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. Discussions for the fifth review under the PRGF arrangement took place during
June 21-July 5 and September 3-10, 2004, in Antananarivo. The principal Malagasy
representatives included Mr. Radavidson, the Minister of Economy, Finance, and
Budget, and Mr. Ravelojaona, Governor of the Central Bank of Madagascar (BCM).
The mission was received by the President, Mr. Ravalomanana. The mission also met
with the President of the Senate, representatives of trade unions, and the business and
donor communities.

. The staff team comprised Mr. Fayolle (head), Mr. Nassar, Ms. Allain (all AFR),
Ms. Khemani (PDR), Mr. Jahjah (Resident Representative), and Mrs. Ng Choy Hing
(Assistant-AFR). Mr. Ismael (Senior Advisor to the Executive Director for
Madagascar) attended the June/July discussions. The mission worked closely with the
World Bank staff based in Madagascar.

. This report covers the fifth PRGF review; it will be accompanied by a Joint Staff
Assessment of the Poverty Reduction Strategy Paper annual progress report and the
HIPC completion point document.

. Four quantitative performance criteria for end-March have been missed (Appendix II,
Tables 1 and 2), but deviations were generally small—with the notable exception of
the floor on net foreign assets—and were largely related to the impact of two cyclones.
At end-June, two out of ten quantitative indicative targets were missed, but measures
have been taken to bring tax revenue back on track in July, and the level of
international reserves has significantly increased since July. Progress was made in
public enterprise reform, although with some delays. The privatization of the cotton
company, a structural performance criterion at end-March, is expected by end-
September 2004, and the performance criterion on the selection of the private company
to manage the sugar company at end-June was met.
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Executive Summary
Recent developments and performance under the program in the first half of 2004

o Macroeconomic performance in the first half of 2004 has been impacted by two
major cyclones, but also by policy slippages that contributed to a depreciation of the
currency by about 50 percent against the euro and two major cyclones. Real GDP
growth has been revised downward slightly and inflation has begun to rise sharply.

o Madagascar’s performance under the program was broadly satisfactory, taking into
account the impact of the exogenous shocks and corrective actions taken by the
authorities. Moreover, efforts to bring tax revenue and net foreign assets—the two
indicative targets missed at end-June—back on track over the summer were
successful. Progress was also made in structural reform, although with some delays.
The privatization of the cotton company was delayed, but the company that will
manage the sugar company was selected in June, and petroleum prices were fully
liberalized in July.

Economic policies in the period ahead

J Given the inflationary pressures, weakening external trade position, and low
international reserves, the key objectives of the program are to safeguard
macroeconomic stability. This would require limiting the second-round effects of the
temporary supply-side and exchange rate shocks, reducing volatility on the foreign
exchange market, and securing a gradual build-up in official reserves.

o To achieve these objectives, the authorities have adopted a broad-based policy
package, including (i) fiscal measures, in order to broadly maintain the domestic
fiscal balance target for 2004; (i1) monetary tightening, with a view to containing
inflationary pressures; and (iii) acceleration of the pace of structural reforms.

o On fiscal policy, the authorities are determined to pursue the implementation of
corrective actions—especially at customs—to ensure that the revenue target for 2004,
set at 11.2 percent of GDP, can be met. For 2005, the domestic balance is to be
reduced by 1 percent of GDP relative to the 2004 outcome.

o The authorities are committed to improving the effectiveness of monetary policy as
an anti-inflationary instrument. To this end, they intend in particular to continue to
strengthen liquidity management.

o Staff supports the authorities’ request for completion of the fifth review and waivers
of nonobservance of four quantitative and one structural performance criteria.



I. INTRODUCTION

1. On March 17, 2004, the Executive Board completed the fourth review and extended
the PRGF arrangement until March 1, 2005. It also approved the authorities’ request for an
augmentation of access from the equivalent of SDR 79.43 million to SDR 91.65 million

(75 percent of quota; IMF Country Report No. 04/91) with the additional access constituting
immediate balance of payments support linked to the expected impact of Cyclone Gafilo,
which hit Madagascar in early March 2004. Executive Directors welcomed Madagascar’s
strong growth performance in 2003, but expressed concern that fiscal slippages had emerged
in the second half of the year and that progress in implementing structural reforms had been
slower than expected. They called on the authorities to implement vigorously the fiscal
measures outlined in the 2004 budget, and ensure that all social expenditures are carried out
consistent with the HIPC Initiative’s targets.

2. In the attached letter of intent (LOI) dated September 29, 2004 (Appendix II), the
Minister of Economy, Finance, and Budget and the Governor of the BCM review progress
under the 2004 program, outline the government’s economic and reform program for
2004-05, and request waivers for the performance criteria missed at end-March 2004. The
schedule of future disbursements and program reviews is presented in Table 1.

II. RECENT DEVELOPMENTS AND PERFORMANCE UNDER THE PROGRAM

3. Two developments were critical in shaping the macroeconomic performance in
2004—-cyclones and a sharp
depreciation of the exchange rate. Figure 1. Consumer Price Index,
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downward by 0.7 percentage point from the initial program objective to 5.3 percent, still
consistent with PRSP objectives. Despite the impact of two major cyclones that hit
Madagascar in early 2004 and a sharp increase in the cost of inputs, growth was supported by
increased demand for public investment (mainly infrastructure) and strong activities in the
tourism sector and export processing zones (EPZs).



Text Box 1. Rice Price Developments in 2004

Rice is the most important staple food in Madagascar and its price has risen
sharply in 2004. Rice accounts for about 15 percent of the CPI basket and its price
increased by 45 percent (year-on-year) in July (up from —6 percent in December 2003).
This reflected foremost higher international prices and the sharp depreciation of the
Malagasy franc. Domestic supply conditions remained broadly in line with those in
2003, notwithstanding the effects of two cyclones that hit the country in January and
March. As a result, Madagascar is expected to import about 200,000 tons of rice in
2004, broadly similar to 2003.

To limit the potential impact of the rice price increases on the poor, the
government appealed to rice growing countries to facilitate the import of cheap
rice by Malagasy importers. As a result, private importers secured a deal with
Thailand to import 100,000 tons. Similar agreements are expected to be reached with
other countries. Thailand and Japan also committed more than 10,000 tons of rice in
the form of grants. Importers and distributors in Madagascar are committed to
pre-financing the imports and reducing their margins. With the imminent arrival of
these imports, prices of domestic rice started to drop in September, which should help
rein in overall inflation.

4. The balance of payments weakened and the Malagasy franc (FMG) depreciated
sharply in the first five months of 2004, with supply-side shocks, unfavorable
international prices developments, as well as some policy slippages—tax and tariff
exemptions'—contributing to the depreciation. The FMG depreciated by about 50 percent
against the euro (Figure 2 below), owing notably to (i) strong imports as a result of an
acceleration of private imports in response to the tax and tariff exemptions, higher petroleum
prices, and increased government capital expenditures; and (ii) weak exports, owing to the
impact of the cyclones on the vanilla and shellfish sectors. Exchange rate volatility was
exacerbated by erratic liquidity management in domestic money markets and structural
weaknesses in the foreign exchange market (see below). The real exchange rate depreciated
sharply over the same period (Figure 3 below). The performance criterion on the floor of net
foreign assets at end-March was missed, as the central bank was unable to accumulate
sufficient foreign exchange in the context of the sharp depreciation.

" In September 2003, the government granted tax and tariff exemptions for imports of capital
goods and selected other commodities, including luxury goods.



Figure 2. Net Purchase of Foreign Exchange by the Central Bank, Figure 3. Real and Nominal Exchange Rates,
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Text Table 1: Credit to Private Sector, 2003-04
(In billions of Malagasy francs, unless otherwise indicated)
2003 2004 2004
Jun. Jul. Dec Jun. July Aug. July
Prel. Percent change
since December 03
Total loans 2,492.5 2,538.0 3,005.7 3,646.4 3,749.0 3,482.3 247
Short-term loans 1,820.8 1,838.7 2,185.9 2,535.0 2,568.7 2,325.0 17.5
Of which: overdrafts 1,013.2 1,054.4 1,071.5 1,479.7 1,528.7 42.7
Of which:  oil companies 8.0 9.9 64.0 2154 248.6 288.4
Medium-term loans 484.1 503.1 618.5 836.1 879.8 879.1 422
Long-term loans 195.5 196.3 201.4 275.1 280.7 278.2 394
Total loans denominated in foreign exchange 108.4 123.1 177.4 364.2 324.8 83.1
(in millions of Euros) 15.5 17.7 233 29.0 26.2 12.7
Total loans excluding the effect of exchange
rate depreciations in 2004 2,492.5 2,538.0 3,005.7 3,502.9 3,624.1 20.6
Amount guaranteed 1/ 112.4 149.9 92.9 254.0 396.3 326.6
Memorandum items:
Overdrafts/total credit (in percent) 40.6 41.5 35.6 40.6 40.8
Amounts guaranteed/total credit (in percent) 4.5 59 3.1 7.0 10.6
Credit to oil companies/overdrafts (in percent) 0.8 0.9 6.0 14.6 16.3
Exchange rate FMG per 1 Euro (end of period) 6,967.0 6,957.0 7,622.0 12,576.0 12,385.0
Source: Banking and Financial Supervision Commission (CSBF), Central Bank of Madagascar.
1/ 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.
5. The exchange rate stabilized over the summer and the level of foreign reserves

increased, following fiscal and monetary policy adjustment measures. The foreign
exchange market appears to have reached a turning point in early June 2004, as the
government announced important adjustment measures (see below). Furthermore, the foreign
exchange auction system was replaced by an electronic trading system in July 2004 (a
structural benchmark under the program for end-March). Although implementation is at an
early stage, the new system has so far led to lower exchange rate volatility.



6. The foreign exchange market developments also had a significant impact on
monetary aggregates during the first
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Liquidity was also expanded following the decision by the Treasury to retire maturing
treasury bills by drawing on its deposits at the central bank. Given the inflationary
environment, the BCM discontinued the practice of outright purchase of treasury bills from
banks in early July and further tightened monetary policy by (i) widening the reserve
requirement base; (ii) conducting a reverse auction in August for the first time since 2002
and another one in mid-September; and (ii1) increasing the base rate for a third time on
September 16 (LOI, 99-11). These measures seem to have had an impact, as evidenced by the
drop in excess liquidity in the banking system and an increase in interest rates (Figure 5).

8. The overall health of the banking sector has improved in recent years (Text
Table 2 below), owing in large part to the arrival and dominance of foreign banks and
strengthened banking supervision. The exposure of some banks to a few “niche” borrowers
increased substantially in recent months (LOI, 912). Nevertheless, regulatory capital to risk-
weighted assets of the banking system remains fairly high. Banking supervision needs to be
further strengthened, given that nonperforming loans (NPL) for the banking system as a
whole remain high, even if they continued to decline, as medium-sized and large enterprises
recovered from the 2002 economic crisis.



Text Table 2. Bank Soundness Indicators, December 1998 to June 2004
1998 1999 2000 2001 2002 2003 2004
Jun.
Prov.
Capital adequacy (Ratio; in percent)
Regulatory capital to risk-weighted assets
Lowest ratio 8.6 9.7 10.1 12.0 114 10.7 9.4
Highest ratio 30.5 28.7 322 34.1 38.7 38.5 49.1
Asset quality
Nonperforming loans to total gross loans 21.1 8.4 8.4 10.3 19.5 16.5 16.3
Earnings and profitability
Return on assets 32 43 4.0 2.8 1.1 32 52
Return on equity 91.0 53.0 47.0 39.0 16.0 45.6 334
Noninterest expenses to gross income 46.5 429 454 48.9 522 46.9 424
Personnel expenses to noninterest expenses 44.6 36.7 38.4 353 383 38.8 36.1
Liquidity
Liquid assets to total assets 359 37.0 36.9 442 52.1 50.5 49.4
Liquid assets to short-term liabilities 61.9 61.2 62.2 70.0 77.8 74.5 74.5
(In billions of Malagasy francs)
Memorandum items:
Total assets 4,222.0 4,931.0 5,668.0 6,723.0 6,965.2 7,635.9 7,635.9
Total profits before tax 137.2 214 226.5 186.6 79.7 2424 199.5
Source: Banking and Financial Supervision Commission (CSBF), Central Bank of Madagascar (BCM).

0. Revenue performance during the first half of the year remained slightly below
program objectives, mainly reflecting the impact of the cyclones and the tax exemptions
granted in 2003, but have improved recently. Tax revenues were 0.03 percent of GDP
below the performance criterion at end-March and about 0.1 of GDP below the program
indicative target at end-June. These revenue shortfalls stem largely from the impact of the
cyclones, estimated at about 0.1 percent of GDP, during the first six months of the year. At
the same time, the expected increase in customs revenue following the sharp depreciation of
the currency did not materialize, as revenue performance at customs continued to be affected
by the tax exemptions and persisting weaknesses in customs administration. In view of these
developments, the authorities implemented corrective actions in July 2004, notably by
intensifying the fight against fraud at customs, tightening eligibility to customs duties
advances, and rescinding the tax exemptions on non-capital goods (LOI, 416-17). Following
implementation of these measures, fiscal revenue was brought back on track.

