.5 10.4 231
Fianarantsoa 64.9 83.1 55.8 59.8 78.5 224 42.0 25.2 255 42.4
Toamasina 558 76.3 52.6 60.1 66.9 18.5 39.9 21.1 284 332
Mahajanga 373 68.2 65.2 49.8 71.0 1.6 232 253 17.3 336
Toliara 66.9 69.1 66.5 533 583 250 373 29.8 25.4 25.1
Antsiranana 495 27.0 313 30.1 62.5 143 6.2 7.8 8.7 28.1
Rural poverty
Total 745 76.0 76.7 77.1 B6.4 331 34.7 36.1 397 53.0
Antananarivo 76.2 72.1 69.3 56.7 72.3 316 3L.5 29.5 255 38.1
Fianarantsoa 753 73.6 85.9 879 93.5 353 3l 431 49.4 60.7
Toamasina 81.1 80.8 76.4 87.9 91.9 360 39.2 35.7 48.2 57.1
Mahajanga 56.7 75.1 78.8 784 938 202 30.6 394 39.9 63.8
Toliara ' 84.2 84.9 731 213 87.5 46.5 48.5 348 435 53.5
Antsiranana 63.7 69.5 80.6 79.0 88.6 24.5 27.5 36.7 340 56.7
National poverty 70.0 73.3 713 69.6 80.7 303 336 329 34.8 47.6

Source: INSTAT, Comnell Univefsity; and World Bank staff estimates from household survey data,

1/ Head count measures the share of population with per capita consumption below the poverty line. Based on household
surveys conducted in 1993, 1997, 1999, 2001, and 2002.
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Table 13. Madapascar: Basic Social and Demographic Indicators !

Land area (square kilometers)

Population
Total (in millions) (2001)
Urban population (percent of total)
Population density (people per sq. km.)
Population density, rural {people per sq. km. of arable land) (1998)
Population growth (annual percentage change)
GNI per capita (in U.S. dollars, World Bank Atlas method, 2001)

Life expectancy at birth (in years) (2001)
Overall
Women
Men

Crude birth rate (per 1,000) (1999)
Crude death rate (per 1,000) (1999)
Fertility rate (percent) (1999)

Infant mortality rate (per 1,000) (2001)
Child (under 5 years) mortality ratc (per 1,000)
Stunting among children under 5 years (in percent; 1997)

Education
Illiteracy rate, adult total (percentage of people over 15) (2001)
Primary education, pupils {in thousands) (1998)
Secondary education, general pupils (in thousands) (1997)
Secondary education, vocational pupils (in thousands) (1992)
Primary school gross enrollment rate (percentage of relevant age group) (2001)

Secondary school gross enrollment rate (percentage of relevant age group) {1999} ?
Tertiary school gross enrollment rate (percentage of relevant age group) (1995)

Health

Hospital beds (per 1,000) (1899)

Physicians (per 1,000) (1999)”

Safe water (percentage of population with access}) (2001}
Rural
Urban

Sanitation (percentage of population with access) (1999)
Rural
Urban

Child immuonization (under 12 months; percent) {1999)
DPT
Measles

HIV prevalence (percent) (1999)

581,540

16.0
30.1
26.7
407.6
31
260.0

55.0
57.0
54.0

40.7
12.1
5.4

84.0
136.0
48.3

33.0
1,889.9
356.6
8.1
68.0

19.4
22

0.5
0.1
47.0
31.0
85.0

30.0
70.0

55.0
55.0

0.70

Sources: World Bank, World Development Indicators2001 (available on CD-ROM); and Malagasy

authorities.

! Most recent estimates available, unless otherwise indicated.
? Source is the authorities' PRSP, IMF Country Report No. 03/323, (10/17/03).



Table 14. Structural Performance Criteria, Structural Benchmarks, and Prior Actions
for the Fourth Review of the PRGF-Supported Program

Timing Status
 Structural performance criteria
New regulations will be adopted, in consultation with the Fiscal Affairs Department of the Fund, By June 2003 Done
introducing a system authorizing the deferment of the value-added tax (VAT) payment obligations on
capital goods imports until the monthly declaration following the import.
Draft budget execution taws for 2000 and 2001 will be submitted to the Audit Court By end-December 2003 Done
Structural benchmarks
An activity plan will be drawn up for the central bank’s internal audit department, along with an By end-March 2003 Daone
organizational chart for internal audit supervision by the various components of the bank.
Treasury’s monthly balance sheets up to end-2001 will be prepared. ' By end-Tune 2003 Not met
An internal audit of the management of centrai bank reserves will be conducted. By end-June 2003 Done
The general sharehoiders’ meeting of the oil company SOLIMA wil! examine the accounts for fiscal- By end-July 2003 Done
year 2001,
Prior actions .
Submission to Parliament of the 2004 budget law incorporating the tax policy measures presented in By end-December 2003 Done
MEFP Table 3.
Collection of the full amount owed to the government by the oil companies in connection with the By end-December 2003 Done
liguidation of SOLIMA.

Launching of international tender for the placement of IRAMA under a management contract. By end-January 2004 Done

—6{-
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Madagascar: Progress Toward HIPC Initiative Completion Point Triggers

The triggers for the floating completion point under the enhanced HIPC Initiative are reported in
Box 8, page 24 of the HIPC Decision Point Document for the Enhanced HIPC Initiative (12/01/00),
(www.imf.org). The specific triggers (in addition to the implementation of a full PRSP for at lcast
one year, the use of budgctary savings from interim debt-service relief in accordance with the criteria
set at the decision point, and the maintenance of macroeconomic stability through satisfactory
implementation of the PRGF-supportcd program) inctude the following: (A) actions in the area of
financial monitoring and control; (B) the establishment of a public and transparent information
system for the granting of licenses in the mining, fishing, and forestry sectors; and (C) the improved
delivery of basic services.

Triggers Status Comments

Al. Improve financial monitoring
and control as follows:

Strengthen control systems through: Reforms cover the Audit Court (Chambre des Comptes)
and the Procurement Commission (Commission des
Marchés). The related plan of action centers on
reforming the statutes governing these agencies,
including assigning external auditing functions to the
Procurement Commission and internal auditing
functions to the State Inspectorate General.

(i) adoption of an appropriate legal Partially Revised legislative texts were formally submitted to

and constitutional framework; completed  parliament in December 2003. (NOTE: 2 of the revised
legislative texts were submitted in Dec 2003, but 4
more will be submitted at the next session of

Parliament).
(ii) adoption of procedures and Partially Detailed procedural manuals, increased reporting
internal cortrol systems that completed  obligations of public institutions, and reinforcement of
conform to international technical equipment and staffing of control agencies are fully
standards; and completed. The systems will be effective after all the

texts are approved by the parliament.

(iii) an increase in staffing and Completed  Initial actions included the recruitment of additional
resources of the State Inspectorate staff for the agencics during 2001. Additional resources
General (IGE) and the Commitment have been assigned to the agencies in the budget since
Control Office (CDE). 2002. Additional staff were recruited in 2003 for the

IGE and CDE. Recruitments will be expanded in 2004.
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Triggers

Status

Comments

Design a monitoring system for the

budgetary cycle (engagement, liguidation,
mandatement, paiement) and implement

in at least six ministries, including the

Ministries of Basic Education and Health,

Improve centralization procedures and
consolidation of all balances of the
principal treasury offices by the Central
Treasury Accounting Office (ACCT}

through the formation of a consolidation

unit, constituting a step toward the
establishment of general balance sheet
statements and of reliable opening and
closing accounting balances.

A2. Prepare biannual reports on
education and health sector activities at
the central and decentralized level,
including

(i) budgetary allocation and expenditure
execution; and

(il) physical achievements.

B. Establish public and transparent
information system for granting licenses
{beneficiary list, geographical zone, and
amount) in the mining, forestry, and
fishing sectors, and publish the
beneficiary list biannually.

Completed

Completed

Completed

Completed

Partially

‘Completed

Since 2000, the budget momtoring system has
been operational for the Ministries of Health and
Basic Education. f has been expanded in early
20603 to cover the Mimnistries of Public Works,
Rura]l Development, Forestry and Water, and
Justice. From July onward, the system also covers
grants, loans, and Counterpart Funds (FCV).

In 2001, all the 22 principal treasury offices were
computerized; initial and closing balances were
established for the period 1993-98. The annual
balances for 1999 and 2000 were established
before end 2002, the one for 2001 was completed
in June 2003, and the one for 2002 is on track to
be established.

Quarterly budgetary allocation reports are being
regularly compiled.

The first physical outcome report was completed
in December 2003.

The information on licenses was advertised in
September 2003 for the mining sector in the local
press and on the website of the Mining Cadastre
Office, in October 2003 and December 2003 for
the fishing sector, and in April 2003 for the
forestry sector. However, except for the fishing
sector, the amounts of the individual fees were not
published as indicated in the President’s
Memorandum and Recommendations (P-7420-
MAG) at the decision point. The list, including the
amounts of individual fees in mining and forestry,
is expected to be published in the next three
months. '
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Triggers

Status

Comments

C1. Expand teacher availability in rural
areas by:

(i) formalizing and implementing new
financial incentives for teachers to serve
in rural public primary schools; and

(i1) recruiting at least 3,500 new teachers
from 2000 onward for public primary
schools and deploying at least 60 percent
of them to schools with contractual
teachers or with a ratio of pupils to
publicly paid teachers in excess of 50.

C2. Make operational the generic essential
drug supply system of district pharmacies,
including the start-up of generic drug
supply for hospital owntpatients,

3. Cover current road maintenance
needs (100 percent) through the Road
Maintenance Fund, of which at least
10 percent for rural roads.

Completed

Partially
completed

Completed

Completed

The system of financial incentive has been
established.

In 2001, 3,500 teachers were recruited and
assigned to rural areas. However, only 49 percent
are present in remote areas, and the ratio of
teachers to students needs to be improved. The
Ministry of Education is updating these numbers,
based on the results of a recent survey.

The central agency (SALAMA) is fully
operational and its annual gross revenues have
been increasing for the last three years. In 2003, a
protocol of agreement was signed by the
government and SALAMA regarding the re-
capitalization of the latter.

The functioning of the Road Maintenance Fund
(FER) was unsatisfactory in 2001, with irregular
government transfers. For 2002, 10 percent of the
Fund were used for rural roads. For 2003,

10 percent of the Fund were allocated for rural
roads.
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Madagascar: Status of Actions to Strengthen Tracking of Poverty-Reducing Public Spending

Actions ' Timing Status Date Comments
(S'M)'  (FII/  Achieved
NS)’

Actions to strengthen budget formulation

Define budget aggregates along several poverty S NS
categories (“high, medium, or low poverty

reduction relevance”) of the existing functional

budget classification systems, using as much as

possible the information on the incidence of

expenditures by population poverty groups.

Derive baseline of budget distribution by 5 NS
poverty classification for most recent year

possible.

Migrate Tamatave system from pilot phase to M 1

fully operational system based on Oracle, and
implement system in three main Treasuries by

mid 2005.

Draft plan on how the medium-term orientation S I A draft plan has been

of the budget can be improved. A multiyear : initiated through the PRSP
expenditure forecast should be derived from a and needs to be formalized
macroeconomic projection model, be - for the 2005 budget.

consistent with sectoral policies, and include
both current and capital expenditures.

Introduce, in stages, a medium-term M N ¢ ' The government has
expenditure planming framework. developed program
budgets for the main
spending ministries.
Development of coherent capacity building M 11 Continue education of
plan for the Ministry of Finance. ~ higher level staff

(inspecteurs de trésor) at
the Malagasy Institute for
Technical Planning.
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journal all virement des credits (transfers
between credit lines carried out after the budget
law is passed by the parliament}.

Actions Timing | Status | Date Comments
(S/M)' | (FULY/ | Achieved
NS)?

Actions to strengthen budget execution
Design and implement a monitoring system for S 1 System implemented for
the entire budgetary cycle (engagement, the six ministries.
liguidation, mandatement, paiement) for at
least six ministries of special importance to
poverty reduction, including the Ministries of
Basic Education and Health.
Prepare biannual reports on education and S H December ~ From July 2003 onward,
health sector activities at the central and 2003 the system covers grants,
decentralized level, including (i) budgetary loans and FCV.
allocation and expenditure execution; and
(ii) physical achievements.
Install and use ASYCUDA ++ software for M il The government is about to
customs operations in at least six priority sites. sign a contract for a new

customs systen.

In the context of the new Organic law on S NS Organic Law on Public
Public Finances to be presented to the Finance submitted to
Parfiament by end-2003, simplify the budget conseil de gouvernement.
execution structure by combining the functions
of the gestionnaires de crédit and the sous-
ordonnateurs in the ministries.
Implement a quantitative study showing what S NS
factors are responsible for the slow
implementation of the execution of the
investment budget in the social sectors.
Review, update, and simplify the rules and S I . A committee to follow up
regulations for the complete budgetary cycle and review the public
(public procurement, inventory assessment, and procurement reforms is
nomenclature of documentary evidence) based established.
on diagnostic studies, including the Country
Fiduciary Assessment.
Transform the auditor general office into an S NS
independent court (Cour des Comples).

Actions to strengthen budget reporting
Publish regularly in the official government S NS
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system for all main 22 treasury offices.

Prepare the 2000 and 2001 budgetary execution S
laws {loi de réglement) during 2003,

1I

APPENDIX 11
Actions Timing | Status | Date Comments
(S/M)' | (FIV/ | Achieved
NS)?

Improve the centralization procedures and S 11 The closing balance
consolidation of all balances of the principal for 2001 was prepared
treasurers by the central treasury accounting in June 2003 and the
office (ACCT) through the formation of a ‘one for 2002 is on
consolidation and audit unit, constituting a step track to be established.
toward the establishment of general balance
sheet statements and of reliable opening and
closing accounting balances.
Strengthen capacity and efficiency of control S Ii HIPC funds used to
organs based on recommendations of strengthen control
governiment report. OTgans.
Install, by end 2003, the treasury computer S FI 11/01

The documents to be
submitted t¢ the Cour
des Comptes and then
to the parliament.

1S = Short-term action; M = Medium-term action.

?FI = Fully implemented; I1 = Implementation initiated ; NS = Not started.



- 46 -
APPENDIX III

Antananarivo, March 2, 2004

Mr. Horst Kdhler

Managing Director
International Monetary Fund
Washington, DC 20431

Dear Mr. Kéhler:

The attached memaorandum on economic and financial policies describes the policies
and measures that the Government of Madagascar has adopted and pursued since the
beginning of 2003, and explains in detail Madagascar’s economic and financial policies for
2004. All the performance criteria for end-June 2003 were observed. The government
requests that this document serve as the basis for the Fund’s completion of the fourth review
under the Poverty Reduction and Growth Facility (PRGF) arrangement approved on

March 1, 2001,

The Government of Madagascar requests rephasing of the remaining two
disbursements, for July 2004 and February 2005, based on performance criteria for end-
March and end-September 2004, and on completion of the fifth and sixth reviews,
respectively. It also requests that the PRGF arrangement be extended to March 1, 2005 in
order to allow the final disbursement. Further, it requests additional interim assistance under
the enhanced HIPC Initiative for the period from March 19 through July 2004, as
Madagascar expects to reach the completion point in August 2004. The fifth review of the
PRGF arrangement is expected to be completed by July 2004,

The Government of Madagascar believes that the policies described in the attached
memorandum are sufficient to achieve the program objectives but is prepared to take any
additional steps that may become necessary to achieve these objectives. The government will
continue to provide the Fund with any information deemed necessary to monitor program
imptementation. The government will consult with the staff of the IMF before implementing
policies that may affect the program’s objectives or assuruptions.

