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Preface

The primary goal of the ILO is to contribute, wittember States, to achieve full and
productive employment and decent work for all, iichg women and young people, a goal
embedded in the ILO Declaration 2008 8acial Justice for a Fair Globalization, ahd
which has now been widely adopted by the internaticommunity.

In order to support member States and the socrahgra to reach the goal, the ILO
pursues a Decent Work Agenda which comprises faterrelated areas: Respect for
fundamental worker’s rights and international labstandards, employment promotion,
social protection and social dialogue. Explanatiohthis integrated approach and related
challenges are contained in a number of key doctsnanthose explaining and elaborating
the concept of decent wdrkn the Employment Policy Convention, 1964 (No2)lznd in
the Global Employment Agenda.

The Global Employment Agenda was developed by th® through tripartite
consensus of its Governing Body's Employment andigbd?olicy Committee. Since its
adoption in 2003 it has been further articulated arade more operational and today it
constitutes the basic framework through which th® pursues the objective of placing
employment at the centre of economic and sociatipst

The Employment Sector is fully engaged in the impatation of the Global
Employment Agenda, and is doing so through a lasgge of technical support and
capacity building activities, advisory services gulicy research. As part of its research
and publications programme, the Employment Sectomptes knowledge-generation
around key policy issues and topics conforming lie tore elements of the Global
Employment Agenda and the Decent Work Agenda. TéwoBs publications consist of
books, monographs, working papers, employment tejamd policy briefé.

The Employment Working Papeseries is designed to disseminate the main firsding
of research initiatives undertaken by the varioepadtments and programmes of the
Sector. The working papers are intended to enceueaghange of ideas and to stimulate
debate. The views expressed are the responsibflitie author(s) and do not necessarily
represent those of the ILO.

José Manuel Salazar-Xirinachs
Executive Director
Employment Sector

! See http://www.ilo.org/public/english/bureau/dgmithload/dg_announce_en.pdf

2 See the successive Reports of the Director-Getethk International Labour Conferen@ecent
work (1999); Reducing the decent work deficit: A global chalke@001); Working out of poverty
(2003).

®See http://www.ilo.org/gea. And in particuldmplementing the Global Employment Agenda:
Employment strategies in support of decent worksitn” documentILO, 2006.

* See http://www.ilo.org/employment.



Foreword

The poject “Operationalizing Pro-Poor Growth through the Promaot of Decent
Employmert (OPPG) was launched in March 2006 to promote ihiegration of
employment in national policies for economic growatid poverty reduction. OPPG built
on lessons learnt from past and ongoing projectady implemented by the International
Labour Organisation (ILO) as well as on activitied by the government of Madagascar
further to the 2004 Ouagadougou Summit of Africasatls of State and Government on
Employment and Poverty Reduction.

The project, which came to an end in December 2088, mainly financed by the
Swedish Agency for International Development Coapen Agency (SIDA) and
implemented by the ILOAt the national levelthe project aimed at building a common
policy understanding at the country level to betitiegrate policies for productive
employment into national poverty reduction stragegand support the implementation of
the National Employment Policy (NPE).

The adoption of the Madagascar Action Plan (MARhiEs main event that modified
the project environment, turning it yet more faalle to the promotion of employment as
an essential piece in securing a broad-base econgrowth. The MAP is a five-year
development strategy that sets priorities, straggjoals, and benchmarks for the period
2007-2012. It identifies eight major developmenglgocalled commitments. Promoting
full employment is one of the priorities identifieal promote a rapid economic growth.

Within the implementation framework of the ILO/SIDpkoject, the main objective of
this study was to contribute to generating knowéedg formulating employment-targeted
economic policies for poverty reduction. It aimedaasisting the Malagasy authorities to
place employment at the centre of their economidicips. Indeed, even though
employment is effectively integrated into the MABeth in the objectives and the activity
plan, the economic policies under commitment 6 dbtake employment as an explicit
target, but instead target low inflation, macroewait balance and stability in the foreign
exchange market.

The study argues that the current contributionthefMadagascar financial system to
generating investment, employment and incomes i@ kadagascar economy is
inadequate and suggests policy and structural fomnations that can be initiated to
greatly improve the macroeconomic context for labowarket outcomes. It stresses,
especially, the impacts on employment and inconfesmproved access to credit by
households, and by infrastructure investments i dextors that can improve domestic
linkages in the Madagascar economy. Finally, thelystoutlines policies that can be
undertaken by the government and central bankisidimg loan guarantees, direct lending,
and asset backed reserve requirements that can fiaacial assets more directly
available to small producers and businesses inskejors, including agriculture and that
can counter some of the negative consequencealaxehange rate appreciation.

This study is the result of the increasing involeemof the ILO in the field of
employment diagnostic tools that should facilitdtte inclusion of employment issues into
overall policy-making for economic development,limting, macroeconomic and financial
policy, by emphasizing the need to focus not omyr@acroeconomic stability, but also on
creating a supportive environment for employmertegation, and by showing how this
can be done.

Given the current global financial and economisisrvhich spreads worldwide with
dramatic consequences on employment and povertg, debate on alternative
macroeconomic and financial policies for addres#ivegimpact of the crisis on people



is essentialThe task of generating substantially higher lewdlslecent employment has
taken on more urgency, yet now faces even moreaclest then before. This study is an
important contribution toward this objective.

Azita Berar Awad Alana Albee
Director Chief
Employment Policy Department Country Employment Policy Unit

Vi
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EXECUTIVE SUMMARY

Madagascar, one of the poorest countries in theldwdaces many
challenges. But recent political stability, debtnoallation, and a strong
developmental plan for the future embedded in thed&@ascar Action Plan
(MAP) — in addition to Madagascar's long-standidgaatages of great mineral
and environmental wealth — hold great promise foad®pascar's near and
medium term future.

Still, Madagascar's initial conditions present sgyechallenges. More than
80% of its population live in poverty, with most tfiem working in low-
productivity jobs, primarily in the agricultural fer. In Madagascar, it is not
unemployment which is the problem, pertaé ratherunderemploymenthat is,
employment that does not earn workers a living waggny Malagasy citizens
are trapped in low-wage activities, often in thimimal sector and usually in the
agricultural sector.

Our statistical analysis in chapter 2 shows thatethare high returns from
primary and secondary education, from access titcand capital assets, and
from formal employment (including in the governmesgctor) relative to
informal employment. Poor citizens have virtually &access to credit or capital
for fertilizer and other necessary inputs, and aeften cut off from major
infrastructure such as irrigation and roads. Mdsb dack crucial skills that
would allow them to acquire jobs in other, higheoductivity and therefore
more highly paid employment, or to raise the eamiof their self-employment.
The stark reality is that most citizens lack thilsland training that would allow
them to get these higher-paid jobs.

Of equal importance, the economy is not growing &amugh or with the
right sectoral balance to generate these jobs. IVie has estimated that the
economy must grow on average by 8.5 — 9.5% pertgeggach the MAP goals
of reducing poverty to 50% by 2012, but IMF progsaamd projected growth are
well below that rate until 2010. And the 9.8% pobgsl growth for 2010 is based
on a huge rate of growth for the mining sector., Bistwe show with our input-
output analysis in chapters 3, 5, and 8, the etxtiaindustries have relatively
low employment multipliers and only modest linkagféects. So a strategy that
is based on raising economic growth primarily bisirg the growth rate of
mining will not likely meet the poverty reductiorogs of the government,
especially if the impacts of tax revenue and rgyaéneration from mining
developments are relatively modest, as they appdae (chapter 8).

The current macroeconomic framework, based on IMFRuckiral
adjustment models embedded in the Poverty Redu@romwth Facility (PRGF)
framework (see chapters 1, 2, and 4), stresses oditynprice stability, external
balance, central bank independence, and privaiizaBut it does not focus on
economic growth, development, and poverty reductidfo be sure,
macroeconomic balance and stability are crucialsgdmt Madagascar needs a
macroeconomic framework that can also encompagsat®gy and commitment
to adequate economic growth and poverty reduction.

Hence, we argue in this report that in order toi@ehthe expansion of
decent work opportunities and achieve sustainalbeeny reduction in
Madagascar, there must be:



= A macroeconomic framework that supports the goakdficing poverty to 50%
by 2012, which implies an economic growth rate .6f-89.5% over the next
several years.

= A more rapid structural transformation out of lomguctivity agricultural,
informal employment to higher productivity, morerf@l employment.

= Acceleration of skills development, through moresistment in vocational
training and other mechanisms of skill development.

= Macroeconomic institutions and framework, includihgt of the Bank of
Madagascar, committed to growth and developmentetisas macroeconomic
“stabilization.”

= Arestructuring of the financial sector which, laistpoint, is contributing very
little to development. This may include the creatd a development bank, as
currently envisaged by the government, but it nbeshd development bank that
has a developmentalist vision and operating oppdi#s, not a framework that
is constrained to operate like a private bank.

= Careful attention paid to the development of “legdsectors,” such as mining
and tourism, to make sure they have strong poditikages to the Madagascar
economy and thereby are able to contribute suffiido sustainable poverty
reductions and development.

= A significant increase in the tax and royalty papisehat will be forthcoming
from these investments, and a dedication of thesestments to re-investment
in human and infrastructure capital in Madagascar.

To implement these broad principles, we propose fthllewing, more
specific proposals.

Macroeconomic Framework

= Macroeconomic policy should be oriented toward eainig the MAP’s growth
and poverty reduction targets along with macroengoatability. In other
words, decent employment generation should betdgdong with
macroeconomic stability.

= The Central Bank and related macroeconomic potistitutions must have
sufficient policy tools to achieve this set of godlhese can include capital
management tools to help reduce exchange ratebilayiand avoid an over-
valued exchange rate, asset-based reserve reqoierdman guarantees, and
regulatory controls to mobilize and direct crediproductivity-enhancing and
poverty-reducing activities.

= Credit policy can also help support industrial &gy of key sectors that have
high value- added, employment generation, and gjaleffects in the economy.

= Care should be taken not to overreact to extemied ghocks with tight
monetary policy unless compensating policies aemented to reduce the

® In this report, we do not separately address sseeiated to the export processing zones
and foreign trade integration. The export procegsiones are highly dependent on
changes in tax codes and foreign treatment of Maslzy exports; a separate set of
specialized issues concern these zones that amndbelie scope of this report. We do

address the real exchange rate, which does hawepamtant impact on these zones. The
issue of trade integration more generally is addrgswithin relevant sections of this

report.



impacts that shocks and tight credit have on tle pod on supply-generating
activities; otherwise, a downward cycle of stagmatan be initiated.

Restructuring Financial Institutions, Markets,
and Regulation

Currently, the commercial bank-centered financéatsr does little to support
economic development and structural transformat@mancial regulators and
the central bank should do more to encourage grizstgmediation and
financial investment in key sectors by the comnaditoanks and the financial
sector as a whole.
The central bank should consider implementing @fket
0 Asset-based reserve requirements to encouragentetalkey decent work
generating sectors.
o0 A system of loan guarantees for investments tha¢igee decent
employment.
o Direct lending to microfinance and other lendingtitutions that on-lend
for small and medium enterprises and other ingtitgtthat generate decent
jobs.
The government and international institutions stidallow through with the
idea of creating a Development Bank, but it haset@ne devoted to lending for
economic transformation and the creation of deesmgloyment.

Skills Development

Addressing the challenge of meeting the demanas &dast-growing

population and modernizing private sector will regu two-pronged strategy.

On the one hand, the government must improve thbtgand capacity of the

general education system from the basic leveladitgher levels. In particular,

massive investments must be undertaken to inctbagghysical capacity of the

system to enroll, retain, and provide high-quaditiication to a larger number

of students.

At the same time, the government needs to imprlogedmplementarity of the

classic education system and technical/vocatiohat&tion. The following are

elements of a strategy to enhance skills developthepugh technical and

vocational training:

Promoting a demand-driven TVET system.

Setting up and strengthening accreditation andtguedsurance mechanisms.

Harmonization of TVET standards with regional stzad.

Setting up programs for early school leavers.

Promoting a self-employment oriented TVET.

Promoting enterprise-based training and desigriragesjies to retain trained
workers.

(0]
(0]
(0]
(0]
(0]
(0]

Infrastructure

A key component of Madagascar's development syatetp increase key
infrastructure in transport, education, agricultaral in other important sectors.
Our discussion of infrastructure investment is didd among the sections of this
report rather than collected in a separate chaptgrthis should leave no doubt
about infrastructure's importance to the long rweation of decent jobs in
Madagascar.



Agriculture

To increase the contribution of agriculture to bgtbwth and employment
creation, the following must feature prominenthtlie government’s medium- to
long-term policy framework:

= Scaling up investment in rural infrastructure.

= Investment in agricultural productivity-enhancieglinology.

» Increasing access to financing for rural producers.

= Increasing access to assets for rural producers.

* Improving market/price incentives for agricultupgbduction and rural
sector activities.

» Integrating capacity building for rural producemgrural development
programs sponsored by the government and the geweltt partners.

Mining and Extractive Industries

If mining development is to increase its contribo8 to sustainable,
poverty-reducing development in Madagascar it muistincrease its positive
linkages to the Madagascar economy 2) address thtentfal negative
environmental impacts on Madagascar and 3) incrigm$i@ancial contributions
in the form of royalties and tax revenues over kheg term that can be
reinvested in infrastructure, skills, and instiba$ for positive structural
transformation.

The revenue issue is central. Mining, by itselfngrates few jobs, and
contributes to environmental destruction. Moreowevestment in mining can
contribute to an over-valued exchange rate whichl@m the development of
other sectors of the economy. So, if mining is gdim contribute to the long-run
development of the Madagascar economy, it MUST ggeesubstantial
amounts of government revenues which must be rested in key infrastructure
and investments in other sectors which can sustatent employment and
poverty reduction over the long term.

In addition, we conclude:

» While preparations are underway for environmengataration of the
Rio/Tinto mine area after the mine closure, moredseto be done to
make the region socially, economically, and envimentally better off
after closure than it was before. For example, widspect to
biodiversity conservation, structures should beiseplace to ensure
that young local people who might have begun tlegreers as
assistants to international experts continue teivecan education that
will enable them to become technicians and scieriemselves.

= As the most experienced actor involved in the ngnproject, the
World Bank should take more responsibility to immpént the goals
outlined in the Mineral Resources Governance Praad Integrated
Growth Poles Project in Madagascar, including gty more
education and technical training and job creatiothe local economy.

= Local communities, and especially the poorer membef these
communities, should be supported to play a graaterin biodiversity
protection. More funds should go to compensatingiroanities for
their role in conservation; local knowledge and exignce should be
adequately remunerated in the conservation effort.



Tourism

More revenues could be generated by increasingy efges to
conservation areas or levying a conservation taxirgarnational
tourists; the money could be returned to the l@mhmunity on an
equal, per capita basis. Furthermore, the fisctiaities could target
tax revenue strategies to the mining sector andthiserevenues to
support skills training, which would increase theductivity of labor
and local infrastructure investment.

Good jobs could be created by these policies andicaed to
conservation purposes in the areas of local pa@ieind surveillance to
protect environmental assets.

Local people could be trained as assistants toeceaton scientists,
waste treatment and recycling specialists, or cailtand ecological
guides.

Tourism is an expected leading sector in the Masizagaeconomy, yet, as
with mining and extractive industries, more neeald¢ done to: 1) improve
positive linkages to the local economy; 2) minimizegative environmental
effects and 3) raise revenue for reinvestment ioede job creation and
infrastructure in the economy.

In particular:

We support Madagascar’s pledge, outlined in the MARIevelop eco-
tourism, but within a poverty-reduction framework.

We suggest building local governance institutiomas to democratize
control over tourism assets, including natural veses, and ensure that
benefits are distributed equitably. We also reconuribat a
coordinated effort be made to integrate environalgmtection,
employment creation, and poverty reduction.

To finance such projects we suggest increasedgrdrince fees,
higher departure and other taxes, and internatimrapensation for the
positive externalities provided by the country’sdiversity
conservation services to the world’s ecosystem.

Of use could be green certification systems foelsatnd lodges, and
eco-labeling schemes for parks and products cauldge value-added
to these services. The revenues generated byd¢Hests, in addition to
tax revenues generated by the mining sector, dmilchanneled
towards investments in creating decent work, indgdhose with
positive environmental effects.

These jobs could include activities that are gawdtie environment,
such as waste disposal and recycling servicestalshtraining park
guides, or educating locals in conservation prastic

Revenues may be harnessed for the purpose ofrtgdimgals in
hospitality services or language skills.

Finally, resources should be devoted to strengtigelimks in the supply
chain, particularly in the agriculture, livestodisheries, and
handicrafts sectors.



PART |. INTRODUCTION AND SETTING

1. Introduction

Madagascar is one of the poorest countries in trdwBut it has entered a
period of higher growth prospects. The current gowveent, in consultation with
Malagasy citizens and with the help of multilataredtitutions and international
donors, has put together an ambitious plan, thealgascar Action Plan (MAP),
which, complemented by the Millennium Developmenvals (MDGSs), is
designed to put the economy on a solid path tovearstainable growth and
poverty reduction. After years of political institlyi and economic stagnation,
recent political and economic progress and the NdAdeess provide a basis for
optimism about medium-term economic prospects lier Malagasy economy
and people.

