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Discussions for the sixth and last review under the PRGF arrangement took place
during December 6-20, 2004, in Antananarivo. The principal Malagasy
representatives included Mr. Radavidson, Minister of Economy, Finance, and Budget,
and Mr. Ravelojaona, Governor of the Central Bank of Madagascar (BCM). The
mission was received by President Ravalomanana. The mission also met with other
senior government officials, as well as representatives of the diplomatic community,
churches, nongovernmental organizations (NGOs), and the business community.

The staff team comprised Mr. Fayolle (head), Mr. Nassar, Ms. Allain (all AFR),
Ms. Khemani (PDR), and Mr. Jahjah (Resident Representative). The mission worked
closely with the World Bank staff based in Madagascar.

The authorities have expressed interest in pursuing their relationship with the Fund in
the context of a successor PRGF arrangement, after the current arrangement expires
on March 1, 2005. A mission to discuss the Ex Post Assessment (EPA) is tentatively
scheduled to take place together with the Article IV discussions in March 2005.

The security environment in the capital, Antananarivo, gradually worsened over the
past few months, with an increasing number of robberies and kidnappings targeting
local businessmen, expatriates, and diplomats.
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Executive Summary
Recent developments and performance under the program in 2004

o Efforts to restore macroeconomic stability following the shocks that affected
Madagascar during the first half of 2004 proved broadly successful, and growth is
estimated to have reached 5.3 percent in 2004. However, inflation remains high and is
one of the authorities’ key concerns. Real exchange rate movements have been
dominated by the sharp nominal depreciation of the currency, and the real exchange
rate remained near its historical low in late 2004.

o Performance under the program was overall satisfactory, with all quantitative
performance criteria at end-September, as well as the structural performance criterion
and benchmarks at end-December, being met. However, the fiscal situation
deteriorated in the fourth quarter, as current primary expenditure exceeded the
program target by about 0.6 percent of GDP. The impact of these overruns on the
domestic balance was mitigated by higher-than-anticipated revenue. The authorities
have started to implement a set of corrective measures to prevent the recurrence of
such slippages.

Economic policies for the period ahead

o The authorities remained committed to maintaining a tight policy stance in 2005, and
understandings were reached on quarterly macroeconomic and fiscal targets designed
to meet the inflation target of 5.5 percent (year-on-year) by December 2005.

o The substantial fiscal adjustment foreseen for 2005 will require vigorous
implementation of the corrective actions to strengthen budgetary execution and
control and additional revenue mobilization efforts. In particular, progress achieved in
the area of customs reform in 2004 has to be consolidated.

o The authorities continue to work toward improving the effectiveness of monetary
policy to ensure that monetary targets consistent with the inflation objective can be
met. To this end, liquidity forecasting will be strengthened and cooperation between
the central bank and the Ministry of Finance enhanced.

. Following the termination of the Multifibre Agreement in early 2005, the authorities
will accelerate the implementation of structural reforms, with a view to improving the
overall competitiveness of the economy and diversifying the export base.

o The authorities have expressed interest in pursuing their future relationship with the
Fund in the context of a successor PRGF arrangement, after the current arrangement
expires on March 1, 2005. A mission to discuss the Ex Post Assessment (EPA) is
tentatively scheduled to take place together with the Article IV discussions in
March 2005.



I. INTRODUCTION

1. On October 18, 2004, the Executive Board completed in principle the fifth review
under the PRGF arrangement (IMF Country Report No. 04/404) and considered the Poverty
Reduction Strategy Paper (PRSP) annual progress report (IMF Country Report No. 04/402,
Vols. I and II) and the associated joint staff assessment (IMF Country Report No. 04/403).
On October 22, 2004, Madagascar reached the completion point under the enhanced Heavily
Indebted Poor Countries (HIPC) Initiative, which will trigger the release of US$836 million
in debt relief (in net present value (NPV) terms) over time. Upon the completion of the fifth
review, Executive Directors commended the Malagasy authorities for their determined
implementation of the PRGF-supported program in the face of deteriorating economic
conditions, after two cyclones hit the island in early 2004. Directors stressed that the
economic environment remained fragile and urged the authorities to remain focused on
safeguarding macroeconomic stability. They also encouraged them to push ahead with
reforms aimed at improving the business climate and diversifying the export base. Finally,
Directors emphasized the need for Madagascar to continue a prudent borrowing policy and
work toward stepping up capacity building.

2. Performance under the current arrangement has been broadly satisfactory, and this
review would, for the first time, permit all disbursements to be completed under a PRGF
arrangement with Madagascar.' Macroeconomic performance improved over the program
period, except during the 2002 political crisis, with the economy growing at least 5 percent a
year in real terms. The authorities also made significant progress in governance and
improved the alignment of the budget with PRSP priorities. However, exchange and inflation
rates remained volatile, and the current account deficit fluctuated substantially, underlying
the economy’s continued vulnerability to shocks and policy slippages. Performance on the
fiscal front, in both revenue mobilization and public expenditure management, was uneven,
and progress in implementing structural reforms often slower than envisaged.

3. In the attached letter of intent (LOI) dated February 3, 2005 (Appendix I), the
Minister of Economy, Finance, and Budget and the Governor of the Central Bank of
Madagascar (BCM) review economic and financial developments and implementation of
structural reforms in 2004 and discuss economic perspectives and policies for 2005.

I1l. RECENT DEVELOPMENTS AND PERFORMANCE UNDER THE PROGRAM

4, Efforts to restore macroeconomic stability following the shocks that affected
Madagascar during the first half of 2004 proved broadly successful. Although
Madagascar was hit in early 2004 by two major cyclones, real GDP growth is still expected
to reach 5.3 percent, spearheaded by strong performance in construction, export processing
zones (EPZs), and tourism. However, inflation remains high, with the consumer price index

" These issues will be discussed in more detail in the upcoming Ex Post Assessment.



(CPI) increasing by 27 percent at end-December (on a year-on-year basis; Figure 1 and

Text Table 1). This increase continues to be fueled by the rise in prices of petroleum products
and rice, Madagascar’s main staple food;” excluding these two goods, which constitute about
25 percent of the CPI basket, inflation has remained fairly stable over the last months. This
surge in inflation led to an upward revision of nominal GDP growth to 20.3 percent for the
year as a whole. With the rise in inflation, domestic price increases considerably exceeded
those in partner countries in 2004. However, real exchange rate movements have been
dominated by the sharp nominal depreciation of the currency, and the real exchange rate
remained near its historical low in late 2004 (Figure 2).

Figure 1. Consumer Price Index, Figure 2. Real and Nominal Exchange Rates,
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Text Table 1. Actual and Projected Inflation, 2004
Mar-04 Jun-04 Jul-04 Aug-04 Sep-04 Oct-04 Nov-04 Dec-04
Prog. Act.
Monthly increase 2.3 2.3 32 1.8 2.2 1.8 2.8 2.0
12-month increase 2.0 133 17.8 19.9 22.1 24.0 26.0 14.9 27.0
Memorandum items (12-month basis):
Contribution of rice prices to inflation 0.2 3.1 6.3 8.3 10.8 10.0 12.0 12.7
Contribution of oil prices to inflation 0.0 4.4 5.1 6.3 5.6 5.7 7.8 6.9
Contribution of other prices to inflation 1.7 5.8 6.4 5.4 5.8 8.2 6.1 7.4
Sources: Ministry of Economy, Finance, and Budget; and Fund staff projections.

* The rice imports from Asia, originally expected for end-September, have only partially arrived, and
took place significantly later than had been envisaged (the bulk of the shipments arrived in
December). In this context, the related price decrease, which had been anticipated to take place in the
fourth quarter of 2004, has not materialized.



5. All quantitative performance criteria at end-September, as well as the structural
performance criterion and benchmarks at end-December, were met (Appendix I,
Attachments III and IV). Tax revenue was higher than programmed at end-September thanks
toa gOOd performance at Figure 3. Net Purchase of Foreign Exchange by the Central Bank,
customs. Successive January 2 — December 30, 2004 (in euros)
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indicative targets on the

ceiling on broad money growth and on the floor on arrears payments were missed. On the
structural front, the resolution on the use of the new ASYCUDA ++ software at customs, a
structural performance criterion at end-December, was issued on December 29, 2004, and the
two BCM’s benchmarks (publication of the audited financial statements for 2003 and
issuance of the operational guidelines for central bank interventions in the interbank foreign
exchange market) were also met.

6. The fiscal situation deteriorated significantly in the fourth quarter, with current
primary expenditure exceeding the program target by 0.6 percent of GDP. In part, this
stemmed from the underbudgeting of certain expenditures (notably military wages and civil
service pensions), which became evident during the fourth quarter.’ In addition,
unanticipated payments were incurred, mainly on account of indemnities to civil servants in
the Ministry of Finance and payments to the utility company Jirama. These overruns reflect,
in part, a large recourse to the emergency spending procedure.” Staff reached understandings
with the authorities on a list of corrective measures (see 918 below) aimed at preventing a
recurrence of such slippages. However, total expenditure remained below program
projections, due to lower-than-anticipated foreign-financed capital expenditure.