Sincerely yours,

/sl /8!
Benjamin Andriamparany Radavidson Gaston Ravelojaona
Minister of Economy, Finance, and the Budget Governor

Central Bank of Madagascar

Attachment
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MADAGASCAR
Memorandum on Economic and Financial Policies for 2004

March 2, 2004

I. INTRODUCTION

1. In mid-2002, the government of Madagascar embarked on a medium-term program of
poverty reduction and growth, as detailed in its full poverty reduction strategy paper (PRSP)
that was adopted by the government in July 2003. The program seeks to achieve its
objectives by creating an environment conducive to the development of the private sector,
the engine of growth, opening the economy and attracting foreign investment, reorient
government investment towards poverty reduction goals, and enhancing efficiency and
governance in the public sector. Important measures have been taken toward these goals. An
anticorruption commission has been established and the drafiing of an anticorruption strategy
has begun, capital goods imports have been exempied from all taxes and tariffs for a two-
year period, tax and customs administrations have been reinforced, the legal framework for
landownership has been revised with a view to allowing foreign ownership of land, and
investment in education, health, transport infrastructure, and rural development has been

given priority.

2. The PRSP was elaborated through a number of workshops with the participation

of ministries, the private sector, elected members of civil society, nongovernmental
organizations (NGOs), and other partners. There were broad consultations at the regional and
national levels on sectoral issues (urban and rural poverty, AIDS, gender, environment,
education, health, and governance). The PRSP has been validated by the highest institutions
of the country: the Council of the Government and the National Assembly. The political
parties also actively participated in the national workshop in March 2003. Information

and communication campaigns regarding the PRSP were conducted in all regions. The
consultation process will be strengthened during the monitoring of the implementation of the
action plans and the evaluation of the impact of the strategy on poverty The PRSP was
submitted to the IMF and the World Bank in July 2003.

II. RECENT ECONOMIC DEVELOPMENTS AND PROGRAM IMPLEMENTATION

3. The implementation of the Poverty Reduction and Growth Facility (PRGF)-supported
program remained on track during the first six months of 2003. All quantitative and structural
performance criteria for end-June 2003 were met, macroeconomic stability was ensured, and
poverty reduction policies were pursued. The structural benchmark on the preparation of
monthly treasury balance sheets up to end-2001 was not met, although annual balance sheets
were prepared up to end-2001. The treasury will prepare quarterly balance sheets beginning
in 2004, to be followed by monthly balance sheets at a later stage.
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4. Preliminary estimates through September 2003 indicate that growth has resumed
and inflation has been subdued. The agriculture, tourism, construction, and transport sectors
are showing signs of recovery. Port activity during the first nine months 02003 was

82.1 percent higher than during the same period of 2002. Consumption of petroleum products
increased by 42 percent during the same period, while employment in the export processing
zone (EPZ) tripled to 80,000, which is still below the level of 100,000 recorded prior to the

crisis.

5. The overall fiscal deficit through end-September 2003 (estimated at 3.2 percent of
GDP, on a commitment basis, including grants) was less favorable than expected under the
program. Tax revenues exceeded the program projection by FMG 77 billion to reach FMG
2,557 billion, but expenditure exceeded the program level by FMG 121 billion. The higher
revenues resulted from a faster pace of economic growth, as well as a stronger effort to
collect unpaid taxes and improve efficiency at the customs and tax administrations. In August
2003, the Parliament adopted a tax relief law (lof de détaxation), which exempted imports of
capital goods and selected other products from import taxes. This law came into effect on
September 1. The net effect of this measure on 2003 tax receipts is estimated to have

amounted to 0.24 percent of GDP.

6. Unforeseen circumstances have led to FMG 283 billion in extrabudgetary
expenditures in 2003 (0.8 percent of GDP). The extrabudgetary expenditures include the
following: FMG 72 billion of additional indemnities for the military; FMG 135 billion for
additional scholarships for university students and overtime pay for teachers; FMG 14 billion
paid to Lufthansa as management fees of Air Madagascar; and FMG 62 billion for several
other expenditures. Net domestic arrears of FMG 145 billion (compared with a net payment
of FMG 341.6 billion programmed) have accumulated, owing to the large size of investment

expenditure for which payment orders have not yet been issued.

7. A new mechanism for monitoring expenditure commitments on a monthly basis was
installed in the General Directorate of the Commitment Control Office (CDE). Likewise, a
cash-flow management system is being used by the treasury for payment forecasting.
However, the link between these two systems will be established only once, as expected, the
computerized integrated system of public finance has been extended to all major locations in

the country.

8. Meonetary conditions during the first six months of 2003 were tighter than envisaged
under the program. Reserve money declined by 14.2 percent, compared with a pro grammed
target of 7.4 percent, while broad money (M3) declined by 2.9 percent against a programmed
increase of 7.6 percent. Commercial banks’ weighted-average lending rates remained high in
real terms, and credit to the private sector grew by 1.2 percent, compared with a program
target of 11.2 percent. These developments reflected mainly the government’s repayment of
the statutory advances from the central bank through the sale of treasury bills to bank and
nonbank sectors. Domestic liquidity grew during the second half of 2003, as credit to
government and crop financing picked up. To facilitate the deepening of the securities
market, the government began issuing two- and three-year securities on tap in August 2003.
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9. The external current account deficit, including transfers, reached SDR 99 million, in
the first half of 2003. Disbursements of budgetary assistance by donors, including the World
Bank and the European Union, amounted to SDR 88.1 million during the first nine months of
the year, compared with a programmed amount of SDR 111.3 million. The central bank’s net
external reserves increased from SDR 266.6 million at end-2002 to SDR 296.1 million at
end-September 2003, This increase reflects foreign aid inflows, including debt relief under
the Initiative for Heavily Indebted Poor Countries (HIPC Initiative), albeit largely offset by a
rise in imports.

10.  The government continued to implement a flexible exchange rate policy, but periodic
interventions of the Central Bank of Madagascar (BCM) in the foreign exchange market '
mitigated the appreciation of the Malagasy franc against the U.S. dollar during the first nine
months. The exchange rate at end-September stood at FMG 6,053.9 against the U.S, dollar,
reflecting an appreciation of 5.9 percent from end-December 2002, The exchange rate

relative to the euro depreciated by 4.9 percent during the same period.

11.  Progress was made in improving efficiency and combating fraud and corruption in the
tax and custorus departments. The joint private/public sector committee overseeing these
efforts has begun to meet on a weekly basis to review the progress of the action plan for
reforms. The procedures for inspection of imports were simplified. The tax department has
also strengthened its tax collection units, especially as regards collections from large

enterprises.

12. The new currency, the ariary, was issued on August 1, 2003, and it is circulating
simultaneousty with the Malagasy franc. The introduction of the new currency has been
orderly, with no impact on prices and output. A formal notification of the currency change
has been sent to the Fund (Attachment 11I).

II1. PROSPECTS FOR ACHIEVING THE MACROECONOMIC OBJECTIVES FOR 2003

13.  Given the rebound in economic activity observed in the first three quarters of 2003
and the likely boost in investment for the rest of the year (as a response to the tax relief
measures), real GDP growth rate is estimated at 9.6 percent, which is more than the 6 percent
growth programmed for the year. Inflationary pressures are expected to remain subdued in
2003, with the consumer price index (CPI) inflation rate falling to 0.3 percent at end-
December 2003, on a year-on-year basis, substantially below the program target of 7 percent.

14.  Despite an improvement in the terms of trade of about 6.7 percent (compared with a
projected increase of 0.7 percent), mainly due to higher vanilla export prices and lower oil
import prices, the external outlock for 2003 is expecled to deteriorate, compared with
projections in March 2003, because of a shortfall in foreign aid and an increase in imports
induced by the recent tax relief measures. The balance of payments is projected to record an
overall deficit of SDR 26.5 million, reflecting largely the widening of the external current
account deficit, including official transfers, to SDR 193.4 million, compared with the

SDR 168.6 million envisaged under the program. Export receipts will be lower than expected
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on account of lower exports of EPZ and vanilla products. Import payments are projected to
increase by 51.3 percent—compared with the forecast in March 2003 of 45 percent—due to
higher food and capital goods imports. The improved external terms of trade outlook will be
more than offset by shortfalls of budgetary loans from the African Development Bank
(AfDB), amounting to SDR 18 million. As a result, the BCM’s net official foreign reserves
are now expected to increase by SDR 14 million, compared with the SDR 40 million
projected in March 2003. '

15. Regarding the attainment of the government’s fiscal objectives in 2003, the overall
budget deficit (on a cash basis, including grants} is expected to be contained at 4.6 percent of
GDP. Bank financing of the budget deficit will be limited to 0.7 percent of GDP. By end-
January 2004, the Government recovered FMG 50 billion owed by oil companies on account
of their takeover of the liquidated state oil company, SOLIMA.

16.  lmportant efforts were made to collect taxes, in particular on dividends and interest
payments on loans, in order to achieve the objectives for 2003. The following measures were
implemented in order to preserve the integrity of the program and to contain the public
deficit: (i) the closing date for budgetary commitments was moved forward to October 30,
from November 30, and (ii) the supplementary period for payments beyond the end of the
year was eliminated.

IV. PROGRAM OBJECTIVES AND CHALLENGES FOR 2004
A. Macroeconomic Framework for 2004

17. The government has set the following macroeconomic objectives for 2004: real GDP
growth of 6 percent; an inflation rate, as measured by the CP1, below 5 percent on year-on-
year basis by end-December 2004; and an increase in the central bank’s gross official
reserves to SDR 411.9 million (equivalent to 3.8 months of projected imports). In line with -
the inflation and GDP targets, broad money (M3) growth will be contained at 12 percent
during the year. To achieve this objective, the overall fiscal deficit (on commitments basis,
including grants and the cost of structural reforms) will be limited to 2.8 percent of GDP, the
ratio of the cash deficit (excluding grants) to GDP will be 8.7 percent (reflecting a more
ambitious public investment program), and the primary current surplus will rise from

0.7 percent of GDP in 2003 to 2.3 percent of GDP in 2004. The government will make net
repayments to the banking system during 2004.

B. Fiscal Policy and Reform

18.  As indicated below, efforts will be made to increase government revenue by
broadening the tax base, rationalizing the tax and tariff structure, and increasing tax
collection (in particular through administrative reforms). Public expenditure control and
government cash-flow management will be sirengthened in order to enhance budget
exccution, improve the quality of public expenditure, facilitate the monitoring and reduction
of arrears (both at the treasury and ministry levels), and ensure that expenditure related to
poverty reduction is implemented as planned.
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2004 revenoe measures

19.  Strong administrative measures will be taken to improve the recovery of tax and
customs revenues. Measures will be taken at the customs administration to recover an
additional FMG 50 billion. These measures include the (i) auctioning of merchandises not
retrieved or not declared within the statutory deadline; (ii) acceleration of the recovery of
arrears in dispute; and (iii) installation of two more one-stop counters (guichets uniques) in
Antsiranana and Toliary (those of Toamasina and Mahajanga are already in operation).
Regarding domestic taxes, the acceleration and strengthening of legal proceedings will allow
the collection of FMG 30 billion in 2004, a significant part of the total amount in dispute.

20.  The 2004 budget includes measures (listed in Table 3) aimed at reversing the
proliferation of ad hoc tax exemptions and introduces a comprehensive overhaul of the tax
system based on the recommendations of the July 2003 IMF tax policy mission. These
measures aim at broadening the revenue base and simplifying the tax system. They are
expected to increase tax receipts by FMG 274 billion, partially compensating: for the impact
of the August tax relief measures on 2004 tax revenue, which is estimated to amount to
FMG 395 billion. As a result of these measures and tax recovery efforts, the tax-to-GDP
ratio will rise to 11.2 percent in 2004 (including colilection of arrears) from an estimated

10 percent in 2003. The 2004 budget law has rescinded the prohibition introduced in 2003
on the reimbursement of value-added tax (VAT) paid by exporters and investors,

21.  In September 2005, the temporary exonerations—scheduled for a two-year period
starting in September 2003 and adopted during the second semester of 2003—will not be
renewed. Moreover, the government will not grant exemptions beyond those included in the
2004 budget law. The VAT will remain the main tax for mobilizing domestic revenue, and
measures will be taken to maintain its integrity. Work will be undertaken in 2004 to prepare
for the implementation of the VAT on bank margins in 2005, which will replace the current
system that taxes interest on bank loans. Moreover, it is envisaged that the customs duty and
import tax will be collapsed into one tax in 20035. In that year, the tax revenue-to-GDP ratio
will be maintained at a minimum of 11.6 percent.

2004 expenditure measures

22.  On the expenditure side, the 2004 budget includes (i) an increase in capital
expenditure to FMG 3,076 billion in 2004, from FMG 1,969 billion in 2003, to be financed
mainly by foreign loans and grants, with local counterpart funds amounting to about

FMG 914 billion, or 30 percent of total financing; (ii) a rise in investment expenditure on the
priority sectors of health (of 10 percent to FMG 215 billion), education (of 250 percent to
FMG 314 billion), transport (of 23 percent to FMG 1,063 billion), and rural development
(of 63 percent to FMG 324 billion); (111) an increase in poverty-related expenditures from

1 percent of GDP in 2003 to 3 percent of GDP in 2004; (iv) the cost of the securitization of
government debt to the central bank (see para. 36 below); (v) the recurrent cost of investment
projects (especially the road network, reflected in transfers to the Road Maintenance Fund
amounting to FMG 58.1 billion); and (v1) realistic estimates of nondiscretionary expenditure
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commitments, such as the fees to be paid for preshipment inspection of imports, estimated
at EMG 22 billion in 2004, Government expenditure will be cut and admunistrative measures
will be taken should the revenue projections prove optimistic.

23. The 2004 budget allows the government to begin paying contingency liabilities to
the sugar planters (FMG 14 billion) and the telecommunications company, TELMA
(FMG 130 billion), and to setile its arrears to the utility company, JIRAMA (FMG 62
billion). It also provides for the repayment of the debt of the liquidated oil company,
SOLIMA, to the central bank.

24, The wage bill will be contained at 5.1 percent of GDP in 2004. No wage increase is
expected. The wage bill includes new recruitments in the areas of health (2,300), education
(5,500), justice (75), and security (500). In addition, civil servants will be encouraged
through compensation to go on early retirement, consistent with the new law on civil service
and public administration reform.