The road will not be easy, however. Madagascaregebwith numerous
obstacles to overcome, including high levels ofgrovand illiteracy, low levels
of productivity in agriculture, substantial levat$é informal employment and
underemployment, and very poor infrastructure,uditlg basic transportation
infrastructure. Moreover, the economy is frequerilyffeted by substantial
external shocks, including cyclones — most receintithe fall of 2008, energy
and food price shocks, and occasional politicalainifity and insecurity. Still,
there are positive economic signs as well. Varielst-reduction programs over
the last decade have substantially reduced Madagagoreign debt over-hang.
New, large mining projects are about to come oa, land inflation appears to
have been stabilized relative to previous periods.

Still, for substantial and longer term sustainalgeogress that will
significantly raise the standard of living of langembers of the poor, the overall
framework of economic policy will need to be apprafe. This report focuses
on themacroeconomic policy framewoik Madagascar. Its objective is to build
on the macroeconomic framework that is currenthpliace and suggest some
key modifications that we believe can generate dridgévels of productive work
and raise standards of living for the majority oddidgascar’'s population. These
improved economic outcomes will make it more likdtat the key goals of the
MAP can be achieved. Our report takes as its stppoint the MAPand the
IMF Poverty Reduction Growth Facility AgreementREFs) that form the key
basis for the operative macroeconomic framework.

A key question we ask is this: is the PRGF macroeecoc framework the
best one to use to achieve the MAP goals? Moreifsyaly, are the programs
and targets embedded in the IMF program consistéht achieving the MAP
goals with respect to economic growth and poveztjuction? More generally,
what is the best macroeconomic framework to usedease the likelihood that
the MAP targets will be reached? In carrying ous thinalysis we discuss the
macroeconomic policy framework, in general, andchtfigcus on: 1) financial
institutions, markets, and regulation; 2) skillsvelepment; 3)agriculture; 4)
mining; and 5) tourism.

In the next section, we describe the MAP and th&PRtructures and in
the subsection that follows we ask some questibostaheir relationship. In the
final section we foreshadow some of our main caosiolis and then we lay out
the road map for the rest of our report.



The Madagascar Action Plan (MAP) and IMF
Poverty Reduction Growth Facility Program

(PRGF)

The Madagascar Action Plan (MAP) evolved out ofpareng apoverty
reduction strategy papeas part of the process of receiving debt reliedeun
various multilateral debt relief facilities. The NPA subtitled “Madagascar
Naturally,” and unveiled in November of 2004, isvigion for Madagascar's
sustainable development, a road map of goals, afideg/ear, medium-term
development plan. It sets priorities, strategiesalgy and benchmarks for the
period 2007-2012, and, in principle, provides thedmm-term economic
framework for national economic policy. It is albooadly consistent with the
Millennium Development Goals developed by and fadggascar.

From the perspective of the macroeconomic policytlzer key set of
guiding principles are the IMF structural adjustineand macroeconomic
guidelines associated with the IMF's Poverty RedadBrowth Facility (PRGF),
which delineates fairly tight macroeconomic goatsnditions, and benchmarks
that are to be followed by monetary policy, fisqablicy, exchange rate
management, and financial regulation. As we wille,sehese structural
adjustment goals are embedded in the MAP itsel, therefore, it is this IMF
PRGF framework that provides the underlying maasoemic structure for the
MAP.

A key question which this report addresses is
this: to what extent is the macroeconomic
framework embedded in PRGF and
associated mandates consistent with
achieving the goals of the MAP?°

To elucidate the issue, consider the following: ™wP calls for reducing
the rate of poverty from over 85% (living under 2&fy) to 50% by 2012
(Table 1.3). The IMF has estimated that in ordeettuce poverty by that much,
real GDP growth would have to be in the range 6f-89.5% per year. Yet, the
IMF’s programmed growth over the next several yeaconsiderably below that
rate. Table 1.1, taken from the IMF July 2008 Maaagr country report, shows
recent economic data alongside those projectedpanmgtammed for the next
several years. It is clear that the programmed drdlarough 2009 is below that
required to significantly reduce poverty rates. T2@10 rate of growth is
significantly higher, but a closer look at the datahe table suggests that this
higher rate of growth stems from a projected hugereilase in exports,
presumably from the mining sector. Table 1.2, wisblows projected rates of
growth of different sectors, seems to confirm th@ént: most sectors’ growth
rates are not programmed or projected to grow feigmitly more over the next
several years, except fextractive industriesfor which a huge growth rate of
880% is projected for 2010.

® As a related matter, we could ask the same thimgitathe Millennium Development
Goals, but since the Malagasy Government is focusethe MAP, we will mostly do
likewise.



Table 1.1 IMF economic projections and programs, 2006-2010

National Income 2006 2007 2008 2009 2010
Estimated Programmed Programmed Projected

(Percentage Change, unless otherwise indicated)

Real GDP growth 5.0 6.2 7.0 7.3 9.8

CPI (end of period) 10.8 10.3 9.7 7.5 6.5

Export of goods 9.0 13.7 45 10.2 729

volume

Terms of trade -1 24 117 -1.0 0.3

(deterioration = -)

Reserve money 13.3 321 15.0 18.7 19.7

Net domestic assets -4.0 8.9 20.0 5.9 10.7

Credit to government  -16.2 1.0 1.1 0.9 0.8

Credit to private 19.5 17.3 281 20.4 21.0

sector

Source: IMF (2008c), Table 1.

Table 1.2 Sectoral shares and programmed/projected growth rates, 2006 - 2010

Sector/Industry Share of 2006 2007 2008 2009 2010
GDP in estimated programmed programmed projected
2005
(%) (Percentage Change)
PRIMARY 31 21 22 28 3.2 3.3
SECTOR
(of which) 15 26 29 29 3.8 4.0
Agriculture
SECONDARY 12 35 9.8 6.8 104 40.5
SECTOR
(of which) Export 4 0.0 286 29 1.2 12.1
processing zone
(of which) 0 9.1 -1.2 12.0 130.0 880.0
Extractive
industry
TERTIARY 46 71 7.7 9.3 8.8 6.2
SECTOR
(of which) 3 276 218 20 18 12
Public works
construction

Source: IMF (2008c), Table 2.

While, as we show in chapter 8, expansion of theimgi sector potentially
holds many benefits for the Malagasy people, thdirect impacts on
employment and poverty reduction are likely to bedest. As a result, other
sectors and avenues for decent employment will h@vebe significantly
developed if the standards of living are to be Bipaaised. The results depend
on a host of factors — internal, policy, and exéérr of which the
macroeconomic framework is just one. But it wilveaa very important impact
on whether the MAP goals will be achieved.

Madagascar Action Plan

The Madagascar Action Plan is the key planning dent being
implemented by the government of Madagascar in @uaton with its
international partners. THdAP includes 13 Big Goals, 6 Breakthrough Reform
Initiatives, and &ommitments, each with 10 challenges. Table 1t8 e “Big
Goals.”



Table 1.3 Madagascar Action Plan: The “Big Goals”

Indicator 2005 2012
UN Development Index (ranking) 144 out of 177 100
Poverty rate
(% of population living below $2 a 85.1% in 2003 50%
day)
Family size (fertility rate) 54 3to4
Life expectancy 55.5 58 to 61
Literacy 63% 80%
Percentage of children completing Lower Sec. 19% Lower Sec: 56%
secondary school Upper Sec: 7% Upper Sec: 40%
Economic growth 4.6 8% to 10%
GDP (USD) $5 Billion $12 Billion
GDP per capita (USD) $309 $476
Foreign direct investment $84 Million $500 Million
World Bank business climate

: 131 80
ranking
Corruption perception index 2.8 5.2
Households having land title 10% 79%

Source: IMF (2007a).

From Table 1.3 we can see that the MAP targets)arease of economic
growth to a range of 8 — 10% by 2012. At other ®in the MAP document,
this range is identified as 7 — 10%. These arecutsly ambitious goals.

Since this report is focused on Madagascar's maoragmic framework,
we turn next to Commitment 6: A High Growth Econoriiyable 1.4 lists the
goals and indicators associated with this commitmEémbedded in this set of
indicators are the key points of the IMF's Poverigduction Growth Facility
macroeconomic framework, which itself reflects tlmnger standing, IMF
approach to macroeconomic stabilization. It lissetof commitments to reduce
inflation, reduce budget deficits, reduce centrahkbfinancing of government,
and raise international reserves, and then listaaease in the rate of growth of
the economy. In the short run, most of the strategvould tend to reduce
growth. So what is missing, of course, are clederinediate variables or
indicators that show how these macroeconomic “&takion” variables will also
raise economic growth, at least in the medium-t@ornizon of the MAP. In
chapter 4 of this report, we develop in more dedtel current macroeconomic
framework used in Madagascar, discuss the framésvostrengths and
weaknesses, and develop some key alterationsttéréimaework that we believe
can better achieve some of the key goals of the M&Pecially those relating to
economic growth and poverty reduction.



Table 1.4 Madagascar Action Plan (MAP)
Commitment 6: Create a high growth economy

Indicators 2005 2012
Annual inflation (%) 114 5.0
Budget deficit (% of GDP) 4.3 3.0
Central bank credit to government (%fiscal 10 5.0
revenue of last year)

Foreign currency reserves (in imports month) 2.9 6
Current account balance (% of GDP) -11.7 -8.0
Total public debt (% of GDP) 81.4 60
Economic growth rate (%) 4.6 7-10%
Investment rate (% of GDP) 22.5 30
GDP per capita (USD) 309 476

Source: Madagascar Action Plan

To get more specificity on the MAP growth framewodne must dig a
little deeper. Within the High Growth Economy conmment, the MAP lists 10
challenges that elaborate on the strategies, targatl indicators for achieving
the “high growth economy.” Thesmallengeggive further insight into the links
that are assumed between the stabilization aspedtthe development/growth
aspects of the macroeconomic framework.

Challenge 1, “Ensure a Stable Macroeconomic Enwient,” embodies the
general concern with low inflation and a stablehexwe rate, goals that are
certainly important. Challenge 2 is to “Increasedign Direct Investment.”
Note that the MAP stateSForeign investment will be especially promoted in
sectors where value-added, job creation integratisrd multiplier effects on
other sectors will be maximize@@mphasis added). In chapter 3 we develop an
input-output model that broadly illustrates whiokctrs have these desirable
characteristics.

Challenge 3 merits some more elaboration and dismussince its goals
are closely connected to the work of this repohal@®nge 3 is to “Promote Full
Employment.”

Table 1.5 Madagascar Action Plan
Challenge 3: Promote full employment

Goals Strategies

Ensure labor force is well qualified Stimulate job-generating sectors

Labor will exhibit higher productivity Develop a National Manpower Plan to
align labor to the needs of the economy

Full employment will be pursued. Provide vocational training to support

industries that contribute to the high
growth economy.

Shift mindset to support efficient economic
activity.

Source: Madagascar Action Plan

It is important to note here that full employmentikey commitment of the
MAP and that it involves a strategy to stimulaté-@generating sectors and
provide educational training to raise productivittWe build on these
commitments and challenges in the report that fiedloT his commitment will be
more effective if it is slightly adjusted. As wesduss further in chapter 2, the
main problem in Madagascar is not unemployment, ltwt productivity and
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underemployment.he challenge is to raise productivity and decempleyment.
In chapter 3 we develop an empirical strategy dl@ntifying those sectors that
can contribute the most value- added, employmenermg¢ion, and multiplier
effects for the economy. Policymakers can buildhis information to help them
make decisions about the type of FDI to seek.

Challenge 4 is “Reform the Banking and Financiakt€ym.” The MAP
recognizes that the current financial system daesextremely poor job of
providing banking services to businesses and iddals, and a poor job of
mobilizing and intermediating credit. The goals &eimprove the financial
sector by improving regulation, increase competitiy attracting more foreign
banks, and strengthen the efficiency and netwofk®iorofinance institutions.
The indicators of success are: an increase inrikatp savings rate from 12.1 in
2005 to 25.7 in 2012, a reduction of the interestrgims of the banks from
8.25% to 5%, and an increase in the amount of teng- bank credit to the
private sector from 5.4% of the total to 8% of th&al. As we discuss in chapter
5, it is clear that the financial sector is curhgmtorking very poorly and needs
to be significantly improved and we suggest someips that can achie that
goal. In chapter 5, we develop a set of proposals to Bartie current banking
system’s resources, to develop new institutionprmmote more productive
investment, and design ways to improve coordinatietween the Bank of
Madagascar and other government institutions in riweleployment of the
financial system for sustainable growth and poveeuction, as envisaged in
the MAP.

Our report relates to other key challenges idexttifboy the MAP with
respect to the goal of creating a “High Growth Emog.” Challenge 7 calls for
the economy to “Intensively Develop the Mining $&¢tand Challenge 8 is to
“Intensively Promote and Develop the Tourism SettGhapters 8 and 9 below
discuss key issues in these areas and their meladia@lecent employment and
poverty reduction in Madagascar.

Other commitments, which we discuss in this repame, obviously closely
connected to the commitment of “Achieving High Eoopric Growth.”
Commitment 4, “Rural Development and a Green Rdimil is of key
importance, considering that most Malagasy citizeam their livelihoods in
agriculture and related sectors. We discuss agwieuln chapter 7. Commitment
3 calls for “Education Transformation,” which wensider in our chapter on
skills development (chapter 6); and Commitment Ascéor “Connected
Infrastructure,” which is an important theme inwarner of our chapters.

Road Map to Our Report

The MAP lays out a number of ambitious and impdrtgoals for
Madagascar's development. We will argue in this gpapowever, that the
macroeconomic framework needs to be modified ifsitgoing to contribute
sufficiently to achieving these goals. The mainng®iand contributions that we
make in the pages that follow are summarized below:

1. The goal of the macroeconomic framework shouldb@ise productivity,
facilitate economic transformation, and increasea¥ailability of decent
jobs, while improving the ability of the Malagasymkforce to do those jobs.
The macroeconomic framework must be directed tilittting these goals
while preserving macroeconomic stability, broadfided. Thus
macroeconomic policy must be focused not only onroeconomic
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stability, but also on creating a supportive envinent for employment
generation, resource mobilization and allocation, @conomic
transformation. This has important implications @entral Bank policy and
institutional structure, financial policy and regtibn, industrial policy, and
fiscal policy. In particular, macroeconomic andafircial policy should be
geared more explicitly toward reaching the growetinployment, and
poverty reduction targets contained in the MAPnglwith “stabilization”
targets.

This means that Central Bank policy must remain giathe overall
coordinated governmental development effort, agsstgd by the MAP,
rather than a completely isolated entity, whileihgwsufficient autonomy to
ensure its stabilization function.

The Bank of Madagascar should have the financ@stand instruments
necessary to achieve these multiple targets. Ttaséclude selective
credit controls such as asset- based reserve eeggiits to support industrial
targeting, as indicated in the MAP, and capital aggment techniques, to
help manage the exchange rate. These tools, imgudguired reserve
ratios, can help manage potential over-appreciatidhe real exchange rate
while reducing the costs of exchange rate manageto¢he Treasury.

The financial sector must become much more suppast economic
development and growth than it is presently. Theans that new financial
institutions should be created, including, for epéena Development Bank
and related financial entities, and that the fimalnegulators, including the
BCM, should take a more active role in stimulafiimgncial mobilization
and decent employment-oriented lending. This caludte financial policies
such as asset- based reserve requirements, loeantees, and on-lending to
specialized financial institutions that are espéciavolved in employment
creation, productivity enhancement, and povertyicddn activities.
Macroeconomic tools, such as asset-based reseweaments,
development banking, and loan guarantees, shouldblole available to
support the kind of industrial targeting called fiothe MAP to direct
investments to and mobilize resources for highesadded, high-
employment sectors.

This report presents an input-output (I-O) model data analysis that help
identify those sectors and suggests a broad framketivat can be used to
help generate and target investments to thosersecto

The report also has recommendations for Skills @wreent (chapter 6),
and specific sectoral suggestions for Agricultiteapter 7), Mining (chapter
8), and Tourism (chapter 9).

The rest of our report is organized as follows:

= Chapter 2 presents the economic setting for thertregth an overview
of economic developments, poverty and social indisaand labor
market statistics. This will provide the context fioe economic
analyses and proposals that follow.

= Chapter 3 lays out the input-output model that weetbped for the
Malagasy economy. This model will form the basisdor discussion
of industrial targeting and financial regulation.

= Chapter 4 discusses the macroeconomic policy frameeurrently in
place in Madagascar, analyzes its strengths ankneeses, and
proposes some improvements in the framework t@bstipport
economic growth, employment generation, povertyicédn, and other
important goals contained in the MAP.
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* In chapter 5, where the Malagasy financial sect@nialyzed, we
propose an alternative set of policies that canenta& financial sector
an agent of economic development, poverty reductiod structural
transformation.

= Chapter 6 discusses skills development with an asiplon vocational
training and on-the-job training to raise skill &, a key to raising
productivity.

» In chapter 7 we survey the crucagriculturalsector, where most
Malagasy citizens earn their livelihoods. The foailsbe on a
discussion of the MAP goals of dramatically raisaggicultural
productivity.

= Chapter 8 discusses the dynamic mining sector,aviticus on
discussing ways in which this sector can contribotemployment
generation, income enhancement, and revenue andatithe
government, while preserving the environment.