10. The widening of the domestic balance led to higher than anticipated domestic
financing at end-March but performance was back on track at end-June, following
the reining in of noninterest current expenditures. The deviation from the end-March
performance criterion on domestic financing of the government was 0.2 percent of GDP,
and reflected both the shortfall in revenue and the acceleration of the execution rate of
domestically-financed investment, as the authorities strove to repair the cyclone-related
damages to public infrastructure, particularly in priority sectors (LOI, 96). The indicative
target on domestic financing at end-June was met, reflecting efforts made during the second
quarter to contain noninterest current expenditures.
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11.  Implementation of the structural reform program was mixed. The completion
of the bidding process for the purchase of the cotton company, HASYMA (a structural
performance criterion for end-March 2004) was delayed (LOI, 96). On the positive side, the
end-June performance criterion on the completion of the bidding process for the selection of
the company that will manage the sugar company, SIRAMA, has been met, and petroleum
prices were fully liberalized in July 2004.

12. A number of measures were introduced in 2004 to enhance governance and
improve the efficiency of the public sector (LOI, 914). Progress has been made in
implementing the government’s priority action plan, which aims at operationalizing the
public finance reform program, including an overhaul of the procurement system. The joint
private-public sector committee overseeing the efforts toward combating fraud and
corruption in the tax and customs department continues to meet on regular basis.

III. PoLIiCcY DISCUSSIONS

13. Given the inflationary pressures, weakening external trade position, and low
international reserves, the policy discussions focused on measures to safeguard
macroeconomic stability. This would require limiting the second-round effects (for
example, wage increases, or price increases in services) of the temporary supply-side and
exchange rate shocks, reducing volatility on the inter-bank foreign exchange market, and
securing a gradual build-up in official reserves. To achieve these objectives, the authorities
have adopted a broad-based policy package, including (i) fiscal measures, in order to broadly
maintain the domestic fiscal balance target for 2004; (ii) monetary tightening, with a view to
containing inflationary pressures; and (iii) acceleration of the pace of structural reforms,
especially in the areas of fiscal management, public enterprise reform, and credit and money
market development. The program for the remainder of 2004 and 2005 sets out the main
policies in these areas.

A. The Macroeconomic Framework for 2004-05

14. The revised macroeconomic program seeks to (i) achieve real GDP growth of

5.3 percent in 2004 and 7 percent in 2005; (ii) contain inflation to about 15 percent (on a
year-on-year basis) at end-December 2004, but close to the original target of 5 percent by the
end of 2005; and (iii) secure a gradual build-up in official reserves to three months of imports
by end 2004 and a further increase in the coming years.

15. The authorities noted that these objectives were subject to considerable risks,
even if policies were fully implemented as outlined below. As demonstrated in 2004, the
Malagasy economy remains vulnerable to weather and commodity price shocks. Moreover,
the government would be under pressure to increase further civil service wages in 2005 if the
minimum wage in the private sector, already increased by 16 percent in March 2004, were to
be further increased in the fall.
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B. Fiscal Policy

16. The authorities remain committed to implementing a fiscal policy aimed at

limiting the second round effects of

rising inflation. They are determined to Figure 6. Change in Net Bank Credit to Government, 2004
the i 1 tati f ti Cumulative since end-December 2003
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government repayment of its domestic debt of 1 percent of GDP, compared to the program
(Figures 6 and 7).

Source: Malagasy authorities.

17. The authorities explained to staff that some reallocation of non priority spending
within the revised budgetary envelope, amounting to about 0.25 percent of GDP, will be
necessary. Initial allocations for certain line items (notably military wages and payments to
the pre-shipment inspection company) proved insufficient to cover actual expenditures for
the year as a whole. In order to avoid the recurrence of this problem in 2005, the authorities
agreed to improve the budget preparation process with a view to minimizing mid-year
changes to the budget, and to strengthen budget execution, notably by ensuring that military

? Nominal wages will increase by 6 percent in 2004, following a large increase in 2003. This
will imply a decline in the wage bill-to-GDP ratio to 4.9 percent in 2004, only partially
reversing the sharp increase observed in 2003 (to 5.6 percent, from 4.6 percent in 2002).
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wage bill expenditures follow the same budgetary procedures as all other wage-related
spending (LOI, q18).?

18. Understandings were reached on the main aggregates of the 2005 fiscal
framework (LOI, 920). The main objectives of the 2005 budget will be to improve the
domestic balance by 1 percent of GDP relative to the 2004 outcome. This reflects the
strengthening of public finances following the full implementation of the revenue enhancing
measures as well as the phasing-out of cyclone-related expenditures. The 2005 fiscal
framework foresees, inter alia, an increase in Madagascar’s comparatively low revenue-to-
GDP ratio to 11.8 percent, from 11.2 percent in 2004 (LOI, 920). The continuation of a
prudent wage policy will be crucial to contain inflation, while allowing for significant
recruitments in some key priority sectors. Total wage bill expenditure will slightly increase to
5 percent of GDP in 2005. The framework also allows for a robust increase in non-wage
priority sector spending, which will be derived for the first time from the program budgets
prepared by the priority ministries, with a view to improving the alignment between the
budget and PSRP objectives, and an increase in capital expenditures.

C. Monetary Policy and Financial Sector Reforms

19. The authorities developed their monetary program with a view to achieving a
monetary-fiscal policy mix aimed at reining in inflation. Accordingly, broad money (M3)
is programmed to increase by 12.6 percent during the year. Given the targeted increase in net
official external reserves and the government’s plans to avoid recourse to bank financing, the
monetary program allows credit to the private sector to grow by about 22 percent, similar to
2003. The pick-up in crop financing during the second half of the year should limit the
decrease in base money to 1.4 percent by end-December, up from a 3.9 percent drop at end-
June.

20. The main challenges in the area of monetary policy are to improve its
effectiveness as an anti-inflationary instrument. Until recently, the only effective tools
available to the BCM to manage liquidity were the sale of foreign exchange and the use of
reserve requirements.* The authorities intend to continue to strengthen liquidity management
and avoid inconsistency in the use of monetary policy instruments, including through more
frequent use of reverse auctions and the development of the money market (LOI, 423).

The authorities stressed that building capacity will be crucial to achieve these objectives.

21. Progress has been made in implementing the main recommendations of the
safeguards assessment report (LOI, 424). The audit of reserve money management and

3 Currently, the Ministry of Finance does not have any oversight over military wages, with
the Minister of Defense being solely responsible for the execution of these expenditures.

* For the purpose of the program, the technical memorandum of understanding has been
modified in order to adjust for changes in the reserve requirement ratio.
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foreign exchange activities is being implemented with assistance of the Fund’s Monetary and
Financial Systems Department (MFD). The BCM’s new accounting framework is to be
approved by its Executive Board in October 2004, and the new accounting framework for
banking institutions to be submitted to the High Court of Accounts for approval shortly
thereafter.

D. External Sector Issues

22. The outlook for the balance of payments for 2004 calls for a substantive
widening of the current account deficit (excluding official transfers). The trade balance
will deteriorate substantially in 2004, compared with the program, reflecting higher imports
driven by tax exemptions as well as the immediate effect of the negative terms of trade shock
as the price of vanilla fell and that of oil increased. Growth in the EPZs and tourism sector, a
slowdown in imports, and the increase in external assistance are expected to increase
international reserves to 3 months of imports by year-end. Partly reflecting the effects of the
large depreciation, the current account is expected to improve in 2005, but international
commodity prices present important risks.

23. The authorities are committed to implementing prudent macroeconomic
policies, with a view to preserving recent gains in competitiveness while maintaining a
flexible exchange rate policy. The authorities and staff agreed that the current level of price
competitiveness was broadly adequate and that maintaining competitiveness would be
essential, especially given that a large share of exports is in the textile sector, which can
relocate quickly depending on competitive conditions. The authorities are also aware that
structural reforms and strategies to diversify exports are critical. The extension of AGOA to
2015, and particularly AGOA 111 for four years, will allow Madagascar some time to deal
with the upcoming shocks resulting from the expiry of the WTO Agreement on Textiles and
Clothing in January 2005. The authorities are also exploring ways to reverse the recent
decline in agro-based exports. Moreover, Madagascar has been selected among countries that
could benefit from the newly created US Millennium Challenge Corporation (MCC), which
may help attracting more foreign direct investments.

24. The central bank will continue to monitor developments on the new interbank
foreign exchange market. Staff agreed that the new system represented a significant change
for the central bank, which needed to ensure it received all the information required to carry
out its foreign exchange policy. The central bank will also prepare guidelines for its
interventions on the foreign exchange market by end-2004.

E. Structural and Governance Issues

25. The authorities intend to intensify their efforts to deepen structural reforms and
improve governance further. In particular, the completion of the bidding process for the
privatization of the cotton company, HASYMA, is expected by end-September 2004 (this
constitutes a prior action under the program) and the utility company, JIRAMA, will be
placed under private management contract by end-October. Progress is also expected in
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modernizing the financial sector and rehabilitating the port infrastructure and rail network.
Moreover, new anti-corruption legislation has been promulgated on September 9, 2004,
allowing for the creation and staffing of an independent anti-corruption bureau. With
governance issues viewed as hindering more dynamic economic development, the
establishment of the bureau, expected in September 2004, is a prior action under the
program.

F. PRSP and Medium-Term Framework

26. The sources of growth in the medium term are similar under the PRSP and the
PRGF-supported program.’ Growth during 2005-09 is expected to be broad-based and
average about 6 percent per year. Boosted by trade liberalization and investment stimuli, both
private and public investment are expected to increase relative to GDP (Table 9), assuming
foreign direct investment and donor assistance materialize as envisaged.

27. The authorities’ strategy for achieving sustained economic growth and poverty
reduction rests on the pursuit of prudent macroeconomic policies and reforms aimed at
removing supply-side constraints. In this regard, they intend to enhance transparency and
efficiency in public resource management, reorient their investment effort toward the priority
sectors to strengthen the impact on poverty reduction, and increase the role of the private
sector in the economy. They also plan to accelerate the pace of structural reforms, especially
in the areas of fiscal management, public enterprise reform, credit and money market
development, and the legal framework affecting the business environment.

28. The budgetary framework for the medium term aims at reducing the overall
deficit (on a commitment basis and excluding grants) to about 7 percent of GDP in 2009
from 9.3 percent of GDP in 2003. Staff agreed that this should be consistent with growth,
inflation, and balance of payments objectives over the medium term. Achieving this target
would require additional revenue efforts, including steps to remove remaining tax
exemptions and tax expenditures.

29. The value of exports and imports are to grow by an annual average rate of

12 and 9 percent respectively over the medium term, spurred in part by trade
liberalization and regional integration (Table 2). Export growth is to be fueled by
diversification, both within and outside the EPZs, the improved quality of cotton, and a
rebound in the volume of vanilla exports as measures are implemented to curb theft. Import
growth is also to be strong despite an assumed decline in rice imports, with an expected
strong growth and investment. This evolution will be supported by the implementation of the

> The first progress report of the PRSP was submitted to the Fund and the World Bank in
mid-July, 2004. The report and the joint staff assessment (www.imf.org) are to be discussed
jointly with this staff report.
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Integrated Framework (IF) program and the recommendations of the Diagnosis Trade
Integration Study (DTIS).

30. All but two of the conditions pertaining to the HIPC completion point structural
triggers have been met, but progress toward achieving the Millennium Development
Goals (MDGs) has been mixed (Table 10). A recent debt sustainability analysis (DSA),
conducted by the staffs of the Bank and the Fund together with the Malagasy authorities,
finds that after the provision of enhanced HIPC assistance and additional bilateral assistance,
the NPV of debt-to-export ratio will come down below HIPC thresholds and, with
appropriate policies implemented, the ratio will continue to trend down.” An increase in
resources, better policies, and improved effectiveness of institutions could reduce the
likelihood that some of the MDG targets would not be met. In particular, reaching the target
to halve the proportion of people suffering hunger requires a comprehensive strategy to boost
growth and productivity in the agricultural sector.