C. Balance of Payments and External Debt

25.  The program is aimed at containing the external current account deficit, including
grants, at about 5.4 percent of GDP, compared with 4.9 percent of GDP in 2003, and projects
an increase in the central bank's net official reserves of approximately SDR 114 million.
Exports are expected to increase by roughly 8.4 percent in SDR terms, owing to a rebound in
EPZ activity, and despite an anticipated decrease in the export volume of vanilla. The rise in
imports in SDR terms could amount to 16.3 percent, reflecting increased purchases of capital
goods and petroleum products. Gross external aid, including debt relief, is expected to total

SDR 414 million.
Trade reform and the medium-term strategy

26.  The government will continue its policies aimed at integrating the Malagasy economy
into the regional and global economies, thereby enabling Madagascar to regain the market
share it lost because of the 2002 crisis. In addition to the measures included in the 2004
budget law to simplify the tariff structure (see para. 21 above), the government will aim at
diversifying the export base within the EPZ, while promoting the growth of exports from
outside that zone. The government will also implement a strategy aimed at reducing
transaction costs, which are high owing to inadequate industrial infrastructure and
inefficiencies of customs administration. Furthermore, to ensure that exports of textile
products continue to benefit from the African Growth and Opportunity Act (AGOA),
Madagascar’s cotton sector must be restructured, in particular by privatizing the major
components of the supply chain while attracting strategic investors.

27.  Onregional integration, the government has taken the following steps in preparation
for the launching of the customs union of the Common Market for Eastern and Southern
Africa (COMESA) in December 2004 (as stipulated n Articles 45 and 47 of the COMESA
Treaty): (i) completion of an ongoing study on the impact of Madagascar’s membership in
the future customs union; (il) completion of an ongoing study on the creation of a regional
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stock exchange; (iii) membership of Madagascar in the Agency for Trade Insurance in
Africa; (iv) membership in COMESA’s Development Fund; (v) official announcement of
Madagascar’s signing of COMESA’s protocol on the free movements of factors in 2004;
(vi) development of a program aimed at improving infrastructure in order to promote external
trade; and (vii) continuation of ongoing study on the opportunities and implications of
Madagascar’s adoption of the Organization for the Harmonization of Business Law
(OHADA) Treaty. In addition, the government has adopted an action plan, with a view to
carrying out the recommendations of the interministerial task force in charge of assessing,
inter alia, the consequences of Madagascar’s concurrent membership in regional trading
blocs, and the consistency of these memberships with World Trade Organization (WTO)
rules. In 2004, this action plan includes the following: (i) reform of the competitiveness law;
(ii) establishment of the list of products eligible for preferential treatment based on the
common tari{l nomenclature of the future customs union (COMESA); (iii) a study on the
impact of the adoption of COMESA’s common external tariff (TEC) on the competitiveness
of its main economic sectors; and (iv) the harmonization of customs’ rules and procedures.
This action plan takes into account the framework for negotiations of the Economic
Partnership Agreement with the European Union scheduled 1o go into effect in 2008,
COMESA’s tariff code will be prepared by an expert. The government will adept the code
before the start of the customs union in 2004.

28, Regarding the vanilla industry, the government is determined to stop the decline in
exports. The decline observed in the 2003 recorded exports was due to theft and degradation
in the quality of vanilla, especially during the 2002 crisis. As a result, the government will
take the following measures: (i) secure the production and distribution of vanilla through an
increase in the number of security personnel in the production areas; (ii) restructure the
vanilla supply chain by delimiting the role and responsibility of actors in the sector;

(1ii) modernize the sector through information, education, and communication campaigns and
implementation of appropriate regulations, consistent with the liberalization and divestiture
strategy of the government. These reforms will be implemented with the help of the

European Union.
Exchange rate policy and exchange market reform

29. The government intends to pursue a flexible exchange rate policy. The central bank
will intervene in the foreign exchange markel only to dampen sharp swings in the exchange
rate and achieve its foreign reserves objective under the PRGF-supported program. The
central bank will not engage in any operations in the market except for the above
considerations and the support of bona fide government or central bank obligations,

30.  The progress that is being made in the establishment of a new interbank foreign
exchange market would allow the exchange rate to be fully market determined. The
infrastructure for efficient operations by foreign exchange dealers (e.g., dedicated phone lines
for connection to Info Reuters) is being put in place, and the training of bank and BCM staff
by professional foreign exchange dealers will be completed by end-February 2004. The BCM
intends to publish a code of conduct and regulations governing the operations of the new
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interbank foreign exchange market, However, the opening of the market, originally
envisaged for December 2003, will be delayed to March 2004 to allow the establishment of
the requisite computer network that links all banks and the BCM. To facilitate the operations
of banks in this market, the authorities will consider raising banks’ intraday foreign exchange
net open position limits when the market opens. The overnight limit will remain at 20 percent

of capital.

31.  The foreign exchange control law that was expected to be presented to the parliament
by end-2003 has been delayed. This law and new exchange regulations are being drafted with
assistance from the IMF, The draft law will be sent to parliament by end-October 2004. The
reorganization of the BCM’s Exchange Operations Directorate will be completed by end-

June 2004.
External debt

32.  The government has made progress in finalizing bilateral rescheduling agreements
with Paris Club (PC) creditors based on the Agreed Minutes of the PC meeting of March
2001. Bilateral agreements (i) have been finalized with several countries (e.g., Spain, Austria,
Switzerland, Germany, Canada, France, Israel, Italy, the United Kingdom, the United States,
and the Russian Federation), (ii) are near completion with some countries (e.g., Sweden), or
(iii) are experiencing significant delays (e.g., Belgium and Japan) as parties are negotiating
the draft agreement. The Paris Club has now extended the consolidation period to November
30, 2004 and postponed the deadline for completion of bilateral agreements to December
2003. Similar agreements have been, or are about to be, signed with a few non-Paris Club
creditors, notably China, Kuwait, and Saudi Arabia. The other main non-Paris Club creditors,
Abu Dhabi, Algeria, Angola, Iraq, and Libya have not yet responded to Madagascar’s
proposals. All external arrears vis-a-vis Russia have been cleared and confirmed as such by

the Russian authorities.

33.  Madagascar has received interim assistance under the HIPC Initiative from the World
Bank, the AfDB, the Paris Club, the OPEC Fund, China, and the IMF. The government
would like to request interim assistance in the amount of SDR 0.9 million in 2004 from the
Fund. In anticipation of reaching the HIPC Initiative completion point in August 2004,
contacts have been made since January 2004 with all creditors in order to reconcile external
debt data at end-2003 and to update the debt sustainability analysis (DSA).

D. Monetary Policy and Financial Sector Reform

34.  The main objective of monetary policy is to control inflation. The BCM will continue
to monitor closely liquidity developments in the banking sector and take appropriate action to
ensure achievement of the inflation objective. To this end, the BCM will continue to refine
its procedures for monthly liquidity management. The forecasts will be used to determine the
level of government securities to be sold during each auction. In case the amounts required
for government financing are different from the need for absorption of liquidity, the central
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bank will engage in repurchase and reverse-repurchase operations to achieve the desired level
of liquidity. '

35.  The legal framework for microfinance activities is being developed. The government
plans to adopt a national policy in line with the PRSP and on the basis of the recent review of
the sector. Measures to encourage these activities include (i) the implementation of a legal
and statutory framework specific to microfinance activities for all institutions; and (ii) the
professionalisation of microfinance institutions by monitoring their risks and development.

36.  To improve transparency of the government’s relations with the central bank,
government debt to the central bank amounting to FMG 1,620 billion (of which

FMG 524 billion 1s denominated in foreign currency) will be converted into securities. The
2004 budget law will include a provision authorizing the purchase of government securities
on the primary market for this specific operation. The securities sold to the central bank will
carry a market-related interest rate. The modalities of this operation will be specified in an
agreement between the government and the BCM. To minimize the initial impact of this
operation on the budget, the BCM will transfer its net income from the operation to the
treasury on a timely basis. The 2004 budget law will also prohibit the government from
borrowing from the central bank in foreign exchange or from holding foreign currency
deposits at the central bank, unless required by donors.

37.  The audit of reserves management and foreign exchange activities has begun, as
recominended by the safeguards assessment report, and anti-money-laundering legislation’
has been enacted. The remaining safeguards requirements have been or will be carried out as
follows: (1) the BCM’s 2000, 2001, and 2002 financial statements were published in the
official journal; the attendant audit opinions will be published in the official journal and on
the central bank’s website by end-March 2004; (ii) for comparison and training purposes, the
BCM’s 2003 financial statements will be prepared both according to official accounting
system and to international accounting norms (1AN) by end-September 2004. The official
statemments will include explanatory notes on the differences between the official and
International Accounting Standards presentations; and (iii) all BCM financial statements will
be prepared on an IAN basis and continue to be audited by a reputable international
accounting firm, starting with the 2005 accounts.

E. Structural Reforms

Structural fiscal reforms

38.  The following measures will be taken in order to improve the monitoring of
investment expenditure: (1) regular communication (every two months) to the General
Directorate of Public Expenditures of all drawing on externally financed projects; (ii) regular
communication by task managers of the Fiche de Centralisation Comptable (FCC}, stamped
by the Commitment Control Office (CDE) at the Directorate of Public Investment, to the
General Directorate of Public Expenditures on the thirtieth of every month; (iii) improvement
of the communication and information system linking all directorates; (iv) the strengthening
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of skills in technical and financial analyses; and {v) organization of workshops for the
priority ministries, in collaboration with donors, on budget management every four months,
with a view to teaching project managers how to execute their expenditures, as well as to
monitor effectively project implementation. The government consulted extensively with the
donor community on how to better target and track poverty-reducing spending and has
approved the recommendations of the July 2003 Assessment and Action Plan. The timetable
for the implementation of these recommendations was established by the public finance
legislation review mission that was fielded during November 10-21, 2003.

39.  The tax and customs departments will take the following actions to improve their
operations: (i) improve the relationship between the tax services and taxpayers through better
‘information and tax collection, as initiated in 2003; (ii) develop a new public relations’ unit
for the large enterprises at the tax department, in collaboration with the large taxpayers;

(iii) strengthen tax services through computerization of 45 new ceniers in 2004 (compared
with 30 in 2003); (iv) simplify and enhance procedures through the creation of one-stop
counters, the use of selective inspections, and a shortening of the time spent at customs

(to 24 hours in Toamasina and Mahajanga, and 48 hours at Ivato and in Antanimenal,

(v) intensify ex post controls, fight against fraud, and conduct surveillance and investigation
operations at customs offices (through a better monitoring of the accounts of enterprises in
the facilities at the ports); (vi} intensify the computerization of the customs services; (vii) use
suggestion boxes to get feedback from taxpayers; (viii) elaborate guidelines for taxpayers
and procedure manuals for customs officers; (ix) conduct training on ASYCUDA ++; and
(x) create a committee to settle disputes, involving government representatives, the private
sector, and the preshipment inspection company (SGS). The committee overseeing the
reforms of the tax and customs departments will report on the first six months of its
operations by end-March 2004, indicating its achievements, the work remaining to be done,
and problems faced in the implementation of its agenda.

40, The accumulation of domestic arrears (FMG 205 billion and FMG 558 billion, on a
gross basis, at end-June and end-September 2003, respectively) is due to the large increases
in investment expenditures committed since June 2003. In 2004, the budget circular will
require that all ministries and institutions commit expendltures in line with the resources
available 1o them. Those who fail to comply will be given administrative sanctions.

41. The computerized, integrated public finance system was installed in Toamasina in
early 2003 and in Antananarivo in June 2003. It will be gradually extended to the other
provinces in 2004. The delay in the preparation of the treasury monthly accounts will be
reduced to 15 days in areas where the integrated system is established. The quarterly “flash”
reports on budget execution, which now cover six ministries, will be extended to all

ministries in 2005,
Public enterprise reform

42.  The divestiture contraci for the telecommunications company, TELMA, was signed in
August 2003 and will be finalized once the current foreign shareholder sells its shares to the
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new investor. The report of a World Bank-financed consultant on the financial situation and
management of IRAMA was completed in December 2003. The government will implement
the recommendations forthwith, including any proposal for changes in the company's tariff
structure. The tender for the placement of IRAMA under 2 management contract has been
delayed. The tender was launched before end-January 2004 and the company will be placed
under new management by end-June 2004. The rehabilitation and privatization of the sugar
company, SIRAMA, and the cotton company, HASYMA, have begun. The bidding process
for the selection of the company that will manage SIRAMA and the purchase of HASYMA
will be completed by end-June 2004 and end-March 2004, respectively.

43, The procedures for the establishment of the price of petroleum products to final
consumers, which were established on a temporary basis on the liquidation of SOLIMA in
2001, will be eliminated by end-2004. Petroleum product prices will then be allowed to move
freely, reflecting market conditions.

Y. POVERTY AND SOCIAL IMPACT ANALYSES

44. The government will undertake poverty and social impact analyses of recent and
prospective policy initiatives, including the envisaged retrenchments 1n the public enterprise
sector and the changes i tax and tariff policies introduced in August 2003 and in the 2004
budget law.

" V1. PROGRAM MONITORING

45.  The program supported by the IMF under the PRGF will be monitored through
semiannual reviews, quantitative and structural performance criteria and benchmarks,
indicative targets, and quarterly monitoring indicators shown in Annex (Tables 1 and 2). The
following measures constitute prior actions for completing the fourth review under the PRGF
arrangement: (i) submission to the Parliament of the 2004 budget law incorporating the tax
policy measures presented in Table 3; (ii) collection of the full amount owed to the
government by the oil companies in connection with the liquidation of SOLIMA; and

(ii1) launching of international tender for the placement of JIRAMA under a management

contract.

VII. CONSULTATION WITH THE IMF

46.  The government will consult with the staff of the IMF before implementing policies
that could have an impact on the objectives or assumptions of the program.
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{0} Total privatization proceeds 0.0 44 04 278 712 119 835 723 22 14 6.0 728

{p) External privatization related casts or 0.0 00 0.0 0.0 0.0 o.C 0.0 c.0 0.0 090 0.0
1/ Cutrulative chenge since end-December.
% Excludes oll debt setvice outstanding ihat is subject to rescheduling, During the peviod, the g will not late any new irears. Data st end-September 2003 exclude payments of SDR 0.416 millioa

o post-cutofT-date debi service that were dus (o Ruasia in 2002, but wete under renegotistion.

3/ Defined ns gross reserves minuy sl foreign liabilities of the central bank (BCM), both long and shost term, including use of Fund credil, aval

&f Adjusted for any excess disbursements of external budget aupport (grents and foans; in millions of SDRs) relative to the curnuiative amounts indicated in 1,
5/ Adjusted for any devistion from progremmed amwounts of privatization receipls from sbroud, act of privatization-related outlays.

6/ Adjusted for the impact of exchange rate changes.
7 Excludes the on by the g

af debi of the stale petroleum company, SOLIMA, toward the BCM,

8/ Defined as bank and nonbank financing plus treasury comrespondent sccount (net), privatization receipts, and et sccurmulation of arears.

9/ Excluding rormal impart-related credits.
1/ This item is a quantitative performance criterion starting is 2004,

detthep hange male.