= In chapter 9, tourism, another dynamic sectomayeed from the
perspective of employment generation and povedyagon.

2. The setting

Madagascar is a very poor country that has enornpmtential for
development. The country currently ranks 143 out @f in the United Nations
Human Development Index (HDI) and more than thnesrigrs of its population
live on less than $2 a day (Table 2.1). Still, wiMadagascar is poorer than the
average least developed countries, the peopleagdfalyascar have a higher level
of literacy and Madagascar itself has enormous raingealth, natural beauty,
and environmental treasures that, under the rigtwimstances, can be enhanced
and sustained while contributing to development aighificant increases in
living standards.

Table 2.1 shows basic social indicators of Madagasompared with the
“least developed countries” as defined by the Wadahk and with sub-Saharan
Africa as a whole.

Table 2.1 Comparison of social indicators of Madagascar, sub-Saharan Africa, and LDCs

Indicators Years Least Developed Sub-Saharan Africa Madagascar
Countries

Life expectancy at 2005 545 49.6 58.4

birth, (years)

Adult literacy rate 1995 - 2005 53.9 60.3 70.7

(% aged 15 and

older)

GDP per capita 2005 1,499 1,998 923

(PPP US$)

Population living 1990 - 2005 61.0

below $1 a day (%)

Population living 85.1

below $2 a day (%)

Source: United Nations, Human Development Report, (2008).

Still enormous obstacles remain. Transportatiorastfucture is very poor
with significant parts of the country very diffieudr even almost impossible to
reach during certain times of the year. Economiowtin has been low for
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significant periods of time and highly variableotiter periods. Figure 2.1 shows
the evolution of per capita income since 1960.

Figure 2.1
Real GDP Per Capita, 1960 - 2007
(Constant US $)
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Source: World Development Indicators
Figure 2.1 indicates a catastrophic slide in ecangarformance between
1970 and the late 1990s, with a partial recoverseirent years. As Figures 2.2
and 2.3 show, economic growth, inflation, and exggarates have also been
highly erratic.
Figure 2.2
Real GDP Growth, 1980 - 2007
(Annual Percentage Change)
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Source: IMF, World Economic Outlook Data Base
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Figure 2.3

Inflation, 1980-2007
(Rate of Change of CPI)
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Source: IMF, World Economic Outlook Data Base

The instability in growth, inflation, and exchangges is due to numerous
factors including external shocks, such as theorywd and other bad weather
that Madagascar experiences all too frequentlyifipall instability caused by a
myriad of complex factors, and economic policy aksss.

Economic policy has evolved significantly over timd-ollowing
independence from France in 1960, the Malagasyagoprunderwent a decade
of fairly strong economic growth until the 1970shem policy mistakes and
global shocks that afflicted much of the world uslgdein a period of economic
decline. Starting in the 1980s, Madagascar turpettié IMF for assistance and
underwent a series of structural adjustment programthe mid-1990s, with the
support and advice of the IMF, it ushered in aesedf economic liberalization
and continued structural adjustment macroeconomiicips. These culminated
in significant debt relief and the development opaverty reduction strategy
paper (PRSP) in the form of the Madagascar Actian BMAP).

The key to carrying out this program — i.e., insiag standards of living
and reducing poverty — is to raise the level analiguof employment, which, in
turn, means raising productivity and increasing keardemand. In order to
accomplish this successfully, it is important tovda clear picture of the labor
market, the structure of the economy, and an utatedsg of the overall
macroeconomic environment. We will undertake tosemt these in the
remainder of this and the next two chapters.

2.1 The Labor market
The Malagasy population is relatively youthful. #lastrated in Table 2.2,
people of working age, defined as those aged 16lder, constitute slightly

more than half of Madagascar’'s population (54 pdrae 2005). Therefore, the
economy is characterized by a high dependency fatie employment income
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that the economically active population earns nthstefore support a large
number of dependents, particularly children. Ne@&®0@o of the population is
under the age of 6, and an additional 12 — 13%tas%years old.

Table 2.2 Population of Madagascar by age group, 2005

_Age Range Male Female Total
5 years or under 1,803,726 1,811,904 3,615,630
6-9 years 1,219,967 1,220,031 2,439,998
10-14 years 1,331,385 1,274,562 2,605,947
15-19 years 943,569 981,692 1,925,261
20-29 years 1,286,000 1,476,551 2,762,551
30-39 years 1,014,303 1,123,090 2,137,392
40-59 years 1,314,680 1,290,374 2,605,054
60 years or older 398,071 356,908 754,979

Percentages

5 years or under 19.4% 19.0% 19.2%
6-9 years 13.1% 12.8% 12.9%
10-14 years 14.3% 13.4% 13.8%
15-19 years 10.1% 10.3% 10.2%
20-29 years 13.8% 15.5% 14.7%
30-39 years 10.9% 11.8% 11.3%
40-59 years 14.1% 13.5% 13.8%
60 years or older 4.3% 3.7% 4.0%
All 100.0% 100.0% 100.0%
Working age population 53.2% 54.8% 54.0%

Source: Madagascar Household Survey (2005)

Clearly, employment income is critical for sustampi households in
Madagascaf. The overall labor force participation rate for therking age
population is approximately 87% (Table 2.3). Thetipgation rate for women
is somewhat lower than that of men. However, woméator force participation
is very high by international standards — althoungih unusually so for a low-
income country in sub-Saharan Africa. Although lafmrce participation rates
are highest among the working age population, they also significant for
children and youths. Approximately 14% of childiged 6 to 9 are engaged in

"For the purposes of this discussion, a personrsidered to be employed if he or she
works to produce goods or services that would beénteml in the system of national

accounts. Therefore, anyone whose labor helps peodoarketed goods or services
would be considered employed. In addition, indiglduwho produce goods (but not

services) for own-consumption in the household Wdé considered employed. In this

latter case, the goods are not sold or bartered wrarket, but marketed substitutes are
often available — at least theoretically.
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some form of employment and nearly a quarter otlildren aged 10 to 14 are
economically active.

Table 2.3 Labor force participation rates, Madagascar, 2005

_Age Range Male Female Total

5 years or under

6-9 years 14.1% 13.4% 13.7%
10-14 years 25.6% 24.7% 25.1%
15-19 years 63.6% 64.0% 63.8%
20-29 years 92.3% 87.9% 89.9%
30-39 years 99.3% 92.6% 95.8%
40-59 years 99.4% 94.5% 97.0%
60 years or older 82.4% 67.1% 75.2%
Total 65.8% 63.5% 64.6%
Working age population 89.4% 84.6% 86.9%

Source: Madagascar Household Survey (2005)

Table 2.4 shows how the working age population istriduted by
employment status. Open unemployment is relatiuelgommon, although, as
we will see, underemployment in low productivitypfois endemic. Among the
employed population, the most common arrangemersorae form of self-
employment, either as own-account workers or asaidnpontributing family
workers. Over 70% of the working age populatiortisployed in one of these
two employment status categories. Note there arglaged patterns to self-
employment in Madagascar. Men are much more liteehgport being employed
as own-account workers while women are typicallyplEyed as unpaid
contributing family workers.

Table 2.4 Labor force status, working age population, Madagascar, 2005

Labor Force Status Male Female Total
Inactive 10.6% 15.4% 13.1%
Unemployed 1.6% 3.0% 2.3%
Paid manager 1.7% 0.8% 1.2%
Paid employee 13.6% 8.7% 11.1%
Own-account worker 50.4% 14.5% 32.0%
Contributing family 22.1% 57.7% 40.4%
Total 100.0% 100.0% 100.0%

Source: Madagascar Household Survey (2005)

One of the reasons that own-account and contriputamily workers
constitute a large fraction of employment is thepamance of agricultural
employment — particularly, smallholder productidrable 2.5 shows that over
80% of all employment occurs in the agriculturattee The vast majority of
this employment is some form of self-employment.riégtural activities
account for approximately the same share of memésveomen’s employment,
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although, as we have seen, women are more likelyetemployed as unpaid
contributing family workers.

Table 2.5 Agricultural and nonagricultural employment,
working age population, Madagascar, 2005

Male Female Total
Nonagricultural 879,154 810,774 1,689,928
_Agricultural 3,472,446 3,460,009 6,932,456
Total 4,351,600 4,270,783 8,622,384
Percentages
Nonagricultural 20% 19% 20%
_ Agricultural 80% 81% 80%

Source: Madagascar Household Survey (2005)

Outside of the agricultural sector, wage employnamtounts for a larger
share of total employment. As shown in Table 2freximately 57% of all
non-agricultural employment is some form of wageaaried employment (i.e.,
paid managers and paid employees). Note that nemare likely to work in
paid employment than are women. Among employed igrge women, 55%
work in some form of self-employment while 45% wa& employees. For men,
the figures are 31% and 69 %, respectively.

Table 2.6 Nonagricultural employment,
working age population, Madagascar, 2005

Employment Status

Categories Male Female Total
Paid manager 9.3% 4.5% 7.0%
Paid employee 59.5% 40.6% 50.4%
Own-account worker 24.0% 31.4% 27.6%
Contributing family 7.2% 23.6% 15.1%
Formal/informal employment

Formal Informal Total
Paid manager 19.0% 1.0% 7.1%
Paid employee 56.9% 47.8% 50.9%
Own-account worker 15.1% 33.3% 27.2%
Contributing family 9.0% 17.9% 14.9%

Source: Madagascar Household Survey (2005)

Important distinctions can be made in terms of farand informal non-
agricultural wage employment. Here we adopt themenendations of the 17
International Conference of Labor Statisticians L&} in defining informal
employment. Specifically, we define informal seffygoyment as self-
employment in unregistered household enterprisesthe case of Madagascar,
household enterprises that do not possesmuraéro statistique We define
informal wage employment as comprising occupatianshich employees lack
a basic set of labor protections, as captured @ hbusehold survey data.
Specifically, a formal employee would have accesfl) a pensiomr (2) some
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kind of paid leaveor (3) social protection in the form of some typenaédical
coverage. An informal employee would have nonde$é protections.

Formal employment (both formal employees and forsedil-employment)
accounts for a third (34%) of total non-agricultueanployment among the
working age population. As Table 2.6 demonstrategie employment is much
more common among formal workers than informal weosk Over 75% of
formal non-agricultural employment is wage emplogind he public sector is
an important source of formal wage jobs — 47% bfaamal wage employment
is accounted for by the public sector. In contrasige employees account for
slightly less than half of all informal non-agritwial employment — self-
employment in informal household enterprises actodor the remainder of
informal non-agricultural employment.

It is important to note the relatively small shafeformal, private wage
employment in Madagascar. Only about 3% of totghleyment (including both
agricultural and non-agricultural activities) coubeg characterized as formal,
private wage employment — that is, wage employnieat is subject to some
kind of meaningful social protections. Economisteer identify labor market
rigidities — e.g., excessive regulation or sociat@ction systems — as potential
constraints to employment growth. Note that thiguament only applies to
formal wage labor markets, in which regulations lreding and in which the
supply of labor (by workers) can be easily distispad from the demand for
labor (from employers). Informal employment liestzly or entirely outside of
the regulatory sphere and may not be subjdet,factoif not de jure to
legislative rigidities. Therefore, within the Maksy context, this notion of labor
market rigidities is simply not relevant for thesvanajority of employment. The
challenge of creating decent jobs in Madagascarimarily a development
challenge, not a problem of relaxing regulatorytoma in the private formal
labor market.

We have looked at the sectoral distribution of emwplent between
agricultural and non-agricultural jobs. Table 2.fegents estimates of the
distribution of non-agricultural employment in Ma@&car among other
economic sectors. In terms of total non-agriculteéraployment, trade, private
services, and the public sector are the most irapbrsectors. For men,
employment in construction and industrial actidti@re also significant.
Women’'s employment is primarily concentrated ind&aand services. As
already pointed out, public sector employment isegally formal employment.
Over 70% of informal employment occurs in tradevéas (e.g., street vendors)
and other informal services.

Table 2.7 Non-agricultural employment by sector, working age population, Madagascar, 2005

Sector Male Female Total’
Primary sectors 1.2% 0.8% 1.0%
Food processing 1.7% 0.6% 1.2%
Apparel and textiles 2.9% 5.8% 4.3%
Construction 12.5% 0.9% 6.9%
Other industries 10.9% 2.6% 6.9%
Trade 19.2% 35.6% 27.1%
Transportation 8.6% 0.2% 4.5%
Health, private 0.6% 0.6% 0.6%
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Education, private 2.1% 3.2% 2.6%

Government 15.1% 8.4% 11.9%
Other services (private) 25.3% 41.4% 33.0%
Formal/informal employment
Formal Informal  Total’
Primary sectors 0.6% 1.2% 1.0%
Food processing 1.8% 0.8% 1.2%
Apparel and textiles 8.7% 2.1% 4.3%
Construction 2.5% 9.2% 7.0%
Other industries 7.1% 6.8% 6.9%
Trade 20.4% 30.2% 26.9%
Transportation 3.5% 5.1% 4.5%
Health, private 0.9% 0.4% 0.6%
Education, private 4.1% 1.9% 2.6%
Government 32.7% 1.4% 12.0%
Other services (private) 17.7% 40.8% 33.0%

* There may be minor variations in the estimates of the distribution of total non-agricultural employment across
sectors due to missing observations that prevent classification of employment as formal or informal.

Source: Madagascar Household Survey (2005)

We can link labor force status to poverty outcommgiag individual poverty
rates (individuals who live in poor households essed as a percentage of all
individuals). A specific application of the indiwidl poverty rate measure is the
concept of a “working poor” poverty rate. The “worf poor” population
consists of individuals who are (1) employed andi¢g in households whose
levels of consumption fall below an establishedgutythreshold.

Table 2.8 presents individual poverty rates by tabwce status and
disaggregated by sex. Not surprisingly, povertyesaare lowest for salaried
managers and highest for the self-employed (manywbbm work in
agriculture). Interestingly, poverty rates are lofa the unemployed relative to
most employed individuals (the exception being pa@hagers). This suggests
that many, but certainly not all, of the individsiaWho identify as being
unemployed have access to other sources of incoragpport — i.e., they have
the wherewithal not to work. The relatively highdwing poor” poverty rates in
Madagascar, combined with high rates of labor f@asicipation, suggest that a
large portion of the population is employed in lpveductivity activities. The
real issue in the country is not unemployment,ratiter underemployment.

®Based an analysis of 2005 household survey dakmuaehold was considered to be
poor if the estimated value of its consumption papita, adjusted for regional price
variations, fell below 305,300 Ariary per year.
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Table 2.8 Poverty rates by labor force status, Madagascar, 2005

Male Female Total
Inactive 54% 52% 53%
Unemployed 40% 45% 44%
Paid manager 23% 16% 21%
Paid employee 49% 52% 50%
Own-account worker 66% 58% 64%
Contributing family 72% 71% 72%
All 62% 64% 63%

Source: Madagascar Household Survey (2005)

Table 2.9 presents more detailed estimates of “iwgrigoor” poverty rates
for employed individuals of working age. The talgeesents estimates for
agricultural and non-agricultural employment, dg@gated by employment
status. In general, poverty rates are significarttigher for agricultural
employment relative to non-agricultural employméhe single exception being
paid managers, where the poverty rates are idéntiéanong agricultural
workers, poverty rates are higher for employees(aften work in seasonal and
highly contingent arrangements) than for own-actoworkers and unpaid
contributing family workers. Poverty rates amongnial agricultural workers
are less than half of those of informal agriculkwvarkers. For non-agricultural
workers poverty rates are lower for wage employbas for the self-employed.
However, this is largely a formal/informal distifmet. That is, wage employment
accounts for a higher percentage of formal employraad formal workers have
much lower risks of poverty than informal workefsye focus only on informal
non-agricultural employment, poverty rates areusilly identical for informal
wage employees (apart from managers who accounarfoalmost negligible
share of the total), informal own-account workeesd informal unpaid
contributing family workers. Somewhat more thanfhal all informal, non-
agricultural workers live in households whose comgtion levels fall below the
poverty line.

Table 2.9 Poverty rates, agricultural and nonagricultural
employment, Madagascar, 2005

Employment Status Categories Formal Informal Total

Agricultural employment

Paid manager 20% 28% 21%
Paid employee 36% 80% 7%
Own-account worker 67% 67%
Contributing family 73% 73%
Total 32% 1% 1%
Nonagricultural employment

Formal Informal Total
Paid manager 20% 31% 21%
Paid employee 23% 52% 41%
Own-account worker 21% 52% 46%
Contributing family 17% 52% 45%
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Total 22% 52% 42%
Source: Madagascar Household Survey (2005)

From this brief analysis, it is clear that povdrntyMadagascar is not due to
a lack of employment opportunitieger se¢ but rather a lack of decent
employment — both wage employment and self-employm&uality of
opportunity matters, not just the overall levelesfiployment, measured by the
unemployment rate or the employment population oratiSpecifically,
underemployment in low-productivity jobs and adtes that do not generate
adequate earnings is the crucial issue. This osargiuggests that poverty rates
in Madagascar can be reduced by an employmenegyrdhat aims to attain
three mutually reinforcing goals: (1) a transiti@mi employment out of
agriculture and into non-agricultural activitieg (Re generation (and retention)
of formal employment opportunities and (3) increaisethe real return to labor
by improving productivity, particularly among sntalder producers and the
informally self-employed.