* This issue had already been flagged in the September 2004 memorandum of economic and financial
policies (MEFP) and the staff report for the fifth review (IMF Country Report No. 04/404).

* The emergency spending procedure allows for expenditures to be paid directly by the Treasury even
in the absence of a payment order, thus bypassing the usual procedure. Such expenditures are
supposed to be regularized, at the latest, before the commitment period ends—that is, for 2004, before
October 31.



7. The impact of the expenditure slippages on the domestic balance should be
mitigated by higher-than-anticipated revenue. The overall revenue projection (excluding
grants) for 2004 has been revised upward to account for higher-than-anticipated nontax

revenue in the form of payments from the central bank,” and the nominal tax revenue target
has been increased to reflect the expected good performance of customs revenue in the last

quarter. However, this revision would only partially match the upward revision in nominal
GDP, so that the tax revenue-to-GDP ratio is now projected to reach 11 percent of GDP in
2004, against 11.2 percent in the PRSP projections.’ The revision of the nominal revenue
target, combined with a small downward revision in interest payments and in domestically
financed capital expenditure, should limit the impact of the expenditure overruns on the

domestic balance to 0.2 percent of GDP.

8. In spite of the tightening of liquidity conditions, broad money growth exceeded

the program target at end-September. The
BCM increased its base rate three times
between April and September (from

7 to 16 percent), and increased reserve
requirements on two occasions. Following
these measures, the maximum medium-term
lending rates increased from 15.5 percent at
end-December 2003 to 23.5 percent at end-
September 2004 (Figure 4) and weighted yields
on treasury bills rose from 11 percent at end-
June 2004 to 17.3 percent at end-

December 2004 (see Figure 5 attached),
keeping interest rates substantially higher than
inflation (excluding rice and oil prices).
However, the growth of broad money remained
sustained, reflecting the higher-than-
programmed accumulation of foreign exchange
reserves and a robust increase in credit to the
private sector during the second half of the
year. This increase reached 26 percent at end-
October, driven by the pickup in economic
activity in several sectors (including tourism
and construction), as well as a sharp increase in

> The payments, amounting to 0.3 percent of GDP, were related to the revaluation of the BCM’s net

Figure 4. Weighted-Average Interest Rates, 1999:Q1-2004:Q3
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credit to privately owned oil companies following the liberalization of the sector in 2004
(Figure 6 and Text Table 2).

Text Table 2. Credit to Private Sector, 2003-04
(In billions of Malagasy francs, unless otherwise indicated)

2003 2004
Dec. Jun. July Aug. Sep. Oct.
Total loans 3,012.9 3,663.0 3,767.1 3,649.5 3,797.8 3,829.5
Of which : total credit to oil companies 1/ 117.2 295.8 370.9 459.3
Total loans denominated in foreign exchange 177.4 364.2 324.8 235.4 208.1 191.3
Total loans excluding the effect of exchange
rate depreciations in 2004 3,012.9 3,519.5 3,642.2 3,559.8 3,714.1 3,749.5
Guarantees deducted from risks 2/ 92.9 306.8 396.4 3227 329.0 350.3

Source: Banking and Financial Supervision Commission, Central Bank of Madagascar (BCM).

1/ Includes off balance sheet operations.

2/ These are guarantees provided for local subsidiary banks by their headquarters abroad. It excludes one local bank
whose parent bank (abroad) guarantees all loans exceeding the single borrower exposure limit.

9. The overall balance of payments is expected to be somewhat weaker than
originally projected in 2004, mainly as a result of lower-than-programmed disbursements of
project grants. However, the current account balance is expected to improve relative to
program projections, due to: (i) higher exports, reflecting in particular a lower-than-expected
impact of the cyclones on the value of vanilla exports’ and a strong increase in EPZ exports;
and (ii) substantial increases in private transfers as a result of higher activity of NGOs
operating in Madagascar.

10. Implementation of the structural reform agenda has been uneven. Progress has
been achieved in the fight against corruption. The new anti-corruption bureau (BIANCO)
started its operations in October 2004, and coordination between the various anti-corruption
and control institutions (such as the High Council for the Fight Against Corruption, the
General Accounting Office of the Supreme Court, and the General State Inspectorate) was
strengthened. However, progress on public enterprise reform has been slow. The contract
with one of the two operators selected last June to privately manage the sugar company,
Sirama, was canceled in October, apparently because of disagreements over staffing issues,
and awarded to the second operator selected in June. Moreover, while the company to
privately manage the utility company, Jirama, has been selected and is expected to start its
operations in early 2005, the medium-term strategy for the sector has not yet been finalized
(LOL 911).

" The volume of vanilla exports, however, declined substantially in 2004 and accounted for most of
the 12 percent decline in the total volume of exports.
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I1l. REPORT ON PoLICY DISCUSSIONS

11. Macroeconomic policy remains geared toward fostering broad-based and
sustained growth. In this context, policy discussions centered on (i) assessing the economic
environment for 2005, with a particular focus on inflation and on the possible impact of the
termination of the International Multifibre Agreement (MFA) in early 2005; (ii) defining
additional revenue measures to offset the expected shortfall stemming from various
dispositions of the 2005 finance law and remedial actions to prevent the recurrence of
expenditure overruns; (iii) securing a path for broad money consistent with the inflation
objective and enhancing the effectiveness of monetary policy; (iv) preserving external debt
sustainability in the wake of the attainment of the completion point under the enhanced HIPC
Initiative; (v) accelerating structural reform implementation and diversifying economic
activity in the context of increased competition for some of Madagascar’s main export
products; and (vi) stepping up capacity-building efforts.

A. Economic Outlook for 2005

12. Real GDP is projected to reach 6.4 percent in 2005, and should be driven by an
increase in agricultural output and investment in tourism facilities and public infrastructure.
The 6.4 percent growth target falls between the high and low projections in the poverty
reduction strategy paper (PRSP).

13.  The authorities were confident that a substantial decline in inflation can be
achieved in 2005. They pointed to (i) the good rice harvest foreseen for 2005,* the projected
decline in world market prices for rice, and the tariff reduction on imported rice; (ii) the
gradual decrease, currently projected for 2005, of world market prices for oil from their high
end-2004 level; and (iii) the waning effect of the exchange rate depreciation that took place
in the first half of 2004. They remain committed to maintaining a tight policy stance, which
should help contain the second-round effect of the 2004 CPI increase. Staff agreed that under
these assumptions, the authorities’ objective of lowering inflation to 5.5 percent (year-on-
year) by December 2005, although ambitious, appeared achievable.’

14.  The authorities were of the view that containing inflation and accelerating the
pace of structural reforms were paramount to preserving competitiveness at a time of
increased competition. In particular, with the termination of the MFA, textile exports are
expected to grow only slightly in 2005. In this context, meeting the inflation target would be
key to preserving competitiveness gains. At the same time, implementation of structural

¥ With the strong increase in the price paid to domestic rice producers in 2004, areas under cultivation
are expected to increase in 2005. Moreover, the extension of the road network in rice-growing areas
should facilitate access to rice-producing centers.

? This represents a slight upward revision from the 5 percent foreseen in the finance law, which
assumed a faster deceleration of world prices for oil, in line with earlier WEO projections.
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reforms and of measures reinforcing good governance will have to be accelerated to foster an
environment conducive to growth and economic diversification.

B. Fiscal Policy and Reform

15. Fiscal policy in 2005 is geared toward supporting the dis-inflation objective,
while preserving social spending. The fiscal deficit—as measured by the domestic
balance—is expected to improve by 1.6 percent of GDP in 2005 (LOI, 96). However, social
expenditures are projected to increase markedly; excluding foreign-financed investment,
health and education spending should grow by about 50 percent. The authorities concurred
with the staff that maintaining a prudent wage policy, consistent with the 2005 finance law
approved by the parliament, was key to bringing inflation down. However, they stressed that,
at 4.6 percent of GDP, the wage bill is low by international standards and can constitute an
obstacle to the recruitment of high caliber civil servants.'® Staff agreed that this issue could
be revisited in the future in the context of the civil service reform and mindful of
macroeconomic implications. The substantial fiscal adjustment envisioned for 2005 should
allow the government to reduce its indebtedness to the banking sector for the second year in a
row.

16.  The ratio of tax revenue to GDP is targeted at 11.6 percent in 2005 and
understandings were reached on a list of additional measures to offset the 2 point
reduction in the value-added tax

(VAT) rate and the reduction of Text Table 3. Expected Impact of Additional Revenue Measures in 2005
some customs tariffs. While the tax (In billions of FMG)

revenue target of 11.8 percent of

. Total 305
GDP foreseen in the finance law Tax Directorate
Could not be malntalned the reVISCd Intensification of tax verifications through enhanced cooperation 80
. ? with other fiscal administrations
target fOI‘ 2005 Stlll CaHS fOI‘ a Strengthen collection procedure on excise taxes 20
SubStal’ltlal lmpI'OVemel’lt 111 the taX Strengthen taxation of real estate transactions 20
collection effort from 2004, Customs Directorate

Strengthen use of risk management system 185

equivalent to 0.6 percent of GDP,
and is in line with PRSP projections. ~ |Memerandumitem

Impact of VAT reduction on taxes collected on petroleum products 1/ 38
To meet this revised target, the
authorities have decided to postpone 1/ Fully compensated by FMG 38 billion increase in taxes on petroleum products.
the reduction in the VAT rate from 20 to 18 percent until September 1, 2005,'" and additional
revenue-enhancing measures will be implemented (Text Table 3 and LOI, Attachment II). In
particular, the risk-management system at customs will be strengthened, the import tax on
petroleum products will be increased to compensate for the shortfall from the reduction in the

' The average size of the wage bill in Africa over 1990-2001 was 8.4 percent of GDP.