[ INHWHOVLLY

_Sg_

[ XIANHddY



Table 2. Structural Performance Criteria and Benchmarks
for the Fifth Review of the PRGF-Supported Program

Timing Status

Structural performance criteria

Submission of draft budget execution laws for 2000 and 2001 to the Audit Court. By end-December 2003 Done 1/

Completion of the bidding pracess for the purchase of HASYMA. - By end-March 2004

Completion of the bidding process for the selection of the company that will manage By end-June 2004
SIRAMA. '

No tax or tariff exemptions will be granted beyond those specified in the 2004 budget Continuous

law.

Structural benchmarks

Publication of the BCM’s 2001, 2002, and subsequent financia] statements and By end-March 2004
attendant audit opinions in the Journal Officiel, and/or other official outlets and the
BCM website, . :

Replacement of the existing system of exchange rate determination by a continuous By end-March 2004
mterbank trading system.

_6g_

1/ This PC was established at the completion of the third review.

[ INHNHOVLLY
H1 XTANHAddV
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Table 3. Fiscal Measures Included in the 2004 Finance Law

Corporate profit tax (IBS): substitution of investment deductions by a permanent degressive
amortization system at a single rate of 30 percent for all equipment goods.

Tax on capital income (IRCM): reduction from 25 percent to 20 percent.
Tax on transfers abroad (TFT): reduction from 15 percent to 10 percent.
Elimination of some registration taxes (to promote business).

Elimination of income tax installments at customs for registered taxpayers.
Elimination of tax on incorporation of reserves to capital.

Income tax [corporate profit tax (IBS) and nonwage personal income tax (IRNS)]:
elimination of deductions for indirectly productive mvestments,

Increase excise tax on cigareties from 70 percent to 80 percent.

Increase the tax on tobacco.

Value-added tax (VAT) and transaction tax (TST): taxation of ground transportation of
passengers and taxation of sale of agricultural consumer goods, except for rice.

Personal wage mcome tax (IRSA):

e reduce IRSA in line with corporate profit tax (IBS) or nonwage personal income tax
(IRNS);

e eliminate deductions for savings deposits at the National Savings Bank (CEM); and

¢ combine into four categories (minimum tax on monthly revenues less than FMG 250,000;
5 percent on monthly revenues between FMG 250,001 and FMG 500,000; 15 percent on
monthly revenues between FMG 500,001 and FMG 1,500,000; and 30 percent on
monthly revenues more than FMG 1,500,000).

Nonwage personal income tax (IRNS): fusion into three categories (minimum tax on annual
revenues less than EMG 2,500,000, 15 percent on annual revenues between FMG 2,500,001
and FMG 20,000,000; and 30 percent on annual revenues more than FMG 20,000,000).

Import taxes: fusion of customs duty (DD), import tax (TI), stamp duty on imports (DTI), and
statistical tax on imports (TSI) into two categories (customs duty and import taxes). The sum
of the two rates will amount to 5 percent, 10 percent, 20 percent, and 25 percent.
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MADAGASCAR

Technical Memorandum on Monitoring the 2003-2004 Program Support.ed by the
Arrangement under the Poverty Reduction and Growth Facility (PRGF)

1. This technical memorandum defines the variables used to establish the quantitative
performance criteria and benchmarks for the program, how they are calculated, and any
adjustments deemed necessary. It also explains the monitoring variables, that is, anticipated
balance of payments assistance and direct investment flows connected with the privatization
of public enterprises. Unless otherwise indicated, in the case of stocks, variables for end-June
2003, end-September 2003, and end-December 2003 are expressed as cumulative variations
from December 31, 2002 onward, and in the case of flows as cumulative flows from

January 1, 2003 onward. Variables for 2004 are expressed as cumulated variations from
December 31, 2003 in case of stocks, and cumulated flows from January 1, 2004 onward, in
the case of flows. The objectives for end-September 2003 and end-June 2004 are
benchmarks; those for end-June 2003, end-March 2004, and end-September 2004 are

performance criteria.

I. QUANTITATIVE CRITERIA

A. Ceiling on External Payments Arrears

2. This variable 1s expressed in terms of the stock of arrears. These arrears will consist
of all overdue debt-service obligations (i.e., payments of principal and interest) arising in
respect of loans contracted or guaranteed by the government or the Central Bank of
Madagascar, (BCM} including unpaid penalties or interest charges associated with these
arrears, excluding arrears resulting from nonpayment of debt service for which rescheduling
negotiations are under way. This performance criterion should be observed on a continuous

basts.

B. Ceiling on Nonconcessional External Borrowing

Definition

3. The nenaccumulation of nonconcessional debt contracted or guaranteed by the
government is a performance criterion. Nonconcessional external debt is defined as having a
grant element of less than 35 percent. This performance criterion applies not only to debt as
defined in point No. 9 of the Guidelines on Performance Criteria with Respect to Foreign
Debt (IMF Executive Board Decision No. 12274-00/85, August 24, 2000), but also to
commitments contracted or guaranteed for which value has not been received. Under the
program, nonconcessional debt includes financial leasing and any other instrument giving
rights to a current financial liability, under a contractual arrangement by the government of -
Madagascar or guaranieed by the government of Madagascar, but it excludes debt contracted
under rescheduling agreements and normal import-related credits of less than one year.
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Calculation method

4, Calculation of the degree of concessionality of new external borrowing 1s based on
the ten-year average of the OECD’s commercial interest reference rate (CIRR) for loans with
maturities greater than 15 years and the six-month average CIRR for loans maturing in less

than 15 years.

C. Floor for Net Foreign Assets (NFA) of the Central Bank of Madagascar

Definition

5. NFA are defined as the difference between gross international reserves and all foreign
liabilities of the BCM, including debt to the IMF and other short- and long-term liabilities of
the BCM. Gross international reserves are defined as assets in convertible currency that are
readily available to, and controlled by, the BCM for financing payments imbalances,
excluding assets that are pledged, collateralized, or otherwise encumbered.

Calculation method

6. For purposes of calculating this criterion, NFA must be converted into Malagasy
francs (FMG) at the program exchange rate,

D. Ceiling on Net Domestic Assets (NDA) of the Central Bank of Madagascar

Definition

7. The BCM’s NDA include net credit to the government, credit to enterprises and
individuals, claims on banks, liabilities to banks in the form of central bank deposit auctions
(appels d’offres négatifs), and other items net, excluding the foreign exchange adjustment

item.

8. Foreign exchange deposits and credits must be converted into Malagasy francs at the
program exchange rate.

E. Ceiling on the Net Domestic Financing Requirements
of the Central Government (CG)

Definition

9. Net domestic financing requirements of the central government are defined as the
sum of (a) the variation in the stock of the central government’s domestic debt to the banking
and nonbanking system, and variation in net debt to treasury correspondents; (b) domestic or
foreign receipts ffom privatization operations, as defined in Section I1L.B of this technical
memorandum; and (c) the variation in central government domestic arrears, Central
government (CG) corresponds to the scope of operations of the treasury as indicated in the
overall treasury operations table (opérations globales du Trésor, or OGT). The change in
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deposits of the treasury correspondents (correspondants du Trésor) is considered a
component of domestic financing.

10,  The variation in the stock of domestic payments arrears consists of the amount to be
recommitted and net payments delays (clearings, items in process of payment, and
expenditure committed but with no payment orders issued), as defined in the OGT.

11. Net bank claims consist of BCM and commercial bank claims on the CG, including
auctioned treasury bills (BT As) and other treasury bills and liabilities, net of CG deposits
with the BCM and commercial banks, including foreign currency deposits. The change in net
bank claims is defined to exclude the impact of exchange rate changes on net bank claims on
the government. '

-12. Nonbarnk claims consist of BT As and other treasury bills (BTs) and bonds placed
with nonbank institutions and the public. The valuation of nonbank claims is based on the
change in outstanding conventional treasury bills (maturities of one to five years), auctioned
treasury bills (maturities of one month to three years), and outstanding domestic government
loans (Lova, Hasimbola, and Fanambina).

Calcualation method

13, Net deposits in foreign exchange must be converted into Malagasy francs at the
program exchange rate,

14.  BTAs must be posted at their net valuc at time of initial issue.

F. Floor on Tax Revenue

15.  Tax revenue includes not only that received by the treasury, but also suspense items,
including those related to the public investment program.

G. Ceiling on Accumulation of Domestic Payments Arrears

Definition

16. Payments arrears consist of (1) all expenditure for which payment orders have been
issued but have not been paid by the treasury within three months, and (2} the amount of
VAT reimbursable to taxpayers which has not been reimbursed after three months.
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II. INDICATIVE LIMITS OR CEILINGS
A. Ceiling on Reserve Money
Definition
17.  Reserve money consists of notes and coins issued and demand deposits of

commercial banks with the BCM (including both required and excess reserves).

18.  Central bank deposit auctions {appels d’offres négatifs) are excluded from reserve
money and are classified in NDA.,

B. Ceiling on Broad Money

Definition

19.  Broad money (M3) includes notes and coins in circulation, demand and time deposits
with banks, including foreign currency deposits of residents, and bonds issued by banks.

Calculation method

20. Foreign currency deposits must be converted into Malagasy francs at the program
exchange rate. '

C. Floor on Payments of Domestic Payments Arrears

Definition

21.  Payments of domestic arrears are equal to the variation in the stock of domestic
payments arrears defined in paragraph 10, with an opposite sign.

IT1. MONITORING VARIABLES AND MEMORANDUM ITEMS

A. Projected Balance of Payments Assistance

Definition

22, External balance of payments assistance is defined as loans and grants (nonproject)
provided as structural adjustment financing and resulting in funds available to the treasury. It
excludes the assistance that gives rise to counterpart funds for the treasury with a delay of

longer than one year,

Calculation method

23.  Financial assistance in foreign exchange must be converted into Malagasy francs at
the program exchange rate. Assistance in kind must be posted when the counterpart funds are

deposited with the treasury.



- 65 - APPENDIX 1
ATTACHMENT II

B. Projected Investment Flows Cennected with
the Privatization of Public Enterprises

Definition

24,  The cost of privatization operations is included above the line in central government
operations, Apart from covering reform-related costs, gross receipts from the privatization
of public enterprises (PEs)} will be used to reduce outstanding domestic debt.

IV. ADJUSTERS
A. Excess/Shortfall in Balance of Payments Assistance

25.  Inthe event thal net external fnancing (balance of payments assistance less public
debt service on a cash basis) exceeds the amount programmed, (a) the floor on the BCM’s
NFA will be adjusted upward (the adjustment will be converted at the exchange rate used in
the operation); (b) the ceiling on the BCM’s NDA will be adjusted downward (the
adjustment will be converted into Malagasy francs at the exchange rate used in the
operation); and (c) the ceiling on the net domestic financing requirements of the central
government will be adjusted downward (the adjustment will be converted into Malagasy
francs at the exchange rate used in the operation)}.

26.  Inthe event of a shortfall in net external financing at end- June 2003, end-September
2003, end-December 2003, end-March 2004, end-June 2004, end-September 2004, or end-
December 2004 against the programmed amount for the corresponding period of 2003 and
2004, the floors and ceilings will be adjusted as follows: by a maximum of SDR 45 million
for the first half of 2003, by a maximum of SDR 55 million for the first nine months of 2003
and for the full year of 2003, by a maximum of SDR 11 million for the first quarter of 2004,
by a maximum of SDR 17 million for the first half of 2004, and by 2 maximum of SDR 45
million for the first nine months 0of 2004 and for the full year of 2004, according to the
following method: (a) the floor on the BCM’s NFA will be adjusted downward by the
amount indicated above (the adjustment will be converted at the program exchange rate); (b)
the ceiling on the BCM’s NDA will be adjusted upward by the same amount (the adjustment
will be converted into Malagasy francs at the program exchange rate); and (¢) the ceiling on
the central government’s net domestic financing requirements will be adjusted upward and
capped at the above-mentioned maximum amount (the adjustment will be converted into
Malagasy francs at the program exchange rate).

B. Privatization-Related Transactions

27.  Adjusiments will be made for any deviation in (a) privatization receipts; and

(b) current privatization-related expenditure. The floor on net foreign assets will be
adjusted upward or downward by a maximum of SDR 12 million from the programmed floor
if net disbursed foreign resources from privatizations are higher or lower than programmed.
The adjustment will be limited to a maximum of SDR 5 million for the periods from end-
2002 to end-June 2003, end-September 2003, and end-December 2003. Similarly, the BCM’s
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NDA will be adjusted downward or upward (at the actual average exchange rate of the
pertinent quarter). The ceiling on domestic government financing will be adjusted to take
account of any discrepancies between actual privatization-related expenditures and those
programmed (upward adjustment if expenditure exceeds the amount programmed and
downward, in the opposite case, up to the difference reported).

C. Program Exchange Rate

28. The amounts of balance of payments assistance and debt service denominated in
SDRs will be converted into Malagasy franc at the FMG/SDR exchange rate of FMG 9,108,
FMG 9,240, FMG 9,372, or FMG 8,646=SDR 1 for each of the four quarters of 2003,
respectively. Amounts of balance of payments assistance and debt service denominated in
SDRs will be converted into Malagasy franc at the Malagasy franc/SDR exchange rate of
Malagasy franc 8,904.7=SDR 1 for each of the four quarters of 2004. In 2003, corresponding
amounts denominated in U.S. dollars and in euro will be converted by applying the rate of
US$1.38=SDR 1 and US$1.09=€1, and the Malagasy franc/SDR rate indicated above. In
2004, corresponding amounts denominated in U.S. dollars and in euros will be converted by
applying the rate of US$1.40=SDR 1 and US$1.14=€1, and the Malagasy franc/SDR rate

indicated above.

V. CONSULTATIONS WITH FUND STAFF ON THE PERFORMANCE CRITERION
FOR NFA AND THE BROAD MONEY BENCHMARK

29.  In the event that demand for money is stronger than expected and the exchange rate
appreciates, the central bank should intervene on the interbank foreign exchange market
(MID) to offset this appreciation, taking into account programmed limits (floor/ceiling) on
the accumulation of net foreign assets and the level of broad money. Given the program
limits on these criteria and benchmarks, if broad money growth since end-December 2003
exceeds 15 percent and/or if the level of net foreign asscts exceeds the programmed level by
more than 5 percent of broad money at end-2003, the authorities will consult Fund staff on
measures to be taken in the context of exchange market and monetary policy management.

V1. INFORMATION AND DATA TO BE SUPPLIED TO FUND STAFF

30.  The Malagasy authorities will provide Fund staff with information and data according
to the schedule provided, either directly (e-mail or facsimile) or through the Fund’s resident

mission.

The Central Bank of Madagascar will report the following statistics:

Monthly

. market results of treasury bill auctions, including the bid level, the bids accepted or
rejected, and the level of interest rates;
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+ data on the secondary market;

« information on monetary developments, as required by the Statistics Department of the
International Monetary Fund (STA);

- monthly balances of the BCM and deposit money banks;
» bank lending by economic sector and by term;

+ the banking risk situation;

. money market operations and rates;

+ changes in bank liquidity on an end-of-month basis (required reserves and free reserves);
+ the foreign exchange cashflow table, including foreign debt operationé;

« the table of interbank foreign exchange operations on the MID; and

Quarterly

+ data on forcign trade (exports and impdrts).