2.2 How can earnings be increased in
Madagascar? Analyzing household
enterprise regressions

As we discussed in the previous section, the prolite living standards in
Madagascar is not lack of employment per se, batwages and benefits
associated with employment. So the question is: bawearnings be increased
for Madagascar workers? The general answer is ghaductivity has to be
increased and more job opportunities must be aedthis entails structural
transformation, skills enhancement, and a macra@oan environment
conducive to sufficient aggregate demand and ecangrowth. In addition, we
can glean information about the kinds of labor ahtristics that are associated
with earnings increases. To do that we performedtadistical analysis of
earnings using data from the Madagascar 2005 Hoigeburvey Enquéte
Auprés des Ménagesvhich contains a module on non-agricultural héwoe
enterprises. (Note: Chapter 7 contains a more lddtdiscussion of productive
activities in agriculture.)

Using these data on household enterprises, weastam earnings function
Household enterprises are unincorporated entespaperated by a member of
the household. The enterprise may or may not beatgmk from the actual
residence. All the household enterprises are meabe non-agricultural (i.e.
non-farm). For households with multiple enterpriszsch enterprise is treated as
a separate entity. For the purposes of this arslysformal household
enterprises are unregistered enterprises (theyotlbhave a numero statistique).
Formal enterprises are registered.

The dependent variable is the natural logarithmawdrage monthly net
earnings. Earnings are self-reported. Net earnirgffect total enterprise
revenues less estimates of operating costs. Siacgy of these enterprises will
not maintain formal accounts, earnings must be seeran approximation.
Monthly earnings are calculated based on the nurabenonths the business
typically operates as recorded in the survey datmographic variables (age,
education, sex) represent the characteristics efhtbusehold member who is
primarily responsible for the operation of the eptises. Definitions of basic
demographic variables are as follows:

22



Age: in years

Age-squared: in years (negative coefficient indicates non-lnea
returns. Based on the coefficient estimate, easnémg maximized,
controlling for other factors, at 38 years of age).

Sex: 0 for men, 1 for women

Education: dummy variables for the level of educational attaent.
Number of employees refers to the number of paid/wage employees.
Unpaid contributing family members are NOT courdecemployees.
Capital assets are measured in terms of their estimated valug{@0s
of Ariary). Therefore, the coefficient represerits 96 increase in net
monthly earnings associated with an additional 1808ry in capital
assets. Capital assets include land holdings.

Manufacturing, trade, andservices are dummy variables representing
the sector in which the enterprise operates. Netevices” exclude
trade and commerce — i.e., the categories are thuaxalusive.

Credit is a dummy variable. It takes on a value of “1thi& enterprise
tried to borrow within the past 12 months and sadeé in doing so. It
takes on a value of zero otherwise.

Microfinance is a dummy variable. It takes on a value of “1thié
enterprise received any working capital or startapital from a
microfinance institution. Otherwise, it takes omadue of zero. Note
that the significant negative coefficient may naam that microfinance
is bad for household enterprises. It could meanrtherofinance
institutions target more vulnerable enterprises.

Table 2.10 The Determinants of Household Earnings

Dependent Variable: Log Household Earnings
Dependent Variable:
Log household earnings Coefficient Std. Err. t P>|t|
age 0.0524 0.0146  3.6000  0.0000
age_sqr -0.0006 0.0002  -3.3600 0.0010
primary 0.1582 0.0788  2.0100  0.0450
secondary 0.6257 0.0887  7.0500 0.0000
higher 0.1454 0.1933  0.7500  0.4520
informal -0.6999 0.1244  -5.6200 0.0000
employees 0.2167 0.0394  5.5000 0.0000
capital_000 0.0325 0.0070  4.6700  0.0000
Female -0.5900 0.0763  -7.7300 0.0000
manufact 0.1500 0.1709  0.8800 0.3800
trade 0.4383 0.1494  2.9300 0.0030
services -0.0269 0.1405  -0.1900 0.8480
credit -0.2723 0.5046  -0.5400 0.5890
micro_finance -0.6687 0.2936  -2.2800 0.0230
cons 5.2929 0.3323  15.9300 0.0000

Number of observations
F (14, 2352) = 47.09
Prob >F = 0.0000
R-squared = 0.2580

= 2366

According to our econometric estimates, schooling & major impact on
earnings. In addition, we find that greater acdessapital could substantially
enhance earnings of households. We develop thdsfinn our chapter on skills
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development (chapter 6). We also find that for eadtiitional 1000 Ariary in
capital assets, enterprise earnings increase by rttan 3% on average.
Moreover, the insignificant signs on credit confithat, because credit is so
difficult to obtain for most households, acces<tedit as it is how structured
does not enhance earnings. We will develop thesterdsults further in chapter
5, in our discussion of the financial sector.

In addition, we find that there is a strikingly sificant income penalty for
informality, as is the penalty for being female €8h suggest that more efforts to
generate jobs in the formal sector will be impaortemenhancing earnings, as
will efforts to improve prospects for women to deedousehold enterprises.
These have implications for labor regulation and #llocation of investible
resources among sectors, which we take up indatdrons of the report.

2.3 Conclusions

Madagascar's economy faces many challenges. The teyreducing
poverty and raising standards of living in Madagasce to:

1. Create more opportunities for “decent work,” megnjobs through which
members of households can earn enough to keep féumities out of
poverty.

2. Mobilize and allocate financial and human resoutcethe right sectors to
raise productivity and bring about structural tfan®ation to underwrite the
creation of more decent jobs.

3. Create a macroeconomic framework that: a) will pstanthe demand
necessary to support the creation of enough dgobst b) help create the
framework for a financial sector that will mobilized allocate resources for
development; and c) maintain macroeconomic stgbilit

The next chapter develops an input-output framewbat we will use in
later chapters to help identify the sectors thadn® be further developed to
help Madagascar achieve the MAP goals: poverty atimtu and sustainable
development.

3.  An imput-output model of the
Madagascar economy

As we discussed in the previous two chapters, #yeté raising standards
of living and reducing poverty in Madagascar is fmster: 1) structural
transformation through the mobilization and appiater allocation of resources
2) increased productivity through skills developmeand appropriate
investments and 3) a supportive macroeconomic emvient that will provide
high demand to create job opportunities, a welktfioming financial system to
mobilize and allocate credit, and macroeconomibilita Along these lines, the
MAP calls for expanding sectors that generate aolbtvalue added and
employment, and have large multiplier effects aimadges to the domestic
economy. We therefore need an understanding ofettumomic structure of
Madagascar — the sectors that generate value-aédgupyment, multipliers,
and linkages. The best way to improve our undedstgnof these structures is to
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build a data-based model of the economy which ithates these underlying
structures and connections.

3.1 The input-output model

To better understand the dynamics of output, enmpéoyt, and value-added
in the country, we constructed a standard inpupaut(l-O) model for
Madagascar, which also incorporated employment fidata the 2001 household
survey Enquéte Auprés des Ménapeshe most recent data available.
Specifically, we wanted to quantify the relativepaet of economic stimuli to
particular sectors (e.qg., clothing or tourism)@specific categories of aggregate
expenditures (e.g., exports, household consumptioimvestment). In addition,
we wanted to examine the industrial structure of tlalagasy economy,
particularly with regard to the density of upstreand downstream linkages.

We calibrated our analysis to the official 2001 utPutput tables. We
incorporated household consumption as an endogesiable in the model, in
the sense that we assumed that households woaldcBrtheir consumption out
of the value added produced (i.e. wage and sell@mpent income). Therefore,
our estimates incorporate the effect of any growthalue-added on household
consumption expenditures in addition to taking iatwount the impact of the
growth of industrial demand on the output of vasi@ectors of the economy.

As discussed in chapter 2, wage employment accdongsrelatively small
fraction of total employment in Madagascar. Varidmsns of self-employment,
particularly agricultural self-employment, accourior the majority of
employment. Therefore, typical employment multigie- which are often
predicated on the assumption of wage employmenill-nat fully assess the
overall employment impact of different economicigiels and stimuli. For forms
of self-employment, the impact will likely take ti@rm of increasing earnings
(i.e. value-added) instead of increasing the nurob&obs.” Of course, changes
in the relative earnings of different types of eoyphent may result, over time,
in differential entry into and exit from specific@omic activities. This could
ultimately alter the composition of self-employmeW{e do not focus on the
long-run effects of labor migration and mobilityonr analysis. Instead we focus
on more short-run changes to labor market outcomnethe case of the self-
employed, for the type of analysis pursued hereasgeime that the direct impact
of a sectoral or aggregate economic stimulus winifest itself in terms of
increases in value-added and earnings.

For wage employment, we calculate typical employimaaltipliers using
the 1-O model. We estimate wage employment/outptibs for the various
sectors. We were concerned that a total count gl@ment in waged positions
could overstate the employment impact of a giveange in output, since
underemployed individuals would be weighted theesama full-time employee.
We also wanted to take into account the fact thdtviduals frequently are
engaged in more than one type of employment. Toeggive converted all wage
employment in primary and secondary activities iffidl-time equivalents.”
Individuals were considered to be full-time if theprked 1,920 hours or more
per year as wage employees. For those workinghess1,920 hours, their full-
time equivalent would be calculated as actual anhoars worked in wage
employment, divided by 1,920. The totals of fuli¥ equivalents by industrial
sector were used to construct the wage employmattiptiers.
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Table 3.1 summarizes key multipliers for industiaitput, value-added,
wage employment, and non-agricultural wage emplayrog sector. The output
multipliers show the impact of a 1 million Ariarpdrease in the final demand
for the output of the industry in question on to®tonomic output in
Madagascar. For example, the output multipliettfiergarments sector is 3. This
would indicate that a 1 million Ariary increasethre demand for domestically
produced garments would result in a total incréaseitput, across all sectors, of
3 million Ariary (1 million directly from the garnmg sector and 2 million from
indirect multiplier effects). Remember that theséneates take into account the
impact on household consumption of the growth ilueadded which would
accompany such a stimulus.

The value-added multipliers can be interpreted pamallel manner, except
they indicate the impact on value-added, not imdhlsbutput. Value-added is
equal to the value of industrial output less thki@af intermediate inputs used
in production. Therefore, the value-added multiptireist be less than the output
multiplier. The difference between the output nmiikir and the value-added
multiplier reflects direct and indirect changestle demand for domestically
produced intermediate inputs associated with a gddn final demand. The
value- added multiplier is a better indicator af impact of expanding the sector
on incomes in Madagascar than is the output midtipo we will focus more,
in the discussion that follows, on the value-addedtipliers than on the output
multipliers.

Also of interest are the wage employment multiglieFhese indicate the
total number of jobs (measured as full-time eq@mtd, as discussed above)
across all sectors that would be generated by dlibnmAriary increase in the
final demand for the output of the specific sectoguestion. For example, a 1
million increase in demand for hotel and restaursenvices would yield an
additional 289 jobs (full-time), and 236 of thesdg would be outside of the
agriculture/livestock sectors (the other 53 jobsuldabe wage employment in
agricultural or livestock activities).

3.2 Lessons and possible policy implications

For reasons discussed in chapters 1 and 2, if eventarested in improving
employment outcomes through, for example, targpteductive sector policies,
we would want to focus on industries that would énavigh value-added
multipliers or high wage employment multipliersoRr Table 3.1, we can see
that some of the industries with high value-addedtipliers include forestry,
finance, communications, trade, fishing, and adfice. Industries with high
wage employment multipliers include garments, besin services,
communications, education, health, and recreatienvices. In contrast,
industries with low value-added or low employmentltipliers include metal
and stone working, chemicals, paper products, aodiewhat surprisingly,
building and construction.

Table 3.1 Multipliers calculated from the input-output model

Sector Output Value-Added Wage Employment  Non-Ag Wage
Multiplier Multiplier Multiplier (full time  Employment Multiplier
(millions (millions Ariary)  equiv.) (full time equiv.)
Ariary)
_Agriculture 34 2.0 310 150
Livestock and hunting 3.6 1.8 247 134
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Forestry 34 2.1 252 199
Fishing 34 2.0 253 204
Extractive industries 3.5 1.8 384 340
Food processing 3.5 1.5 220 139
Tobacco 3.1 1.3 232 194
Garments and textiles 3.0 1.3 436 403
Wood products 3.6 1.5 397 359
Paper products 1.8 0.3 268 261
Chemicals 2.8 1.3 203 167
Rubber and plastic products 2.8 1.2 238 207
Construction materials 3.4 1.9 294 246
Metal and stone work 2.2 0.8 189 168
Machinery and equipment 3.6 1.8 320 274
Other manufacturing 3.3 1.7 283 241
Energy 2.3 0.7 311 295
Construction and building 3.0 1.4 208 174
Trade 3.5 2.0 278 227
Hotel and restaurant 3.5 1.3 289 236
Transportation 3.3 1.6 279 238
Communication 3.9 2.0 515 465
Finance 3.8 2.0 329 280
Insurance 3.8 1.9 318 271
Business services 3.9 1.9 507 458
Administrative services 3.4 1.9 427 379
Education 3.4 1.8 428 381
Health 34 1.7 426 382
Social services 3.3 1.9 394 347
Recreation and culture 3.7 1.9 467 417
Other services 2.5 1.1 329 301

One of the reasons for the variations in the sifethe multipliers,
particularly the output multipliers, is that diféet industrial sectors have
different linkages to the domestic economy. Sometose will have a large
number of “upstream” linkages to other activitiesneaning that they utilize a
large amount of domestically produced inputs inirthgoduction processes.
Others have “downstream” linkages — their outpués wsed by other domestic
firms to produce final goods and services. Indastmay have weak multipliers
when they import the inputs used in production.sTisi one of the principal
leakages that occurs in a standard I-O model. mmmadel, which incorporates
endogenous household consumption, we note thaadeakcan also occur when
households buy imported goods instead of domelstipedduced ones.

We can construct general indicators of the extehtupstream and
downstream linkages in the Malagasy economy. Taldepresents examples of
these types of estimates. The density of upstreakades is estimated by
calculating the value of domestically sourced ispag a percent of the value of
total non-labor inputs into production (calculaggdmarket prices). The density
of downstream linkages is estimated by the amoudntanestic industrial
demand expressed as a percent of total domestmutofdr each sector. In
addition, we calculate an indicator of the intensit use of imported inputs — the
value of imported inputs expressed as a percembdtaf non-labor production
costs.

Sectors with strong upstream linkages include toels finance, business
services, and communications. Sectors with stramwgndtream linkages include
extraction industries, livestock, construction mate, and insurance. We would
expect the upstream and downstream linkages tarilootg to higher output
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multipliers for these sectors. The employment aaldieradded multipliers will
also be influenced by the density of domestic lgdsa although other sector-
specific factors (e.g. the labor intensity of proiilon, technology, and the level
of productivity) will influence the size of thesHezts.

Table 3.2 also shows that a number of sectors,gpilyrin manufacturing,
rely on imported inputs into production: paper prod, energy, chemical,
rubber and plastic products, and metal and ston&iag Import leakages will
reduce the impact any expansion of these sectotddwave on the overall
domestic economy. For example, although the pageoshas relatively strong
downstream linkages to other sectors of the Malagasnomy, its reliance on

imported inputs into production reduces the domestpact of this sector.

Table 3.2 Upstream, downstream, and import leakages

calculated from I-O model

Sector UPSTREAM DOWNSTREAM IMPORT
LINKAGES LINKAGES LEAKAGES
Domestically Domestic industrial Imported inputs
sourced inputs demand as a % of as % of non-
as % of non- domestic production labor production
labor production costs
costs

_Agriculture 61% 50% 17%

Livestock and hunting 80% 75% 1%

Forestry 7% 38% 4%

Fishing 60% 68% 23%

Extractive industries 71% 89% 19%

Food processing 74% 18% 3%

Tobacco 55% 15% 26%

Garments and textiles 58% 27% 21%

Wood products 76% 74% 3%

Paper products 33% 72% 40%

Chemicals 40% 40% 34%

Rubber and plastic products 43% 50% 33%

Construction materials 69% 88% 18%

Metal and stone work 25% 57% 46%

Machinery and equipment 7% 18% 14%

Other manufacturing 55% 21% 23%

Energy 36% 56% 42%

Construction and building 53% 2% 23%

Trade 75% 0% 16%

Hotel and restaurant 72% 22% 7%

Transportation 70% 22% 16%

Communication 93% 67% 4%

Finance 90% 47% 8%

Insurance 83% 82% 11%

Business services 89% 72% 7%

Administrative services 72% 0% 16%

Education 71% 19% 15%

Health 67% 28% 17%

Social services 54% 0% 21%

Recreation and culture 87% 23% 6%

Other services 30% 9% 39%

In some cases, we may be interested in the impaenancrease in a

particular category of expenditure on output, vaddeed, and employment, not
the impact of an increase in sectoral demand. Kample, does an increase in
exports have the same employment impact as anaguohincrease in domestic
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household spending? Table 3.3 summarizes the ingpacalue-added and wage
employment by expenditure category.