' The reduction will therefore coincide with the rescinding of the remaining tax and tariff
exemptions granted in September 2003.



-12 -

VAT collected on the products, and procedures will be implemented to systematize the
exchange of information between the various fiscal administrations. The authorities have also
announced their intention to explore ways, in consultation with their main development
partners and, in particular, the World Bank, to improve the taxation of the mining sector,
whose current contribution to the fiscal effort is very low, as pointed out in the PRSP.

17.  The authorities made substantial progress in customs reforms. They increased the
efficiency of customs procedures by intensifying ex post controls, instituted bi-weekly
consultations with the private sector, and rotated more than 30 percent of customs agents in
the past six months—changes that translated into a significant decrease in the average
customs clearance time (from 48 to 24 hours or less in the main customs offices) and in
discretionary decision making by customs officials, according to private sector
representatives. The authorities explained that the revisions in customs tariffs envisaged in
the 2005 finance law, which led to tariff reductions for over 200 goods, including rice, were
part of a broader plan to rationalize customs tariffs within the four existing tariff bands

(5, 10, 20, and 25 percent).12 However, staff felt that the reclassification of goods within the
four tariff bands was somewhat ad hoc and plans to explore the issue in further detail during
the upcoming Article IV discussions.

18.  The authorities are firmly committed to implementing additional measures to
strengthen budgetary execution and control in order to prevent a recurrence of
expenditure slippages. They have started to implement the measures already identified in
the September 2004 MEFP, including the upward revision of some underbudgeted items in
the 2005 finance bill and the transfer of oversight responsibility for the military wage bill to
the Ministry of Finance, starting in January 2005. In addition, the Minister of Finance read a
communication to the Council of Ministers about the strict limitation of the emergency
expenditure procedure. Moreover, the authorities have asked the General State Inspectorate
to carry out an audit of the use of the emergency procedure in 2004; the audit is expected to
be completed by mid-March and could lead to administrative sanctions if warranted. The
authorities are also committed to accelerating the implementation of the recommendations of
the HIPC Assessment and Action Plan (AAP) report (LOI, 96, and Attachment I). Staff
stressed that strengthening budgetary execution and control is of particular importance in
2005, the first year for program budgets."® The authorities were well aware of this particular
challenge and are in the process of recruiting an international expert to help them strengthen
budget execution and control. They also intended to put transitory safeguard mechanisms in
place to smooth the transition to the program budget approach and prevent any losses in
budgetary control.

12 The authorities are still evaluating the impact of the tariff revisions on the average weighted tariff.

'3 The most salient feature of program budgeting is to embed each annual budget in a rolling three-
year expenditure framework, built on programs designed to achieve specific outcomes. The program
budget for 2005 is built around 128 programs, those implementation is to be monitored by close to
1,500 output indicators.
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C. Monetary and Exchange Rate Policies and Financial Sector Reform

19.  The main objective for monetary policy in 2005 is to secure a path of broad
money consistent with the inflation target. Broad money (M3) should increase by about
19 percent over the year as a whole, allowing for sufficient resources to be channeled to the
private sector to support growth, with private sector credit projected to increase by about
22 percent, broadly in line with nominal GDP growth. The government’s financing need
from the banking system is projected to decline by 13 percent. The BCM will continue to
hold regular reverse auctions to prevent excess liquidity buildup and stand ready to adapt
monetary conditions if warranted by economic developments.

20. The authorities recognize the need to improve the effectiveness of monetary
policy to ensure that monetary targets can be met. To this end, they plan to implement an
operational framework for short-term liquidity forecasting and management with the
assistance of the Fund’s Monetary and Financial Systems Department (MFD). Meanwhile,
liquidity forecasting procedures are also being improved through closer coordination with the
Ministry of Finance. Furthermore, the authorities intend to broaden access to treasury bill
auctions and ensure that appropriate conditions for money market developments are in place,
with a view to improving the effectiveness of monetary policy (LOI, 7).

21.  The authorities will continue to allow the exchange rate to be market
determined. They consider that the new interbank foreign exchange market (MID),
introduced in July 2004, has functioned smoothly and contributed to the stabilization of the
exchange rate. In December 2004, the BCM adopted operational guidelines for its
interventions in the MID, a structural benchmark under the program (LOI, §10). The
guidelines reassert that the BCM would only intervene in the foreign exchange market to
dampen sharp swings in the exchange rate and to meet the central bank’s objective of net
foreign assets accumulation—and, indeed, the BCM has largely refrained from foreign
exchange interventions since mid-2004 (Figure 3 above). The authorities stress that the
flexible exchange rate policy will be accompanied by prudent macroeconomic policies and
structural reforms, with a view to maintaining Madagascar’s external competitiveness. It was
agreed that the forthcoming Article IV mission would look into these issues in more detail.

22.  The authorities plan to further strengthen banking supervision. They noted that
credit was expanding rapidly, partly reflecting foreign-owned banks’ lending activity, backed
by guarantees from their headquarters (Text Tables 2 and 4). Against this background, the
authorities were taking steps to strengthen cooperation with supervisory authorities in banks’
home countries.

23.  The authorities continue to implement the main recommendations of the Stage
One safeguards assessment. They have published the BCM’s audited financial statements
for 2003 and indicated that International Financial Reporting Standards will be adopted as

the central bank’s accounting framework starting in 2005. Furthermore, private sector firms
are also set to adopt the new accounting framework in 2005, in line with the deadline set by
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the National Accounting Board. On January 1, 2005, the transition from the Malagasy franc
(FMG) to the ariary was smoothly extended to the entire payment system.

Text Table 4. Bank Soundness Indicators, December 2001 — September 2004
2001 2002 2003 2004
Jun. Sep.
Est.
Capital adequacy (Ratio, in percent)
Regulatory capital to risk-weighted assets
Lowest ratio 12.0 11.4 10.7 9.4 8.4
Highest ratio 34.1 38.7 38.5 49.1 38.7
Asset quality
Nonperforming loans to total gross loans 10.3 19.5 16.7 14.2 12.9
Earnings and profitability
Return on assets 2.8 1.1 32 4.3 4.4
Return on equity 39.0 16.0 45.7 334
Noninterest expenses to gross income 48.9 52.2 46.9 42.4 429
Personnel expenses to noninterest expenses 353 38.3 389 36.1 35.6
Liquidity
Liquid assets to total assets 442 52.1 50.5 49.4 48.7
Liquid assets to short-term liabilities 70.0 77.8 74.5 71.8 70.3
(In billions of Malagasy francs)
viciulanuulil 1ein
Total assets 6,723.0 6,965.2 7,685.9 9,350.0 9,431.8
Total profits before tax 186.6 79.7 249.6 199.8 310.1
Highest foreign exchange exposure 17.2 19.6 58.3 141.0 109.4
Source: Banking and Financial Supervision Commission, Central Bank of Madagascar (BCM).

D. External Sector and Debt Sustainability Issues

24.  The current account deficit as a share of GDP is expected to narrow somewhat
in 2005 relative to 2004, but considerable uncertainty remains. First, the value of vanilla
exports in 2005 may turn out to be lower than projected, in spite of the relatively good
harvest and an expected sharp increase in the volume of exports, if the world market remains
depressed. Moreover, the implications of the termination of the MFA, as well as the
scheduled expiration of the third-party apparel provision of the African Growth Opportunity
Act (AGOA III) in early 2007, on textile exports are also uncertain, and these exports are
expected to grow in 2005 at a substantially lower pace than in 2004. There are also
indications that export prices have been softening, in a context where profit margins are very
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thin despite the recent depreciation of the Malagasy currency. With lower vanilla'* and
textile prices, the terms of trade are expected to show a sharp deterioration in 2005.

25. Prudent borrowing and somewhat higher exports contributed to improvements
in debt indicators in 2004, and most indicators for 2005 should be below the levels
projected at the time of the completion point last October. In the medium term however,
lower vanilla prices and lower exports from EPZs relative to the projections at the
completion point will raise the ratio of net present value of debt to exports by about

5 percentage points, but debt sustainability indicators are expected to remain below the HIPC
thresholds. The authorities are making strong efforts to benefit fully from reaching the
completion point under the enhanced HIPC Initiative and obtaining full HIPC assistance
from their creditors (Box 1). External financing needs will, however, remain relatively high
given the large infrastructure needs, but the authorities are committed to borrowing only on
concessional terms following a careful analysis of the debt burden and repayment capacity
(LOIL, 99). The pressure for loan financing could be eased in the near future, provided
Madagascar benefits from grants from the U.S. Millennium Challenge Account. Maintaining
debt sustainability will also be helped by the strengthening of debt-management capacity, in
the broader context of the stepped-up capacity-building effort (see 427 below).