31. The Ministry of Economy, Finance, and Budget will report the following
information;

‘Weekly

- weekly report of the customs and tax directors to the commitiee monitoring the customs
and tax administration reforms.

Monthly

. OGT data on a cash and commitment basis and the related tables;

. expenditure on structural reform;

. central government revenue and expenditure, including short-term treasury on-lending;
. treasury liabilities (statutory advances and operations on the treasury bill market);

» central government capital expenditure;

» external public debt operations (debt contracted and publicly guaranteed, settlement of
arrears, and operations of public enterprises) and debt service paid;

. the consumer price indices; and
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. indicators of sectoral economic activity.

32.  Moreover, information on important measures adopted by the government in the
economic and social areas that would have an impact on program development, changes in
legislation, including laws passed by the National Assembly and new rules established by the
Banking Supervision Commission (CSBF), and any other pertinent legislation will be
reported to Fund staff on a timely basis for consultation or information, as appropriate.

/s/ /s/

Gaston Ravelojaona _ Henri Bernard Razakariasa
Governor Secretary General
Central Bank of Madagascar Ministry of Economy, Finance,

Antananarivo, Madagascar and Budget

Antananarivo, Madagascar
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‘BANQUE CENTRALE DE MADAGASCAR

Boite Postale n® 550 - Adresse télégraphique {BA CE RE MA) - Téiéphone 22 217.51- 22 217.52 ot 22 24703 - Fax 22 34532

Dicection des Etudes

COPIE

Ne i J-IGVIET!SRI Antananarivo, le | 4 iCT sz:j

¢ oem. o5

Dear Mr. Kéhlier,

In accordance with its obligations under Article IV, Section 2(a) of the Articles of
Agreement of the International Monetary Fund, Madagascar wishes to notify the
Fund that, with effect from july 31, 2003, the Ariary is the monetary unit of
Madagascar. For a transition period expected to last through December 2004, the
Malagasy france (FMG) will continue in circulation and wilt continue as the unit
of account for international transactions and for transactions with the IMF. The

conversion rate remains Ariary 1 = FMG S.

Verv rruly vours.

~Laston E. RAVELOJAONA.

Mr. Horst KOHLER

Managing Director

International Monetary Fund
WASHINGTON, DC 20431 (USA)
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Madagascar: Relations with the Fund
(As of December 31, 2003)
Membership Status: Joined 9/25/63; Article VIII
General Resources Account: SDR Millions % Quota
Quota 122.20 100.00
Fund holdings of currency 122.17 99.98
Reserve position i Fund 0.03 0.02
SDR Department: SDR Millions % Allocation
Net cumulative allocation 19.27 100.00
Holdings 0.02 0.11
Outstanding Purchases and Loans: SDR Millions % Quota
Poverty Reduction and Growth Facility
(PRGF) arrangements 115.93 94.87
Financial Arrangements: .
Expira- Amount Amount
Approval tion Approved Drawn
Type Date Date (SDR millions) (SDR miilions)
PRGF 03/01/01 11/30/04 79.43 45.39
ESAF/PRGF 11/27/96 11/30/00 81.36 78.68
ESAF 05/15/89 05/14/92 76.90 51.27

Projected Payments to Fund (without HIPC Initiative Assistance)
(SDR Million; based on existing use of resources and present holdings of SDRs):

Forthcoming
2004 2005 2006 2007 2008
Principal 542 8.14 16.87 17.56 17.12
Charge/interest 0.87 0.84 0.77 0.68 0.60
Total 6.30 8.97 17.64 18.24 17.72

Projected Payments to Fund (with Board-approved HIPC Initiative Assistance)
(SDR Million; based on existing use of resources and present holdings of SDRs):

Forthcoming
2004 2003 2006 2007 2008
Principal 542 §.14 16.87 17.56 17.12
Charges/interest 0.87 0.84 - 0.77 0.68 0.60
Total 6.30 8.97 17.64 18.24 17.72
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VII. Implementation of HIPC Initiative:

Enhanced
Commitment of HIPC Initiative assistance framework
Decision point date 12/21/2000
Assistance committed (NPV terms)
Total assistance (US$ Million)' 814.00
Of which: Fund assistance {US$ million) 21.60
(SDR equivalent in millions) 16.60
Completion point date Floating
Disbursement of IMF assistance (SDR million)

Assistance disbursed to the member 5.01
Interim assistance 5.01
Completion point balance --

Additional disbursement of interest income® --
Total disbursements 5.01

VIII. Safeguards Assessments:

Under the Fund’s safeguards assessment policy, the Central Bank of Madagascar (BCM) is
subject to a full Stage One safeguards assessment with respect to the PRGF arrangement,
which was approved on March 1, 2001 and is scheduled to expire on November 30, 2004. An
off-site safeguards assessment of the BCM was completed on November 21, 2001. The
assessment concluded that an on-site assessment was not necessary, but identified certain
weaknesses and made appropriate recommendations. These weaknesses are being addressed
with the assistance of MFD, but key recommendations such as the publication of the BCM
financial statements, the development and implementation of an action plan to move the
BCM’s existing accounting framework to International Accounting Standards (IAS), and the
disclosure of the differences between the existing accounting framework and IAS remain to
be implemented.

! Assistance committed under the original framework is expressed in net present value (NPV)
terms at the completion point, and assistance committed under the enhanced framework is
expressed in NPV terms at the decision point,

? Under the enhanced framework, an additional disbursement is made at the completion point
corresponding to interest income earned on the amount committed at the decision point but
not disbursed during the interim period.
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IX. Exchange System and Exchange Rate Arrangements:

After April 1982, when the peg to the French franc was discontinued, the exchange rate was
managed with reference to a basket of ten currencies. However, by end-1991, the authorities
ceased the practice of adjusting the exchange rate to offset inflation differentials with key trading
partners. Since May 9, 1994, the Malagasy franc has been determined through an open outcry
auction system. The exchange rate in terms of the SDR at end-January 2004 was

FMG 9,978.94 = SDR 1.

Madagascar accepted the obligations under Article VIII, Sections 2(a), 3, and 4 on September 18,
1996 and maintains no restrictions on the making of payments and transfers for current
international transactions.

X. Last Article IV Consultation:

Madagascar’s consultation cycle is governed by the decision approved by the Executive
Board on July 15, 2002. This decision stipulates that, subject to certain exceptions, an Article
IV consultation with a member receiving financial assistance under a Fund arrangement is
expected to be completed within 24 months of the conclusion of the previous Article IV
consultation. The 2002 Article IV consultation discussions with Madagascar were held
during October 7-12 in Antananarivo and during November 11-13 at headquarters. The staff
report was discussed by the Executive Board on December 23, 2002.

XI. Technical Assistance:

Department  Dates Purposes Results of Missions

FAD July-August 1994 Assess the decline in the Elimination of all ad hoc tax
country’s tax effort and exemptions, beginning with the
recommend measures 10 1995 budget, recommended.
mobilize additional
revenue.

FAD September 1995 Assess the need for Broadening of the VAT base

reforming the valuie-added  and the creation of a special
tax (VAT) and develop a office for the monitoring of
strategy to improve tax and  transactions in the free export

customs administration. zone recommended.
FAD September 1996 FAD advisor to assist the The large-taxpayer unit
' authorities in implementing  established. Implementation of
the recommendations of VAT reform continued.

FAD September 1995
mission. Assignment



Department  Dates

FAD December 1997

FAD February 1998

FAD March 1998

FAD April 1998

FAD June 1998

FAD May, September,
and December 1998
and April, May, and
June 1999

FAD July 1998

-73 -

extended to March 1998,
Purposes

Review existing tax
incentives and prepare
action plan to improve the
performance of the tax and
customs departments.

Hold follow-up discussion
on tax and tax administra-
tion reform program.

Examine and assess
budgetary expenditures,

control, and management.

Review important issues 1o
be addressed in the area of
customs administration,

Conduct follow-up visit on
expenditure control.

Hold follow-up discussions
on tax and tax

_administration reform.

Identify measures to
strengthen customs
administration.

APPENDIX IV

Resualts of Missions

Program prdposcd to curtail
exemptions and implement an
exemption-monitoring scheme.

Schedule for the preparation
and implementation of key
measures established.

Comprehensive report prepared

for the reform of budget

planning, execution procedures,
and control systems.

Agenda for follow-up mission
dentified (July 1998).

Action plan, based on the report
of the FAD mission of March
1998, established.

Assistance for the revision of
the VAT law provided, and a
VAT reimbursement system
introduced for free export zone
producers.

Report prepared on duty
assessment and collection
procedures, the coordination
between the preshipment
inspection company and the
customs department, the
computerization strategy, and
organizational issues.



Department

FAD

FAD

FAD

FAD

FAD

MFD

MFD

MFD

Dates

January 1999

June 1999
February-March
2001
January-February
2003

July-August 2003

August 1993-69

April-May 1994

May 1595
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Purposes

Help implement earlier
FAD recommendations on
improving public
expenditure management.

Strengthen tax audit system
of large-taxpayer unit.

Examine and assess
budgetary control and
management.

Examine and assess tax and
customs administration.

Examine and assess tax
policy and assist in tax
policy design.

Assign a bank supervision

- advisor and assist in the

adoption of an interbank
foreign exchange market.

Review the modalities for
liberalizing the exchange
regime and accompanying
monetary and credit
measures.

Review interbank foreign
exchange market, develop
indirect instruments of
monetary management, and
reduce banks’ excess
reserves.

APPENDIX IV

Results of Missions

Aide-mémoire prepared on
progress in harmonization of
budget and treasury
classifications, computerization
of treasury offices,
implementation of a cash
management and financial plan,
and implementation of a budget
and accounting classification
for the decentralized budget.

Action program developed-and
agreed with the authorities.

Comprehensive report prepared
for the reform of budget
planning, execution procedures,
and control systems.

Comprehensive action plan and
report on establishment of an
oversight committee prepared.

Comprehensive action plan and
report on next steps prepared.

Supervisory agency
strengthened.

Interbank exchange market
adopted in May 1994, Central
bank base rate and reserve
requirements increased.

Recommendations adopted
during the second half of 1995.



Department

MFD

MFD

'MFD

MEFD

MFD

MFD

MFD

MFD

Dates

October-November
1908 '

December 1998

May-June 1999

October-November
1999

Novemntber-
December 2002

November 2002

November 2002

March 2003
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Purposes

Assess the operation of the
foreign exchange and
treasury bil] markets;
introduce the euro
quotation currency.

Prepare the change to the
€uro as pivot currency.

Prepare for introduction of
continuous-quotation
foreign exchange market,
including procedures
manual and market rules.

Assess exchange
regulations and compliance
with the Basel Core
Principles for effective
banking supervision.

Assess progress in the
1mplementation of the Core
Principles for effective
banking supervision; and
examine the early warning
system for detecting bank

failures.

Take an inventory of

. microfinance institutions

and define a strategy for
their supervision.

Assess management of
foreign reserves and
propose concrete steps for
its improvement.

Review central bank
internal audit functions.

APPENDIX IV

Results of Missions

Recommendations for treasury
bill market adopted in
November 1998,

Euro mmtroduced as scheduled.

To be implemented by end-
2003,

Recommendations on banking
regulation to be adopted,

Recommendations bemg
implemented.

Recommendations being
implemented.

Recommendations being
implemented.

Awaiting final report.



MFD March 2003
Department  Dates

MFD June 2003

STA October 1995
STA June 2001

STA July-August 2001

XII. Resident Representative:
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Review microfinance
regulation.

Purposes

Review currency reform

Review money and banking
statistics.

Review balance of
payments compilation
system.

Review money and banking
statistics.

APPENDIX IV

Awaiting final report.

Results of Missions

Recommendations being
implemented

Recommendations for data
improvements adopted.

Recommendations for
1mprovements accepted and
being adopted.

Recommendations for data
improvements accepted and
being adopted.

Madagascar has had a Fund Resident Representative since September 1989. Mr. Samir
Jahjah took up the post of Resident Representative at end-September 2003.
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Madagascar: Relations with the World Bank
(As of November 2003)

Partnership in Madagascar’s posterisis recovery

I. With the resolution of the political crisis in July 2002, the World Bank was in a
position 1o accelerate its assistance because suspension of projects had been avoided during
the crisis. As an immediate response to the crisis, the World Bank prepared an Interim
Country Assistance Straiegy (I-CAS), centered the (i) restructuring of the project portfolio to
better align project with postcrisis recovery needs; (ii) preparation of an Emergency
Economic Recovery Credit (EERC) in the amount of US$50 million; and (iii) preparation of
a Rura! Transport Project in the amount of US$80 million. The Bank’s interim objective is to
limit and reverse the impact of the crisis on the poor by supporting the government’s
reconstruction and recovery program, with particular emphasis on (i) supporting a safety net
for the poor; (it} assisting the private sector to restarting production; and (iii) ensuring a
minimum of public service delivery.

2. The political crisis ended in July 2002, but the social and economic impact was
extremely pronounced, especially on a country with a GNP per capita of US$260 (in 2000),
one of the poorest in the world even before the crisis had commenced. The direct negative
impact on national income for 2002 was estimated at half a billion dollars. The total
economic cost 1s much larger, taking into account the loss of confidence, forgone direct
ivestments, forgone exports, and physical destruction.

3. On July 26, 2002, the new government presented its reconstruction and development
program to the Friends of Madagascar donors’ conference, during which donors pledged
approximately US$2.3 billion over a period of four years. A second successful Friends of
Madagascar donors conference took place in Octaber 2003, at which the government and
donors took stock of developments over the year and discussed the government’s priorities of
governance, transport, and education. Donors reaffirmed their support for the implementation
of the government’s poverty reduction strategy paper (PRSP) and the Education-for-AH

initiative.

Bank Group strategy and lending operations

4. The Bank’s portfolio implementation during the crisis greatly suffered because

(i) counterpart funds were not available (which is not a new phenomenon but worsened
during the crisis); (ii) procurement of certain goods and works was stopped due to problems
within the relevant government agencies; (i1} decision-making authority was unclear;

(iv) sector ministries were unable to function; and (v) project activities could not be carried
out in certain areas of the country. During the crisis, the implementation performance of

16 projects out of 19 was rated unsatisfactory. However, since the end of the crisis, almost al
projects have readjusted their work plans and have witnessed accelerated implementation.
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Disbursements of Bank investments dramatically increased from $37.3 million in ﬁscai-year
(FY) 02 to $164.5 million in FY 03.

5. In response to the end of the political crisis, the World Bank prepared an I-CAS,
which was presented to the Board of Executive Directors in November 2002. The I-CAS’s
objective is to assist the government to mitigate the impact of the crisis on the poor by
supporting selected areas of the government’s program. Bank instruments used in response to
the crisis include portfolio restructuring (including a measure that waives the provision of
nontax counterpart funds for selected projects until the end of 2003), new lending (inciuding
an emergency credit), and policy advice. The mix of these instruments is determined by

(i} the Bank’s objective of limiting the impact on the poor; and (ii) the activity of other
partner orgamizations in Madagascar.