Table 3.3 Multipliers by spending category

Household Fixed Capital Government Exports
Consumption Investment Spending (X)
() () (G)
Expenditure increase of 1 million Ariary
Value-added 1.6 million 1.4 million 1.9 million 1.5 million
Employment 283 jobs 231 jobs 427 jobs 323 million
One percent increase in expenditure
Value-added +1.14% +0.27% +0.27% +0.34%
Employment +1.12% +0.24% +0.33% +0.41%

If we look at the impact of a constant amount gbenditure — 1 million
Ariary — across the different categories of expemdi the impact on value-
added would be largest for government spendingovi@d by household
consumption and exports. Spending on fixed capitadstment would have the
lowest effect (note: this only reflects the demaidk impact of greater
investment; by increasing capacity and productjvityestment will have much
larger longer-run impacts). In terms of wage empilegt, the outcome is
somewhat different. Again, government spending héle the largest impact,
followed by exports, household consumption, an@stment.

We can also express these relationships in termslasiticities — what
percentage increase in value-added (or employnvemi)d we expect from a 1
percent increase in expenditures? In this casejafyest effect comes from
household consumption, but this is hardly surpgsihe value of total
household consumption is much higher in Madagattar the value of other
expenditure categories, such as total exports. Sb percent increase in
household expenditures represents a larger overalllus. Nevertheless, the
elasticities in Table 3.3 give us a unit-free eatenof the responsiveness of
value-added and employment to changes in experdijtuwhich can be applied
to different economic scenarios.

3.3 Conclusion

In the chapters that follow, we will report on mgliexperiments linked up
to this input-output model. As we will see, usitgstmodel will allow us to
indicate sectoral investments that are more likelgenerate demand for decent
employment, either directly and/or indirectly thgbu linkage effects. For
example, in Chapter 5 on financial markets andtuigins, we will use these
data to show that the current allocation of crédlithe economy is not well
suited to expand investment in sectors having iglitipliers. It suggests that
there needs to be some major reforms in the fiahseictor to allocate funds to
areas that will have larger effects on poverty otidn and sustainable increases
in decent jobs.
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PART Il. AMACROECONOMIC,
FINANCIAL AND LABOR MARKET
FRAMEWORK FOR EMPLOYMENT
CREATION

4.

Macroeconomic policy for decent
employment

Macroeconomic policy in Madagascar faces severellectyes, as
Madagascar is highly vulnerable to external shoskssh as terms of trade
changes, and the ending of preferential accesgveldped countries’ markets,
as well as internal obstacles, notably a lack ofl-wgerforming financial
institutions and infrastructure. There have alsenb& variety of internal political
struggles and instabilities that have made macru@oa policymaking difficult.

Furthermore, macroeconomic policy has been undér tielage off and
on for over twenty-five years, and has been subfeatpanoply of interventions,
including structural adjustment, monetarist IMF aficial programming,
financial liberalization, “inflation targeting-littand other evolving policies over
that period of time, without evident signs of siretd success. The IMF's focus
on financial liberalization and privatization, tdiger with a lengthy list of macro
policy targets, indicators, and benchmarks, ofteruigded in policies that have
guestionable bases and sometimes even contradiepuyrements, has provided
an insufficient macro framework for achieving sfigant poverty reduction and
decent employment generation.

The key implicit assumption of these frameworksthsit the role of
macroeconomic policy is to limit government’s accde credit in order to
stabilize inflation and the balance of paymentsy &am create financial and
political space for private-sector investment amyeopment. While such an
approach has understandable origins in some ofs#®us macroeconomic
abuses that took place in Madagascar in the 198@s early 1990s, the
framework nonetheless has serious flaws. The framewssumes that with
stabilized commodity prices then asset prices such as nominal and real
exchange rates, will also stabilize. Then, the =gt goes, relative commodity
and asset prices will reflect their true relativdues, giving the correct price
signals to investors. And with the created finahspace and correct price
signals, private financial actors will have theawges to lend to those who have
the best information and skills, who will then geate sufficient investment and
job opportunities. To carry out this policy andadgish credibility, the central
bank must greatly enhance its independence frongdvernment. The role of
government itself is to raise revenue through nistedionary taxes; and having
established “credibility,” it will be able to geinancial help from private
investors and the international community, to ficemfrastructure investment,
such as roads and educational systems.

Recently, added to this vision has been the pushetate “market friendly”

political and regulatory institutions, such as thdkat will lead to a good
“investment climate,” and proper financial regudati The assumption is that if

30



market friendly institutions are in place, investmevill likely follow. This
vision has pitfalls. A fundamental problem is ttias market-centered view fails
to take into account the profound externalitiegantainties, and thick network
of skills, including entrepreneurship, that mayniesing.

More generally, while there are some important emdect aspects of this
vision — such as the need for macroeconomic stalfitioadly defined and for
significantly more infrastructure investment suck @ roads and other
transportation networks — the faith in the privtencial markets and private
investors guided by the “price system” to fill tlgap left by weakened
community and public institutions is misguidedtié government follows these
policies, the international aid community might pesd positively to these
“good housekeeping seals of approval,” but thid mit be sufficient to bring
about sustained economic development and poveityction if sufficient aid is
not forthcoming. Instead, as we argue here, maorammic institutions and
policy must be part of a broader development it not as simply
stabilization policy that forms the hopeful backglrof credibility for an over-
optimistic vision of efficient free markets in sagi investment and financial
allocation.

To make macroeconomic policy part of developmeriicpoit must be
recognized that generating “market friendly” paiwill not be sufficient,
especially in poor economies such as Madagascatich lacks sufficient
infrastructure, skills, and entrepreneurship. It also be necessary to make sure
that all key macroeconomic policy institutioms¢luding the central bank have
the institutional incentives — or better yet, thstitutional culture — to become
part of the developmental project, even if thera division of labor with respect
to specific responsibilities, as of course, theresinbe. In particular, as we will
argue in more detail presently, a central bank cttimemt to a narrow definition
of macroeconomic stability without having an obliga to participate in a
broader project of stabilization and developmentlikely to be counter-
productive.

The key recommendation of this chapter is that oemwynomic policy,
including monetary policy, exchange rate policy éndncial policy, all have to
be coordinated and directed toward achieving thePMgbals of reducing
poverty to 50% by 2012, while, at the same timestaning macroeconomic
stability. The only ways to accomplish this is toomote the creation of
substantial nhumbers of decent jobs. To support dieation of substantial
numbers of decent jobs while maintaining macroenuoo stability, the
macroeconomic authorities may have to utilize maa#her than fewer, tools of
macroeconomic policy, as is suggested by the darhiMéashington Consensus
approach. This may entail, for example, the usemaofe credit allocation
policies, as discussed in chapter 5, and capitatagement techniques, as
discussed in this chapter.

Macroeconomic Policy: Monetary Policy,
Exchange Rate Policy, Financial Policy, and
Fiscal Policy

Within the macroeconomic sphere, the biggest claffigen the standard

“Washington Consensus” approach need to be mader@gpect to central bank,
exchange rate, and financial policjte have a separate chapter on financial
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policy (chapter 5), so our discussion here willdpief, focusing in particular on
the intersection of financial and central bank @ali

Central bank policymust be oriented toward macroeconomic stability as
normally defined (augmented by a concern with tfaibty of asset prices as
well as commodity prices), but also toward helptogmobilize and channel
financial resources to those activities that wdhgrate productivity gains, decent
employment, and economic transformation. To achigng the central bank
must:

1. See itself as part of the developmental projectilevhaving sufficient
autonomy to carry out its stabilizing role in a stimes difficult political
environment. (Of course, this autonomy must bengefimore broadly than
simply the autonomy from the domestic political haartties; it must also
have sufficient policy space from external forcashsthe IMF, and internal
forces such as local financial elites.)

2. Have sufficient tools to allow it to carry out itsultiple tasks and achieve its
multiple objectives. These may include credit akban techniques and
direct controls, as well as capital managementrigcies to help it stabilize
and maintain competitive exchange rates.

With respect tofinancial policy the central bank should support the
development of financial institutions that will nitikbe and allocate credit to
productive uses. This may involve the support afrofinance institutions, using
carrots and sticks to mobilize resources from peivaanks, as well as the
support of the development and operations of a ldpueent bank. This is
developed in detail in chapter 5.

Finally, exchange rate policghould be directed toward maintaining a
stable and competitive real exchange rate (SCRER), (Frenkel and Rapetti,
2008) which, with other support, will help develgmmestic industry and
exports. The influx of FDI associated with the mipi projects presents
significant challenges to maintaining a stable emahpetitive real exchange rate
even under the best of circumstances, but thislesigd is rendered more
difficult if the central bank does not have all thalicy levers it needs to try to
manage the exchange rate. In particular, the ddrdr&k may need to be able to
use capital management techniques, such as dushreye rates temporarily, or
more aggressive use of reserve requirements, ier doddeal with some of the
challenges facing them with respect to exchange management, especially
during the period of rapid influx of mining FDI.

More generally, the key macroeconomic issue for &d@dcar is how to
mobilize resources and allocate them to activiaesl sectors that will raise
productivity, create decent employment and livirtgndards, while helping
Madagascar to make a transition to higher valueeddstonomic activities and
shared prosperity. To be sure, there is no singilefssolutions to Madagascar’s
macroeconomic dilemmas; but an overly zealous comenit to macroeconomic
austerity, liberalization, and privatization is rgiing to be sufficient to reach
these goals.

The recent increases in the prices of basic comiasdisuch as oil and
food, need to be treated carefully by macroeconoputicy. While the
government and central bank must avoid a de-staigliprice spiral, they must
not overreact and make the inevitable loss ofirealme greater than it would be
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otherwise due to excessively restrictive macroenoagolicy designed to keep
inflation low. In addition to carefully calibratedonetary policy, non-monetary
policy actions — such as incomes policies in thertstun and investments to
expand supply capacity of key commodities in thedioma term — must
complement responsible monetary and fiscal polioytteey do not have to
shoulder all the burden of preventing a destahijznflationary spiral.

Madagascar's current macroeconomic policy framewadsk mainly
determined by the government's obligations to thMF lunder the current
Poverty Reduction and Growth Facility (PRGF) progrand exogenous shocks,
such as the recent cyclone, oil and food priceemees; in addition, capital flows
associated with mining sector dynamics have maproeconomic implications
for the Malagasy economy (such as impacts on sediamge rates). All of these
macroeconomic factors take place against the bapkulfra poverty rate of more
than 60% that has only recently been falling. Asoudth be obvious,
implementing macroeconomic policy in this enviromiecreates major
challenges. In this chapter, we analyze the curreatroeconomic policy
approach with an emphasis on assessing its steersgtd weaknesses for
achieving the related goals of poverty reductiod #me generation of more
decent employment opportunities. We argue that|enthie current framework
has a number of significant strengths, unless itndified, it will not be
sufficient to allow the government to achieve mahyhe goals embedded in the
Madagascar Action Plan (MAP), including the redumctiof poverty by 50
percent by 2012.

Instead, the macroeconomic framework for the magetand financial
policy should be oriented around an employmentgroaith framework. This is
already implicit in the MAP. The IMF has estimatdtht the economy has to
grow by 9.4% on average to achieve that goal. Mogefiiscal, and financial
policy should be coordinated to achieve this gseabject, of course, to the
constraint of macroeconomic stability.

The rest of this chapter is organized as follovect®n 4.2 gives a survey
of recent macroeconomic trends. Section 4.3 de=tibe nature and evolution
of monetary policy, exchange rate policy, and figadicy in the context of the
current Madagascar-IMF agreements with respect h® macroeconomic
framework. Section 4.4 assesses the strengths eakhesses of this framework.
Section 4.5 proposes an alternative framework twdl better generate
employment creation and poverty reduction, whilamaaning macroeconomic
stability. Section 4.6 discusses the short-termesghat arise with respect to the
recent commodity price increases and how macroeaimn@olicy should
respond. Section 4.7 summarizes and concludes.

4.1 Trends in Madagascar’'s macroeconomy

Over the last half-decade, the performance of tlaalyhsy economy has
generally been poor in terms of generating adequsdes of economic growth
and providing adequate levels of decent employraedtwages. Moreover, in
the last twenty-five years, nominal variables saslinflation and exchange rates
have exhibited a high degree of instability. Moeeently, the macroeconomy
has improved somewhat, and there is hope that tteisd toward better
performance will continue and that the pace of mapment for the majority of
Malagasy people will improve. Still, significant allenges remain, and unless
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the current macroeconomic framework is modifiedjsitunlikely that these
challenges will be met.

Earlier macroeconomic trends and
management

Economic growth

For the past several decades, the pace of ecorgrmigth has been low,
making it extremely difficult for Madagascar to ve#@ under-employment and
generate improved incomes and standards of livisgwvas seen in Figure 2.2 in
chapter 2, the pattern of real GDP growth overlaisé several decades has been
highly erratic. Moreover, low levels of real ecoriomgrowth along with
population growth has meant that the real GDP papitg has declined
dramatically over the past 40 years (see Figuréenxhapter 2).

Madagascar’'s economic growth over the period 198B+2has been almost
one-third lower than that of sub-Saharan Africaaashole (2.0 versus 2.9 for
sub-Saharan Africa) and significantly more vola{gandard deviation of real
GDP growth of 4.4 versus 1.9 for sub-Saharan Afrid&ost graphically, the
average rate of growth of real GDP per capita akier1983-2004 period has
been negative (-0.9 %, versus -0.3% for all of Sabaran Africa).

Madagascar's growth performance in absolute terras wetter in the
period 1993-2004 than it had been in the previeeade, but in relative terms
its performance was not much better. So, whileetlhers clearly been significant
improvement in growth performance since the 198@s¢ch more needs to be
done if the Malagasy economy is to significantlguee poverty and achieve
structural transformation along with adequate eotoarowth.

Part of the challenge in achieving adequate leskkconomic growth has
been due to adverse external factors, such as m®gloand also internal
problems, most notably political strife. Figure 4lows that declines in real
GDP growth have been associated with politicalfestend adverse weather
events. At the same time, the economy has beeergmidg IMF programs off
and on during virtually the whole period, withoubtvious improvement. The
figure illustrates the high volatility of real GDgrowth, and most dramatically,
the huge decline around the time of the 2001-206Rtigal crisis. It also
indicates that in recent years, economic performas measured by real GDP
growth has improved somewhat.
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Figure 4.1 Madagascar: Real GDP growth and major events, 1988-2004

Figure 1. Madagascar: Real GDP Growth and Major Events, 1988-2004
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Poverty and standard of living
The economic decline and stagnation in Madagasnae she 1970s has

had devastating impacts on the standard of livihthe Malagasy population.
During the 1970s -1990s, Madagascar fared verylpoewven compared to other

poor-performing countries in sub-Saharan Africa. 1897, the IMF staff
estimated that significant increases in economosvtt were required to make

substantial inroads into poverty, and that evehief growth were slanted toward
the poor, the increases would still have to betauitisl and sustained.
Table 4.1 shows IMF estimates of the required rafesconomic growth
needed to bring down poverty rates. The tablecatds that to make a
substantial reduction in poverty rates, it wouldneeessary to raise the growth
rate of the economy to 10% per year and sustdor & to 10 years, which is a
significant change from past history. It is alsghdr than is being currently
projected in IMF macroeconomic programs (see below)
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Table 4.1 Estimates of poverty impacts of economic growth

Impact on Poverty Current Head Count Over five years Over 10 years
Incidence of: Index
Effect of 1% per capita
growth 70 68 66
n -
Effect of 5% per capita 70 59 45
growth
Effect of 10% per
capita Growth 70 45 20

Source: IMF, 1997, Table 15.

Table 4.1 refers tger capita growth rates. Recent IMF estimates of
required growth refer to total real growth rates.we discussed in chapter 1 and
will discuss again below, the government’s goal riswo reduce the level of
poverty to 50% in 10 years (by 2012). To achies tjpal, the IMF estimated
that it would take an average growth rate of GDP.8/. To reach the MDG
goal of halving poverty by 2015 would require arr@ge growth rate of 8%. If
the growth were directed more toward reducing ptyyénen the overall growth
rates might not have to be as high, but a sigmifidacrease will still be
necessary.

In order to achieve such large increases in econgmiwth and poverty
reduction, the Malagasy economy will have to mahgilisignificant financial
resources and allocate them productively in a viegy will raise productivity,
generate decent employment, and contribute totataldransformation. Equally
importantly, macroeconomic policy itself has to dréented toward achieving
that goal, and to do so, it must do more than gintpt to create a “stable
macroeconomic environment” for private investment.