IV. PROGRAM MONITORING

31. Implementation of the program will be monitored through quantitative and
structural performance criteria and benchmarks (see LOI, Tables 1 and 3). The original
quantitative performance criteria and benchmarks for end-September have been revised to
reflect the depreciation of the exchange rate (the program exchange rate has been changed
from FMG 8,904.7 per SDR to FMG 13,739.3 per SDR), the sale of foreign exchange by the
central bank during the first half of 2004 (which impacts significantly the reserve money
target and the floor on net foreign assets), the difference between actual and projected end-
December 2003 data, and measures taken to increase tax revenue in the second half of 2004.
These changes reflect the somewhat tighter monetary stance the authorities have adopted in
response to inflationary pressures in early 2004. The structural measures focus on securing
the installation of the most recent ASYCUDA software at customs and preparing guidelines
for the central bank’s interventions on the foreign exchange market. These measures and
targets are complemented by structural measures monitored by the World Bank under the
PRSC (Appendix IV). A revised technical memorandum of understanding (Appendix II,
Attachment [V) updates definitions and reporting requirements. The sixth and last review of
the three-year arrangement is expected to be completed in February 2005.

% The Integrated Framework was established at a high-level WTO Meeting in October 1997
to facilitate coordination of trade-related technical assistance and promote an integrated
approach for enhancing the trade opportunities of the least developed countries. The World
Bank is the lead agency on the DTIS. Further details on the authorities’ trade strategy are
described in the joint staff assessment of the first progress report of implementation of the
PRSP (19).

7 See the Completion Point Document for the Enhanced Heavily Indebted Poor Countries
(HIPC) Initiative.
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Text Box 2. Structural Conditionality

Coverage of structural conditionality in the program for 2004

Structural performance criteria and benchmarks cover efficiency in revenue
administration and financial management, including (i) no granting of tax and tariff
exemptions beyond those specified in the 2004 budget law; (ii) testing the newly
installed ASYCUDA system at customs. In additional, preparation of guidelines for the
central bank’s intervention in the interbank foreign exchange market and publication of
the BCM’s audited financial statements constitute benchmarks. Furthermore, prior
actions for Board consideration of the document include: (i) hiring of staff and
beginning of operations of the independent anticorruption bureau; and (ii) completion
of the bidding process for the privatization of the cotton company.

Status of structural conditionality in earlier years

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

Structural areas covered by World Bank conditionality

The World Bank is providing assistance to implement several structural reforms
relevant to the Fund-supported program, including (i) assistance in strengthening the
management of the electricity and water company; (i1) reforms and capacity building at
the land registry; (iii) the strengthening of judicial procedures, and reform of the
business law; (iv) budget, treasury, and tax administration reforms; and (v)
strengthening of the monitoring of social expenditures. World Bank assistance has
gradually started to shift from investments to programmatic lending, requiring several
policy actions fundamental to their success. A technical assistance project on
governance to support the necessary structural reforms is ongoing.

Structural areas covered by the African Development Bank and the European
Union

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

V. DATA ISSUES AND TECHNICAL ASSISTANCE

32. Madagascar’s economic and financial statistics are comprehensive, but exhibit
weaknesses for several sectors (Appendix V). Madagascar has received extensive technical
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assistance in the statistics area from multilateral and bilateral donors over the past several
years, and has formally begun participation in the General Data Dissemination System
(GDDS) in July 2004. A summary of the Fund’s most recent technical assistance provision to
Madagascar is presented in Appendix III, Section XI. This included, in September 2004,
assistance for the development of the foreign exchange market.

V1. STAFF APPRAISAL

33. Staff considers that the performance under the program is broadly satisfactory,
taking into account the impact of the exogenous shocks and corrective actions taken by
the authorities. The growth, fiscal, inflation, and balance of payments performance in 2004
has been adversely affected, but strong measures were taken to secure a tight fiscal and
monetary stance. Moreover, efforts to bring tax revenue and net foreign assets—the two
indicative targets missed at end-June—back on track over the summer were successful, and
progress has been made in structural reforms, albeit sometimes with delay. Economic
developments in 2004 highlight the extent to which Madagascar remains vulnerable to
external shocks, including cyclones and terms of trade, reinforcing the need for economic
diversification and for a flexible policy response.

34. Inflation has become a key concern for the rest of 2004 and 2005, but the policy
adjustments taken should limit second round effects. The precise evolution of inflation is
subject to considerable uncertainties and will depend notably on developments in the
international prices of oil and rice—but also on policy responses. In this context, staff
welcomes in particular the measures taken to tighten fiscal and monetary policy.

35. The authorities’ fiscal program for 2004 should be consistent with the objective
of containing inflation. Even though revenue performance was disappointing in the first half
of 2004, especially at customs, the corrective measures taken by the authorities since July
should allow the original program target of 11.2 percent of tax revenue-to-GDP to be met.
The prudent current expenditures stance is also welcome, while allowing capital expenditures
to increase with cyclone-related rebuilding needs. However, social and political tensions
could increase and challenge the determination of the authorities to keep this fiscal stance for
the remainder of 2004 and 2005—but perseverance in this area will be critical for
macroeconomic stability and a reduction in inflation.

36. The authorities’ fiscal targets for 2005 facilitate a significant decline in inflation
while safeguarding spending in priority areas. Achieving the 2005 objective of reducing
the domestic balance by 1 percent of GDP requires a further strengthening of customs
administration and rescinding the remaining tax exemptions granted in September 2003. As
noted in the PRSP, further improvement in domestic revenue mobilization over the medium
term will be crucial for improving the delivery of social services and reducing dependence on
foreign aid.

37. Progress has been made in strengthening the conduct of monetary policy.
Improving liquidity forecasting and management at the central bank is key for the efficient
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implementation of the monetary policy. In this regard, particularly welcome is recent
progress toward better coordination between the central bank and the ministry of finance, as
well as the expansion of monetary policy instruments. Further improvements will be needed
to facilitate the conduct of monetary policy at the central bank, including the development of
the money market.

38. Stabilization of the exchange rate over the summer and the introduction of an
electronic trading system coincided with a significant drop in interventions by the
central bank. Long-term success of the new system will depend notably on the ability of the
central bank to clarify its interventions policy; in this context, the central bank’s decision to
prepare guidelines for its interventions on the foreign exchange market by end-2004 is
welcome.

39. Maintaining export competitiveness over the medium term is crucial to reach
Madagascar’s development goals. To capitalize on improved competitiveness gained with
the depreciation of the exchange rate, the authorities will need to improve the functioning of
customs, and accelerate the pace of structural reforms, aimed at maintaining low production
costs and promoting export diversification.

40. Madagascar is expected to reach the completion point under the enhanced HIPC
Initiative in October 2004. Good progress has been made in the implementation of the
country’s poverty reduction strategy, and the strengthening of expenditures tracking
mechanism currently underway should help ensure that additional resources freed by debt
relief be used with the aim of reaching the MDGs.

41. Implementation of structural reforms has improved, albeit sometimes with
delays. Progress has been made in enhancing public expenditure management and fight
against corruption, although an unfinished agenda remains. Staff also welcomes progress in
privatization and the liberalization of petroleum prices. These efforts need to be accelerated,
with World Bank support, including improving the efficiency of the utility company.

42. A major challenge facing the authorities is to strengthen capacity. Limited
capacity continues to jeopardize the government’s ambitious reform program. Madagascar’s
development partners have an essential role to play to help in the capacity-building efforts.

43. Significant short-term risks to program implementation remain, but these
should be set against the broadly satisfactory implementation of the program in 2004
and the authorities’ strong ownership of the program targets. In particular, if inflation is
not contained in the coming months, it may trigger political and social instability and prove
difficult to contain pressures for further increases of the civil service wages. The balance of
payments objectives are also subject to significant risks, including from adverse terms of
trade shocks. Overall, staff recommends Executive Board approval of Madagascar’s request
for waivers for the missed performance criteria at end-March 2004, and the completion of the
fifth review under the PRGF-supported program.
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Table 1. Madagascar: Tentative Work Program Under the Proposed Revised

PRGF Arrangement, 2004-05

Date Action Disbursement
August 2004 Mission to continue the discussions for the
fifth review under the PRGF arrangement.
October 2004 Executive Board consideration of the fifth ~ SDR 11.347 million
review under the PRGF arrangement and
HIPC completion point document.
December 2004 Mission to conduct the sixth review under
the PRGF arrangement and discussions for
Article I'V consultation.
February 2005 Executive Board consideration of sixth SDR 11.348 million

review under PRGF arrangement, and
conclusion of the Article IV consultation.
Arrangement expires.
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Table 2. Madagascar: Selected Economic and Financial Indicators, 2001-09 v

2001 2002 2003 2004 2005 2006 2007 2008 2009
10:14 AM Prog. ’ Est. Prog. ? Proj. Projections
30-Sep-04
(Annual percentage change, unless otherwise indicated)
National income and prices
Nominal GDP growth 13.7 0.7 13.1 128 12 16.4 162 123 115 115 12
Real GDP growth 6.0 127 6.0 9.8 6.0 53 7.0 7.0 63 63 6.0
GDP deflator 73 153 6.6 28 49 105 8.6 49 49 49 49
Consumer price index (period average) 7.0 163 8.0 17 5.0 10.1 7.6 5.0 5.0 5.0 5.0
Consumer price index (end of period) 48 13.9 7.0 0.8 5.0 149 5.0 5.0 5.0 5.0 5.0
External sector
Export, f£.0.b 20.6 -50.5 56.0 63.0 8.4 24 23.7 9.7 9.4 82 7.8
Imports, c.i.f. 55 37.6 45.0 703 16.3 8.5 8.3 54 62 5.1 6.0
Export volume 44 512 479 51.8 34 -1.2 18.1 8.8 8.0 72 6.7
Import volume 6.6 453 384 704 19.7 53 7.6 73 6.5 6.7 63
Terms of trade (deterioration -) * 16.6 -11.0 0.7 7.4 7.8 -13.9 4.1 26 15 24 13
Public finance
Revenue (excluding grants) 13 207 50.5 454 284 350 204 147 154 145 142
Total expenditure 26.2 -105 314 40.6 19.9 37.9 126 108 9.2 7.7 103
Current expenditure 283 0.9 14.0 24.1 6.6 186 114 93 1.7 127 128
Investment expenditure and net lending 235 26.6 65.1 727 454 64.7 13.8 124 6.9 2.7 75
Money and credit *
Broad money 244 7.1 13.4 82 12.0 12.6 13.0 14.0 14.5 142 142
Net foreign assets 29.8 6.4 26.0 149 35.1 59.3 17.7 16.4 24.1 21.0 16.4
Net domestic assets 22,0 132 8.6 57 29 6.6 9.7 12.1 7.1 8.1 12.0
Credit to government © 31.0 322 17.0 137 47 347 48 5.8 7.7 5.5 -10.7
Credit to the private sector 8.6 2.6 17.6 222 20.7 222 222 23.0 233 23.0 24.0
Velocity of money (M3; average) 4.1 38 38 4.0 38 4.1 42 42 4.1 4.0 39
TB weighted-average auction rates (in percent; end of period) 10.0 12.1 108
(In percent of GDP)
Public finance
Total revenue (excluding grants) 10.1 8.0 10.6 103 11.9 12.0 124 127 13.1 135 138
Of which: tax revenue 9.7 7.7 103 100 12 12 11.8 12.1 12.6 13.0 13.4
Total grants 39 22 43 5.1 5.0 7.9 59 58 5.6 54 52
Capital expenditure 73 4.8 73 7.8 82 115 113 113 10.8 10.0 9.7
Total expenditure 17.6 15.7 182 195 19.6 23.1 224 22.1 217 21.0 208
Overall balance (commitment basis, incl. grants) 43 55 42 238 34 4.1 37 3.0 2.1 17
Overall balance (commitment basis, excl. grants) 8.2 77 7.6 93 7.8 -113 -10.0 9.5 8.6 15 7.0
Domestic financing 1.9 24 04 1.8 0.1 -L1 0.0 0.0 0.1 0.1 0.1
0
Money and credit 0
Broad money 24.7 262 26.5 25.1 262 243 23.7 24.0 247 253 259
Net foreign assets 7.7 72 8.1 73 9.0 10.0 10.1 10.5 1.7 127 133
Net domestic assets 16.9 19.0 18.4 17.8 17.3 143 13.5 13.5 13.0 12.6 127
Credit to government 6.9 9.0 93 9.1 83 5.1 42 35 2.9 2.5 2.0
Credit to the private sector 8.4 8.1 8.4 8.8 9.2 9.2 9.7 10.6 1.7 129 144
0
Savings and investment 0
Resource gap 3.2 6.6 7.6 -10.1 -85 -152 117 -10.1 9.2 8.2 15
Investment 185 143 17.5 179 19.4 23.7 253 248 242 233 23.0
Government 73 4.8 73 7.8 82 115 113 113 10.8 10.0 9.7
Nongovernment 1.2 9.5 102 10.1 12 122 140 135 134 133 133
Gross domestic savings 153 7.7 9.9 7.8 109 8.6 13.6 147 15.0 15.1 154
Gross national savings 172 83 12.9 119 13.9 14.6 175 185 18.6 185 18.6
Public 3.0 0.7 33 3.7 5.4 8.1 72 7.7 7.9 79 79
Private 142 9.0 162 82 8.6 6.4 103 108 10.7 10.6 107
External sector, public debt, and debt service
Export, fo.b 213 1.0 16.0 156 145 19.7 237 240 244 245 246
Imports, c.i.f. 24.7 16.0 2.6 239 238 335 352 343 338 33.0 325
Current account balance (excluding grants) 2.0 6.1 73 8.6 76 -13.2 -10.1 8.6 7.8 6.8 63
Current account balance (including grants) -13 6.0 4.6 6.0 54 92 78 63 57 49 43
Net present value (NPV) of external debt 7
After traditional debt relief 711 717 67.7 64.4 60.8 574
After enhanced HIPC Initiative debt relief 50.6 524 50.7 49.1 46.9 449
(In units indicated)
Gross official reserves (in millions of SDRs) 3175 266.6 324.0 284.7 400.6 3275 368.8 211 4743 517.9 564.5
In months of imports of goods and nonfactor services 33 4.1 35 2.8 3.8 3.0 32 34 37 38 39
Exchange rate: Malagasy francs per SDR (period average) 8,391.0 8,774.3 8,646.0
Exchange rate: Malagasy francs per U.S. dollar (period average) 6,591.5 6,592.3 .. 6,203.4
GDP per capita (in U.S. dollars) 285 278 298 324 339 255 254 269 281 295 307
Nominal GDP (billions of Malagasy francs) 29,843 30,042 33,978 33,893 37,651 39,446 45,822 51,440 57,369 63,982 71,156

Sources: Malagasy authorities; and Fund staff estimates and projections.