6. The Bank is supporting the new government through analytical work and policy
dialogue in several areas. Most of the studies had already commenced before the crisis and
were reorientated to meet urgent information needs, for example on poverty developments,
the economic cost of the crisis and priorities for reconstruction, and short-term policy to
strengthen communities. In addition to the ongoing work on poverty monitoring, the Bank
has completed analytical studies and reports on rural development and poverty reduction,
decentralization, measures to revive the export processing zone (EPZ), touritsm, a country
procurement review (CPPR), and a Country Financial Accountability Analysis (CFAA).

7. The Bank’s current portfolio consists of 15 projects, with total commitments of
around US$717.2 million, of which about US$281 million was disbursed as of August 5,
2003. Of total commitments, around 45 percent are in the social sectors, 33 percent in
infrastructure, transport, energy, and mining, 16 percent in rural development and 6 percent
in finance and private sector development.

8. The Bank has prepared its Country Assistance Strategy (CAS) for FY 04-06, which
centers on supporting the government’s recently developed PRSP and helping Madagascar’s
efforis to reach the Millenntum Development Goals. Key upcoming analytical and advisory
assistance foreseen over the next CAS period includes a public expenditure review anda
development policy review. Proposed new investments include Transport Infrastructure,
Governance, Environment, an Integrated Growth Poles Project, and a Watershed Project. The
Bank also plans on moving to programmatic lending during this CAS period through Poverty
Reduction Strategy Credits (PRSCs) targeting education, nutrition, and health.

IMF-World Bank collaboration in specific areas

9. IMF and World Bank staff maintain a close working relationship, especially with
respect to (i) completion of the full PRSP; (ii) reforms set out at the decision point of the
Initiative for Heavily Indebted Poor Countries; (iii) analyses and reforms in public financial
management; (iv) other governance reforms, including customs; (v) support of the
privatization program; and (vi) participation in the Integrated Framework trade project. The
table below includes a short description of each of the areas and specific support provided by
the two institutions with respect to policy advice.



Area

Completion of full
PRSP

HIPC Initiative
completion point
reforms

Public financial
management

Other governance
reforms

Privatization
program

Integrated
framework/ trade
analytical work
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Bank/Fund Collaboration

Description

Together with multi-
and bilateral donors,
Bank/Fund work
provides continnous
technical assistance
toward completion of
full PRSP, planned in
2003

Regular joint
Bank/Fund supervision
missions; joint
preparation of HIPC
“Tracking Poverty-
Related Spending”
assessment and action
pian

Joint Bank/Fund
missions analyzing
fiscal management

New government has
embarked on heavy
governance reform
agenda; Bank/Fund
staff works closely
with UNDP/EU/ATDB
staffs in assisting
development of
implementation plans

Close joint monitoring
of government’s large
privatization program,
comprising four major
and several dozen
smaller public
enterprises

Integrated Framework
(1F) paper FY (4

Specialized Advice/
Reforms Supported by
Fund

Macroeconomic
framework: growth,
revenue, expenditure,
and trade projections

Reforms linked to
budgetary accounting
and controls

Tax analysis and
reform,
strengthening of
control organs;
expenditure
management

Customs

All sectors, especially

monitoring of
privatization receipts
of large enterprises
(petroleum,
telecommunications)

Macro projections for
IF framework paper

APPENDIX V

Specialized Advice/
Reforms Supported
by Bank

Poverty analysis;
rural poverty study;
and education and
health scctor work

Reforms in
education, health,
rural transport
sector

Expenditure
monitoring and
analysis, especially
in sectors important
for poverty

~ reduction

Anticorruption
agenda, decentrali-
Zation, and judicial
sector reform

All sectors,
Reforms in
petroleum,
telecommumnications
and air transport
sector are linked to
ongoing adjustment
program.,

Sectoral analysis for
1F paper
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10.  Areas where the Fund takes the Jead role relate to policy advice and reforms with
respect to (i) overall economic policy advice and macroeconomic targets; (ii) tax policy and
administration; (iii) budgetary accounting; (iv) treasury procedures; (v) public sector wage
policy; and (vi) monetary management and exchange rate policy. The Bank team actively
participates in discussions between the Fund and the government in all these areas,
especially, however, with respect to the setting of overall macroeconomic targets, as well as
tax policy. At the request of the authorities, a tax policy technical assistance mission from the
Fiscal Affairs Department of the IMF was fielded during July-August 2003.

11.  Areas in which the World Bank takes the lead are related to specific sector advice
in the areas in which the Bank has active lending operations (especially in the social sectors,
infrastructure, agriculture and environment) as well as a number of analytical studies
described in paragraph 6. '

12.  Joint responsibility for policy advice from the Bank and the Fund cencern

(1) budgetary procedures, including expenditure execution; (ii) the functioning of internal and
external budget control institutions; (iii) reform of customs; (iv) trade policy; and

(v) monitoring and continuation of the privatization program. Furthermore, the two
institutions jointly support the PRSP process, the HIPC Initiative process, and the completion
of the Integrated Framework trade initiative (see Table 2).

13.  Questions may be referred to Mr. Willem van Eeghen (473-2399), Country Program
Coordinator for Madagascar at the World Bank. '



Closed Projects

IBRD/ADA *
Total Disbursed {Active)
of which has been repaid
Total Disbursed (Closed)
of which has been repaid
Total Disbursed {Active + Closed)
of which has been repaid

Total Undisbursed {Active)

Total Undisbursed {Closed)

Total Undisbursed {Active +
Closed)

Madagascar

Operations Portfolio (IBRD/IDA and Grants)

75

271.5

0.00

1,676.36

201.29
1,907,485,785.59
201,294,774.24

445.68

0.00

445 68

(as of 08/05/2003)

Active Profects : Difference Between
Last PSR Expected and Actual
Supervision Rating Mﬁw-ﬁw Disbursements *
Project ID Project Name D;%E—-ﬂi 1::13:5 %&m F;se‘::' IBRD IDA GRANT Cancel. Undisb.  Orig. Frm Rev'd
P055166 Community Development Project s s 2001 1100 76.1 80
PO01559 Education Sector Development s S 1998 65.0 30.2 30.5 3.2
P051822 Rural Development Suppont Project s s 2001 89.1 i 848 -11.7
PO01533 Energy Development Support Project 8 S 1996 45.0 _ 7.2 10.5 34
P080345 Emergency Economic Recovery Credit S s 2003 50.0 0.0 ]
PO52186 Micro finance S 8 1999 16.4 - 76 5.2
PO76245 Minerai Resources Governance Project # # 2003 320 325 0.4
PO72987 Multisectoral STHHIV/AIDS S 8 2002 20.0 18.0 .-2 4
P001568 Nutrition | _ 3 s 1998 27.6 33 3.6
P001564 Rural Water Sector Pital ] s 1998 17.3 9.3 94
PO73689 Rural Transport Project - APL - Phase 2 8 8 2003 80.0 828 29
P051741 Second Health Secter Suppeort Project s S 2000 40.0 24.2 93
‘Second Private Sector Development _
PO72160 Prciect ' S s 2002 23.8 25.2 9.2
Transport Sector Reform and
P052208 Rehabilitation S S 2000 65.C . 30.0 10.9
P048697 Urban infrastructure S s 1997 _ 35.0 14,4 147 12.0

_18_
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Madagascar: Statistical Issues

1. Madagascar’s database remains weak, particularly the real sector, government
finances, the balance of payments, and social indicators. The authorities are aware of these
deficiencies and are working, with technical assistance from the international community,
including the Fund, to strengthen their statistical system. Madagascar is taking steps to
participate in the General Data Dissemination System (GDDS). To this end a GDDS
coordinator has been nominated, and metadata are under preparation. STA balance of
payments and monetary and financial statistics technical assistance missions visited
Antananarivo in June and July 2001, respectively, Following a request by the authorities, a
mulitisector statistics mission will visit February 12-25, 2004.

Real sector

2. The introduction in 1996 of a system of regular business surveys has contributed
somewhat to an improvement in the compilation of national accounts data. However, data
remain weak and incomplete, particularly for the agricultural sector, Data on the use of
resources are also inadequate, and data for changes in inventories are not reported. Short-
term indicators of economic activity are not generally available. Significantly, in January
2002, the publication of a quarterly index of industrial production by export processing zone
(EPZ) enterprises was introduced, with external technical and financial assistance. There are
plans to begin developing a quarterly industrial production index (covering non-EPZ
enterprises), should discussions concerning United Nations Development Program (UNDY)
financial assistance be completed early.

3 A revamped consumer price index (CPI), with weights based on the1993 household
survey and covering four principal cities, was introduced in July 2000. The CPI is generally
reported to Fund staff on a timely basis; however, during the period January-August 2002,
the compilation of the price index was disrupted and reporting delayed; timely reporting
resumed in September, Data on producer prices and nationwide employment are not
available. :

Government finance

4, The latest government finance statistics (GFS) data reported to STA for publication in
the GFS Yearbook are for 2001 and cover the consolidated central government. However,
many classification problems remain (requirmg extensive use of adjustment entries to current
expenditure), and detailed information is missing in the time series since 1996 for budgetary
and nonbudgctary breakdowns and for central government debt. Madagascar does not report
subannual data for publication in International Finance Statistics.
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Balance of payments

5. Since 1984, the Central Bank of Madagascar (BCM) has been in charge of compiling
and disseminating balance of payments statistics, and in 1997 it implemented the fifth edition
of the Balance of Payments Manual (BPM35). However, the current compilation system is
flawed in many respects: the external trade data are derived from customs data, which are
affected by inadequate coverage at the level of recording procedures, and by large amounts
of smuggling, particularly in the mining sector, Moreover, the customs processing system has
experienced numerous technical disruptions since 1998. As a result, the external trade data
have limited serviceability and require many manual corrections. The current implementation
of the ASYCUDA (automated system for customs data, Version 2.7) was largely completed
by mid-2002, with the system installed in most customs offices. There are plans to upgrade:
the customs processing system to ASYCUDA ++.

0. The balance of payments statistics mission (June 5-20, 2001), which reviewed the
compilation system within the framework of the BPMS, left with the authorities a number of
recommendations aimed at improving the existing compilation system, including institutional
reforms within the BCM and measures to improve interagency cooperation. In November
2002, the authorities indicated that the committee in charge of finalizing external trade
statistics had been reactivated and was contributing to improved data collection and analysis.
In 2002, significant progress was also made on the implementation of banking sector
surveys, aimed at ensuring comprehensive coverage of service transactions in the balance of
payments. In April 2003, the authorities indicated that the reporting forms for bank
settiements and respondents’ surveys had been improved through new questionnaires on
foreign direct investment for nonfinancial corporations, and that further work was being
undertaken to review the classification of all reported transactions in a format consistent with

BPMS.

7. The compilation of external debt statistics is generally satisfactory, and the authorities
are benefiting from technical assistance by the United Nations Conference on Trade and
Development (UNCTAD) in installing the latest version of the Debt Management and
Financial Analysis System (DMFAS). This system is not yet fully operational; some data
entry remains to be completed, and certain DMFAS modules remain to be installed by

UNCTAD technicians,

Monetary statistics

8. A STA monetary and financial statistics mission visited Antananarivo in July 2001 to
follow up on the recommendations of the 1995 mission, assist the staff of the BCM in
addressing data collection, compilation, and dissemination issues, initiate work toward
introduction of the methodology in the Monetary and Financial Statistics Manual, and assist
- the authorities in drafiing GDDS metadata for the financial sector. The 2001 mission found
that the BCM implemented most of the recommendations of the monetary and financial
statistics mission of 1995, including the reclassification of some accounts of the monetary
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authorities and commercial banks and the revision of valuation procedures for foreign-
currency-denominated accounts. The 2001 monetary and financial statistics mission
specifically recommended (i) the widening of statistical coverage to microfinance
institutions; (i) the inclusion of the Savings Bank and Postal Administration in the “Other
Depository Corporations” subsector; and (iii) the improvement in the timeliness of the
BCM'’s balance sheet. An action plan for the implementation of the mussion’s
recommendations has been agreed with the authorities. Beginning in August 2001, monetary
data for publication in International Financial Statistics (IFS) have been reported to STA
regularly by e-mail. During the 2002 political crisis, the timeliness of monetary data
reporting was uneven; however, the authorities resumed regular reporting starting at midyear.
Data for the monetary authorities and deposit money banks through October 2003 have been
published in the IFS.



Interna- Central  Reserve/ Cverall
Exchange tional Bank Base Broad  Interest Consumer Exports/ Cuamrent Govern- External
Rates Reserves  Balance  Money  Money Rates Price Imports  Account  ment GDP/ Debt/Debt
Sheet  Index Balance Balance GNP Service
Date of latest 12/19/03 10/31/03 10731703 | 10/31/03 | 10/31/03 | 11/21/03 | 10/2003 Q2/03 Q2/03 972003 | 2002 9/2003
observation
Date 1eceived 11/19/03 11/21/03 11/21/03 | 11/21/03 | 11/21/03 | 11/25/03 | 11/25/03 | 10/15/03 | 10/15/03 | 11/15/03 | 3/10/03 10/15/03
Frequency D M M M M M M Q Q M A A
of data
Frequency of W M. M M M M M Q Q M A% A
teporting
Source of update A A A A A A A A A A A A
Mode of M M M M M M M M M M v v
reporting
Confidentiality C C C C C C C C C C C C
Notes: Frequency of data: D=daily, M=monthly, Q=Quarterly; A=annual.

Madagascar: Core Statistical Indicators

(As of January 5, 2004)

Frequency of reporting: W=weckly; M=monthly, Q=quarterly, A=annuslly, =1rregula.rly in conjunction with staff visits. .
" Source of update: A=direct reporting by the Central Bank of Madagascar, Ministry of Finance and Ecenomics, or other official agency.
Mode of reporting: M=mai! (including e-matl), V=staff visits.

Confidentiality: C=unrestricted use.
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INTERNATIONAL MONETARY FUND

REPUBLIC OF MADAGASCAR

Fourth Review Under the Poverty Reduction and Growth Facility and
Requests for Extension of the Arrangement and Additional Interim Assistance Under
the Enhanced Initiative for Heavily Indebted Poor Countries—
Supplement on Request for Increased Access Under the
Poverty Reduction and Growth Facility

Prepared by the African Department
(In consultation with the Policy Development and Review Department)

Approved by A. Basu and Martin J. Fetherston
March 15, 2004

1. Madagascar was hit by Cyclone Gafilo two times between March 7 and
March 10, 2004, after the staff report for the fourth review of the Poverty Reduction

and Growth Facility (PRGF) arrangement had been issued.! First official estimates are
that 149 people are feared dead.

2. According to the Malagasy authorities, the cyclone devastated the Sava region, center
of the vanilla production, as well as two ports in northern Madagascar through which vanilla
is exported. In 2003, vanilla exports amounted to SDR 154 million, or 27 percent of
Madagascar’s total exports. Vanilla exports in 2004 were originally projected to amount to
SDR 116 million, reflecting a 25 percent decline over 2003, due to theft and insecurity in the
producing areas. Preliminary estimates by staff, in the aftermath of Cyclone Gafilo, are that
vanilla exports would decline further to SDR 40 million in 2004 (see table below).