Private and public investment

In the medium to long run, investment is the keproductivity growth and
increases in living standards. Figure 4.2 shows delution of capital
accumulation in the Malagasy economy over recemfdes. From the mid
1980s until recently, investment share has beeatively low. In the last several
years, it has made a significant recovery butilssstmewhat low for a country
that has the development aspirations and needs amfalyhscar. The key to
raising the investment share is to mobilize resesirand create productive
investment opportunities by developing infrastroetiand skills as well as
generating an appropriate macroeconomic framewark wWidely shared
economic growth.
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Figure 4.2

Investment Share, 1980 - 2008
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Inflation 2

Inflation in Madagascar has been extremely variabieluding several
periods of very high inflation (Figure 2.3). Thelatiity has arisen primarily
from 1) supply shocks 2) political instability aBdl policy mistakes. In the last
several decades, Madagascar has experienced thneelspof rapid inflation:
During the first two decades after independenc&9i®0, inflation performance
was good, with Madagascar fixing its currency t Enench franc and importing
France’s relatively benign inflation. In the 198fd 1990s, however, inflation
became much more variable, and at times, reachgcdigh levels. These spikes
resulted primarily from exogenous shocks in thethemor terms of trade, or
changes in exchange rate management policies—soesetinder the tutelage of
the IMF—that were apparently mishandled or ill-camed. In early 1980, the
inflation rate spiked due to terms of trade shoaksl then excessive fiscal
deficits overly accommodated by central bank fimagcin 1982, the exchange
rate peg was replaced by a crawling peg, and a leegg increase in inflation
followed. A large spike in inflation occurred in 8B as a result of a massive
devaluation as part of a liberalization effort unthee IMF's program, supported

® See IMF 1997, 2007, 2008 for useful descriptiohshe recent inflation history in
Madagascar.
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by a IMF Structural Adjustment Facility. Inflatioose significantly again in the
1994-1996 period in response to three factors: 4hith to a floating exchange
rate and the introduction of an interbank foreignhange market in May 1994,
once again under IMF guidance, resulting in a majepreciation of the
exchange rate (60%) 2) a major cyclone in 1994 kwiiamaged the rice crop
and 3) a rapid increase in the money supply in 18884, which accompanied
the depreciation of the exchange rate. Inflatioserto over 70% in mid-1995
before declining to about 40% by the end of ther yewl to 16% at the end of
1996 as a result of much tighter monetary policg @nlarge reduction in
government expenditure in 1996.

Since 2000 there have been two inflationary surdes, once again to 1)
political instability and 2) exogenous weather &mins of trade shocks. In 2002,
inflation rose as a result of the political crig 2001, which triggered oil
shortages, among other problems. Two cyclones whitcMadagascar in early
2004 triggered a 50% depreciation in the exchamage and a significant rice
shortage. A further energy price shock occurringtree end of 2005 and
continuing through mid-2006 was largely offset bgtegtline in rice prices. More
recently, commodity price pressure has increasedspre on the overall price
levels, threatening another bout with higher inflat Yet, despite these surges,
inflation has stayed below 15%, far below the Heglels that are associated with
macroeconomic instability.

As this description makes clear, in the contex bfghly variable exchange
rate, managing inflation in Madagascar, a counthose economy is highly
vulnerable to exogenous weather and terms of tshdeks, is a very difficult
task. Political instability and shifting and podgibmisleading external
macroeconomic advice have made this problem evee difficult. Still, apart
from a few periods, Madagascar has been able td dve extremely high levels
of inflation that have beset some countries.

4.2 Monetary and exchange rate policy in the
context of IMF structural adjustment
policies

Monetary and exchange rate policy have operatedaindifficult
environment, having evolved significantly over time the 1960s and 1970s,
Madagascar pegged its currency to the French fraimich both limited inflation
and constrained domestic monetary policy. The aébtaink used various direct
controls, such as interest rate ceilings, crediitrots and foreign exchange
controls, to give it some room for maneuver, whiclised to respond to the
needs of the government and banking sector foritceed foreign exchange.
With policy errors and the significant external ck® of the 1970s, which
buffeted much of the world economy, Madagascarredtéhe 1980s with
serious macroeconomic imbalances. What has ensoeg that time has been
several decades of structural adjustment progrardsstop-and-go attempts to
implement various IMF programs and macroeconomiicy@dvice based on
evolving Washington Consensus ideas, punctuated(paytly endogenous)
political turmoil, exogenous shocks, and occasioredonomic policy
backsliding. These policies evolved over time ashian, knowledge, and
circumstances changed in Madagascar, Washingtdrthanworld economy, but
generally they have involved various combinatiorfs esonomic austerity,
financial liberalization, privatization, the boldteg of central bank
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independence, and the implementation of “markenttly” financial regulation
along “Washington Consensus” lines, though not gdwmith positive effects.

Exchange Rate Policy

Until 1982, the Malagasy currency was pegged toRtemch franc. After
April, 1982, when the peg to the French franc wiasahtinued, the exchange
rate was managed with respect to a basket of lI@maies (IMF, 2008c), in a
type of crawling peg arrangement with frequent siljients. Since July 2004,
the Malagasy currency has been determined througbnéinuous interbank
foreign exchange market system, and on Januar§QB, 2he Ariary replaced the
Malagasy franc as official unit of account. The lexuge rate is officially
classified by the IMF as a managed float with needetermined path.
Madagascar accepted the obligations of Article \Skctions 2, 3, and 4 in 1996
and maintains no restrictions on the making of paytsmand transfers for current
international transactions, and has not imposetange restrictions.

Madagascar pegged its exchange rate to the Fregoh dintil 1982 when it
instituted a crawling peg system with frequent digaons. It then instituted a
maxi-devaluation in 1987 as part of an IMF-sponddiaancial liberalization
program. In 1994, the authorities instituted atstifa floating exchange rate
system and introduced an interbank foreign exchamgd&et in May. This policy
backfired, producing a major depreciation of thehsnge rate (60%) and
contributing to several years of very high inflatid®Recently, the country has had
a managed exchange rate system in which it hagddition to the other
monetary policy goals just described, attemptedinit the variability of the
exchange rate. At the same time, the country fied, in recent years, to stem
the appreciation of the Ariary, which has expereshpressure due to the capital
inflows associated with foreign investment in mmin

Table 4.2 Madagascar: History of exchange rate arrangements

Madagascar
Date Classification: Comments
Primary/Secondary/Tertiary
January 12, 1900-June 6, 1925 Exchange rate arrangement with no French franc
separate legal tender
June 6. 1925- February 8, 1944 Peg to French franc Only notes issued by Banque de Madagascar et des
Comores are sole legal tender. On September 9, 1939
exchange controls are introduced within Franc zone.
February 8, 1944 December 26, 1945 Peg to US dollar and UK pound On March 19, 1941 incorporated in the Sterling Area
December 26, 1945-December 1946 Peg to French franc Return to Franc Zone. CFA franc is introduced.
January 1947-December 1948 Peg to French franc/Freely falling
January 1949—TJuly 1. 1963 Peg to French franc
July 1. 1963—September 4. 1971 Peg to French franc Malagasy franc is introduced.
September 4, 1971-August 6, 1973 Dual Market Parallel market data is not available for this period.
Aungust 6. 1971-Apnl 2, 1982 Peg to French franc
April 2, 1982-June 1985 De facto crawling band around French | +/- 2% band.
franc
July 1985-April 1994 Managed floating Officially pegged to a basket of currencies. frequent
adjustments
May 1994—October 1995 Freely falling/Managed floating Despite the flexibility of the official rate, there is a parallel
market with premiuvm in double digits.
November 1995-December 2007 Managed floating See comment above.

Notes: Formerly Malagasy Republic. Reference currencies are the French franc/Euro and US dollar.
Data availability:

Official rate, 1900:1-2007:12

Parallel rate, 1985:1-1998:12

Source: lizetzki, Reinhart, and Rogoff (2008)
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In order to limit the exchange rate appreciationlevimeeting its inflation
goals, the Central Bank of Madagascar has engagedterilized foreign
exchange intervention. This policy is widely usadiich situations but can have
high fiscal costs, as the central bank must isgl th buy up domestic currency
created when the central bank buys foreign exchahigis can generate very
high profits for the commercial banks that sell demtral bank local currency,
and can impose a significant financial burden andéntral bank. In the case of
Madagascar, the government has agreed to pay abkts which then reduces
available resources to spend on other useful imesdis, such as roads,
education, and other infrastructure. Indeed, inrtost recent memorandum of
understanding with the IMF, the government of Madagr has indicated that it
will cut its government expenditure somewhat toafice this fiscal cost.
Managing the inflows of capital is important. Butet costs of sterilized
intervention can be quite high. Are there bettearahtives?

First, the question is whether the inflation targkbuld be loosened. The
sterilization is taking place to limit the inflatiary impacts of the foreign
exchange interventions, not to finance the inteiges themselves.

Second, another widely used approach to limit tlenetary impacts of
foreign exchange intervention is to impose higleserve requirements on banks
(Reinhart and Reinhart, 2008). This will preventnmiary expansion based on
those reserves, without imposing fiscal costs am government. The costs
would be borne by the banks and/or their customé&te banks would
presumably oppose significant lifting of these riezgireserves. However, as we
will show in more detail in chapter 5, currentlyetlbanks have high excess
reserves and are not mobilizing their current recsegivery aggressively to help
develop the Malagasy economy. Perhaps governmegrgneiure on health,
education, and infrastructure is more socially ptive at this juncture; so until
the performance of the private banks improvesrabably does make sense to
raise reserve requirements, save the governmastal fcosts on sterilization,
and maintain public expenditure in these vital area

Another possibility is to deal with the overvalwati problem by other
capital management techniques, such as using gahhege rates and adjusting
regulation concerning limits on fund repatriatiolending and borrowing
ceilings. To some extent, Madagascar uses sombkeskt but others, such as
dual exchange rates, are prohibited by agreemeittistine IMF. The problem
here is that the use of these arrangements isllooted under the IMF articles
which Madagascar has signed.

Central Bank Independence

As is common in other countries, the IMF is attdngptto bolster the
political independence of the Central Bank of Makgr (BCM). Most
recently, this involves working out an agreement fhe government to
“recapitalize” the central bank, and to reduce degree to which the central
bank offers direct financing of government budgsfiaits (IMF, 2008b, 2008c).
While bolstering central bank independence in veariovays has become
standard operating procedure for the IMF in itslidga with developing
countries, the approach is not without its proble@s the one hand, it has
merits to the extent that central banks must be tablindertake policies that will
help maintain macroeconomic stability. At the satime, there are several
potential costs: First, in poor countries requirisggnificant investment,
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institutional innovation, and structural changebting about development, it is
desirable for the central bank to be part of a dmated government
development effort; it is not helpful if the centtaank sees its only job as
“macroeconomic stabilization,” narrowly definedmaaintaining a low inflation
rate and moderate balance of payments (Epsteirg)2@®cond, independent
central banks tend to have an excessively “finamatered” approach to
monetary policy, meaning that they tend to haveessively close relationships
with the financial sector (Epstein, 1982). Thisdemo weaken the resolve of the
central bank to confront the financial sector abtsufctivities, which in the case
of Madagascar may well be a liability given theoreis the financial sector must
make in order to contribute significantly to thevel®pment of the economy.

What is required then is not a generalized promotd central bank
independence, but the creation of an institutiabalcture that will give central
banks the autonomy they need to pursue stabilizgt@icy, while at the same
time giving them the incentives to coordinate witle government to promote
economic development.

Monetary Policy

Prior to 1994, tools of central bank policy cormistmostly of direct
controls: reserve requirements, interest ceilirags] other direct controls. In
1994-1996, a major reform and liberalization of mkamy policy and the
financial sector took place. These reform measimelsided creating a money
market, choosing theux directeuras the base rate for monetary policy and on
advances to the government. REPOs were also irteadat this time. Credit
controls, including credit ceilings, were removed December 1995. An
interbank foreign exchange market was created aldtigthe liberalization of
the foreign exchange market.

Starting in 1994, a new Central Bank Charter was@ad, determining that
the Central Bank of Madagascar's primary objectives to maintain price
stability. The main tools of central bank policywhabeen reserve requirements
and an indicator interest rate to signal interes¢ devels and changes to the
market (see Figures 4.3 and 4.4). These instrunfeate been used to try to
fight inflationary pressures and mop up liquidity the banking system,
particularly during inflationary episodes (see belfor more discussion of
excess liquidity concerns). More specifically, these the tools that have been
used to try to achieve program requirements estaddi under the various IMF
programs (see below for more detail on the IMF paots).
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Figure 4.3

Inflation vs. Central Bank Interest Rate
(1980 - 2007)
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Figure 4.4 Evolution of BCM’s base rate, 1994-2004
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Table 4.3 Evolution of the reserve requirement ratio, 2000-2005

Date Base Coefficient

15 July to 14 August 2000 Demand deposits 25%
Savings and long-term 5%
deposits

from 15 January 2003 Demand deposits 12%
Savings and long-term 0%
deposits

from 15 April 2004 Demand deposits 15%
Savings and long-term 0%
deposits

from 15 July 2004 Demand deposits 15%
Savings and long-term 15%
deposits

15 March to 14 April 2005 Demand deposits 15%
Savings and long-term 15%
deposits

Source: Bank of Madagascar website

The IMF programming approach

Within this context, since the mid-1980s, the cantbank has been
operating under an IMF programming framewfrKNassar, 2005). This
programming framework is based on a fairly simpjstnonetarist model of the
economy (Polak, 1977 [1957], 1997). Under this #auork the central bank is
given a targeted rate of growth of M3 which is ifojplly calculated to achieve a
desired inflation rate, given an assumed growth oafproductive capacity and a
stable demand for money equation. Then the cebtiak, assuming a stable
relationship between “high powered money” and mofM$), attempts to hit a
target growth rate for high powered money (bankemess plus currency in
circulation). In addition, the IMF sets ceilings grimum amounts) that the
central bank can lend to the government and thkibhgusystem (domestic credit
(DC)), and sets, as well, a floor (minimum) on #mount of foreign exchange
reserves that the central bank must hold (netnatemal reserves (NIR)). More
recently, the IMF has, in addition, strongly proeebain inflation ceiling keeping
inflation in the single digifs and, more recently, added the goal of reducing
exchange rate variability to the list of recommeandeals.

Tables 4.4 and 4.5 give examples of recent IMF manog with
Madagascar.

19 See Schaechter (2001) for an exceptionally cleacribtion of this framework.
™ This has been called “inflation targeting lite.”
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Table 4.4 IMF quantitative performance criteria for Madagascar,

March 2008
March 31, 2008
Indicative Targets
Quantitative Performance Programmed Estimated Actual Adjusted Actual  Status
Criteria
EXTERNAL
Ceiling on accumulation of new 0.0 0.0 Met
external arrears (U.S. $)
Ceiling of contracting or 0.0 0.0 Met

guaranteeing of new external
debt on non-concessional
terms (U.S. §)

CENTRAL BANK

Floor on net foreign assets 1.6 -30.0 -30.0 Not met
(NFA) of BCM (SDR millions)

Ceiling on net domestic assets  -56.1 514 78.8 Not met
(NDA) of the BCM (MGA

billions)

FISCAL

Ceiling on domestic financing 725 -144.9 Met

of the government

Floor on tax revenue 396.5 462.0 Met
Ceiling on accumulation of new 0.0 0.0 Met

domestic arrears

Table 4.5 Recent IMF programming framework for Madagascar

Indicative Targets, 2" half, 2008

September 2008 March 2008

Indicative Targets Indicative Targets
Quantitative Performance Programmed Revised Program Revised
Criteria Program Program
EXTERNAL
Ceiling on accumulation of new 0.0 0.0 0.0 0.0
external arrears
Ceiling of contracting or 0.0 0.0 0.0 0.0
guaranteeing of new external
debt on non-concessional
terms
CENTRAL BANK
Floor on net foreign assets 81.7 36.5 1144 50.5
(NFA) of BCM (SDR millions)
Ceiling on net domestic assets  -33.6 81.7 34 193.3
(NDA) of the BCM (MGA
billions)
FISCAL
Ceiling on domestic financing -33.0 -86.9 65.6 315
of the government
Floor on tax revenue 1338.3 1416.8 18271 1931.5
Ceiling on accumulation of new 0.0 0.0 0.0 0.0

domestic arrears
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4.3 Criticisms of IMF financial programming

The IMF financial programming approach has beenestito a number of
significant criticisms (Epstein and Heintz, 2006sEerly, 2004; Blejer et al.,
2002). Easterly (2004) shows that there is sigmificempirical slippage in
virtually every stage of the programming analysgsthat hitting ultimate targets
becomes extremely problematic. As a result, thenésaork either routinely
produces wrong results, or must be supplementeath®r analyses that are not
part of the programming framework. Partly as altethie IMF has recently been
imposing (or strongly recommending) additional &isg especially inflation
targets (IT). Blejer et al. (2002) argue that itifila targets are redundant and
sometimes inconsistent with the other IMF prograngmiargets; Epstein and
Heintz (2006) show that inflation targets enforceamtractionary bias on the
regular programming targets, making it less likéhat the central bank will
accommodate economic growth and credit creatiomvdesirable. Table 4.6 is
reproduced from the Epstein and Heintz (2006) pdpedhe traditional financial
programming exercise, the main targets are net gticnassets ceilings (NDA,
sometimes called “domestic credit ceilings,” whighit the amount of credit
that the Bank of Madagascar can create, and thateehational reserves floor
(NIR), which require that monetary and fiscal pgliare set to maintain a
minimum level of international reserves. If eitharget is threatened — that is, if
international reserves are too low or if net dofestsets are too high — then the
program calls for tightening monetary policy, ragithe target interest rate,
cutting down on credit to the government and bamlsector, and/or raising
reserve requirements.

A key and troubling implication of this approachthgt there is no clear set
of conditions under which expansionary monetarycredit policies are called
for, even in a situation of slow growth. Even if thhotargets are met,
programming does not call for expansionary polidyis is largely because there
is no explicit operational target for economic gtiowemployment creation, or
poverty reduction. The bias of financial programgnis therefore contractionary.