Box 1. External Debt and the Paris Club Rescheduling

On November 16, 2004, Paris Club creditors concluded an agreement with the
government of Madagascar on the provision of completion point assistance. The
participating creditors were Austria, Canada, France, Germany, Israel, Italy, Japan, the
Russian Federation, Spain, Sweden, Switzerland, the United Kingdom, and the United
States. Madagascar’s public debt was estimated at US$4,843 million in nominal value
at end-2003, and the debt owed to Paris Club creditors as of October 1, 2004, at
US$1,572 million. The Paris Club provided debt relief of US$387 million in NPV
terms, including interim assistance estimated at US$110 million. In addition, most
Paris Club creditors have confirmed their intention to provide additional relief by
canceling all remaining bilateral debt. The government of Madagascar has requested all
its bilateral non Paris Club creditors to provide debt relief consistent with the enhanced
HIPC Initiative.

'* The 2005 forecast assumes an average export price of SDR 50 per kilo (compared with an average
of SDR 180 per kilo in 2004), but there are indications that early 2005 transactions took place at a
lower price. The decline in the price of vanilla accounts for most of the deterioration in the terms of
trade projected for 2005.
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E. Structural Reforms and Capacity Building Issues

26. Improving overall competitiveness and diversifying the export base are among
Madagascar’s most important challenges. To meet these challenges, the authorities intend
to accelerate the implementation of structural reforms aimed at lowering the cost of
production and raising the productivity of the export sector. They are of the view that
continued vigorous implementation of the reform at customs is a key to success in this area.
Staff made the point that clarifying the strategy for the utilities sector should also be
considered a priority. The authorities intend to make progress toward the privatization of the
two major public insurance companies (LOI, §11). More generally, they remain committed to
implementing the recommendations of the recently completed Diagnostic Trade Integration
Study, and, in consultation with the main stakeholders, to identifying specific measures
aimed at improving competitiveness (LOI, 98). Increased transparency in public affairs, in
particular through the actions of BIANCO, should also contribute to raise Madagascar’s
attractiveness to investors.

217. The authorities agreed that meeting Madagascar’s economic challenges and
reducing its vulnerability to shocks also hinge on strengthening capacity in the area of
economic policy formulation and implementation. To this end, the authorities are
preparing a time-bound capacity-building plan for several government institutions, including
those that deal with public debt, expenditure execution and control, revenue, monetary
management, and interventions in the interbank foreign exchange market. The government
intends to approach its main development partners, including the Fund, in the course of 2005,
to discuss possible support for the plan’s implementation (LOI, §12).

IVV. STAFF APPRAISAL

28. Madagascar’s performance under the program in 2004 has been broadly
satisfactory, particularly in light of the difficult economic environment that prevailed
during the first half of the year. Efforts to stabilize the exchange rate proved successful,
economic growth was sustained, and fiscal discipline was broadly maintained, with the
domestic balance projected to improve by 1.5 percent of GDP in 2004. All quantitative
performance criteria at end-September and the structural performance criterion at end-
December have been met.

29. Inflation continued to increase throughout 2004 and remains a key concern for
2005. The 5.5 percent year-on-year inflation target for end-2005 could be achievable,
provided that oil and rice prices moderate as expected and that the envisaged tight monetary
and fiscal policies are fully implemented. Even if these conditions were in place, there
remains a risk, however, that the inflation objective will not be met. The authorities are
closely monitoring inflation developments and staff would be prepared to discuss possible
options, should the deceleration in inflation indeed be slower than currently envisaged.

30. In this context, the fiscal overruns that took place in the last quarter of 2004
were particularly regrettable, but the authorities’ determination to avoid a recurrence
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of such slippages is welcome. The spending slippages underscore the need to accelerate
ongoing reforms of the public expenditure management system, with a special emphasis on
expenditure control. In this regard, the measures already taken by the authorities to address
the weaknesses identified during the 2004 budget execution are an encouraging sign. The
authorities should fully and timely implement the recommendations of the audit launched in
January, because the strengthening of the budgetary process is crucial to maintain donor
confidence and ensure the effectiveness of the budget as a poverty-reducing tool. The
authorities should also put in place transitory safeguard mechanisms to ensure that the new
program budget approach does not entail any loss in budgetary control.

31. Performance at the customs department improved in the second half of 2004,
with positive implications for both fiscal revenue and the business climate. Continuation
of the reform process will be essential to achieve the revenue target in 2005 and further
improve Madagascar’s attractiveness to investors.

32.  Asimple, transparent, and predictable tax system has a critical role to play for
fostering private sector led economic growth. Ad hoc revisions to the tax and tariff system
need to be avoided, especially where such revisions lead to a further erosion of revenues,
which are low in relation to GDP. Instead, a more comprehensive approach is needed,
ensuring that reductions in the rates are accompanied by a broadening of the tax base. The
measures envisioned for 2005 to meet the revenue-to-GDP target of 11.6 percent, which
include the rescinding of the remaining tax and tariff exemptions granted in 2003, a
deepening of the cooperation between the relevant financial administrations, and the
continuation of the anti-corruption drive, are welcome.

33. Further steps are needed to strengthen monetary policy implementation. In
particular, while the ongoing improvement in liquidity forecasting is welcome, there is a
strong case for the central bank to develop its monetary policy instruments and be more
proactive in managing liquidity as well as monitor closely developments of monetary
conditions in order to take prompt actions when needed.

34.  While employment in EPZs in 2004 is at historically high levels, the expiration of
the MFA may have significant repercussions on textile exports. These developments,
combined with the prospect of the end of AGOA III in 2007, reinforce the need to preserve
export competitiveness. Beyond maintaining competitiveness gains reached in 2004 through
the depreciation of the exchange rate, reforms aimed at lowering production costs and
promoting diversification, notably in the agro-based industry, need to be pursued.

35. Implementation of public enterprise reform, which has been uneven, needs to be
accelerated. In particular, a comprehensive strategy for the utilities sector should be
developed, in consultation with the World Bank, and the roadmap for the privatization of the
electricity and water company, which was recently been put under private management,
should be finalized. Moreover, the privatization agenda could advance further in 2005, in
particular in the insurance sector, which is dominated by public entities.
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36. Limited capacity continues to jeopardize the implementation of the country’s
reform program. The authorities recognize the need to implement a time-bound action plan
for capacity building in the areas of public debt and fiscal and monetary management and are
in the process of finalizing it. The authorities should be approaching donors in 2005 to see
how they could coordinate their support for the capacity building effort.

37.  Significant risks for macroeconomic stability remain. Social tensions could rise, in
particular in cities, if inflationary pressures do not abate and the price of rice does not decline
as expected. Moreover, considerable uncertainties remain as to the evolution of the balance
of payments, related notably to textile exports and vanilla prices. In this context, the success
of Madagascar’s economic strategy will hinge primarily on a steadfast implementation of the
policy measures described above.

38. In view of Madagascar’s overall satisfactory record of program implementation,
staff recommends the completion of the sixth review under the PRGF-supported
program. This would be the first time that Madagascar completes a PRGF arrangement with
all disbursements scheduled thereunder having taken place. An Article IV mission is
scheduled to take place in March 2005, combined with a discussion on the ex post
assessment (EPA). The Malagasy authorities have expressed interest in pursuing their
relationship with the Fund in the context of a successor PRGF arrangement.
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Figure 5. Madagascar: Treasury Bill Auctions, January 1998-December 2004'
(Left scale in billions of Malagasy francs; right scale in percent)
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Source: Malagasy authorities.

"No treasury bill auctions were conducted during March-September 2002.

2 Sum of the 4-week, 12-week, 24-week, and 52-week treasury bills.
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Antananarivo, February 3, 2005
Mr. Rodrigo de Rato
Managing Director
International Monetary Fund
Washington, D.C. 20431

Dear Mr. de Rato,

Discussions for the sixth and final review of the arrangement under the Poverty
Reduction and Growth Facility (PRGF), approved by the IMF Executive Board on
March 1, 2001, were held in Antananarivo over December 6-20, 2004. Discussions focused
on economic and financial developments in 2004, implementation of structural reforms, and
economic perspectives and policies for 2005. All quantitative performance criteria at end-
September, as well as the structural performance criterion and benchmarks at end-
December 2004, were met, and understandings were reached on quarterly macroeconomic
and fiscal targets for 2005.

Successive monetary-tightening measures and a prudent fiscal policy, as well as the
introduction of the continuous interbank foreign exchange market, have led to the desired
reduction in liquidity and to the stabilization of the foreign exchange market, and the
criterion on the accumulation of net foreign assets at end-September was met. However,
inflationary pressures remained strong in the second half of the year, with the CPI rising by
27 percent year-on-year at end-December 2004, and continue to be fueled by high prices for
petroleum products and rice, which account for about 25 percent of the CPI basket.
Excluding petroleum products and rice, CPI inflation has remained fairly stable over the last
months. These developments have led to upward revisions in nominal GDP growth and in
average inflation to 20.3 percent and 13.8 percent, respectively, for the year as a whole.