Madagascar: Export of Goods, 2003-04
{In millions of SDRs, unless otherwise indicated; ciumulative since the beginning of the year)

2003 2004
Q1 Q2 Total
Proj. Prel. Proj. Rev. Proj. Rev.
Exports of goods 566.0 176.2 137.0 3250 266.8 613.5 5374
Of whieh : exports of vanilla 153.8 59.6 20.4 88.5 303 115.8 397
Memorandum item:
Exports of vanilla (in percent of total exports) 27.2 33.8 14.9 272 11.4 18.9 74

Sources: Malagasy authorities; and Fund staff estimates.




3. The cyclone darnaged'the Andapa region, which is the rice production center of the
northern part of Madagascar. It is also likely that shellfish exports will be affected, as most of
the aquacultural infrastructure in Mahajanga was destroyed.

4, The dislocation of people and the physical damage caused by the cyclone have
resulted in social and economic costs of very large, but not yet fully quantified, proportions
for Madagascar. The program review is thus proceeding amid unusual uncertainty with
respect to the macroeconomic context. The revised balance of payments takes into account a
preliminary assessment of the impact of the cyclone on only the vanilia industry and the
corresponding foreign assistance.

3. The authorities have appealed for assistance from the international community,
and Cyprus, the European Union, France, Libya, and the United States have already
announced their intention to help. The World Bank stafl is also considering various options

to provide support.

6. In the attached supplementary letter of intent (LOI) to the Acting Managing
Director, dated March 15, 2004, (Appendix 1), the Malagasy authorities request an
augmentation of access under the current PRGF arrangement from the equivalent of
SDR 79.43 million {65 percent of quota) te the equivalent of SDR 91.65 million (75
percent of quota). The additional access of the equivalent of SDR 12.22 million (10 percent
of guota) would constitute immediate balance of payments support linked to an expected
increase in the trade deficit associated with the cyclone. Thus, the originally scheduled
amount of SDR 11.347 million will be increased by the amount of the augmentation, upon
approval of the fourth review of the PRGF arrangement (see revised Table 1 attached).

7. A revised proposed decision is attached, which provides for the augmentation of the
PRGF arrangement and the increased amount of the fifth disbursement associated with this
review (Decision A). The proposed decision on Interim HIPC assistance has also been
updated to reflect the schedule of repayments due following the Board meeting on
Madagascar (Decision B).

1. STAFF APPRAISAL

8. Based on the expected impact of Cyclone Gafilo on Madagascar’s balance of
payments, and the commitment by the authorities to achieving their macroeconomic
objectives, the staff supports the authorities’ request for an augmentation of access under the
current PRGF arrangement in an amount equivalent to 10 percent of quota. When more
precise estimates of the impact of the cyclone on growth, public finances, and the balance of
payments become available, staff will make an assessment of the additional donor support

that would be desirable.

9. The staff welcomes the support afready announced by the international community
and hopes that further relief will be provided, preferably in the form of grants,
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Ms. Anne O. Krueger

The Acting Managing Director
International Monetary Fund
Washington, D.C.

March 15, 2004

Dear Ms. Krueger,

This letter 1s intended 1o serve as a supplement to the Memorandum of Economic and
Financial Policies (MEFP) signed on March 2, 2004.

Cyclone Gafilo, described as the most violent in 50 years, hit Madagascar on March 7 and
again on March 10, 2004, and has destroyed important agricultural production infrastructure,
including rice and vanilla, and the aquaculture in the northern part of the country. Vanilla and
shellfish are important exports of Madagascar, and these developments are bound to
significantly reduce exports in 2004. The Government of Madagascar requests that, in view
of the immediate balance of payments need arising from the cyclone destruction, the amount
of the current Poverty Reduction and Growth Facility (PRGF) arrangement be increased from
the equivalent of SDR 79.43 million (65 percent of quota) to the equivalent of SDR 91.65
million (75 percent of quota). We request that the additional amount of SDR 12.22 million
(10 percent of quota) be disbursed in full, together with the fifth originally scheduled
disbursement to the equivalent of SDR 11.347 million, following the completion of the
fourth review under the arrangement.

The Government of Madagascar would like to reiterate its commitment to achieving the
macroeconomic objectives and structural reforms contained in the MEFP referred to above.

Sincerely yours,

s/ | /s
Benjamin Andriamparany Radavidsen Gaston Ravelojaona
~ Minister of Economy, Finance, and Governor
the Budget _ Central Bank of Madagascar

Antananarivo, Madagascar - Antananarivo, Madagascar



Table 1. Madagascar: Tentative Work Program Under the Proposed Revised

PRGF Arrangement, 2003-05

Date Action Disbursement

October 2003 Mission to conduct fourth review under the
PRGF arrangement and discussion of
program for 2004,

March 2004 Executive Board consideration of the SDR 23.567 million
fourth review under the PRGF :
arrangement, including increased access of
the equivalent of SDR 12.22 million.

May 2004 Mission to conduct the fifth review under
the PRGF arrangement.

July 2004 - Executive Board consideration of the fith ~ SDR 11.347 million
review under the PRGF arrangement.

November 2004 Mission to conduct the sixth review under
the PRGF arrangement and discussions for
Article IV consultation.

February 2603 Executive Board consideration of sixth SDR 11.347 million

review under PRGF arrangement, and
conclusion of the Article IV consultation.
Arrangement expires.
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Table 2. Madigascar: Balance of Paymenls, 2000-08
- (In millions of SDR<, unless otherwise indicated)

2000

rlEi}]

2002 2003

2004 2005 2006 2007 2008
Frog. Prel. Frog. Proj. Prog. Rev. Projectinnz
Curreni accouni «165.4 46.4 -155.0 <2085 -168.6 -153.4 -2303 -242.5 -243.2 «262.6 =276 -291.7
Goads and services -24.8 -1143 -2024 224 8 -275.9 3054 -360.4 -431.) =372 -354.0 -409.8 430.6
Trade batance -TB.6 38 B3 -90.5 -90.1 -154.% -225.1 -301.3 -246.9 -214.9 -1853 -1727
Exports 6285 579 406.0 3750 5845 566.0 6135 537.4 1516 8811 10148 1LIL5.5
Tmports -767.0 -7463 -497.3 -465.5 -675.0 <7209 -838.6 -B38.6 -974.5 -1,096.9 -LI99.8 -1,28832
Met services (ned) -136.2 -125% -1 -1343 <185.8 -154.3 -1352 -135.8 -154.4 ~179.2 -224.5 «2579
Services, receipts 279 263 1811 Hea N 2473 2357 281.8 2873 3154 346.0 361.9 377.8
Services, payments 4071 -402.2 -1923 -3074 4331 -350.2 4731 4731 -459.8 -525.2 -536.5 -635.7
Tncome {net) -51.3 -46.7 =585 -53.0 -56.4 =575 -41.% 475 -38.40 439 -518 -63.0
Receipts 6.6 187 153 201 1913 T 15.7 157 20.0 U2 225 26
Payments -69.9 -65.4 -74.0 =731 -75.7 658 -61.6 -63.6 -58.0 -65.1 144 -86.6
Gfwhich - gavernmeant inferest ! <3846 414 4319 -43.1 2.9 4.1 A4 2.4 -29.9 -23.0 279 270
Currenl transfers 102.6 1t4.6 105.% 4.7 163.6 175 1779 424 166.0 1754 1853 1959
Governmenl 255 249 449 62 8.3 523 9.9 1574 759 729 B41 8.6
Budget aid 16.% 36.7 513 pra| HE.B 289 815 14790 654 04 4.6 Te1
HIPC relief 4.0 13.8 202 202 22 i1 19.9 9% o 0.0 0.0 0.0
Grants 16.5 17.9 31 1% 66.7 66.7 6.6 625 664 704 .6 T8
Grants associated with cyclone Gafilo 64.5 )
Other (net) * 10 -11.8 64 159 95 104 104 0.4 9.5 9.5 95 95
Private 771 BS.7 61.0 68.0 653 M6 85.0 850 90.1 958 1012 1073
Capitsl and Rnanzial account 1.5 AR 675 4.1 1682 1669 188.2 2882 305.5 3148 3278 3446
Capital sccount {governitnenl project granis) 7.0 856 404 a7 538 638 1745 1245 1320 i 148.3 1572
Financial account 34.0 0.5 271 255 104.2 319 163.7 je3.y 1715 175.0 1755 1874
Direet investment 59 731 5.0 6.4 13.1 ol 52.0 520 60.6 80.6 0.6 60.6
Of which ; privatization receipis 53 109 ap 13 17 . 00 00 6.0 0.4 0.0 0.0 04
Other -188 178 221 - 19.1 9L 243 107 117 1129 44 118.% 1268
Governmenl 6| 23 54.6 48.1 96.6 49.8 117.0 1174 1173 119.4 126.5 1333
Drawing 6.9 90.2 124.7 1203 167.6 120.8 186.1 184.1 164.2 172% 18313 194 5
Preject drawinge 45.2 60.4 474 4.6 105.0 815 1415 T07.5 1362 1413 1517 162.9
‘Budgery supporl 39.3 268 193 685.7 36.6 373 726 786 28.0 3.6 e ile
MNon-government 14 0 0.0 0.0 6.0 o] 0.0 0.0 [H] 0.0 0o 0.0
Amortization -50.8 587 <121 .T2.2 -7 -7.0 -62.1 -£5.1 -46.8 =335 -56.8 -60.2
Private arcior amortization oa .15 <15 =79 -54 -7 5.3 -53 4.4 B.E -76 74
Banks, ne! -5.0 38 -35.0 211 T80 -§7.3 0.0 0.0 X+ 0.0 an 0.0
Other (imcl. emvors snd omiesions) | 454 -1126 6.0 339 .0 69.2 0.0 0.0 0o 0.0 a0 o0
Crverall balanze -938 19.6 K75 -99.4 .4 -26.5 579 45.7 623 523 515 459
Financing 93.8 -1%.6 B7.5 .4 0.4 26.5 =57.% -45.7 =523 -51% S5 469
Net foreign assets {increase -] 254 -T69 308 0.0 -40.1 -14.0 -96.7 -B4.5 -117.6 -108.7 -108.B -105.1
Tse af Fund credit (nel) 34.2 214 56 3.6 173 59 113 9.5 32 -16.9 -176 -176
Disbursements 380 227 114 1.4 2.7 31%] 2.7 M9 113 0.0 6.0 8.0
Repayments -3.8 -1.3 -2.7 =37 -5.4 -54 =54 54 -&1 «16.9 -i16 178
Other assets, net {increage -} -5.7 <983 214 4 =574 -20.0 =114.0 =114.0 -120.8 929 512 876
Nel change in armean {exctuding central bank) * 5.8 16 0o 1.5 95 -85 8.0 0.0 0.0 o.0 0.0 0.0
Débt refief and cancellation *' 536 558 57.5 519 50.0 50.0 383 383 553 578 573 582
Memorandum items:
Granis (in perceat of GDF) 3.8 32 25 1.5 44 432 51 6.7 4.6 4.5 4.4 4.4
Loans (in percent of GDP) 0.2 06 16 14 2.6 1.3 2.8 28 16 24 2.4 24
Divect inveatment (in percent of GDF} 13 2.1 0.1 a2 04 G2 12 12 t.3 1.2 1.2 11
Currehl aseount {in pereent of GD'P)
Excluding net official transfers -6.5 =20 -5.8 6.1 -73 -15 1.6 95 =70 =10 6.9 -6.9
Tnciuding nel official transfers 5.6 -13 4.5 .58 4.6 -5 54 5.7 54 5.4 53 -3
Gross officia] reserves 2187 TS 2969 266.6 324.0 286.6 400.6 425.0 5213 6142 T05.4 T93.0
{mn monihs of pmports of goods and nenfactor s 24 i3 49 4.1 35 3l 1% 4.0 4.3 4.5 4.7 49
Exchange rales .
Mulagasy francs’SDR {period average) B,951.0 B,391.0 8,89%5.0 87743
Malagasy franca/UU 5. dollar {period average) 67672 65915  68ED) 65023

Sources: Central Bank of Madagascar, Ministry of Finance, ¥MF Finance Depl., and Fund siaff eslimales and projections.

! Interest end amnortizalion payments assume Paris Club stock-of-debl reduction will occur at the completion paint, envisaged i be in 2004,

? Interim relief provided Ty the African Development Bank Group {AfDB), TDA, and the IMF for 2001-03. The distribution of interim relief
among these years differs from Lhe original program due to AfDB's choice of a differen delivery option than assuned at the time of the decision point.

* Other official granis less payments due to scholarships and ceniribmiions (o intermational organizations.

? Includes commercial credits received or granisd,

* From 2000 on, includes exiernal comumercial amrears.

¢ Bilaleral agreements on debl with non<Paris Club creditors, most of which is in arrears, were initially assumed to be fmalized in 2001; however, such reschedulings are
maltenalizing at a slower pace than envisaged. For 2001, arrears were rescheduled with the Sandi Fund for Development and a cormmercial creditor, {loche Bank (Hong Kong SAR).
T Assuming a Paris Club flow rescheduling on Cologne terms sgreed in 2001, of which a part is attributable 1o RIPC relief.

' b prreent of exports of goods and nonfactor services,

? In percent of govemment revenue.
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Statement by the IMF Staff Representative
March 17, 2004

The following supplementary information has become available since the issuance of

the staff report. The thrust of the staff’s assessment remains unchanged.

Cyclone Gafilo, one of the most violent cyclones in 50 years, hit the country in
March, adding to the damage already exacted by cyclone Elita in January and
February 2004. In light of the additional balance of payments need, the authorities
have requested an augmentation of access under the current PRGF arrangement,
which the staff supports.

The consumer price index declined by 0.8 percent from December 2002 to December
2003, compared with the projection in the staff report of a 0.3 percent increase.

Preliminary data indicate that tax revenue in 2003 was 10 percent of GDP, consistent
with the projection in the staff report.

With the economy emerging from the 2002 political crisis, imports during January-
August 2003 almost recovered to the level during the same period in 2001. For the
rest of the year, imports rose sharply as the tax and taniff relief law took effect on

September 1. As a result, the 2003 imports surpassed the 2001 level by 10 percent.

From end-December 2003 to end-February 2004, the Malagasy franc depreciated by
14 percent against both the euro and the dollar, reflecting rising imports and a weak
export performance. The exchange rate stabilized somewhat in March, in part because
of smoothing operations undertaken by the central bank.

The international tender for the purchase of the cotton company, HASYMA, was
Jaunched on January 29, 2004, representing a step toward compliance with the end-
March 2004 structural performance criterion for the completion of the bidding
process.

The indicative targets for end-September 2003 were met, except for that on the
domestic financing of the budget.
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March 17, 2004

IMF Completes Fourth Review of Madagascar's PRGF-Supported Program,
Approves an Augmentation of Access under the PRGF Arrangement,
and a Disbursement of US$34.7 Million

The Executive Board of the Interational Monetary Fund (IMF) today completed the fourth
review of Madagascar's performance under an SDR 79.4 million (about US$117.1 million)
Poverty Reduction and Growth Facility (PRGF) arrangement.