Table 4.6 IMF Financial programming based on net domestic assets

ceilings and net international reserves floors

Net Domestic Assets (NDA)
Higher Than Programmed Lower Than Programmed

(Threatened) (Not Threatened)
Net Higher Than Programmed  Only the NIR target has Both targets have been
International (Not Threatened) been met. met.
Reserves Policy: tighten Policy: No need for
(NIR) tightening
Lower Than Programmed  Neither target has been NIR has not been met.
(Threatened) met. Policy: tighten

Policy: tighten

Source: Epstein and Heintz (2006), adapted from Blejer et al. (2002), Table 1

If explicit inflation targets are added to the fitamhal financial
programming exercise, then this bias becomes eversew especially in a
situation of supply-side inflation shocks, as Maasgar and many other
countries are experiencing now. Table 4.7 illussahe problem. An inflation
ceiling (in Madagascar's case, it has committelleteping inflation in the single
digits) essentially adds an additional restrictmm policy. Table 4.7, adapted
from Blejer et al. (2002), illustrates this poinEor example, in the situation
where the NIR floor is met and NDA ceiling is metit, say, because of a supply
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shock, the inflation target is not met, this apptoavould call for restrictive

policy. Again, there is no situation which expligitcalls for looser policy

because, as before, growth or employment generaki@ms not have explicit
targets within the monetary programming framewdikere are growth forecasts
in the framework (IMF, 2008c) but these are not enagerational targets of
central bank policy as is now the case with infliati

Table 4.7 Financial programming with net domestic assets, net

international reserves, and inflation targets

Inflation Target (IT)
Higher Than Lower Than Programmed
Programmed (Not Threatened)
(Threatened)
Net Domestic Assets Higher Than NDA and IT give the same ~ NDA and IT give different
(NDA) Relative to Programmed signal. signals. (NDA - tighten; IT
Program Requirements (Threatened) Policy: tighten —don't tighten.

Policy: tighten
Lower Than Programmed  NDA and IT give different NDA and IT give the same

(Not Threatened) signals: IT - tighten; NDA - signal.
no tightening needed. Policy: No tightening
Policy: tighten needed.

Source: Epstein and Heintz (2006), adapted from Blejer et al. (2002), Table 2

None of this is meant to imply that we believe neiiming a moderate and
stable inflation rate is unimportant; nor are wguamg that the macroeconomic
authorities in Madagascar can ignore supply-sidlation. But it does suggest
that unless economic growth targets are explidittprporated into the making
of macroeconomic policy, there will be a bias agagrowth in the formulation
of policy as it is currently structured.

For example, in an IMF Country Report (IMF, 200%hg IMF notes:
“BCM monetary policy through 2007 will be gearedachieving its inflation
target. To do so, it will manage banking sectouilitfy using indirect monetary
policy instruments, such as the bank rate, reseygirements, and operations to
inject or mop up liquidity on the money market. [gabto meeting its inflation
target, the BCM will also attempt to meet its fgreiexchange target and allow
enough growth of credit to the economy to attagn®@DP growth objective and
to meet government financing requirements.” Yeg¢re¢hare no explicit growth
targets and the central bank is still subject tpliex Net Domestic Credit
ceilings so the statement “...meet government fimrapcrequirements” is
somewhat misleading.

As documented in the latest IMF (2008c) documeatsrent monetary
policy is geared toward fighting inflationary praess emanating from increases
in food and energy prices, and toward reducingvtiatility of exchange rates,
while trying to limit the appreciation of the regchange rate. We will discuss
in more detail below the special issues that aigedafor monetary policy in
dealing with the supply shocks.

4.4 Alternative macroeconomic framework

In this chapter, we analyze the current macroecanguulicy approach
with an emphasis on assessing its strengths anknesses for achieving the
related goals of poverty reduction and the germmatof more decent
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employment opportunities. We argue that, while ¢herent framework has a
number of significant strengths, unless it is miedif it will not be sufficient to
allow the government to achieve many of the goalbezided in the Madagascar
Action Plan, including the reduction of poverty 5§% by 2012.

The MAP and the current monetary policy
framework

As we discussed earlier, the MAP’s goals of cutfpayerty to 50% by
2012 will require not just the creation of more golbut the creation of decent
jobs. This will entail:

1. The mobilization and allocation of financial resces to sectors and
industries that can raise productivity, generagg hialue-added, have strong
direct or indirect linkage effects, and high mudlgp impacts. Chapter 5
describes some madifications to the financial geittat will be required to
make progress in this direction. Our input-outpwded discussed in chapter
3 and utilized in chapter 5 and other chapterscatds what sectors and
industries are the best candidates in terms oétlielkages and effects.

2. The development of infrastructure, including skilland physical
infrastructure, that can contribute to these jafi @an help lay the basis for
structural transformation. Chapters 6—9 discussettkends of investments.

3. A macroeconomic framework that can generate the addmpressure
necessary to provide opportunities for decent jahd the macroeconomic
stability required to have the economy grow atghHevel on a sustainable
basis.

This chapter focuses most directly on this thircthponent. To achieve high
demand pressure for growth while maintaining mamwoemic stability properly
defined, the macroeconomic authorities, with thepsut of development
partners, and especially the IMF, should adopt ébenomic growth targets
associated with the MAP’s goals, along with reabtsanacroeconomic stability
requirements. The monetary policy authorities sthalgvelop and revive the
policy tools necessary to achieve these myriadsgdaktead of committing to
strict, narrow goals of privatization, excessivatca bank independence, and
financial liberalization, the authorities should opti a more flexible and
pragmatic approach to conducting macroeconomic cpolihat notes the
importance of achieving economic growth and ecowotrénsformation for
bringing down poverty to 50% by 2012.

To implement this approach, we propose that the roe@onomic
framework be adjusted in these ways:

1. The macroeconomic framework for the monetary andrftial policy should
be oriented around the employment and growth fraonewmbedded in the
MAP. This is already implicit in the MAP framewonghich sets a goal of
cutting poverty to 50% by 2012. The IMF has estedathat the economy
has to grow by 9.4% on average to achieve that gbals monetary, fiscal,
and financial policy should be coordinated to aehi¢éhis goal, subject, of
course, to the constraint of macroeconomic stabilit

2. The implication of adopting this approach is thhe tBCM and other
macroeconomic policy institutions need to develop institutions and tools
that can allow them to achieve these goals andamtain macroeconomic
stability while achieving the poverty reduction tgpaf the MAR
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3. An implication of points 1) and 2) is that the INNFogramming requirements
may need to be altered. Among other things, theegowent should
seriously consider implementing capital managenteahniques, as these
can complement the important (and IMF-endorsedicyalf managing the
exchange rate to reduce exchange rate volatililycaer-valuation.

4. The macroeconomic authorities should take strorggfon to support
investments in employment-generating activitiegluding the support of
development banking institutions and the provis@inmore carrots and
sticks vis-a-vis the commercial banks, so that nafréheir resources are
mobilized for lending for employment-generatingities, as we discuss in
chapter 5.

5. Monetary policy targets need to be more flexible,facilitate monetary
policymaking. The current framework, which has impmrated an inflation
targeting, is bound to make monetary policy mofécdit, especially in an
environment of commaodity price shocks.

6. The fiscal authorities should enhance their taxenere strategies, including
strategies aimed at the mining sector, to help fekdls training and
infrastructure investment. A dedicated tax on ngrtio re-invest in activities
for structural transformation and the creation e€eht jobs should be made
part of the fiscal policy reform actions.

4.5 Complications arising from recent
commodity price increases

The recent increases in oil, food, and other conityodrices have
significantly complicated macroeconomic policymakimm Madagascar and
other poor developing countries. There is no sinvpdg of dealing with such
increases with traditional tools of monetary palicespecially when there is
great uncertainty with respect to the length ofetithese increases will stay in
place (will they be quickly reversed or are theyeh® stay?) or how high they
will go. Complicating matters further, there is noe set of optimal policy
responses for all countries, as the most apprepregponses will depend on
factors quite specific to different countries, undihg their dependence on food
and oil imports, their access to concessional badng, their budgetary and
inflation position ex-ante, and their degree of ess capacity with respect to
food and energy products.

The IMF has been giving technical assistance anttado countries as to
how to respond and is well aware of these comjdicat(IMF, 2008a). Their
general advice with respect to energy and foodepriand monetary, fiscal, and
exchange rate policy has been as follows:

= The governments should allow the increased pri€ésod and energy
to be passed on to consumers so that prices wilirately reflect world
prices.

= Monetary policy should accommodate the “first rduefiects of
increased food and energy prices, but should ptelkernncreases in
food prices from spreading to the rest of the eogndhereby limiting
the “second round” inflation effects.

» Fiscal policy should apply financial relief veryegjfically targeted to
the most vulnerable, rather than across the baarcigs that reduce the
costs of commodities more generally.
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= |f the energy and food price increases are expdotbd long-term, net
importers should allow their real exchange ratedeqareciate to
accurately reflect these increases and allow thaauy to adjust.

Evaluation

A full evaluation of this policy advice is beyonidet scope of this chapter,
but a few comments are in order. Advising centealks to accommodate initial
increases in prices is sound advice, as theseasesesignal real losses of
national income, and the loss should not be comgedinby further
contractionary policy that will lower national ino@ even further.

Yet the specific advice that the central bank tlota“second round” price
increases is excessively vague and quite opendimt@ipretation, especially, as
we will see, in a monetary policy environment inigthinflation fighting has
taken on such a priority. The increase of inputshsas energy and some other
commodities must get reflected through the whopiiroutput structure of the
economy. This takes time. The IMF, on the one havahts economies to let
final prices to consumers reflect world commaoditices, but on the other hand,
wants these price increases to be limited. In ¢hag, the only impact will be to
reduce needlessly economic activity, since actuaepdeclines are not a
common feature of modern economies, especially whey are in an
inflationary environment.

Moreover, the advice that the central bank shoaldallow a destructive
wage—price spiral to ensue, which essentially c&dlea socially destructive
attempt by various social groups to pass on thdemeame loss to those who are
least able to protect their real incomes, is sémsiHowever, in Madagascar,
wage employment is a very small share of total esnpent and unions are
relatively weak. So a wage-price spiral is veryikely. The bigger issue is
inertial increases in prices that might result hg spread of price increases
through the input-output structure, which, as weehsuggested, are necessary to
reflect the readjustment of relative prices.

Where problems arise is when those with monopdbing powers are able
to use the "cover" of inflation to inordinately sai prices. But the solution for
this is careful monitoring of monopoly power — waayed price monitoring and
negotiations — and not a generalized restrictivaetery policy which can do
serious "collateral" damage.

So what is the best way to prevent a destructivgewgrice spiral? Other
institutional structures may be necessary, suchwage-price coordination
among the major societal actors, facilitated by gbgernment and the central
bank. These types of coordination can usefully Bment monetary and fiscal
policy and reduce the output costs of preventirgjrdetive wage-price spirals.

Commodity price increases and Madagascar

In the case of Madagascar, the IMF and the govamnhinave apparently
implemented some aspects of the policy advice anathers. The government,
with the help of the IMF and other donors, is inmpéating targeted fiscal
policies to subsidize the costs of food for the masnerable, and to increase
cash transfers to help offset the increased cdsfseb The government has
indicated that it will undertake polices to incredsod supplies, but it is not
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entirely clear what those policies are and how mintérnational support they
are receiving.

Box 2. Madagascar: Measures to Mitigate the Fuel and
Food Price Shocks for the Population

In order to alleviate the consequences of the sharp rise in fuel and rice prices for the population, the
government infends to implement the following measures during the second half of 2008 (MEFP, 712
and 13):
= temporary VAT exemption on rice and VAT exemption on highting fuel (revenue loss of about
0.3 percent of GDP);
= freeze of electricify prices until October, necessitating additional budgetary transfers
(0.2 percent of GDP) to the electricity company:
= targeted transfers to the poorest, such as food for work and school children nutrition programs
(0.1 percent of GDP); and
= subsidy for a second annual rice harvest and for urban transport (0.2 percent of GDP).

Source: IMF (2008c)

Yet, at the same time, the authorities are tighigine fiscal policy (IMF,
2008c), which may unnecessarily increase the asteciated with the supply
shocks. With respect to monetary policy, howevkereé has been very little
acknowledgement of the possible need to accommaddatgrice increases, as
the inflation target remains “price increases ie #ingle digits.” While an
understandable target under normal circumstancesght not be appropriate in
the short to medium term as the economy tries josado increased food and
fuel prices. Indeed, as mentioned earlier, the oradierm program calls for
inflation to be reduced to 6.5% by 2010 and this iat been adjusted.

In fairness, the BCM and the IMF appear to be ngtina “core inflation”
concept (IMF, 2007b) and this would be an improveiman setting inflation
targets based on headline inflation, precisely beeaf the problems associated
with temporary commodity price shocks. Still, evare inflation may need to
increase in order to accommodate the higher foadfael costs, and monetary
policy may need to accommodate that increase ig tb avoid doing further
unnecessary damage.

4.6 Conclusion

Madagascar has experienced a long period of ecarstagnation, poverty,
and instability. However, as we discussed in chapteand 2, in the most recent
period, several trends provide some optimism for iamprovement in
macroeconomic policy outcomes: the Madagascar Adélan provides a set of
worthy goals focused on economic development anenbp elimination; as a
result of a set of debt mitigation activities frahe international community,
including the IMF, Madagascar's external debt sicwahas improved greatly;
the development of mining activities provides a newatential force for
economic growth and revenue generation which maistamdled carefully.

However, the framework which guides macroeconomialicp in
Madagascar has not caught up with the goals oMBB and, as a result, needs
to be modified if the MAP’s goals of economic groveind poverty reduction are
to be achieved. In recent decades, macroecononticyga Madagascar has
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been guided primarily by Washington Consensus ftasmuMadagascar's
current macroeconomic policy framework is mainlytedmined by the
government’s obligations to the IMF under the catrBoverty Reduction and
Growth Facility (PRGF) program, which stresses maconomic stability, but
does not focus on development.

Still, making macroeconomic policy in the Madagassavironment is not
easy. Exogenous shocks, such as the recent cyelodieoil and food price
increases periodically throw macroeconomic plafisadirse; in addition, capital
flows associated with mining sector dynamics havajom macroeconomic
implications for the Malagasy economy (such asitigacts on real exchange
rates). All of these macroeconomic factors takeelagainst the backdrop of a
poverty rate of more than 60% that has only regdrkn falling. As should be
obvious, implementing macroeconomic policy in tis/ironment creates major
challenges.

In this chapter, we analyzed the current macroaoim@olicy approach
with an emphasis on assessing its strengths anknesses for achieving the
related goals of poverty reduction and the germmatof more decent
employment opportunities. We argue that, while ¢herent framework has a
number of significant strengths, unless it is miedif it will not be sufficient to
allow the government to achieve many of the goatsbexlded in the
government’s Madagascar Action Plan, including tbduction of poverty by
50% by 2012.

Among other proposals, we suggest that:

1. The macroeconomic framework for the monetary amarftial policy
should be oriented around the employment and grofrdimework
embedded in the MAP. This is already implicit ire tMAP framework,
which sets a goal of cutting poverty to 50% by 20TBe IMF has
estimated that the economy has to grow by 9.4%venage to achieve
that goal. Monetary, fiscal, and financial polidyosid be coordinated to
achieve this goal, subject, of course, to the caimgtof macroeconomic
stability.

2. The implication of adopting this approach is thiee@ BCM and other
macroeconomic institutions need to develop thetuigins and tools that
can allow them to achieve these goals and to maimtacroeconomic
stability while achieving the poverty reduction tgpoaf the MAP

3. An implication of points 1) and 2), is that the FMprogramming
requirements may need to be altered. Among othieigsh the IMF
should relax its insistence that the governmemanefrom implementing
capital management techniques as these can comgléheeimportant
(and IMF-endorsed) policy of managing the exchargfe to reduce
exchange rate volatility and over-valuation; moexpwthe targets of
monetary policy may need to be changed as we thesgresently.

4. The macroeconomic authorities should, with the IMEndorsement,
take stronger action to support investments in eymént-generating
activities, including the support of developmentliag institutions and
the provision of more carrots and sticks vis-athis commercial banks,
so that more of their resources are mobilized fending for
employment- generating activities, as we discushapter 5.

5. The macroeconomic authorities, with the endorsenwnthe IMF,
should alter its monetary policy targets to includal goals of decent
employment generation and growth as embodied in MiAP. The
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ultimate targets, for example, include real GDPwghoconsistent with

the MAP goals, subject to macroeconomic stabiliyatraints. These
would include a stable and competitive real exckarge (SCRER) and
a maximum inflation rate below 15%. This would aldhe current

situation in which, as we discussed above, allofherating targets in the
IMF programs call for contractionary monetary ppliand none clearly
call for expansionary monetary policy.

6. The fiscal authorities should enhance their taxemere strategies,
including strategies aimed at the mining sector,h&dp fund skills
training and infrastructure investment. A dedicati@x on mining to re-
invest in activities for structural transformatiand the creation of decent
jobs should be made part of the fiscal policy nef@rctions.