! Data may not add up due to rounding.
? IMF Country Report No. 04/91 (3/30/04).
? Based on 1993 trade weights.

#2003 includes extrabudgetary expenditure.

5 The composition of monetary growth in 2003 reflects reclassification of a public enterprise, SOLIMA, debt (FMG 350.4 billion) by the government.

© For 2003, include the takeover of SOLIMA debt by the government.
7 NPV based on stock-of-debt operation at end-2003.
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Table 3. Madagascar: Quarterly Central Government Accounts, 2004
(In billions of Malagasy francs)

2004
10:14 AM, Ql Q2 Q3 Q4
30-Sep-04 Prog. Act. Prog. Est. Prog. Rev. Prog. Proj.
Prog.
Total revenue and grants 1,325.8 1,358.1 2,981.4 3,035.9 4,760.6 5,858.5 6,381.6 7,826.8
Total revenue 1,090.5 1,077.3 2,309.7 2,2833 3,326.9 3,420.6 4,491.6 4,717.3
Of which: tax revenue 1,010.5 997.6 2,164.3 2,125.6 3,120.3 3,191.3 4,210.0 4,417.9
Grants 2353 280.9 671.7 752.6 1,433.7 2,437.9 1,890.0 3,109.5
Current grants 69.0 61.4 2282 258.5 602.1 1,206.1 781.2 1,450.0
Of which: HIPC assistance 533 56.1 923 90.8 137.3 138.9 177.2 180.8
counterpart funds 15.7 53 282 28.2 36.5 36.5 46.3 46.3
Project grants 166.3 219.5 4435 494.1 831.6 1,231.8 1,108.8 1,659.5
Total expenditure 1,417.6 1,790.7 3,2853 4,076.6 5,595.9 6,817.4 7.391.7 9,130.4
Current expenditure 957.6 959.6 2,100.4 2,248.8 3,323.0 3,467.7 4,316.0 4,577.2
Budgetary expenditure 914.2 887.0 1,949.5 2,056.6 3,097.9 32332 4,153.9 4,410.9
Personnel ' 482.8 4339 965.7 905.4 1,463.4 1,448.5 1,931.3 1,931.3
Of which: HIPC financed 299 29.9 59.9 475 104.7 89.8 119.7 119.7
Other noninterest expenditure 216.6 193.6 552.9 553.8 1,025.4 944.2 1,344.3 1,277.1
Of which: HIPC financed 13.7 13.7 28.8 16.0 63.0 63.0 84.0 101.8
Foreign interest obligations 71.1 87.9 177.2 256.3 243.1 380.7 377.6 560.7
Domestic interest obligations 143.7 171.6 253.8 341.1 366.0 459.8 500.7 641.8
Treasury operations (net) 2 41.8 71.3 147.7 190.3 220.6 2303 156.3 160.5
Counterpart funds-financed operations 1.6 1.3 32 2.0 4.5 42 58 58
Capital expenditure 460.0 831.1 1,184.9 1,827.8 2,272.9 3,349.7 3,075.7 4,553.2
Domestically financed 126.7 224.6 309.5 515.7 6443 870.0 914.4 1,200.0
Of which: cyclone related expenditures 0.0 100.0 0.0 100.0 0.0 100.0 0.0 100.0
Foreign financed 3333 606.6 875.4 1,312.1 1,628.6 2,479.7 2,161.3 3,353.2
Of which: HIPC financed 233 233 48.8 56.5 789 78.9 95.0 95.0
Government on-lending to public enterprises 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Net cost of structural reforms -8.1 -22.8 -26.3 -22.8 -38.9 -25.0 -42.7 -42.7
Overall balance (commitment basis)
Excluding grants -335.2 <7363 -1,001.9  -1,816.1  -2,307.9 -3421.8 -2,9428 -44558
Including grants -99.8 -455.4 -330.2  -1,063.5 -874.1 -983.9  -1,052.8  -1,346.3
Domestic balance (commitment basis) * 69.3 -41.8 50.6 -247.7 -436.2 -561.5 -403.9 -541.9
Change in arrears * -140.8 -230.0 -175.3 -271.6 -302.0 -287.0 -347.3 -3473
Total overall balance (cash basis, excluding grants) -476.0 9663 -1,177.2  -2,087.7 -2,609.9 -3,708.8  -3,290.1 -4,803.1
Total overall balance (cash basis, including grants) -240.6 -685.4 -505.5  -1,335.1 -1,176.1 -1,270.9  -1,400.1 -1,693.6
Financing 240.6 685.4 505.5 1,335.1 1,176.1 1,270.9 1,400.1 1,693.6
Foreign (net) 183.1 540.8 221.5 977.9 939.2 1,534.2 1,367.9 2,005.8
Drawings 303.9 599.2 5433 1,053.6 1,355.4 1,757.0 1,657.2 2,283.0
Budget 160.3 2355 160.3 235.6 637.3 588.1 699.7 684.2
Projects 143.6 363.7 383.0 818.0 718.1 1,169.0 957.5 1,598.7
Amortization due -120.8 -136.9 -321.8 -301.6 -416.2 -517.5 -634.4 -727.2
Change in external arrears * 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Debt relief 65.9 78.5 185.2 2259 226.5 294.7 345.1 450.0
Current maturities 535 66.1 122.2 162.9 156.0 224.1 223.7 328.5
HIPC assistance 12.4 124 63.0 63.0 70.5 70.6 121.5 121.5
Domestic (net) 55.3 134.5 260.6 230.1 190.9 -390.4 -40.6 -448.3
Banking system® -79.8 -76.3 175.2 -133.2 53.3 -953.9 <1511 -1,013.4
Nonbanking system 135.1 71.0 854 134.0 137.6 438.1 110.5 478.1
Treasury correspondent accounts (net) 0.0 133.8 0.0 229.3 0.0 125.4 0.0 87.0
Privatization receipts " 22 10.1 234 127.1 46.0 127.1 72.8 136.1

Sources: Ministry of Economy, Finance, and Budget; and Fund staff estimates and projections.

! Personnel expenditures in 2002 were much lower than in the budget as the payment of a number of indemnities and allowances was
suspended because of the revenue shortfall.

? Includes annexed budgets of quasi-public entities, including port authorities, the post office, government printing office,

and civil service retirement funds. Beginning in 2002 net correspondent account balances are classified as domestic financing.

* Overall balance, excluding grants, foreign-financed capital expenditures, and foreign interest payments.

¢ Change in arrears consists of the amount to be recommitted and net payments delays. The latter includes expenditure committed but with no payment orders issued, a
not covered by the performance criterion on non-accumulation of arrears.

° Bilateral agreements on debt with non-Paris Club creditors, most of which is in arrears, were initially assumed to be finalized in 2001;

however, such reschedulings are materializing at a slower pace than envisaged. For 2001, arrears were rescheduled with the

Saudi Fund for Development and a commercial creditor, Itochu Bank (Hong Kong SAR).

© Excludes the assumption of state oil company (SOLIMA) debt by the government and the effect of exchange rate changes on net credit to government in foreign exch
7 Privatization receipts in the first half of 2003 largely came from transactions regarding SOLIMA (FMG 23.5 billion), TORGINOL (FMG 2.04 billion), and FIMA (F
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Table 4. Madagascar: Central Government Accounts, 2002-09
(In billions of Malagasy francs)