Given the expected impact arising from cyclones that hit Madagascar in early March 2004, the
Executive Board approved the Malagasy authorities’ request to augment the access under the
current PRGF of the equivalent of SDR 12.2 million (about US$18.0 million). This additional
amount is to be disbursed in full, together with the completion of the review.

The completion of the review and the additional amount will enable the release of
SDR 23.6 million (about US$34.7 million), which would bring total disbursements under the
program to SDR 69.0 millien (about US$101.6 million).

The Executive Board also approved the extension of the PRGF arrangement until March 1, 2008,
with a rephasing of disbursements for July 2004 and February 2005 and an SDR 0.609 million
(about US$0.90 million) disbursement as additional interim assistance under the enhanced HIPC
Tnitiative for Madagascar for the period March 19, 2004-June 30, 2004.

' Madagascar's three-year program was approved on March 1, 2001 (see Press Release No. 01/7),
and was extended on December 23, 2002 (see News Brief No. 02/133) until end-November 2004
from end-February 2004, '

The PRGF is the IMF's concessional facility for low income countries. PRGF-supported
programs are based on country-owned poverty reduction strategies adopted in a participatory
process involving civil society and development partners and articulated in a Poverty Reduction
Strategy Paper (PRSP). This is intended to ensure that PRGF-supported programs are consistent
with a comprehensive framework for macroeconomic, structural, and social policies to foster
growth and reduce poverty. PRGF loans carry an annual interest rate of 0.5 percent and are
repayable over 10 years with a 5 %4-year period on principal payments.

Washington, D.C. 20431 s Telephone 202-623-7100 o Fax 202-623-6772 www.imf.crg



Following the Executive Board's discussion of Madagascar, Anne Krueger, Acting Managing
Director and Acting Chair, stated:

“The Executive Board expressed its deep sympathy to the people of Madagascar for the
dislocation and loss of life they have suffered from the recent cyclones. The cyclones are
expected to have a significant adverse impact on the economy. However, the authorities remain
committed to achieving their macroeconomic objectives and structural reforms with the
assistance of the intemational community. The Fund is helping to cushion the balance of
payments impact of the cyclones by augmenting Madagascar’s access to Poverty Reduction and
Growth Facility (PRGF) resources under the current program.

“Madagascar’s economy rebounded in 2003 following the 2002 slump, and prospects for 2004
are for continued strong economic growth and low inflation. The implementation of the program
supported by the Poverty Reduction and Growth Facility was satisfactory in the first half of
2003. However, fiscal slippages emerged in the second half of the year. The key challenges for
the authorities in the period ahead will be to restore fiscal discipline, improve governance,
strengthen the business climate to encourage private investment, and continue with structural
reforms to boost exports and economic growth,

“The budget for 2004 allows for a modest growth in cutrent expenditure, keeps the Investment
budget in line with the absorptive capacity of the economy and foreign financing, and aims at an
ambitious tax revenue objective. To achieve these objectives, the authorities are taking measures
to enhance expenditure control, remove administrative bottlenecks to reduce investment delays,
improve the tax system, and expand the tax base. The authorities have appropriately decided not
to renew the exemptions granted in the August 2003 tax and taniff relief law when they expire in
September 2005, and to avoid such exemptions in the future.

“A key objective of the authorities’ program is to improve the private sector’s access to credit.
The amendment of the Property Act in 2003 allows foreign investors to own land, which,
combined with an improved land registry system, should facilitate the use of land as collateral
for bank loans. The ongoing modernization of the judicial system is also essential to reduce
banking risks.

“Following the expiry of the World Trade Organization’s Agreement on Textiles and Clothing
by end-2004, Madagascar may face increased competition in export markets. To meet these
challenges, the authorities intend to persevere with prudent macroeconomic policies while
accelerating structural reforms to improve the efficiency of the cotton sector, maintain low
production costs, increase the output and quality of the vanilla crop, and diversify exports.

“The authorities are implementing a plan to privatize and rehabilitate the telecom, cotton, sugar,
and utility companies in order to increase economic efficiency, private investment, and economic
growth. Steadfast implementation of these reforms will contribute to raising incomes and
reducing poverty in rural areas.



-“The Poverty Reduction Strategy Paper adopted in July 2003 provides a comprehensive and
coherent framework for guiding the implementation of the Malagasy authorities’ poverty
reduction strategy. The authorities should now decisively implement the strategy and the

remaining HIPC Initiative completion point triggers, so that Madagascar can benefit from
additional debt relief as soon as possible,” Ms. Krueger said.



Statement by Damian Ondo Maiie, Executive Director for Republic of Madagascar
March 17, 2004

Madagascar’s economy is responding well to the comprehensive set of measures that were
implemented in late 2002 and early 2003, following the political crisis of 2002. As
Directors may recall this crisis brought about a major disruption in the economy,
characterized by a very sharp drop in real GDP and aggravated the hardships of the
population. To address this situation, the government established, with the assistance of the
Fund, World Bank, other multilateral institutions and bilateral donors, a recovery and
reconstruction plan. The measures taken were consistent with the PRGF program and aligned
with the PRSP, and were aimed, among others, at stabilizing the economy, strengthening the
business climate and governance, encouraging private sector investment, and diversifying the
export base. An important component of the plan was also the provision of emergency
assistance to the most vulnerable groups of the population. The recovery plan was successful
in meeting most of the objectives that were set.

The Malagasy authorities have built on the progress made in 2003, and have strengthened
their efforts in many areas, in particular in the fiscal sector where the authorities are
implementing the FAD technical mission recommendations. As described in the authorities’
Memorandum on Economic and Financial Policies for 2004, a wide range of measures
consistent with the PRSP are being taken.

Performance in 2003

Macroeconomic performance in 2003 continued to improve compared to the previous year,
on the basis of the comprehensive measures undertaken. All the performance criteria for end-
June 2003 were observed. Real GDP in 2003 1s estimated to have increased by nearly

10 percent, compared with a program objective of 6 percent, with annual average inflation
declining by 1.4 percent, compared to an increase of 8 percent in the program. Employment,
in particular in the Export Processing Zone increased significantly, while activities in the
other sectors of the economy, including the agricultural sector, were buoyant. Good progress
was also made in improving access to education with the construction of additional
classrooms, the recruitment of teachers, and the provision of basic supplies to primary
school children. Access to basic health care was also expanded.

In the fiscal area, the authorities’ objectives, for 2003, were: the improvement of
government revenue to allow for increased social spending, and the promotion of economic
recovery, while keeping the deficit at a level consistent with the program. In this regard, a
wide range of measures were taken and included targeted revenue increases as well as
reforms of tax and customs administration, and the strengthening of expenditure and treasury
management. To help the economic recovery, following the major shock that occurred, the
authorities reduced marginal income tax rates for individuals and companies, and the tariffs
on a number of inputs for the agricultural and construction sectors. These measures were
supplemented in mid-2003 by further temporary tax and tariff exemptions for the import of
capital goods and selected commodities. The fiscal impact of these additional exemptions is
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estimated at about one quarter of one percent of GDP for 2003. On the expenditure side,
there was an increase in extrabudgetary outlays in the area of education, security, public
enterprise reform and additional domestic interest obligations, but overall expenditure was
kept within program target. Government revenue, however, is estimated at 10.3 percent of
GDP, instead of 10.6 percent, as programmed. As a result, the overall fiscal deficit (on a
commitment basis, excluding grants) was 7.9 percent of GDP, Although, this deficit
improved compared to 2001, it was higher than the program target of 7.6 percent of GDP.

The objective of monetary policy in 2003 was to reduce inflation while ensuring adequate
scope for the expansion of credit to the economy, which is essential to the recovery. The
stance of monetary policy was such that it helped to bring inflation under control. However,
credit to the economy remained subdued in the first half of the year as businesses confidence
took time to recover, and expanded in the second half of 2003 as credit to the government
and crop financing picked up. The introduction of the new currency, the ariary which is
equivalent to FMG 5, is proceeding smoothly

In the external sector, although there was broad improvement, the current account deficit
target was higher than programmed, as exports increased by less than projected, as it is
taking longer for the factories in the Export Processing Zone to return to full production.
Import, in particular of capital goods, also increased significantly. The level of international
reserves was lower than programmed. The authorities maintained their flexible exchange
rate policy, and reflecting in large patt the strengthening of the euro, the effective exchange
rate depreciated in 2003,

The authorities implemented a number of structural reform measures in 2003, In particular,
measures were introduced to enhance private sector confidence and development. The
anticorruption commission was established. Steps were taken to strengthen tax and customs
administrations and to combat fraud. The Property Act was amended to allow foreigners to
own land. A comprehensive program of privatization was put in place, but met with delays
due to technical problems and issues related to shareholder rights. The authorities remain
committed to the privatization program and are working closely with the different partners to
complete the process.

Program for 2004

The program for 2004 will continue the reform agenda. The authorities will implement
policies that will ensure sustainable economic growth and the reduction in poverty, consistent
with the PRSP. In this regard, the policies being implemented are expected to achieve real
GDP growth of 6 percent, contain inflation at about 5 percent, and raise the level of
international reserves to the equivalent of 3.8 months of imports. Efforts to improve the fiscal
outlook and accelerate structural reforms will be intensified.

In the fiscal sector, while important progress has been made in restoring fiscal discipline and
improving governance, this progress has to be consolidated and strengthened. Measures
envisaged for 2004 go in this direction, and will focus, among others, on enhancing
transparency and efficiency in public resource management, improving governance and



raising the level of revenue. With the economy recovering, the authorities will focus more
efforts on raising government revenue, and in this regard, the measures envisaged for 2004,
are expected to raise the tax-to-GDP ratio from 10 percent in 2003, to 11.2 percent in 2004,

The authorities are taking steps that will continue the process of broadening the revenue base
and maintaining the integrity of the VAT. The VAT is being extended to cover a number of
previously exempted goods and services, and taxes on tobacco and cigarettes are being
increased. The efforts to strengthen tax and customs administrations, as well as collection of
tax arrears will be pursued. The authorities have also taken steps to simplify and streamline
the tax system. In particular, the number of trade taxes and tariff rates are being reduced.
These measures are also expected to contribute to enhance the openness of the economy and
to reduce fraud. The Budget for 2004 includes measures aimed at reversing the increase in
tax exemptions, and introduces a comprehensive overhaul of the tax system based on the
recommendations of the Fund technical assistance mission.

On the expenditure side, the tight control over outlays will be maintained. However, the
budget includes increases in poverty-related expenditure, as well as increases in capital
expenditure, which is externally financed for the most part. The wage bill will be reduced to
5.1 percent of GDP in 2004, as no wage increase will be granted, although there is allowance
for new recruitments in the areas of health, education, justice and security, and for the
program of early retirement. The authorities also intend to clear all payments arrears
outstanding at end-2003, and pay arrears of the SIRAMA and TELMA to sugar planters and
creditors respectively. Procedures have been put in place to prevent the occurrence of new
arrears. The authorities will also intensify their efforts to improve treasury accounting,
simplify budget execution system, and strengthen the monitoring of budget implementation.

Monetary policy will be consistent with the inflation and growth objectives. In this regard,
the authorities will monitor closely liquidity developments in the banking sector, and will
also facilitate the development of a money market which should improve the effectiveness of
monetary policy. The resumption of strong economic growth and the strengthening of the
investment climate are expected to be conducive to demand for credit by the private sector.
With the government not having recourse to net bank credit, the authorities have
programmed broad money to increase by 12 percent during the year, which should be
adequate to meet the needs of the economy while remaining consistent with the inflation
objective. The availability of credit to small- and medium-sized enterprises is being
improved through amendment to the Property Act to allow the use of property as collateral.
The legal framework for microfinance activities is being finalized and operations are
expected soon. Although the banks are well capitalized, nonperforming loans have been
increasing, mainly as a consequence of the 2002 crisis. The authorities expect these
nonperforming loans to decrease as the recovery takes hold, but they are, nevertheless,
strengthening banking supervision and developing systems of early warning with assistance
from the Fund. Moreover, the audit of reserves management and foreign exchange activities
has begun, as recommended by the safeguards assessment report.

In the external sector, the prudent macroeconomic policies being implemented and the
ongoing structural reforms will contribute to maintaining Madagascar’s external



competitiveness. The return of the EPZ factories to full production should also improve the
export picture which, however, will be adversely affected by the drop in vanilla exports. On
the import side, the public and private investment program and the lowering of a number of
tariffs are expected to cause import to show a substantial increase, so that the external current
account deficit(excluding transfers) is projected at about 7.6 percent of GDP. Reflecting a
higher level of external financial assistance, the level of international reserves should
increase to the equivalent of 3.8 months of imports. Moreover, in the context of its regional
integration policy, and the launching of the customs unions of the COMESA, Madagascar is
taking measures to harmonize its customs rules and procedures with those of the other
countries of the COMESA .

As regards the debt profile, it remains broadly similar to that projected at the decision point.
Madagascar has also finalized bilateral rescheduling agreements with most Paris Club and
several non-Paris Club creditors. Contacts have also been made with all official creditors for
the reconciliation of outstanding debt in preparation for reaching the completion point.

The comprehensive program of structural reforms will be pursued in 2004. In the fiscal
sector, measures are being taken to further improve the operations of the tax and customs
departments. In the public enterprise sector, the authorities are pursuing the efforts to
complete the agenda of reforms for the several public enterprises for which reforms are
underway.

Cyclone Gafilo

My authorities are fully committed to the reform process and to accelerate the reform agenda
where possible. However, as has been the case in the past, the country remains subject to
exogenous shocks, and especially to the vagaries of the weather. Last week Madagascar was
hit twice by a violent hurricane which has caused large loss of lives and extensive damage to
the agricultural sector and the infrastructure. The authorities are in the process of assessing
the damages and the costs of reconstruction. They will consult with the staff, if any change
needs to be made to the program’s objectives, and will work with staff on the assessment of
any additional support that may be required. However, in view of the extensive damage
caused by the cyclone, as outlined in the staff supplement, and based on preliminary
assessment, my Malagasy authorities are requesting an augmentation of access under the
current PRGF arrangement in an amount equivalent to 10 percent of quota. I would,
therefore, like to request Directors for their full support of the proposed decision, including
the augmentation of access, to enable the Malagasy authorities to pursue their strong reform
agenda. My authorities are thankful for the assistance that they have already received, and
they hope that the international community will continue to stand by their side in these
difficult times.

Conclusion
Despite the many challenges they faced, my Malagasy authorities are of the view that the

overall performance of the economy improved significantly in 2003, and that progress has
been made in the reform agenda. The poverty-reduction program has been well implemented
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and is having a positive impact on the population. Under the 2004 program, the authorities’
efforts will be intensified, as the macroeconomic situation has broadly stabilized. There is no
doubt that the recent cyclone will have an impact on my authorities’ efforts, but they remain
fully committed to pursue steadfastly the reform agenda. They are thankful to the
international community for the excellent assistance that has been provided to them, and
which they are putting to good use.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