Nominal tax revenue at end-September 2004 was higher than programmed, thus
allowing the corresponding performance criterion to be met. The tax revenue target for the
year as a whole has been revised upward by FMG 65 billion on account of the good expected
performance of customs revenue. However, in view of the low revenue elasticity with respect
to GDP, this revision only partially compensates for the upward revision in nominal GDP
growth, and the revenue-to-GDP target for the year as a whole is now expected to reach
11 percent of GDP, against an original target of 11.2 percent. The resolution approving the
installation of the new ASYCUDA++ software at customs—a structural performance
criterion under the program at end-December 2004—was issued by the Minister of Economy,
Finance and Budget on December 29, 2004.

Budget execution at end-September was broadly on track. However, revised
projections for end-December 2004 foresee a widening of the domestic balance of
0.2 percent of GDP, reflecting the difficulties encountered in budget execution during the
fourth quarter. Problems stemming from the underbudgeting of certain expenditures
discussed in the September 29, 2004, Memorandum of Economic and Financial Policies
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(MEFP) worsened, and unanticipated budgetary needs led to expenditure overruns. These
overruns reflect, in part, frequent recourse to emergency spending procedures. Overall,
current primary expenditure was 0.6 percent of GDP higher than programmed; however, the
impact of this increase on the domestic balance was mitigated by additional efforts on the
revenue side and the downward revision of domestically financed investment expenditure.
The impact of the widening of the fiscal deficit on bank financing was dampened by the rise
in the contribution of the non-banking sector to the financing of budgetary operations and
higher-than-anticipated privatization receipts. The government is firmly committed to
implementing the measures identified in the September 2004 MEFP to strengthen
expenditure control significantly, including through better control of the military wage bill,
and to taking the required additional measures to prevent the resurgence of similar problems
in the future. A table detailing these additional measures is attached (Appendix I,
Attachment I).

Macroeconomic policy for 2005 will be geared toward limiting the second-round
effects of the supply and exchange rate shocks that affected the Malagasy economy in 2004.
In this context, the main economic policy objectives will be to (i) achieve real GDP growth
of 6.4 percent, (ii) limit inflation to 5.5 percent on a year-on-year basis, and to 13.9 percent
on average, and (iii) ensure a level of foreign exchange reserves equivalent to at least
three months of imports by end-2005. To meet these objectives, the government intends to
implement the policies described in the following paragraphs.

Fiscal policy will remain prudent in 2005, thus helping meet the inflation objective.
The fiscal balance (on a commitment basis) should move to a small surplus (FMG 7 billion)
in 2005, a 1.6 percent of GDP improvement from 2004, reflecting both a prudent expenditure
policy, as laid out in the 2005 finance law, and the upward revision of the nominal revenue
objective. The tax revenue-to-GDP ratio should reach 11.6 percent of GDP in 2005 (an
improvement of 0.6 percentage points of GDP over end-2004), consistent with the objectives
of the poverty reduction strategy. To ensure that this objective will be met, the 2 percentage
point reduction in the VAT rate (from 20 to 18 percent) will not become effective until
September 1, 2005, and additional measures aiming at, among other goals, strengthening ex
post controls and intensifying the fight against fraud at customs, as well as improving
cooperation between various fiscal administrations, will also be implemented. A table laying
out these measures is also attached (Appendix I, Attachment II). The government will also
start assessing measures that could increase the contribution of the mining sector to fiscal
revenue, in consultation with its main development partners—in particular, the International
Development Association (IDA). In the area of public expenditure management, the
government will continue to implement the recommendations of the HIPC Assessment and
Action Plan report, as well as the measures discussed in paragraph 4 above.

The objective of monetary policy is to contain inflation. The government is confident
that it can meet its inflation objective for 2005 (5.5 percent at end-2005, on a year-on-year
basis). Monetary growth (as measured by M3) is expected to grow by 19.2 percent in 2005,
slightly lower than nominal GDP growth. To meet these objectives, the BCM will (i) further
strengthen its ability to forecast and manage liquidity and foreign exchange cash flow;
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(i1) broaden its instruments to mop up excess liquidity, including by increasing access to
treasury bill auctions, which should widen the investor base; (iii) further improve
coordination between the treasury and the BCM; and (iv) develop the money market.
Furthermore, banking supervision will be strengthened, in particular following the
recommendations by the recent MFD technical assistance mission, with a view to preserving
the soundness of the banking system.

On the external front, the government is cognizant of the challenges to the textile
sector resulting from the termination of the MFA in early 2005 and of the third-party apparel
provision of AGOA in early 2007. It will closely monitor the situation and will strive to
improve Madagascar’s overall competitiveness. It will also develop policies aimed at
diversifying Madagascar’s export base, including through an accelerated implementation of
recommendations of the Diagnostic Trade Integration Framework. The government will also
seek to identify specific measures designed to improve competitiveness and reduce
regulatory burdens.

Regarding debt sustainability, the government is committed to maintaining the
sustainable external debt position achieved as a result of reaching the completion point under
the enhanced HIPC Initiative. To this end, it will borrow only on concessional terms
following a careful analysis of Madagascar’s debt burden and repayment capacity.

The new interbank foreign exchange market (MID) is functioning smoothly with
marginal central bank intervention. The publication of the BCM-audited financial statements
for 2003 and the issuance of operational guidelines for BCM interventions in the MID, which
constituted structural benchmarks under the program at end-December 2004, have been met.

Privatization of the management of the public utilities company (Jirama) should
become effective in the first half of 2005; however, the medium-term strategy for the
development of the sector has not yet been finalized. The government also intends to make
progress toward the privatization of the two major public insurance companies (Aro and
Havana).

We are finalizing a time-bound capacity-building plan for several government
institutions, including in the area of public debt, fiscal, and monetary management, as well as
interventions in the interbank foreign exchange market. The government intends to approach
its main development partners to discuss possible support to the plan’s implementation.

Sincerely yours,

/s/ /s/
Benjamin Radavidson Gaston Ravelojaona
Minister of Economy, Finance, and the Budget Governor
Antananarivo, Madagascar Central Bank of Madagascar

Antananarivo, Madagascar
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ATTACHMENT I

L1ST OF MEASURES TO STRENGTHEN BUDGET EXECUTION AND CONTROL

Prepare terms of reference and launch the recruitment procedure for a technical
assistant in the area of budget execution.

Abolish the procedure of “spending by requisition” in the 2005 note on budget
execution (circulaire d’exécution budgétaire).

Establish a system strictly limiting the possibility of recourse to emergency spending
procedures in the 2005 budget execution note by (i) limiting possible recourse to the
emergency spending procedure to a list of pre-identified ministries and institutions;
(i1) setting a system of rolling caisses d’avances for eligible ministries and
institutions; and (iii) strictly applying the principle of non-replenishment of the
caisses d’avances in case expenditures are not regularized within the regulatory
deadline.

Issue a communication to the Council of Government on the new procedures for
emergency spending.

Prepare terms of reference for the audit by the General State Inspectorate (IGE) of
expenditure incurred through the requisition procedure in 2004.

Ensure that the IGE transmits its audit report to the Budgetary and Financial
Discipline Council.

Accelerate the setting up of the General Finance Inspectorate (IGF) to make it
operational during the first semester of 2005.

Transfer oversight responsibility for the military wage bill to the Ministry of
Economy, Finance and Budget as of January 1, 2005.
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ATTACHMENT II

L1ST OF ADDITIONAL MEASURES TO STRENGTHEN TAX REVENUE COLLECTION

Intensify tax verifications through the systematic use of data generated by other
financial administrations, in particular customs, the Treasury, and the public
procurement office (Tax Directorate).

Intensify verification and strengthen collection procedures on excise tax goods (Tax
Directorate).

Strengthen taxation of real estate transactions (Tax Directorate).

Increase the rate of the Petroleum Product Tax (TPP) to offset the revenue loss
stemming from the 2 point reduction of the Value Added Tax on Petroleum Products
(TVAPP), starting September 1, 2005 (Customs Directorate).