10:17 AM 2002 2003 2004 2005 2006 2007 2008 2009
30-Sep-04 Prog. Proj. Act. Prog. Rev Projections
Prog.
Total revenue and grants 3,053.2 5,091.9 4,866.8 52248 6,381.6 7,826.8 8,386.1 9,513.6 10,736.5 12,049.2 13,551.1
Total revenue 2,403.0 3,617.0 34973 3.494.5 4,491.6 47173 5.679.7 6.514.4 7.518.7 8.609.9 9.830.8
Budgetary revenue 2,403.0 3,617.0 34973 3.494.5 4,491.6 47173 5.679.7 6.514.4 7.518.7 8.609.9 9.830.8
Tax revenue 2,304.2 3,509.0 3,389.3 33923 4,210.0 4,417.9 54232 6,224.2 7,228.6 8,317.7 9,534.9
Of which: recovery of tax arrears 80.0 80.0
Nontax revenue 98.9 108.0 108.0 108.0 281.6 299.4 256.5 290.2 290.2 2922 295.9
Grants 650.1 1,4749 1,369.5 1,730.3 1,890.0 3,109.5 2,706.4 2,999.1 32178 3,439.3 3,720.3
Current grants 249.6 879.7 817.6 8593 781.2 1,450.0 1,012.1 1,153.3 1,210.9 1,257.3 1,353.3
Of which: HIPC assistance ' 183.7 2063 191.6 191.6 1772 180.8 3273 409.7 4073 388.8 4165
Project grants 400.5 595.2 5519 871.0 1,108.8 1,659.5 1,694.3 1,845.8 2,006.9 2,182.0 2,367.0
Total expenditure 4,709.5 6,187.0 6,162.7 6,622.2 7.391.7 9,130.4 10,279.9 11,393.9 12,447.3 13,406.2 14,785.0
Current expenditure 3,109.3 3,544.6 4,047.9 3.858.3 4316.0 4,577.2 5,098.7 5.571.7 6,224.6 7.017.2 7.916.5
Budgetary expenditure 2,781.1 34414 3916.9 3,758.2 4,153.9 4,4109 4,989.7 5,468.7 6,121.6 6,914.2 7.813.5
Personnel 1,380.0 1,815.9 1,887.9 1,827.1 1,931.3 1,931.3 2,287.9 2,469.1 2,696.4 3,007.2 33443
Of which: HIPC financed 714 119.8 119.8 119.8 119.7 119.7 176.7 0.0 0.0 0.0 0.0
Other noninterest expenditure 741.7 1,024.3 12353 1,180.7 13443 1277.1 1,582.3 1,930.6 23253 27853 33110
Of which: HIPC financed 108.0 119.7 119.7 119.7 84.0 101.8 1123 0.0 0.0 0.0 0.0
Foreign interest obligations 407.7 399.4 346.7 302.8 377.6 560.7 573.7 653.7 687.7 718.8 750.7
Domestic interest obligations 251.8 201.8 447.0 4475 500.7 641.8 545.8 4153 412.2 403.0 407.4
Treasury operations (net) 202.0 65.0 91.9 60.4 156.3 160.5 100.0 100.0 100.0 100.0 100.0
Emergency expenditure 1222 35.0 35.0 355 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Of which: elections 582 350 35.0 355 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Counterpart-funds-financed operations 39 32 4.1 43 5.8 5.8 9.0 3.0 3.0 3.0 3.0
Capital expenditure 1445.8 24963 1,968.7 2,657.4 3,075.7 45532 51811 582222 6.222.7 6,389.0 6,868.4
Domestically financed 559.7 800.0 695.0 861.4 914.4 1,200.0 1,368.8 1,978.6 2,321.6 2,607.4 2,900.4
Foreign financed 886.2 1,696.3 1,273.7 1,796.0 2,161.3 33532 38123 38435 3,901.1 3,781.6 3,968.0
Of which: HIPC financed 121.2 123.7 123.7 123.4 95.0 95.0 261.7 0.0 0.0 0.0 0.0
Government on-lending 1544 146.1 146.1 106.5 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Primary balance : -46.8 673.6 2431 386.6 882.4 1,168.9 1,564.6 1,875.8 2,276.0 2,614.2 2,990.0
Overall balance (commitment basis,
excluding the cost of structural reforms)
Including grants -1,656.4 -1,095.1 -1,295.9 -1,3974 -1,010.1 -1,303.6 -1,893.8 -1,880.3 -1,710.8 -1,356.9 -1,2339
Excluding grants -2,306.5 2,570.0 2,665.4 3,127.7 -2,900.1 44131 -4,600.2 48794 49286 47963  -4954.1
Net cost of structural reforms ® 5.8 -17.1 -20.0 -19.7 -42.7 -42.7 9.0 0.0 0.0 0.0 0.0
Exceptional revenue 5.8 10.0 10.0 6.1 73 73 9.0 0.0 0.0 0.0 0.0
Cost of structural reforms 0.0 27.1 30.0 257 50.0 50.0 0.0 0.0 0.0 0.0 0.0
Overall balance (commitment basis,
including the cost of structural reforms)
Excluding grants -2,300.7 2,587.1 2,685.4 -3,147.4 29428 44558 45912 48794 49286 47963  -4954.1
Including grants -1,650.6 11122 113159 -1,417.1 -1,052.8 13463 1,884.8 -1,880.3 S1,7108  -13569  -12339
Domestic balance ' -1,006.8 -491.4 -1065.0 -1,048.5 -403.9 -541.9 -205.1 -382.2 -339.8 -295.9 <2354
Change in arrears 22126 -341.6 -256.6 -204.9 -3473 -3473 -150.0 -100.0 -50.0 0.0 -50.0
Total overall balance (cash basis, excluding grants) 22,5132 22,9287 2,942.0 33523 -3,290.1 -4,803.1 47412 49794 49786 47963  -5,004.1
Total overall balance (cash basis, including grants) -1,863.1 14537 15725 -1,622.0 -1,400.1 -1,693.6 2,034.8 -1,980.3 -1,7608  -13569  -12839
Financing 1,863.1 1,453.7 1,572.5 1,622.0 1,400.1 1,693.6 2,034.8 1,980.3 1,760.8 1,356.9 1,283.9
Foreign (net) 1,094.2 1,221.0 790.2 957.8 1,367.9 2,005.8 2,025.3 2,005.7 1,837.9 1,320.0 1,260.3
Drawings 1,150.1 1,504.3 1,043.1 1,246.3 1,657.2 2,283.0 2,445.7 2,607.7 2,525.6 2,089.7 2,108.4
Budget 664.4 5269 321.3 3213 699.7 684.2 5893 610.0 631.4 490.2 507.4
Projects 485.7 9774 721.8 925.0 957.5 1,598.7 1,856.3 1,997.7 1,894.2 1,599.6 1,601.0
Amortization due -583.1 -661.2 -613.4 -634.4 -634.4 -727.2 -949.9 -961.2 -896.7 -999.7 -1,097.2
Change in external arrears 0.0 -87.7 -71.8 -67.3 0.0 0.0 0.0 0.0 0.0 0.0 0.0
External debt relief 5272 465.5 4323 4132 345.1 450.0 529.5 359.2 209.0 230.0 249.1
Of which: HIPC assistance * 166.0 156.8 133.7 133.7 121.5 121.5 2235 0.0 0.0 0.0 0.0
Financing gap 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
(in millions of U.S. dollars) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Domestic (net) 722.6 1493 710.0 596.5 -40.6 -448.3 -4.5 -25.3 =771 36.9 236
Banking system M 722.1 753 2254 439 -151.1 -1,013.4 -96.2 -111.7 -138.1 -91.6 -118.7
Nonbanking system -71.8 54.0 258.6 4226 110.5 478.1 91.7 86.4 61.0 1285 1423
Treasury correspondent accounts (net) 72.3 20.0 226.0 130.0 0.0 87.0 0.0 0.0 0.0 0.0 0.0
Privatization receipts 46.5 83.5 72.3 67.7 72.8 136.1 14.0 0.0 0.0 0.0 0.0
Memorandum items:
Total HIPC debt relief "° 349.7 363.2 3253 3253 298.7 3023 550.7 0.0 0.0 0.0 0.0
Extrabudgetary expenditure 283.0 283.0
Total domestic debt 4,236.4 4720.4 4,702.9 4,646.8 4,167.6 3,904.0 3.878.7 3.801.6 3.838.5 3.862.0

Sources: Ministry of Economy, Finance, and Budget; and Fund staff estimates and projections.

! Interim HIPC Initiative assistance of multilateral financial institutions for 2001-04.
* Personnel expenditures in 2002 were much lower than in the budget as the payment of a number of indemnitics and allowances was

suspended because of the revenue shortfall.

* Includes annexed budgets of quasi-public entities, including port authorities, the post office, government printing office,
civil service retirement funds, and correspondent accounts of local authorities. Beginning in 2002, net correspondent account balances are classified as domestic financing.

# For 2000, the government budgeted FMG 69 billion to address

devastating effects of three cyclones carly in the year.

related to the

of a cholera epidemic and the

* Defined as total revenue (excluding non-tax revenues from the central bank) minus current expenditure (excluding domestic and foreign interest payments).

© The net cost of structural reforms comps

s (a) as receipts, loan recovery by the debt-recovery unit that holds the nonperforming loans of the two (former)

public banks (BFV and BTM) after the financial restructuring of their assets; and (b) as expenditures, those related to civil service reform (i.e., training,

bonuses, and wage decompression); to the upgrading of pay and equipment in the justice services; to privatization (severance pay, administrative costs,
transfers to the regional development fund that provides grants and concessional loans for basic social infrastructure purposes or to employees
affected by privatization, and indemnization payments to formerly expropriated owners); and to the capital transfrs for the asset restructuring

at the two insolvent banks (BFV and BTM).

" Total revenue minus expenditure, excluding foreign interest payments and foreign-financed capital expenditure.
* Interim HIPC Initiative assistance provided through Paris Club flow rescheduling on Cologne terms for 2001-04.
It does not include debt relief from multilateral donors after HIPC completion.

° Excludes the assumption of state oil company (SOLIMA) debt by the government and the effect of exchange rate changes on net credit to government in foreign exchange.

"* HIPC grants received plus HIPC external debt relif.
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Table 5. Madagascar: Central Government Accounts, 2002-09
(In percent of GDP, unless otherwise indicated)

10:17 AM 2002 2003 2004 2005 2006 2007 2008 2009
30-Sep-04 Prog. Act. Prog. Rev. Projections
Prog.
Total revenue and grants 10.2 15.0 15.4 16.9 19.8 18.3 18.5 18.7 18.8 19.0
Total revenue 8.0 10.6 10.3 11.9 12.0 12.4 12.7 13.1 13.5 13.8
Tax revenue (without recovery of tax arrears and additional measures) 7.7 10.3 10.0 11.0 11.0 11.8 12.1 12.6 13.0 13.4
Recovery of tax arrears 0.2 0.2
Nontax revenue 0.3 0.3 0.3 0.7 0.8 0.6 0.6 0.5 0.5 0.4
Grants 22 4.3 5.1 5.0 7.9 5.9 5.8 5.6 54 52
Current grants 0.8 2.6 2.5 2.1 3.7 22 22 2.1 2.0 1.9
Of which: HIPC assistance ' 0.6 0.6 0.6 0.5 0.5 0.7 0.8 0.7 0.6 0.6
Project grants 1.3 1.8 2.6 2.9 4.2 3.7 3.6 35 34 33
Total expenditures 15.7 182 19.5 19.6 23.1 22.4 22.1 21.7 21.0 20.8
Current expenditure 10.3 10.4 11.4 11.5 11.6 11.1 10.8 10.9 11.0 11.1
Noninterest expenditure 7.1 8.4 8.9 8.7 8.1 8.4 8.6 8.8 9.1 9.4
Personnel 4.6 53 5.4 51 4.9 5.0 4.8 4.7 4.7 4.7
Of which: HIPC financed 0.2 0.4 0.4 0.3 03 0.4 0.0 0.0 0.0 0.0
Other noninterest expenditure 2.5 3.0 3.5 3.6 32 35 3.8 4.1 4.4 4.7
Of which: HIPC financed 0.4 0.4 0.4 0.2 03 0.2 0.0 0.0 0.0 0.0
Interest obligations 22 1.8 22 23 3.0 24 2.1 1.9 1.8 1.6
Treasury operations 2 0.7 0.2 0.2 04 0.4 0.2 0.2 0.2 0.2 0.1
Emergency expenditures 3 0.4 0.1 0.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Of which: elections 0.2 0.1 0.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Capital expenditure 4.8 73 7.8 8.2 11.5 11.3 11.3 10.8 10.0 9.7
Domestically financed expenditure 1.9 23 25 24 3.0 3.0 38 4.0 4.1 4.1
Foreign-financed expenditure 29 5.0 53 57 8.5 8.3 7.5 6.8 59 5.6
Of which : HIPC financed 0.4 0.4 0.4 0.3 0.2 0.6 0.0 0.0 0.0 0.0
Government on-lending 0.5 0.4 0.4 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Domestic budgetary balance -2.9 -1.0 -2.7 -1.0 -1.3 -0.5 -0.7 -0.6 -0.5 -0.3
Primary balance -0.2 2.0 1.1 23 3.0 3.4 3.6 4.0 4.1 42
Net cost of structural reforms * 0.0 -0.1 -0.1 -0.1 -0.1 0.0 0.0 0.0 0.0 0.0
Exceptional revenue 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Cost of structural reforms 0.0 0.1 0.1 0.1 0.1 0.0 0.0 0.0 0.0 0.0
Overall balance (commitment basis)
Excluding grants 217 -7.6 -9.3 -7.8 -11.3 -10.0 -9.5 -8.6 7.5 -7.0
Including grants -5.5 -3.3 4.2 -2.8 -3.4 -4.1 -3.7 -3.0 -2.1 -1.7
Domestic balance * -3.4 -1.4 -3.1 1.1 -1.4 -0.4 -0.7 -0.6 -0.5 -0.3
Change in arrears -0.7 -1.0 -0.6 -0.9 -0.9 -0.3 -0.2 -0.1 0.0 -0.1
Total overall balance (cash basis, excluding grants) -84 -8.6 99 -8.7 -122 -10.3 9.7 -8.7 <15 -7.0
Total overall balance (cash basis, including grants) -6.2 -43 438 -3.7 43 -4.4 -3.8 -3.1 -2.1 -1.8
Financing 6.2 4.3 4.8 3.7 43 4.4 3.8 31 2.1 1.8
Foreign (net) 3.6 3.6 2.8 3.6 5.1 4.4 3.9 32 2.1 18
Drawings 38 4.4 3.7 4.4 5.8 53 5.1 4.4 33 3.0
Budget 22 1.6 0.9 1.9 1.7 1.3 12 1.1 0.8 0.7
Projects 1.6 29 2.7 25 4.1 4.1 39 33 25 23
Amortization due -1.9 -1.9 -1.9 -1.7 -1.8 221 -1.9 -1.6 -1.6 -1.5
Change in external arrears 0.0 -0.3 0.2 0.0 0.0 0.0 0.0 0.0 0.0 0.0
External debt relief 1.8 1.4 12 0.9 1.1 12 0.7 0.4 04 04
Of which: HIPC assistance ¢ 0.6 0.5 0.4 0.3 03 0.5 0.0 0.0 0.0 0.0
Financing gap 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Domestic (net) 24 0.4 1.8 -0.1 11 0.0 0.0 -0.1 0.1 0.0
Of which: banking system 24 0.2 0.1 -0.4 -2.6 -0.2 -0.2 -0.2 -0.1 -0.2
Privatization receipts 0.2 0.2 0.2 0.2 0.3 0.0 0.0 0.0 0.0 0.0
Memorandum items:
Total HIPC debt relief 1.2 1.1 1.0 0.8 0.8 1.2 0.0 0.0 0.0 0.0
Education expenditure, after HIPC 2.8
Health expenditure, after HIPC 0.9
Total domestic debt 14.1 13.9 123 10.6 85 7.5 6.6 6.0
Nominal GDP (in billions of Malagasy francs) 30,042 33,978 33,893 37,651 39446 45822 51,440 57,369 63,982 71,156

Sources: Ministry of Economy, Finance, and Budget; and Fund staff estimates and projections.

! Interim HIPC assi of i 1 financial institutions for 2001-04.
2 Includes annexed budgets of quasi-public entities, including port authorities, the post office, government printing office,
civil service retirement funds, and correspondent accounts of local authorities. Beginning in 2002, net cor account balances are classified as domestic financing.

® For 2000, the government budgetized FMG 69 billion to address exceptional developments related to the resurgence of a cholera epidemic and the

devastating effects of three cyclones early in the year.

* The net cost of structural reforms comprises (a) as receipts, loan recovery by the debt-recovery unit that holds the nonperforming loans of the two (former)

public banks (BFV and BTM) after the financial restructuring of their assets; and (b) as expenditures, those related to civil service reform (i.e., training,

bonuses, and wage d pression); to the upgrading of pay and equi in the justice services; to privatization (severance pay, administrative costs, transfers

to the regional development fund that provides grants and concessional loans for basic social infrastructure purposes or to employees affected by pri

and indemnization payments to formerly expropriated owners); and to the capital transfers for the asset restructuring at the two insolvent banks (BFV and BTM)
* Overall balance, ing grants, foreign-financed capital expendi and foreign interest payments.

¢ Interim HIPC assistance provided through Paris Club flow rescheduling on Cologne terms for 2001-04.

It does not include debt relief from multilateral donors after HIPC completion.

7 Excludes the assumption of state oil company (SOLIMA) debt by the government and the effect of exchange rate changes on net credit to government in foreign exchange.
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Table 8. Madagascar: Balance of Payments, 2001-09
(In millions of SDRs, unless otherwise indicated)

2001 2002 2003 2004 2005 2006 2007 2008 2009
10:17 AM Prog. Prel. Prog. Rev. Revised Projections
30-Sep-04 Prog.
Current account 464 204.1 -168.6 2347 2303 2776 2415 2129 2064 -190.0 -183.0
Goods and services -114.3 2248 2759 394.1 360.4 458.7 364.2 339.0 3352 3201 316.7
Trade balance 11.6 90.5 90.1 -181.5 2251 284.2 -193.6 -172.7 -157.9 -138.6 -129.5
Exports 757.9 375.0 584.9 611.3 613.5 596.4 737.9 809.5 885.5 958.4 1,0333
Imports -746.3 465.5 675.0 -792.8 838.6 -880.6 931.5 9822 -1,043.4 -1,097.0 1,163
Net services (net) -125.9 -1343 -185.8 2125 -1352 1745 -170.6 -166.4 1773 -181.5 -1872
Services, receipts 276.3 173.1 247.3 2289 287.8 256.7 287.1 3167 3312 351.7 373.9
Services, payments 402.2 307.4 433.1 4414 423.1 4312 457.7 483.1 -508.5 5333 -561.1
Income (net) 46.7 53.5 -56.4 57.0 479 486 50.8 52.5 54.0 5.6 57.2
Receipts 18.7 20.1 19.3 1.7 157 20 20.1 210 219 226 233
Payments 65.4 736 75,7 68.7 63.6 -70.6 -70.9 735 759 782 -804
Of which : government interest ' 414 439 42,9 40.5 424 40.9 42.1 42,9 436 4.0 -44.4
Current transfers 114.6 74.2 163.6 2164 177.9 229.7 173.6 178.6 182.8 185.7 1909
Government 249 62 983 102.0 929 119.7 736 756 76.7 770 80.0
Budget aid 36.7 2.1 88.8 916 825 1093 736 756 76.7 770 80.0
HIPC relief > 18.8 202 22 22 19.9 203 27.1 269 258 238 246
Grants 17.9 19 66.7 69.5 626 89.0 465 4838 509 532 554
Other (net) * -11.8 -15.9 9.5 10.4 10.4 104 0.0 0.0 0.0 0.0 0.0
Private 89.7 68.0 653 1144 85.0 1100 100.0 103.0 106.1 108.7 1109
Capital and financial account 65.9 105.1 168.2 208.5 288.2 2504 257.8 259.4 264.8 2373 237.3
Capital account (government project grants) 88.6 4.7 63.9 63.8 1245 1245 115.0 121.0 127.1 1335 140.0
Financial account 911 247 104.2 37.1 163.7 1259 142.8 1383 137.6 103.8 973
Direct investment 731 6.4 13.1 9.1 520 300 46.7 50.6 545 58.7 63.1
Of which : privatization receipts 10.9 33 37 00 00 00 00 0.0 0.0 0.0 0.0
Other 18.0 183 911 280 17 959 962 87.7 83.1 450 342
Government 215 482 96.6 513 117.0 105.6 107.0 108.0 103.2 66.7 60.8
Drawing 90.2 1203 167.6 124.7 186.1 173.6 166.0 1710 160.0 1279 125.7
Project drawings 60.4 54.6 105.0 835 107.5 1229 126.0 131.0 120.0 97.9 94.7
Budgetary support 26.8 65.7 56.6 412 786 50.7 40.0 40.0 40.0 300 300
Non-government 3.0 0.0 6.0 00 00 00 00 0.0 0.0 00 10
Amortization ' 68.7 721 71,0 734 69.1 68.0 59.0 63.0 56.8 61.2 -64.9
Private sector amortization 73 8.8 5.4 7.0 53 97 -10.8 202 20.1 217 26.6
Banks, net 3.8 211 0.0 -163 00 0.0 0.0 0.0 0.0 0.0 0.0
Other (incl. errors and omissions) * -113.8 357 0.0 107.6 0.0 0.0 0.0 0.0 0.0 00 0.0
Overall balance 19.6 99.0 0.4 262 579 272 164 465 583 473 543
Financing -19.6 99.0 04 262 57.9 272 -16.4 46.5 583 473 543
Net foreign assets (increase -) -76.9 40.0 -40.1 -12.1 96.7 -13.4 39.1 -70.0 716 614 69.1
Use of Fund credit (net) 214 86 173 5.9 173 295 23 -17.8 -184 -17.8 224
Disbursements 27 114 27 113 27 349 113 0.0 0.0 0.0 0.0
Repayments 13 2.7 5.4 54 54 54 9.1 -17.8 -184 -17.8 224
Other assets, net (increase -) 983 314 57.4 -18.1 -114.0 429 413 523 532 43.5 46.7
Net change in arrears (excluding central bank) * 16 L5 95 95 00 0.0 0.0 0.0 0.0 0.0 0.0
Debt relief and cancellation ©”* 55.8 515 500 47.8 388 40.6 27 236 13.2 14.1 14.7
Memorandum items:
Grants (in percent of GDP) 32 15 44 42 5.1 8.1 6.1 5.8 5.6 54 52
Loans (in percent of GDP) 0.6 14 26 13 28 35 34 32 28 17 14
Direct investment (in percent of GDP) 21 02 04 02 12 10 15 15 15 15 15
Current account (in percent of GDP)
Excluding net official transfers 2.0 6.1 73 76 -13.2 -10.1 8.6 7.8 638 63
Including net official transfers 13 6.0 46 X 54 9.2 7.8 63 5.7 49 43
Gross official reserves 317.5 266.6 324.0 284.7 400.6 3275 368.8 4211 4743 517.9 564.5
(in months of imports of goods and nonfactor servic 33 4.1 35 28 38 3.0 32 34 37 38 39
Exchange rates
Malagasy francs/SDR (period average) 8,391.0 8,774.3 8,646.0
Malagasy francs/U.S. dollar (period average) 6,591.5 6,592.3 62034

Sources: Central Bank of Madagascar, Ministry of Finance, IMF Finance Dept., and Fund staff estimates and projections.

! Interest and amortization payments assume Paris Club stock-of-debt reduction will occur at the completion point, envisaged to be in 2004.

? Interim relief provided by the African Development Bank Group (AfDB), IDA, and the IMF for 2001-03. The distribution of interim relief

among these years differs from the original program due to AfDB's choice of a different delivery option than assumed at the time of the decision point.

* Other official grants less payments due to scholarships and contributions to international organizations.

s )
Includes commercial credits reccived or granted.

s ) )
From 2000 on, includes external commercial arrears.

© Bilateral agreements on debt with non-Paris Club creditors, most of which is in arrears, were initially assumed to be finalized in 2001; however, such reschedulings are

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

7 Assuming a Paris Club flow rescheduling on Cologne terms agreed in 2001, of which a part is attributable to HIPC relicf.

* Includes SDR 52 million of HIPC relief.
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Table 10: Madagascar: Millennium Development Goals

1990 1995 2001 2002 2015
Target
Goal 1. Eradicate extreme poverty and hunger
Target 1: Halve between 1990 and 2015, the proportion of people whose income
is less than one dollar a day.
1. Population below USS$ 1 a day (percent) 49.1
2. Poverty gap ratio at US$ 1 a day (percent) 18.3
3. Share of income or consumption held by poorest 20 percent (percent) 6.4
Target 2: Halve, between 1990 and 2015, the proportion of people suffering hunger
4. Prevalence of child malnutrition (percent of children under 5) 40.9 34.1 33.1 20.5
5. Population below minimum level of dietary energy consumption (percent) 35.0 40.0 36.0 17.5
Goal 2. Achieve universal primary education
Target 3: Ensure that, by 2015, children will be able to complete a full course
of primary schooling
6. Net primary enrollment ratio (percent of relevant age group) 60.6 68.7
7. Percentage of cohort reaching grade 5 21.5 39.7 33.6
8. Youth literacy rate (percent age 15-24) 722 76.3 80.8 81.5
Goal 3. Promote gender equality and empower women
Target 4: Eliminate gender disparity in primary and secondary education preferably by 2005 and to
all levels of education by 2015
9. Ratio of girls to boys in primary and secondary education (percent) 98.9 99.2 . 100.0
10. Ratio of young literate females to males (percent ages 15-24) 85.6 88.8 92.1 92.5
11. Share of women employed in the nonagricultural sector (percent) 26.0
12. Proportion of seats held by women in the national parliament (percent) 7.0 4.0 8.0 8.0
Goal 4. Reduce child mortality
Target 5: reduce by two-thirds between 1990 and 2015, the under-five mortality rate
13. Under-five mortality rate (per 1,000) 168.0 156.0 139.0 135.0 54.0
14. Infant mortality rate (per 1,000 live births) 103.0 95.0 86.0 84.0
15. Immunization against measles (percent of children under 12-months) 47.0 55.0 55.0 61.0
Goal 5. Improve maternal health
Target 6: Reduce by three-quarters, between 1990 and 2015, the maternal mortality ratio.
16. Maternal mortality ratio (modeled estimate, per 100,000 live births) 580.0 550.0 127.0
17. Proportion of births attended by skilled health personnel 57.0 473 46.2
Goal 6. Combat HIV/AIDS, malaria and other diseases
Target 7: Halt by 2015, and begin to reverse, the spread of HIV/AIDS
18. HIV prevalence among females (percent ages 15-24) 0.2
19. Contraceptive prevalence rate (percent of women ages 15-49) 16.7 19.4 16.9
20. Number of children orphaned by HIV/AIDS 6,300
Target 8: Halt by 2015, and begin to reverse, the incidence of malaria and other major diseases
21. Prevalence of death associated with malaria
22. Share of population in malaria risk areas using effective prevention and treatment
23. Incidence of tuberculosis (per 100,000 people) 254.5
24. Tuberculosis cases detected under DOTS (percent) 65.0 60.0 61.6
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Table 10: Madagascar: Millennium Development Goals (concluded)

1990

1995

2001 2002

2015

Target

Goal 7. Ensure environmental sustainability

Target 9: Integrate the principles of sustainable development into policies and programs. Reverse the
loss of environmental resources

25. Forest area (percent of total land area)

26. Nationally protected areas (percent of total land area)

27. GDP per unit of energy use (PPP $ per kg oil equivalent)

28. CO2 emissions (metric tons per capita)

29. Proportion of population using solid fuels

Target 10: Halve by 2015 proportion of people without access to safe drinking water
30. Access to improved water source (percent of population)

Target 11: Achieve by 2020 significant improvement for at least 100 million slum dwellers

31. Access to improved sanitation (percent of population)
32. Access to secure tenure (percent of population)

Goal 8. Develop a Global Partnership for Development 1/

Target 16: Develop and implement strategies for productive work for youth.
45. Unemployment rate of population ages 15-24 (total)
Female
Male
Target 17: Provide access to affordable essential drugs
46. Proportion of population access with access to affordable essential drugs

Target 18: Make available new technologies, especially information and communications

47. Fixed line and mobile telephones (per 1,000 people)
48. Personal computers (per 1,000 people)

222

0.1

44.0

36.0

2.8

0.1

3.0
1.5

20.2
1.9 2.1

0.1

47.0

42.0

13.3 14.0
2.6 4.4

72.0

Sources: World Bank; and Fund staff estimates.

1/ Targets 12-15 and indicators 33-44 are excluded because they can not be measured on a country specific basis. These are related to official development

assistance, market access, and the HIPC initiative.
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Madagascar: Status of Actions to Strengthen Tracking of Poverty-Reducing Public Spending

Actions Timing Status Date Comments
(S'M)!  (FI/II/  Achieved
NS)?