Strengthen the risk-management system at customs through improved cooperation of
the pre-shipment inspection agency (systematic use of Valuenet and Profiler
databases, and systematic cross -checking of customs declarations with inspection
reports) (Customs Directorate).
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Madagascar: Relations with the Fund
(As of December 31, 2004)
l. Membership Status: Joined 9/25/63; Article VIII
1. General Resources Account: SDR Millions % Quota
Quota 122.20 100.00
Fund holdings of currency 122.17 99.98
Reserve position in Fund 0.03 0.02
I1l.  SDR Department: SDR Millions % Allocation
Net cumulative allocation 19.27 100.00
Holdings 0.12 0.61
IV.  Outstanding Purchases and Loans: SDR Millions % Quota
Poverty Reduction and Growth Facility
(PRGF) arrangements 145.42 119.00
V. Financial Arrangements:
Expira- Amount Amount
Approval tion Approved Drawn
Type Date Date (SDR millions) (SDR millions)
PRGF 03/01/01 03/01/05 91.65 80.30
ESAF/PRGF 11/27/96 11/30/00 81.36 78.68
ESAF 05/15/89 05/14/92 76.90 51.27
VI.  Projected Payments to Fund (without HIPC Initiative Assistance)
(SDR Million; based on existing use of resources and present holdings of SDRs):
Forthcoming
2005 2006 2007 2008 2009
Principal 8.14 16.87 17.56 17.12 21.75
Charges/Interest 1.13 1.07 0.98 0.89 0.80
Total 9.27 17.94 18.54 18.01 22.54
Projected Payments to Fund (with Board-approved HIPC Initiative Assistance)
(SDR Million; based on existing use of resources and present holdings of SDRs):
Forthcoming
2005 2006 2007 2008 2009
Principal 6.96 12.23 14.81 17.12 21.75
Charges/interest 1.13 1.07 0.97 0.89 0.80
Total 8.09 13.30 15.79 18.01 22.54
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VII. Implementation of HIPC Initiative:
Enhanced
Commitment of HIPC Initiative assistance Framework
Decision point date Dec. 2000
Assistance committed (NPV terms)
Total assistance (US$ Million)" 835.75
Of which: Fund assistance (US$ million) 19.17
(SDR equivalent in millions) 14.73
Completion point date Oct. 2004
Disbursement of IMF assistance (SDR million)
Assistance disbursed to the member 14.73
Interim assistance 5.62
Completion point balance 9.11
Additional disbursement of interest income'® --
Total disbursements 14.73
VIIIl. Safeguards Assessments:

Under the Fund's safeguards assessment policy, the Central Bank of Madagascar (BCM) is
subject to a safeguards assessment with respect to the PRGF arrangement, which was
approved on March 1, 2001. An off-site safeguards assessment of the BCM, which was
completed on November 21, 2001, identified weaknesses and made appropriate
recommendations, as reported in www.imf.org. These weaknesses are being addressed with
the assistance of MFD, but key recommendations such as the timely publication of the
audited financial statements and the adoption of International Financial Reporting Standards
as the bank's accounting framework remain to be implemented.

15 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 July, 2004, the Malagasy franc has been determined through a continuous
interbank foreign exchange market system and on January 1, 2005, the Ariary (AR) replace the
Malagasy franc as the country’s official unit of account, at the rate of AR 1=FMG 5. The
exchange rate in terms of the SDR at end-December 2004 was AR 2,896 = 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 1V 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 staff report was discussed by the Executive
Board on December 23, 2002.

X1.  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
recommend measures to the 1995 budget,
mobilize additional revenue. recommended.

FAD September 1995 Assess the need for Broadening of the VAT base
reforming the value-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.



Department

FAD

FAD

FAD

FAD

FAD

FAD

FAD

Dates

September 1996

December 1997

February 1998

March 1998

April 1998

June 1998

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

FAD advisor to assist the
authorities in implementing
the recommendations of
FAD September 1995
mission. Assignment
extended to March 1998.

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 to
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.

APPENDIX II

Results of Missions

The large-taxpayer unit
established. Implementation of
VAT reform continued.

Program proposed 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
identified (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.



Department

FAD

FAD

FAD

FAD

FAD

FAD

FAD

MFD

Dates

July 1998

January 1999

June 1999

February-March
2001

January-February
2003

July-August 2003

May-June 2004

August 1993-99
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Purposes

Identify measures to
strengthen customs
administration.

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.

HIPC Assessment and
Action Plan (AAP).

Assign a bank supervision
advisor and assist in the
adoption of an interbank
foreign exchange market.

APPENDIX II

Results of Missions

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.

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.

Comprehensive action plan
established.

Supervisory agency
strengthened.



Department

MFD

MFD

MFD

MFD

MFD

MFD

MFD

MFD

Dates

April-May 1994

May 1995

October-November
1998

December 1998

May-June 1999

October-November
1999

November-
December 2002

November 2002
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Purposes

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.

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

Prepare the change to the
euro 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
implementation 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.

APPENDIX II

Results of Missions

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

Recommendations adopted
during the second half of 1995.

Recommendations for treasury
bill market adopted in
November 1998.

Euro introduced as scheduled.
Recommendations were

implemented in 2004.

Recommendations on banking
regulation to be adopted.

Recommendations being
implemented.

Recommendations being
implemented.



Department

MFD

MFD

MFD

MFD

MFD

MFD

STA

STA

STA

STA

XII. Resident Representative:

Dates

November 2002

March 2003

March 2003

June 2003

September 2004

November 2004

October 1995

June 2001

July-August 2001

February 2004

-51 -

Purposes

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

Review central bank internal
audit functions.

Review microfinance
regulation.

Review currency reform.

Review operations of the
newly installed interbank
foreign exchange market.

Review and make
recommendations for
strengthening the early-
warning system of
commercial banks.

Review money and banking
statistics.

Review balance of
payments compilation
system.

Review money and banking

statistics.

Multisector statistics
mission.

APPENDIX II

Results of Missions

Recommendations being
implemented.

Awaiting final report.

Awaiting final report.

Recommendations being
implemented.

The report is being finalized.

The report is being finalized.

Recommendations for data
improvements adopted.

Recommendations for
improvements accepted and
being adopted.

Recommendations for data
improvements accepted and
being adopted.

Recommendations for data
improvements accepted.

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 December 2004)

Partnership in Madagascar’s Development Strategy

1. The Government’s poverty reduction strategy (PRSP), was endorsed by the World Bank
and IMF Boards in November 2003. The Strategy outlines a framework for the Government to
redouble its efforts to implement a new generation of economic and social reforms. The Strategy
was developed over three years, starting under the previous administration and continued by the
new Government. The overarching goal of the PRSP is to cut the poverty rate by half in ten
years, from 70 percent in 2003 to 35 percent in 2013. To reach this objective the Strategy, based
on the principle of public private partnership, has three main axes (i) restoring rule of law and a
well governed society; (ii) promoting economic growth with a large social base, and

(iii) promoting systems for establishing human security and enlarging social protection. Fifteen
policy areas and corresponding measures, proposed outputs and expected outcomes underpin
these strategic axes. The main areas are to improve governance, create a business friendly
environment for investment and accelerate private sector led growth and improve social service
delivery to the benefit of its citizens. The Government prepared its First Annual PRSP Progress
Report in July 2004.

2. A summary of IMF-World Bank collaboration in Madagascar is provided in Table 1. The
IMF leads in supporting Madagascar’s medium-term program for maintaining macroeconomic
stability. In March 2001, the IMF approved a Poverty Reduction and Growth Facility (PRGF)
which extends until March 2005. The goal of the PRGF is to support Madagascar's efforts to
foster macroeconomic stability, promote accelerated growth, improve social services, and reduce
poverty. It focuses on strong fiscal consolidation to lower public debt and structural reforms
including: (i) monetary policy and financial sector reform; (i1) improvement in tax
administration; (iii) restructuring/privatization of public enterprises; and (iv) trade reforms.

3. The World Bank leads the policy dialogue in structural and institutional reforms aimed at:
(1) strengthening governance in the public sector; (ii) accelerating pro-poor economic growth and
supporting foreign investment and private sector development; and (iii) ensuring human
development and security, such as in health, education, nutrition and social protection.

Bank Group Strategy and lending operations

4. The World Bank’s FY04-06 Country Assistance Strategy (CAS) for Madagascar is fully
aligned to the Government’s program, and refocuses the existing portfolio to better align itself to
the PRSP objectives and to address the key constraints to broad based growth. In FY04, the Bank
approved new projects in transport, environment and governance. An Integrated Growth Poles
project for FY05 addressing infrastructure and private sector development and a watershed
management project are in the pipeline. The CAS also reflects a gradual transition from
investment to programmatic lending with annual Poverty Reduction Credits (PRSC) starting in
FYO05. The first Poverty Reduction Support Credit (PRSC) addressing governance, education and
nutrition was approved in July 2004. A second PRSC is expected to follow in FY06. Recently
completed and ongoing analytical work such as a Rural and Environment Sector Review, a
Tourism Study, a Poverty Assessment, financial management and public procurement reviews. A
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Public Expenditure Review, and a Development Policy Review provide the foundation for
programmatic lending and policy dialogue.

5. The Bank’s current portfolio consists of 17 projects with total commitments of around
US$956 million, of which about US$504 million was disbursed as of December 27, 2004. Of
these total current commitments, around 43 percent are in infrastructure, transport, energy and
mining, about 34 percent in the social sectors, 16 percent in rural development and rural water,
4 percent in finance and private sector development, and 3 percent in targeted governance
support.

IMF-World Bank Collaboration in Specific Areas

Areas where the Bank takes the lead

7. 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 through a number of analytical studies as
described above. Together with the Government and other donors, the Bank is also involved in
supporting aid coordination. This has included mobilizing US$2.3 billion over a period of four
years for Madagascar’s reconstruction and development program financing following the 2002
crisis, and mobilizing donor support for implementing the Government’s PRSP and to the
Education for All initiative.

Areas in which the IMF takes the lead

8. Areas where the Fund takes the lead role relate to policy advice and reforms with respect
to (i) overall macroeconomic policies and targets; (ii) tax policy and administration;

(ii1) budgetary accounting; (iv) treasury procedures; (v) public sector wage policy; and

(vi) monetary management and exchange rate policy (including the changeover from the
Malagasy franc to the new currency, the Ariary). The Bank team actively participates in
discussions between the Fund and the government in all these areas, however, especially with
respect to the setting of overall macroeconomic targets as well as tax policy.