Actions to strengthen budget formulation

Define budget aggregates along several poverty
categories (“high, medium, or low poverty
reduction relevance”) of the existing functional
budget classification systems, using as much as
possible the information on the incidence of
expenditures by population poverty groups.

Derive baseline of budget distribution by
poverty classification for most recent year
possible.

Migrate Tamatave system from pilot phase to

fully operational system based on Oracle, and
implement system in three main Treasuries by
mid 2005.

Draft plan on how the medium-term orientation
of the budget can be improved. A multiyear
expenditure forecast should be derived from a
macroeconomic projection model, be
consistent with sectoral policies, and include
both current and capital expenditures.

Introduce, in stages, a medium-term
expenditure planning framework.

Development of coherent capacity building
plan for the Ministry of Finance.

NS Technical Assistance has
been requested to help
implement the approach.

NS

11

1I A draft plan has been
initiated through the PRSP
and needs to be formalized
for the 2005 budget.

1I The government is
implementing program
budgets for all ministries
and institutions.

11 Continue education of

higher level staff
(inspecteurs de trésor, des
impots, et de
["administration
financiere) at the Malagasy
Institute for Technical
Planning.



regulations for the complete budgetary cycle
(public procurement, inventory assessment, and
nomenclature of documentary evidence) based
on diagnostic studies, including the Country
Fiduciary Assessment.
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Madagascar: Status of Actions to Strengthen Tracking of
Poverty-Reducing Public Spending (continued)
Actions Timing Status Date Comments
(SM)'  (FU/II/ Achieved
NS)*
Actions to strengthen budget execution
Design and implement a monitoring system for S FI System implemented for
the entire budgetary cycle (engagement, the six ministries.
liquidation, mandatement, paiement) for at
least six ministries of special importance to
poverty reduction, including the Ministries of
Basic Education and Health.
Prepare biannual reports on education and S FI From July 2003 onward,
health sector activities at the central and the system covers grants,
decentralized level, including (i) budgetary loans and FCV.
allocation and expenditure execution; and
(i1) physical achievements.
Install and use ASYCUDA ++ software for M 11 UNCTAD is currently
customs operations in at least six priority sites. providing technical
assistance and the system
should be operational in
early 2005.
In the context of the new Organic law on S FI
Public Finances to be presented to the
Parliament by end-2003, simplify the budget
execution structure by combining the functions
of the gestionnaires de crédit and the sous-
ordonnateurs in the ministries.
Implement a quantitative study showing what S I Issues have been
factors are responsible for the slow identified and solutions
implementation of the execution of the are being added into
investment budget in the social sectors. budgetary execution
notes (circulaires
d’execution budgétaire).
Review, update, and simplify the rules and S 11 The nomenclature of

documentary evidence
remains to be done.
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Madagascar: Status of Actions to Strengthen Tracking of
Poverty-Reducing Public Spending (concluded)
Actions Timing  Status Date Comments
(S'M)!  (FI/II/  Achieved
NS)?
Transform the auditor general office into an S II The organic law was
independent court (Cour des Comptes). passed by Parliament
in July 2004

Actions to strengthen budget reporting

Publish regularly in the official government S NS

journal all virement des credits (transfers

between credit lines carried out after the budget

law is passed by the parliament).

Improve the centralization procedures and S FI The closing balances

consolidation of all balances of the principal for 1999-2002 were

treasurers by the central treasury accounting established.

office (ACCT) through the formation of a

consolidation and audit unit, constituting a step

toward the establishment of general balance

sheet statements and of reliable opening and

closing accounting balances.

Strengthen capacity and efficiency of control S I HIPC funds used to

organs based on recommendations of strengthen control

government report. organs.

Install, by end 2003, the treasury computer S FI 11/01

system for all main 22 treasury offices.

Prepare the 2000 and 2001 budgetary execution S FI The 2000 budgetary

laws (loi de reglement) during 2003.

execution law was
submitted to the audit
court in July 2003 and
that of 2001 in
December 2003.

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

?FI = Fully implemented; II = Implementation initiated ; NS = Not started.
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Antananarivo, September 29, 2004

Mr. Rodrigo de Rato
Managing Director
International Monetary Fund
Washington, D.C. 20431

Dear Mr. de Rato:

1. In the context of the Poverty Reduction and Growth Facility (PRGF) arrangement,
approved by the IMF Executive Board on March 1, 2001, the government of Madagascar and
Fund staff held the discussions for the fifth review in two stages during the period June 29-
July 5 and September 3-10, 2004. The discussions focused primarily on economic and
financial developments during the first seven months of 2004, structural reforms under way,
and on policies and the economic outlook for the rest of the year and 2005. The first progress
report on the implementation of the poverty reduction strategy paper (PRSP) was also
discussed, in collaboration with World Bank staff. The broad targets for the macroeconomic
and budgetary framework for 2005 were agreed on, but discussions on some details are
ongoing with Fund staff and will be further deepened during a mission scheduled for
December 2004.

A. Economic and financial developments in the first seven months of 2004
Economic activity, prices, and balance of payments

2. Madagascar was confronted with exceptional exogenous shocks during the first
months of 2004. In January, and then again in March, Madagascar was hit by two particularly
violent cyclones, which destroyed or damaged more than 1,000 public buildings (including
schools and health centers), leaving over 300,000 people without shelter, and affecting
agricultural production. During the first five months of 2004, the Malagasy franc (FMGQG) fell
by about 50 percent against the euro. Factors that contributed to the sharp depreciation
included: (i) the correction of a previous overvaluation during 2001 through the second half
of 2003; (i) strong imports as a result of higher international petroleum prices, increased
government capital expenditures following the cyclones and acceleration of the execution
rate, and an acceleration of private imports in response to the tax and tariff exemptions on
consumption and durable goods introduced in September 2003; and (ii1) weak exports,
stemming from the impact of two cyclones on vanilla and shellfish exports and lower than
usual repatriation of export proceeds during the first months of 2004. The foreign exchange
market reached a turning point in early June, as import demand weakened and a package of
fiscal, monetary, and structural policy measures was implemented to contain inflationary
pressures and reduce volatility of the interbank foreign exchange market.
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3. Inflationary pressures have intensified and constitute a major source of concern.
Consumer price inflation accelerated rapidly from around zero at the beginning of the year to
over 17.7 percent (on a year-on-year basis) at end-July, reflecting the impact of the cyclones
on agricultural output, high international rice and petroleum prices, and the partial pass-
through of the depreciation of the currency during the same period. Excluding rice and
petroleum, the price of which increased by 42 percent and 66 percent respectively over the
period, inflation stood at 6 percent in July 2004 (on a year-on-year basis). Since the
beginning of September, the price of rice has started to decrease following actions taken by
the government to facilitate distribution and strengthen competition in the rice sector.
Following these actions and other important policy adjustments, discussed below, we intend
to secure a reduction of inflation to under 15 percent (on a year-to-year basis) in December
2004.

4. Economic growth is expected to be lower than programmed in 2004. Despite a better
than expected performance of the Export Processing Zones (EPZs), which are expected to
grow by 28 percent in 2004, and of the tourism and construction sectors, real GDP growth is
expected to reach 5.3 percent in 2004 (compared with 6 percent under the program),
reflecting the adverse impact of the cyclones and the sharp increase in the cost of inputs.

5. Despite these shocks, Madagascar is making good progress in implementing its
poverty reduction strategy. The PRSP progress report was submitted to Fund and World
Bank staffs in July 2004. It presents, inter alia, results achieved during the past year, lessons
learned, challenges facing our policy makers, and an action plan for 2004-05. The PRSP
process continues to be participatory and open. An intermediate progress report covering the
first six months of implementation was discussed in six regional workshops held between
March and May 2004, involving a wide range of stakeholders (including the private sector,
donors, NGOs, and government).

6. Three quantitative performance criteria for end-March 2004 have been met, in
addition to the three indicative targets. The performance criterion on the floor on net foreign
assets was missed, as the central bank was unable to accumulate sufficient foreign exchange
in the context of the sharp depreciation of the FMG. The criteria on tax revenue and the
ceiling on domestic financing of the government were missed. While our government
undertook several steps to rein in non-essential spending, these two criteria were missed, due
to increased domestically financed investment expenditures following the two cyclones
(amounting to FMG 45 billion) and the negative impact of the cyclones on revenue
(estimated at around FMG 30 billion). In addition, the end-March 2004 performance criterion
on non-accumulation of domestic arrears was missed by a small margin, following the
accumulation of FMG 7 billion arrears vis-a-vis TELMA, the telecommunications company.
These arrears were cleared in June, when the privatization of the company was completed.
Moreover, the structural performance criterion on the completion of the bidding process for
the privatization of the cotton company, HASYMA, was missed. Five companies expressed
interest, but only one bid was received, and had to be rejected, since the bidder did not
comply with the terms and conditions (in particular, it asked for HASYMA’s debt to be taken
over by the government). The structural benchmark on the replacement of the existing system
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of exchange rate determination by a continuous interbank trading system was missed for
technical reasons, as some of the major banks were not ready to move to the new electronic
system.

7. At end-June 2004, all quantitative indicative targets were met, except for those
pertaining to net foreign assets and tax revenue. The end-June structural performance
criterion on the completion of the bidding process for the selection of the company that will
manage the sugar company, SIRAMA, was met.

8. In view of the shocks Madagascar faced in the first half of 2004 and the ambitious
corrective actions taken, in particular to bring the revenue performance back on track (see
below), the government requests a waiver for the nonobservance of the end-March 2004
performance criteria for net foreign assets, tax revenue, net domestic financing of the
government, and non-accumulation of domestic arrears. The government also requests a
waiver for the nonobservance of the end-March 2004 structural performance criterion for the
completion of the bidding process for the privatization of the cotton company, HASYMA.
Furthermore, the government wishes to request a modification of the end-September 2004
performance criteria, to reflect the recent macroeconomic developments.

Money and credit

0. The central bank acted to contain the inflationary pressures and reduce volatility on
the interbank foreign exchange market. It raised its base rate from 7 to 16 percent in three
stages (in April, June, and September) and increased the reserve requirements on demand
deposits (from 12 to 15 percent). At the same time, the central bank took other measures,
including reducing banks’ maximum net open foreign exchange positions from 20 to

10 percent, and lowering the risk concentration limit from 30 percent to 25 percent. In
response to these measures, excess liquidity in the banking system decreased sharply.
However, banks were able to raise some liquidity by unwinding their stock of Treasury bills.

10. To meet its liquidity objective, the central bank discontinued in July the practice of
outright purchase of treasury bills from banks on demand and further tightened monetary
policy, by imposing a 15 percent reserve requirement on previously exempted savings and
time deposits as well as foreign exchange deposits. The central bank also expanded its
intervention instruments. On August 27 and September 16, 2004, it carried out reverse
auctions in amount of FMG 170 billion and FMG 265 billion, respectively. As a result of
these measures, (i) the foreign exchange market stabilized, notwithstanding very limited
interventions by the central bank; and (i) private sector credit denominated in foreign
exchange started to unwind.
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11.  Interest rates have begun to edge upward. Weighted treasury bill rates rose from

10.7 percent in June to 11.6 percent in July, but remained below ex-post inflation.® While
two banks responded to the August 27 reverse auctions (with total bids in an amount of FMG
270 billion at interest rates ranging from 13 percent to 13.5 percent), four banks responded to
the September auction (with total bids in an amount of FMG 315 billion at interest rates
ranging from 13.5 percent to 18 percent).

12.  During the first half of the year, M3 grew faster than the program target, reflecting
the 17.8 percent increase in credit to the private sector (including the effect of the
depreciation on the domestic currency value of credit denominated in foreign currency).
Credit in foreign currency increased during the first four months of the year, in conjunction
with the financing of vanilla exports, which were delayed because of the cyclones. Credit in
local currency also increased, starting in May, in particular those granted to oil companies to
finance their imports and short-term credit to enterprises. Reserve money decreased by

3.9 percent during the first half of the year. This was lower than the program target, due to
the lower-than-expected accumulation of foreign exchange reserves. Overall, maintaining
control over banking sector liquidity and reining in inflation remain central concerns.

Public Finance

13. Fiscal targets were broadly met during the first six months of 2004, except for
fiscal revenue. The indicative target on domestic financing of the government was met in
spite of the impact of the cyclones on domestically financed reconstruction expenditures
(which increased by an estimated FMG 90 billion) and on revenue (which decreased by an
estimated FMG 42.5 billion). Tax revenue in FMG did not increase despite the sharp
depreciation due to the impact of the tax exemptions and persistent weaknesses in tax
administration. The government was able to contain non-priority and noninterest current
expenditures below the program target, due mainly to a prudent wage policy and the reining
in of other non-interest current expenditures. Notwithstanding the surge in inflation and a
16 percent increase in the private sector minimum wage, the government was able to resist
demands for a wage hike in the public sector beyond what is included in the 2004 budget.