Areas of Joint Responsibility

0. IMF and World Bank staff maintain a close working relationship, especially with respect
to (1) monitoring the Poverty Reduction Strategy Paper; (i1) reforms set out at the decision point
of the Highly Indebted Poor Countries Initiative, which culminated in Madagascar reaching
completion point in October 2004; (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 initiative. Joint policy advice between the
Bank and the Fund is given on (i) budgetary procedures, including expenditure execution; (ii) the
functioning of internal and external budget control institutions; and (iii) monitoring and
continuation of the privatization program. Table 1 includes a short description of each of the
areas and specific support from the two institutions with respect to policy advice.
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TABLE 1: BANK/FUND COLLABORATION

APPENDIX IIT

Area Description Specialized Advice/ Specialized Advice/
Reforms Supported by Reforms Supported
Fund by Bank

Completion of full Together with multi- and | Macroeconomic Poverty analysis; rural

PRSP bilateral donors, framework: growth, poverty study; educa-

Bank/Fund provided
continuous technical
assistance toward
completion of full PRSP
in 2003

revenue, expenditure,
trade projections

tion and health sector
work

HIPC completion point
reforms

Regular joint Bank/Fund
supervision missions;
joint preparation of HIPC
‘Tracking Poverty-
Related Spending’
assessment and action
plan

Reforms linked to
budgetary accounting and
controls

Reforms in education,
health, rural transport
sector

Public financial
management

Joint Bank/Fund missions
analyzing fiscal
management

Tax analysis and reform,
strengthening control
organs; expenditure
management

Budget formulation,
expenditure monitor-
ing and analysis,
especially in sectors
important for poverty
reduction;
procurement,
strengthening internal
and external controls.

Other governance
reforms

New Government has
embarked on large
governance reform
agenda; Bank/Fund staff
work closely with
UNDP/EU/ASDB staffs
on assisting development
of implementation plans

Customs

Anti-corruption
agenda, decentrali-
zation, judicial sector
reform

Privatization Program

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

All sectors, especially
monitoring of privatiza-
tion receipts of large
enterprises (petroleum,
telecom)

All sectors.

Integrated Framework/
Trade Analytical Work

Integrated Framework
paper FY04

Macro projections for IF
framework paper

Sectoral analysis for
IF framework paper

10.

Questions may be referred to Mr. Willem van Eeghen (473-2399), Country Program
Coordinator for Madagascar at the World Bank.
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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 a participant in the
General Data Dissemination System (GDDS), and its metadata have been posted on the
DSBB as of May 20, 2004). 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 multisector statistics mission was fielded during
February 12-25, 2004.

Real sector

2. Production of a complete set of national accounts (benchmark data) is infrequent and
depends largely on the availability of source data, whose collection is irregular. The last set
of such accounts was produced for 1995 and 1984. For the intermediate years, only estimates
of GDP at current and constant (1984) prices are produced broken down by activity and
expenditure categories. These estimates, which still broadly follow the 1968 SNA, are revised
frequently and are considered unreliable, owing to the scarcity of source data or their
inadequate use, and to methodological shortcomings. In particular, the estimates of the
agricultural activities are weak because of the unavailability of suitable information about the
size and the evolution of this sector. Moreover, service activities are not properly covered
and little information is available on the magnitude of the informal sector. The INSTAT
envisages passage to the 1993 SNA by implementing the ERE/TES software designed for
compilation of national accounts and by changing the base year from 1984 to 2001.
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 (UNDP) financial assistance be completed early.

3. A revamped consumer price index (CPI), with weights based on the 1993 household
survey and covering four principal cities, was introduced in July 2000. The CPI is generally
reported to Fund staff on a timely basis. Data on producer prices and nationwide employment
are not available. Various considerations drive the ongoing work on the wholesale price
index (WPI) renewal—the key issue being the relative importance of the commercial
activities in the Malagasy economy. However, the utility of such an indicator is reduced due
to the limited coverage of manufacturing products.
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Government finance

4. The latest government finance statistics (GFS) data reported to STA for publication in
the GFS Yearbook are for 2002 and cover the consolidated central government. However,
many classification problems remain (requiring extensive use of adjustment entries to current
expenditure), and detailed information is missing in the time series since 1996 for budgetary
and nonbudgetary breakdowns and for central government debt. Madagascar does not report
subannual data for publication in International Finance Statistics.

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 (BPM5). However, the current compilation system is
flawed in many respects: the external trade data are derived from customs data, which suffer
from inadequate coverage and deficient recording procedures. Moreover, significant
smuggling activities, particularly related to the in the mining sector, further reduce the
reliability of recorded trade data. Because the customs processing system has experienced
numerous technical disruptions since 1998, 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 further upgrade the customs
processing system to ASYCUDA ++.

6. The 2004 multisector technical assistance mission reviewed the progress made in the
transition to BPM5 and found that the authorities had implemented the surveys to direct
investment enterprises, using an upgraded international transactions reporting system (ITRS),
although the results have yet to be incorporated in the balance of payments. The mission
noted that the compilation system is still hampered by several recurring issues: excessive
processing lags due to partial automation of customs reports, inadequate coverage, for
example, for transactions and debt of the private sector, NGOs, foreign embassies in
Madagascar, and transaction misclassification, e.g. debt relief obtained from multilateral
financial institutions is recorded in current transfers instead of in capital transfers.

7. In addition, the export processing zones (EPZ) that process goods and reexport to a
third economy are not properly identified within other business services (merchanting and
other trade related services).

8. The present compilation system offers wide leeway to use available data. This is
exemplified by the c.i.f./f.0.b. correction indicator of 15 percent, that is entirely attributed to
freight, while ASYCUDA and port authorities can provide separate data for freight,
insurance and other categories. Data for the service and income accounts rely excessively on
the ITRS reports, whose accuracy is not routinely assessed against other data sources.
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0. As noted by the technical assistance mission in June 2001, the INSTAT and the BCM
adjust differently customs data using different techniques and publish two distinct series of
trade statistics hampering the reliability of Madagascar’s external transactions.

10. 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

11. A STA monetary and financial statistics mission visited Antananarivo in July 2001.
The 2001 mission found that the BCM implemented most of the recommendations of the
1995 monetary and financial statistics mission and further recommended (i) the widening of
statistical coverage to microfinance institutions; (ii) 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.

12. Since August 2001, the BCM is reporting monetary data monetary data to STA by
e-mail for publication in International Financial Statistics (IFS). After a brief interruption in
data reporting due to the political crisis in 2002, regular data reporting resumed in July 2002.
Data for the monetary authorities and deposit money banks through October 2004 have been
published in the IFS.

13. The 2004 multisector mission assessed the status of the 2001 mission’s
recommendations and made additional recommendations to improve Madagascar’s monetary
statistics. It found that several recommendations are pending, such as (i) improvement of the
staff and computer resources of the unit in charge of the monetary statistics compilation,

(1) electronic transmission of monthly call report forms by the commercial banks to the
BCM, and (ii1) expansion of broad money survey to include the microfinance institutions that
issue liabilities meeting the national definition of broad money for Madagascar. Furthermore,
the 2004 mission recommended improvements to the source data and the compilation of
statistical methodology to compile Madagascar’s monetary statistics in accordance with the
Fund’s methodology as described in the Monetary and Financial Statistics Manuel (MFSM).
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‘ EXTERNALS
E INTERNATIONAL MONETARY FUND [l

Press Release No. 05/35 International Monetary Fund
FOR IMMEDIATE RELEASE Washington, D.C. 20431 USA
February 18, 2005

IMF Executive Board Completes Sixth and Final Review Under Madagascar’'s PRGF
Arrangement and Approves US$17.2 Million Disbursement

The Executive Board of the International Monetary Fund (IMF) today completed the sixth and
final review of Madagascar's performance under an SDR 91.7 million (about US$138.9 million)
Poverty Reduction and Growth Facility (PRGF) arrangement. This opens the way for a release of
a further SDR 11.3 million (about US$17.2 million).

Madagascar's three-year arrangement was approved on March 1, 2001 for an initial amount of
SDR 79.43 million (about US $120.4 million) (see Press Release No. 01/7) and was extended on
December 23, 2002 (see News Brief No. 02/133) until November 30, 2004. On March 17, 2004
the Board further extended the PRGF arrangement until March 1, 2005. and augmented it by
SDR 12.22 million (about US$18.5 million) (see Press Release No. 04/53).

Following the Executive Board's discussion of Madagascar, Ms. Anne O. Krueger, First Deputy
Managing Director and Acting Chair, stated:

“Madagascar’s performance under the PRGF-supported program in 2004 has been broadly
successful. Notwithstanding the difficult economic environment in the first half of the year,
growth has remained robust, the exchange rate has been stabilized, and fiscal discipline has been
broadly maintained. Key objectives for the period ahead include maintaining strong economic
growth while significantly reducing inflation and diversifying the export base. This will require
tighter monetary and fiscal policies, and accelerated implementation of structural reforms.