Structural Reforms

14. The implementation of the government’s priority action plan for 2004, which aims at
operationalizing the public finance reform program, is well under way. In the fiscal area,

the objectives are to strengthen the budget preparation, align the budget closer to PRSP
priorities, and improve the budget execution process (with a view to strengthening the
tracking of poverty reducing expenditures). Other important reforms that are being
implemented include: (i) promulgation of a new legislative framework for public finance;

¥ However, excluding volatile rice and petroleum from the consumer price index, real interest
rates remained positive.
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(i1) implementation of the recommendations of the independent audit of the Treasury and
strengthening of the Treasury accounting system,; (iii) comprehensive overhaul of the
procurement system (a new Procurement Code was passed by Parliament in July 2004);

(iv) strengthening of the internal and external control mechanisms, including increased
staffing in the institutions in charge of controlling public entities; and (v) setting up of a
specific penal chain for corruption cases, which should help strengthen the judicial system.
Public enterprise reforms are discussed in paragraphs 6, 7 above, and 26 below. Governance
issues are discussed in paragraph 27. Oil prices were liberalized in July, well before the
original target date of end-2004.

15. The government is committed to letting the exchange rate be market determined, and
will only intervene on the foreign exchange market to dampen sharp swings in the exchange
rate. In this context, the government has introduced a new continuous inter-bank foreign
exchange market system in July 2004, and while traded volumes have remained in line with
those observed during the same period last year, the central bank has significantly reduced its
interventions. Exchange rate volatility was fairly limited, and the new system allows for a
continuous quotation not only of the Euro but also of the US dollar, which should help
reduce transaction costs. Furthermore, in order to deepen the foreign exchange market, a new
decree mandates that all foreign exchange transactions to go through the inter-bank foreign
exchange market (MID).

B. Outlook for the Rest of 2004 and for 2005

Public finance

16. The government is committed to implementing a tight fiscal policy, with a view to
limiting the second-round effects of the supply-side and exchange rate shocks on inflation
and reach the PRSP objective of a 5 percent inflation rate by end 2005 (on a year-on-year
basis). To this aim, the government has already taken strong measures, including a 10 percent
reduction in non-wage current expenditures, while preserving priority expenditures, and
continuation of a prudent wage policy. In particular, no increase in wages nor in benefits
beyond those included in the finance law will be granted in 2004. Further, in August 2004,
VAT exemptions granted in 2003 on imports of non-investment goods (with the exception of
refrigerators and medication) were rescinded, which are expected to increase the revenue in
the second half of 2004 by an estimated FMG 60 billion and should help curb the shortfall in
fiscal revenue linked to the exemptions.

17. Moreover, additional revenue measures taken to achieve the tax revenue-to-GDP
target of 11.2 percent in 2004 include: (i) introduction of anti-corruption measures in the tax
and customs departments; (ii) tightening conditions for importers that benefit from a customs
duties advance scheme, through the tightening of the eligibility conditions to the scheme and
a reduction in its maximum length to one month; (iii) acceleration of customs clearance
procedures, notably through an increase in the selectivity of controls; (iv) regular rotation of
customs agents (250 agents, equivalent to 25 percent of customs agents, have been
reassigned in the last three months, with a view to breaking up some of the corruption



-38 - APPENDIX II

networks); and (v) establishment of performance contracts for customs agents. The tax
department has also reinforced its tax recovery efforts, mainly through the acceleration of the
recovery of tax arrears, and more systematic information sharing with the public procurement
office. These measures have already led to an improvement in revenue performance, as
evidenced by preliminary revenue data for July and August, which exceeded original
projections by FMG 78 billion and FMG 11 billion, respectively. This indicates that the
revenue performance is back on track, and that the targets on tax revenue at end-September
and for the year as a whole can be met.

18.  Budget execution during 2004 was complicated by the under-budgeting of certain
expenditures. Expenditure reallocations in an amount of FMG 101 billion became necessary
to ensure that our contractual obligations could be met. The 2005 finance law aims to address
this issue in order to avoid the recurrence of similar problems in 2005 (see para. 20 below).

19. Over the remainder of the year, the revenue measures taken so far, coupled with a
higher than expected domestic currency value of foreign assistance due to the depreciation of
the national currency, would allow for FMG 448 billion (some 1.1 percent of expected GDP)
repayment to the domestic financial system. Nevertheless, the domestic balance is expected
to worsen slightly, owing to a rise in interest outlays following the increase in the base rate
and higher domestically financed capital expenditures in priority sectors (such as education
and infrastructure), as the execution rate increased and cyclone-related damages were
repaired (overall, almost 1,900 classrooms were built or rebuilt in 2004, and about 550 km of
roads constructed).

20. The 2005 budget will adhere to the following broad guidelines. In part due to the
phasing-out of domestically financed capital expenditures related to cyclones, and in

view of the objective of containing inflation, the domestic balance will be limited to

FMG -205 billion, a strengthening of about 1 percent of GDP vis-a-vis the 2004 objective.
To achieve this objective, a further gradual increase in the revenue-to-GDP ratio (from

11.2 percent in 2004 to 11.8 percent, consistent with a total objective of FMG 5,423 billion
in fiscal revenue, of which FMG 2,683 billion will come from customs revenue) will be
required, reflecting the full effect of the tax administration measures taken in 2004, the
installation of the most recent ASYCUDA software by UNCTAD (the test phase of the new
software is expected to start in December 2004), and the rescinding of remaining tax and
tariff exemptions granted in 2003, which is expected in September 2005. Moreover, the
following additional measures will be taken: (i) elimination of the customs duties advance
scheme (excluding credit for warehouse fees “crédit d’enléevement’), starting in 2005;

(i1) reassessment of the specific imports regime; (iii) reassessment of previously granted ad
hoc customs exemptions, with a view to reducing them by 20 percent; (iv) mandatory
payments of customs duties through the banking system; and (v) elimination of the immunity
of customs agents from enquiries and prosecution (Article 4, section 3 of the customs code).
These measures are expected to increase fiscal revenue by FMG 216 billion. In addition,
customs duties and import taxes will be merged into a single tax starting in 2005. On the
expenditure side, the continuation of a prudent wage policy will be required, and the wage
bill will be contained to 5 percent of GDP but accommodate increased staffing in priority
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sectors (fight against corruption through the setting up of the anti-corruption bureau and
increased staffing for the institutions in charge of controlling public entities, judiciary system
and customs, creation of new positions to improve domestic security and strengthen the
“education for all” program and the health system). Starting in 2005, the Ministry of
Defense’s payroll and wage bill will be managed by the Ministry of Finance, as is already the
case for the other ministries. Furthermore, nonwage current expenditure will be maintained at
3.5 percent of GDP.

21. Madagascar should continue to benefit from significant external support in 2005,
particularly for investment expenditures. Budgetary support is expected to reach SDR 86.5
million (SDR 40 million in loans and SDR 46.5 million in grants). This should enable our
government to incur no new net domestic debt in 2005.

Monetary Policy

22. The objectives of monetary policy will be to contain inflation and excess exchange
rate volatility. A significant drop in excess liquidity, the recent increase in interest rates on
treasury bills, and the recent appreciation of the exchange rate all point to a tightening of
monetary conditions. At end-July 2004, three banks have failed to meet the reserve
requirements and have been penalized. The monetary program aims for a 12.6 percent
increase in broad money (M3) in December 2004 (on a year-on-year basis), consistent with a
small increase in velocity from 4.0 at end-December 2003 to 4.1. Given the impact of rising
interest rates on velocity and a repayment of FMG 425 billion in statutory advances to the
Treasury, reserve money is targeted to decline by 1.4 percent at end-December 2004. The
central bank will take additional measures, as needed and in close consultation with Fund
staff, to secure the reserve money target and the inflation objective. To manage liquidity,

the central bank will further use reverse auctions, should the need arise. The central bank
continues to monitor developments on the new continuous interbank foreign exchange
market, with a view to improving its efficiency. In this context, the central bank will ensure
that it receives all the information required to implement its foreign exchange policy. The
Board of Directors of the BCM will issue a resolution establishing the operational guidelines
for BCM’s intervention in the foreign exchange market before the end of 2004.

23. The central bank is committed to strengthening its liquidity management and
avoiding inconsistency in the use of monetary policy instruments. We welcome and have
started to implement Monetary and Financial Systems (MFD) recommendations presented
during the June/July 2004 mission. These included: (i) strengthening BCM’s ability to
forecast liquidity and foreign exchange cash flow; (ii) widening the BCM’s instruments to
manage liquidity, including through the use of standard and reverse auctions, and, in the
medium term, after taking account of the budget financing needs, of the securities issued
following the conversion of the Treasury’s debt vis-a-vis the central bank into marketable
securities; (iii) strengthening coordination between the treasury and BCM. In particular,
weekly meetings are now held between officials from the Ministry of Finance and the
central bank to assess and update the Treasury financing needs for the period ahead; and
(iv) developing the money market. Regarding the latter, commercial banks have already
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started to engage in interbank transactions, in order to meet the reserve requirements, as the
central bank discontinued its policy of buying treasury bills from banks on demand.

24.  Recommendations of the safeguards assessment report are being implemented. The
draft law on foreign exchange regulations is expected to be sent to Parliament during its first
session in 2005. Significant progress has also been achieved toward the adoption of a new
accounting framework and the Ariary as the unit of account starting January 1, 2005. In this
context, the new accounting framework for the central bank, as well as for other financial
institutions, is expected to be examined by the High Accounting Council in October 2004 to
ensure its consistency with accounting rules. Finally, in September 2004, Madagascar
requested to participate in the Bank-Fund Financial Sector Assessment Program (FSAP).

Balance of payments and exchange rate

25. For the rest of 2004, uncertainties remain regarding the balance of payments. While
imports are declining, there is a risk that continued increases in the international prices of rice
and petroleum products and falling vanilla prices on the international market could weaken
the balance of payments further. Furthermore, the extent to which recent developments
reflect temporary or permanent adjustments in the current account remains unclear.
Nevertheless, the government is confident that exports will pick up in response to recent
gains in competitiveness, as evidenced by the strong performance of EPZ.

26. The government’s trade policy objectives are to improve competitiveness, reestablish
the country’s reputation as welcoming to foreign investors, and integrate Madagascar into the
regional and global economy. To achieve these objectives, the government (i) simplified the
tariff structure, lowered the weighted average tariff rate, and reduced the top tariff rate from
33 percent to 25 percent; (ii) exempted imports of capital goods from tariffs; (iii) began
reforming customs operations and port procedures; (iv) streamlined procedures for approval
of investment projects through the creation of a one-stop counter for foreign investment
related formalities; and (v) simplified the cumbersome regulations on subcontracting of EPZ
operations to small local firms. The government is also actively participating, with other

15 COMESA members, in negotiations for an Economic Partnership Agreement (EPA) with
the EU. Madagascar has officially joined the Southern Africa Development Community
(SADC) in August 2004 and preliminary work is ongoing to ensure the country’s full
integration into this economic zone over the course of 2005. These measures, combined with
a market determined exchange rate, are expected to help integrate Madagascar into the world
market.

Structural reforms

27. The government’s public enterprise reform program is back on schedule. The
privatization of the telecommunications company, TELMA, was completed in June 2004.
The private company that will manage the sugar company, SIRAMA, was selected at end-
June 2004. The government has re-launched the bidding process for the purchase of the
cotton company, HASYMA, in early June with World Bank support, and the privatization is
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expected to be completed by end-September 2004. Completion of this bidding process is a
prior action for Board consideration of the fifth review. The company that will manage the
energy company, JIRAMA, is expected to be selected by October 2004. Moreover, the
transportation sector was also liberalized and 74 operators were granted preliminary licenses,
resulting in a containment of transportation prices, especially in the capital Antananarivo.

28. The government continues to see improving governance as a key policy priority, and
some progress has been secured. In particular, new legislation has been passed by Parliament
in July allowing for the creation of an independent anti-corruption bureau of 100 agents. The
hiring of its staff, especially the general director and the deputy general director, expected in
September 2004, is a prior action for Board consideration of the fifth review. The bureau will
be responsible for investigating (but not for prosecuting) corruption cases, and will conduct
education and prevention campaigns. The government will also conduct independent audits
of randomly selected investment projects and of specific public services. Furthermore, the
government is committed to improving the operational efficiency of the commercial sections
of the lower courts, reinvigorating its judicial reform strategy, and better prioritizing its
action plan, with a view to accelerating our judicial reform agenda.

C. Program Monitoring

29. The program supported by the IMF under the PRGF will be monitored through
semiannual reviews, an