“A further strengthening of fiscal policy in 2005 will need to be based on additional steps to raise
domestic revenue. Expenditure increases will be mainly directed toward priority sectors for
poverty reduction and attainment of the Millennium Development Goals. At the same time,
ongoing reforms of the public expenditure management system will need to be accelerated in
order to improve the quality and efficiency of public spending.

“Monetary policy will be geared toward achieving the inflation objective. The further steps

planned to strengthen monetary policy implementation and develop monetary policy instruments
are welcome.

Washington, D.C. 20431 e Telephone 202-623-7100 ¢ Fax 202-623-6772 ¢ www.imf.org



“Preserving overall competitiveness and diversifying the export base will be key for helping to
secure broad-based and sustainable growth, particularly in light of the challenges that the
economy may face with the expiry of the Multifibre Agreement and the third-party apparel
provision of the African Growth Opportunity Act (AGOA III). Accelerated structural reforms
should aim at lowering the costs of production, further improving the business climate, and
raising the productivity of the export sector.

“Limited capacity continues to jeopardize program implementation. The time-bound action plan
for capacity building in the areas of public debt and fiscal and monetary management should
therefore be finalized quickly, with well-coordinated donor support.

“Attainment of the completion point under the enhanced Heavily Indebted Poor Countries
(HIPC) Initiative in October 2004 has substantially reduced Madagascar’s external debt.
Preserving debt sustainability in the face of Madagascar’s vulnerability to shocks will require
continued pursuit of a prudent borrowing policy.

“The authorities’ indication of interest in pursuing their relationship with the Fund beyond the
current PRGF arrangement is welcome,” Ms. Krueger said.

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 /2-year period on principal payments.



Statement by Damian Ondo Mairie, Executive Director for Republic of Madagascar
February 18, 2005

Madagascar’s economic performance under the program has continued to be strong.
Despite a number of shocks, including 2 cyclones that hit the island in the early part of this
year, and rising oil and rice prices, the authorities” determined implementation of their
economic program has enabled them to meet all the quantitative performance criteria set for
end-September, as well as the structural performance criterion and benchmarks set for end-
December 2004. As I noted during the last Board meeting on Madagascar, the broad
improvement in economic and financial performance over the program period, despite
adverse exogenous shocks, can be attributed to the strong ownership of the program by the
authorities, their commitment to the reform process, and the strong support of the
international community for their efforts.

Recent Developments and Performance Under the Program

The economy is estimated to have grown by 5.3 percent in real terms, in 2004,
indicating the increased resiliency of the economy to shocks, as a result of the reforms
undertaken in the past years. Inflation was higher than programmed. As I explained in my
last statement (BUFF/ED/04/179, 10/15/04), it was due to a number of factors, including,
rising oil and rice prices, (which constitute 25 percent of the CPI basket), the impact of the
cyclones on agricultural output, and the large depreciation of the Malagasy franc. In the face
of strong inflationary pressures, the authorities have tightened monetary and credit policies.

In the fiscal sector, the deficit for 2004 has remained broadly within the program
target. On the revenue side, reflecting the strong measures taken at customs, tax revenue is
above target. This improved performance at customs is the result of the strong reform
measures undertaken earlier. These included the rotation of more than 30 percent customs
agents in the past six months, intensification of ex post controls and a strengthening of the
fight against fraud, among others. Table 2 in the staff report shows that both tax revenue and
total revenue for 2004 (in Malagasy francs) are above program targets, although as a
percentage of GDP, the objective of 11.2 percent was not achieved, due to the upward
revision of nominal GDP.

On the expenditure side, during the last quarter, expenditures were higher than had
been projected. Underbudgetting of certain expenditures and other outlays, under emergency
spending procedures, were the cause of the larger than budgeted expenditure. Nevertheless,
total expenditure remained below program projections due to lower-than-anticipated foreign-
financed expenditure. My authorities have taken steps to correct those weaknesses, and to
strengthen expenditure control, including the control of the military wage bill.

Monetary policy has remained tight in the last quarter. However, the growth of broad
money has remained strong, reflecting in part, demand from the private sector as a result of
the pickup in economic activity in several sectors, and that of the privately owned oil
companies following the liberalization of the sector. The authorities are monitoring carefully
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developments on the inflation front and the exchange rate market, and will take additional
measures if needed.

In the structural area, the authorities have continued their reform efforts. The new
anti-corruption bureau has started operations, and coordination with other agencies have been
strengthened. As regards the sugar sector, contracts were signed with two private operators to
manage the sugar company, SIRAMA. However, disagreements over staffing issues with
one of the companies could not be resolved, and the government cancelled the contract with
that company and awarded it to the other company. The authorities expect the privatization
process to strengthen. As regards the utility company, JIRAMA, a private management
company has been selected and has started operation. However, work is still ongoing on the
development of the medium term strategy for that sector.

Policies for 2005

Although the present program expires next month, my Malagasy authorities would
like to continue their close relationship with the Fund, in the context of a successor program.
In the meantime, they have agreed with the staff on broad economic policies and objectives
for 2005 that are consistent with the PRSP and the medium term objectives. Macroeconomic
and structural policies will continue to be geared at fostering broad-based and sustained
growth, with the deceleration of inflation to be an important objective in 2005.

Reflecting the significant transformation that the economy has undergone in the
recent past towards a market economy, the investment made, in particular, in the agricultural
and tourism sectors, as well as the strong construction activities, real GDP is projected to
reach 6.4 percent in 2005. End-of-period inflation is expected to be brought down to about
5.5 percent, by December 2005, on the basis of the tight fiscal and monetary policies being
pursued, and the expected decline in rice prices, and more stable or declining oil prices.

Fiscal policy will aim at reducing the deficit as well as contributing to the efforts to
reduce inflationary pressures. The authorities are putting in place the measures to strengthen
budgetary execution and control which will help to prevent the slippages that occurred last
year. They intend to strengthen these efforts with the recruitment of an international expert.
On the revenue side, the authorities will take additional measures to raise revenue, and
continue their efforts to strengthen tax and customs administrations. The authorities will also
postpone their decision to reduce the VAT from 20 percent to 18 percent until September,
and they are working closely with the World Bank to improve the taxation of the mining
sector. On the basis of these efforts, the authorities expect tax revenue to increase to 11.6
percent of GDP in 2005, and the overall fiscal deficit (including grants) is to be reduced to
1.6 percent of GDP.

As noted above, the reduction of inflation will be an important objective of policies in
2005. In this context, the central bank will pursue a tight monetary policy, while ensuring
that adequate credit goes to the private sector to support economic activity. This should also
be helped by the projected decline in the government’s financing needs from the banking
system. The authorities will continue their efforts to improve the effectiveness of monetary
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policy with technical assistance from MFD, in particular in the development of stronger
forecasting instruments to better manage liquidity and foreign exchange cash flow. It will
also, among others, improve coordination between the treasury and the central bank, develop
the money market, and strengthen banking supervision.

As regards the exchange rate, the measures taken in the middle of last year,
following the sharp depreciation of the Malagasy franc, have helped to stabilize the exchange
rate and the market is functioning smoothly. The central bank will continue to allow the
exchange rate to be market determined, and will intervene only to dampen sharp swings in
the exchange rate and to meet the central bank’s objective of net foreign assets accumulation.

The external accounts position will remain difficult, although the authorities expect a
small improvement in the current account balance for 2005. The uncertainties come from the
weak vanilla price and the termination of the Multi Fiber Agreement (MFA), as well as the
scheduled expiration of the third-party apparel provision of the AGOA in early 2007. For
their part, the authorities will continue their efforts aimed at export diversification. The
difficult external outlook will also impact the debt situation, and could increase the NPV of
debt to exports. To meet the development needs, the authorities will continue to rely on
external financing at concessional terms, and strengthen debt-management capacity.
However, as noted by staff, my authorities hope that the pressure for loan financing could be
eased provided Madagascar benefits from the grants from the U.S. Millennium Challenge
Account.

On structural reforms, the authorities will continue with the privatization program and
the reforms in the fiscal area. They will also implement measures to improve the
competitiveness of the economy and diversify the export base. Recent developments have
shown that there is a critical need to strengthen capacity in the area of economic policy
formulation and implementation. In this regard, the authorities are preparing a time-bound
capacity-building plan for several government institutions. Once the plan is finalized, the
authorities intend to request assistance in the different areas from their development partners,
including the Fund. My authorities view this assistance as critical to strengthen capacity and
improve policy implementation.

In conclusion, my Malagasy authorities are broadly satisfied with performance under
the PRGF arrangement, and the objectives achieved. Last October, Madagascar also reached
the completion point under the HIPC Initiative, for which my authorities have asked me to
express their thanks and appreciation to the Board. My Malagasy authorities would also like
to express their deep appreciation to their development partners for their strong and
continued assistance to Madagascar. My authorities fully recognize that, despite the progress
made, important challenges remain, and the progress made has to be consolidated. They will
pursue steadfastly their reform efforts, and are hopeful that the international community will
continue their strong support for these efforts. They would also like to continue the close
relationship with the Fund, in the context of a successor PRGF arrangement, after the
expiration of the present one in March 2005. They look forward to an early Fund mission in
Antananarivo for discussions on such a program.