7. Finally, the recent increases in the prices ofdasmmodities, such as
oil and food, need to be treated carefully by macomomic policy.
While the government and central bank must avalé-atabilizing price
spiral, they must not over-react and make the table loss of real
income greater than it would be otherwise due tessively restrictive
macroeconomic policy designed to keep inflation .ldw addition to
carefully calibrated monetary policy, non-monetpojicy actions — such
as incomes policies in the short run and investsémtexpand supply
capacity of key commodities in the medium term —-stntcomplement
responsible monetary and fiscal policy so they adiohave to shoulder all
the burden of preventing a destabilizing inflatignspiral.

Creating significant amounts of decent work for taiumble poverty
reduction will require a macroeconomic frameworéttts oriented to economic
growth and decent work creation, in addition to rmaconomic stabilization. It
will also require a flexible and pragmatic approatiiat builds on the
requirements of Madagascar’'s economy and not oneasize-fits-all approach
to policy.

5. Re-deploying the financial sector for
employment creation and poverty
reduction in Madagascar

As we discussed in chapters 1 and 2, the Madagastamn Plan (MAP)
has outlined a strategy to counter pervasive ungynpnt, underemployment,
and poverty in Madagascar, including a broader fari¢he financial sector. This
chapter argues that the current contributions efMlalagasy financial system to
generating investment, employment, and incomeshéneconomy is woefully
inadequate and suggests policy and structural foamations that can be
initiated to greatly improve the macroeconomic eanhtfor labor market
outcomes. Based primarily on an analysis of theaddadcar Household Survey
(Enquéte Aupres des Ménages, 2005), the Madagdsctarprise Survey
(Enquéte sur les Entreprises, 2005), and an inpyotad model based on the
2001 Madagascar I-O framework, the paper quantigtiassesses the impact of
policies to improve the mobilization of financiaksources by the financial
sector, including the central bank, for investnmiankey sectors of the Malagasy
economy. These sectors include agriculture, eneagy, tourism (hotels and
restaurants). Using these data sets, we estimatengbacts on employment and
incomes of improved access to credit by householiy] infrastructure
investments in key sectors that can improve dommdistkages in the Malagasy
economy.
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We then outline policies that can be undertakethbygovernment and the
central bank, including loan guarantees, direadilegy and asset-backed reserve
requirements that can make financial assets maexttyi available to small
producers and businesses in key sectors, includgriculture, and that can
counter some of the negative consequences of xeabage rate appreciation.
Given severe data limitations, such estimates shailcourse, be treated with
caution, but they do give an indication of the esdef magnitude that can be
achieved with different degrees of financial effort

The need for improved mobilization of financial sasces for investment
and employment is evident from a number of indicatd=or example, the 2005
enterprise survey found that access to credit pitalavas identified by most of
the respondents as a barrier to creating an ergerpdut of almost 140,000
formal household enterprises, only 2885 receivedit-sip funds from a bank
loan, of which fewer than 6000 received such furfidsn a microcredit
institution. Among more than 100,000 informal epteses, fewer than 650
reported having received a bank loan, with only®4aving received start-up
credit from microcredit institutions. Yet, the lardanks in Madagascar, like
their counterparts in many other African countribsyve substantial excess
reserves.

According to our econometric estimates, greateessdo capital could
substantially enhance earnings of households. Rgrabasic earnings equation
using the household survey (EPM), we find thatergerprise earnings increase
by more than 3 percent for every additional 100G in productive capital
assets a household enterprise has at its disp(Baé Chapter 2 and the
discussion later in this current chapter).

Mobilizing financial resources and allocating thémproductive units in
key sectors could be a crucial component of theeldgwnent strategy for
Madagascar. Using our input-output model, we idg@tinumber of key sectors
where more investment could generate greater emma@ot/and incomes. These
include agriculture, fishing, trade, and recreatgmivices, among others. We
also identify the impacts on employment and wagesmproving domestic
upstream linkages, for example in sectors suchoasdstn and the extractive
industries.

Building on other work we have undertaken in Gha®ayth Africa, and
Kenya, we suggest financial policies and innovatitirat could be implemented,
such as asset-backed reserve requirements, dewrbppanking, and loan
guarantees, that can help generate more investimeg@y sectors to increase
employment and incomes for the poor (Pollin, Epsteieintz, and Ndikumana,
2006; Epstein and Heintz, 2006; Pollin, GithinjadaHeintz, 2007; Epstein and
Grabel, 2007§?

12 papers available atww.peri.umass.edu
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5.1. A description of the financial sector in
Madagascar 3

Figure 5.1

Like the financial sectors in many sub-Saharan cafri countries, the
financial sector in Madagascar is dominated by b&ieintz and Pollin, 2008;
Honohan and Beck, 2007; Aryeetey, 2003). AccordmdMF data, in 2005,
commercial banks in Madagascar controlled 84%rwifcial assets (Figure 5.1).
Unlike most other sub-Saharan African economiesyever, all the banks are
foreign owned, with 64% of bank assets and deptsisg controlled by only
three (French) banks (Figure 5.2).

There are numerous ways to show that the perforemahdche Malagasy
financial system is not contributing as much a®iild to the development of the
local economy. Perhaps most notably, only 41% afkbassets are invested
directly as credit to the local economy. The resheld as reserves, invested in
treasury bills, or placed as deposits in other bankth about half of bank assets
being held as liquid assets (Figure 5.3).

Although, on aprima faciebasis (see more evidence below), the banking
system does not seem to be contributing a gredttdesocial development,
banks nonetheless appear to be making very heaidiigs. As shown in Table
5.1, Madagascar banks’ return on equity of over 4892003 compares quite
favorably to the average return on multinationaiksain Africa of 43.2 % in the
period 2000-2004, and of 9.8% for multinational kexglobally during the same
period. These compare with a rate of return on tgqaf banks in Africa
generally of 20%. Interest margins, the differerioetween lending and
borrowing rates, are also quite high in Madagascaver 11% compared with
around 7% for the rest of the world, but less tha 12.7% prevalent in sub-
Saharan Africa during the 2000-2004 period.

Banks form the core of the financial sector ...

Other
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13 The source for Figures 5.1 — 5.3 is IMF (2006).
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Figure 5.2

Share in total bank deposits
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Figure 5.3

Composition of bank assets
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Table 5.1 Banks very profitable: Bank profit comparisons, 2000 - 2004

Return on Assets (%) Return on Equity (%)
Africa 2.1 201
Foreign Banks in Africa 2.8 26.7
Multi-national Banks in Africa 4.7 43.2
Rest of the World 0.6 8.5
Madagascar (2003) 3.2 45.6
Multi-national Banks in Rest of World 0.7 9.7

Source: Sacerdoti (2005); World Bank (2007b)

Table 5.2 Interest rate margins in selected areas, 2000 - 2004

2000 2001 2002 2003 2004 2005 AVG
Madagascar 11.50 13.25 13.25 12.75 10.31 8.25 11.55
Sub-Saharan 13.08 13.72 13.00 12.11 12.85 11.67 12.74
Africa
Low-Income 13.08 13.72 13.00 12.44 12.17 11.26 12.61
World 7.35 7.14 7.18 6.97 6.47 6.52 6.94

Source: World Development Indicators (2007b)

Survey data also reveal that local clients and miiate clients of the
financial system in Madagascar do not feel thair tbeedit needs are close to
being met. The Madagascar household survey of 200fins a good deal of
evidence that the financial system does not sefiity help to promote family
enterprises. Table 5.3 reveals that the singleefrdparrier to creating an
enterprise is access to credit or capital. And tharier was, perhaps
surprisingly, more significant for formal entermss(54.4% of respondents) than
informal enterprises (44.9%).

Table 5.3 What are the barriers to creating enterprises?

Barriers to Creating Enterprise Formal Enterprises Informal Enterprises  Total
Unknown/undeclared 13.4% 0.8% 2.3%
Access to credit or capital 54.4% 44.9% 46.0%
Technical know-how 2.1% 6.8% 6.2%
Acquiring equipment 3.8% 8.1% 7.5%
Administrative tasks 2.3% 0.3% 0.6%
Marketing/market access 9.0% 11.8% 11.5%
Lack of business skills 2.9% 4.0% 3.8%
Other barrier, not specified 3.9% 6.5% 6.2%
No barriers to creating enterprise 8.2% 16.9% 15.9%

Source: Madagascar Household Survey (EPM) (2005)

This difficulty of accessing credit is also refledtin the fact that, far and
away the largest source of start-up capital forsebold enterprises is household
savings (66.5%, overall) and that only 2.1% of #tart-up capital of formal
enterprises and 0.1% of informal enterprises gait $tart-up capital from bank
loans (Table 5.4).
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Table 5.4 Sources of start-up capital

Formal Enterprises Informal Enterprises Total
Unknown/undeclared 12.9% 0.5% 2.0%
Household savings 58.1% 67.6% 66.5%
Bank loan 2.1% 0.1% 0.3%
Microfinance 3.6% 0.4% 0.8%
Loan/aid/gift from relatives 7.2% 6.8% 6.8%
Money lender 0.0% 0.2% 0.1%
Loan/aid/gift from friends 3.4% 2.7% 2.8%
Profits/financial earnings 8.8% 9.6% 9.5%
Other, not specified 3.9% 12.1% 11.1%

Source: Madagascar Household Survey (EPM) (2005)

Data also make clear that the problem is not siroply of a lack of demand
for credit. Table 5 reveals that there were celgaanlarge number of potential

borrowers who did not even try to borrow (90%),hagas because the process is
too costly and difficult, but that also a signifntanumber did try but were unable
to (90% of those who applied were denied credit).

Table 5.5 Did the household enterprise seek credit over the past 12 months?

Formal Enterprises Informal Enterprises Total
Unknown 13.6% 0.8% 2.3%
Yes, succeeded 2.3% 0.7% 0.9%
Yes, failed 6.5% 6.7% 6.7%
No 77.6% 91.8% 90.1%

Source: Madagascar Household Survey (EPM) (2005)

The Madagascar enterprise survey, which coversomsenall and medium,
and larger enterprises (as opposed to the householky, which covers
household enterprises), reveals broad dissatiefaatith credit access among
these enterprises as well. First of all, Table &6firms that the majority of
enterprises need credit in order to maintain arphed their businesses (“for

investment”).

Table 5.6 Reasons for needing credit

Sector/Unit Reasons for Needing Credit (% of respondents)

For Investment To Re Pay Debt Other
Secondary 55.64 10.51 6.64
Sector 54.80 7.44 7.04
Tertiary sector 54.81 7.70 6.86
Microenterprise 55.82 8.20 8.09
SMEs 40.86 214 12.33

Source: Madagascar Enterprise Survey (EPM) (2005)

While most enterprises need credit for investmewk ather purposes, very
few report being satisfied with financial serviamsfind that access to credit is
easy (Table 5.7). A huge majority of firms do natlieve that collateral
requirements are reasonable, and fewer than 20%argé firms find the
collateral requirements are reasonable. Over d tbirthe firms believe that
foreign enterprises are favored relative to dorodsins.

57



Table 5.7 How easy is it to get credit?
(% of respondents)

Access Is Easy Foreign Favored  Collateral IS Are Satisfied
Reasonable with Financial
Services

Secondary sector 17.46 49.39 8.70 13.14
Tertiary sector 18.69 37.62 8.04 9.19

Microenterprise 17.45 37.11 7.54 8.58

SMEs 27.84 53.61 12.73 18.35
Large enterprise 18.51 61.36 17.69 15.07

Source: Madagascar Enterprise Survey (EPM) (2005)

Still, as one might expect, not all firms have idiffty accessing credit.
Indeed, as Table 5.8 suggests, large firms in lexyoss — namely extractive
industries and energy industries — report verystatiory access to credit,
whereas firms in most other sectors are much kssisd.

5.2 Assessing the impact of credit on
employment and incomes

In order to assess more directly the impact of itreflocation on
employment and incomes, especially among the pbir,useful to look at the
sectors that create jobs and incomes for the patdrcampare those with those
that appear to have more access to credit. Toidpvie have taken information
from the Madagascar input-output tables (2001) aaidulated employment and
value-added multipliers for sectors that we belieMaghly match those covered
in the enterprise survey.

Table 5.8 Large enterprises in key sectors have easiest access to credit

Branch and Type of Enterprise Satisfied (%)
Extractive activities 100.0
Manufacturing 27.8
Production and distribution of energy 100.0
Construction 43.6
Trade 28.6
Hotels and restaurants. 34.2
Transport and communications 63.4
Real estate and other services 16.3
Microenterprises 30.3
SMEs 46.7
Large enterprises 51.0

Source: Madagascar Enterprise Survey (2005)

Table 5.9 reports on the consolidated industry iplidts which consolidate
the industries from the |-O tables discussed inevaetail in the next section,

14 We discuss in more detail the construction andninggof these multipliers in the next
section. Also, please see chapter 3.
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using a weighted average of final demand. Tablesh®ws several different
multipliers in an analysis which makes householdsconption endogenous,
feeding back into final demand: an output multip(ieer million Ariary of final
demand); a value-added multiplier (per million Ayieof final demand); an
employment multiplier; a wage multiplier; and anragricultural wage
multiplier. Finally, Table 5.9 shows upstream ligka, measured as domestically
sourced inputs as a percentage of the non-labduption costs.

As explained in more detail in chapter 3 and the Bection, the existence
of large amounts of self and informal employmemates significant challenges
for conducting and interpreting this input-outpuaglysis. The main problem is
that the employment and wage data primarily encaspanly formal
employment and wages. Moreover, informal employmenoften paid at an
extremely low level. Hence, simply expanding emptent will not necessarily
do much to reduce poverty. Considering these statisand structural problems
in the Malagasy economy, it is the “value-added tipligr,” rather than the
output, employment, or wage employmeémhultipliers, that are likely to be the
most revealing about the impact of sectoral growtremployment and income.
Hence, to look at the broader impacts of expandiegtoral demand on both
formal and informal employment as well as inconves,will focus for now on
the value- added multipliers.

Table 5.9 Consolidated industry multipliers

Multipliers
Employment (per million Ariary)  Upstream
Linkages
Output (per Value-Added Wage Non-Ag. Domestically
million Ariary)  (per million Sourced Inputs
Ariary) as % of Non-
labor Production
Costs
Agriculture 34 2.0 292 157 65%
Extractive 35 1.8 384 340 1%
industries
Manufacturing 3.3 1.5 264 203 65%
Energy 2.3 0.7 31 295 36%
Construction 3.0 1.4 208 174 53%
Commerceltrade 3.5 2.0 278 227 75%
Hotels and 35 1.3 289 236 72%
restaurants
Transport and 35 1.7 342 299 76%
communications
Real estate and 39 1.9 507 458 89%

business services

Source: Derived from input-output tables (2001) (see Appendix below, and Chapter 3)

Next, we use these consolidated industry multipli¢o look at the
relationship between credit allocation and indestthat have high value-added

15 By “wage employment” multipliers, we mean the ripliers only apply to wage employees (i.e.
number of jobs excluding self-employment).
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and employment multipliers and thick domestic ligls. We are trying to get an
indication of whether credit is allocated in the IMgmsy economy to those
sectors that generate decent jobs and have higlipheuk. Table 5.10 suggests
that the answer is no. It indicates that “crediiséaction” and sectors with “high

value-added multipliers” are not highly correlatedother words, there is not a
lot of evidence from these data that in Madagasmadit is allocated to those
sectors where they will create the most value-added therefore, are likely to
create the highest number of good paying jobs. l@@ncontrary, those sectors
(energy, extraction) tend to be sectors where vaticdeed multipliers tend to be
relatively low (energy and extractive enterprisés)terms of upstream linkages,
the pattern is more mixed, with energy have lowtngasn linkages and

extractive enterprises having medium levels of nigash linkages.

Table 5.10 Credit is not allocated to sectors with highest

multipliers or upstream linkages

Sector % of Credit Needs Value-Added Upstream Linkages
Satisfied Multiplier
Commerceltrade 26.6 2.0 75%
_Agriculture NA 2.0 65%
Real estate/Business services 16.3 1.9 89%
Extractive industry 100 1.8 71%
Transpiration/Communications 63.4 1.7 76%
Manufacturing 27.8 1.5 65%
Construction 43.6 1.4 53%
Hotels/Restaurants 34.2 1.3 72%
Energy 100 N 36%

Source: Authors’ input-output analysis.

These data show that improvements can be made iallthcation of credit
to support more income generation for under-emmloged low-productivity
workers.

In the next section, we present further evidencat ttelaxing credit
constraints can improve household earnings. Fotigwhat, we suggest some
policies that could be used to improve the allasatf credit for employment
creation and poverty reduction.

5.3 The impact of relaxing the credit
constraints on household earnings: an
initial estimate

To estimate the impact of relaxing credit constsaon household incomes,
we have utilized data from the Madagascar housetrtdey, 2005. We report
again on the econometric results first reportecchiapter 2 that indicate the
impacts of various characteristics on wages. Thiet @d this exercise is to show
that access to capital can have a big impact osdimid enterprise incomes and
that, therefore, there is evidence that relaximgdfedit constraints to households
can substantially improve living standards for hehdds.

As we discussed in chapter 2, we use data on holdsenterprises and

estimate an earnings function that includes capiakts. We use these data to
estimate the impact of increasing access to capitabarnings of households.
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Household enterprises are unincorporated entegpdperated by a member of
the household. The enterprise may or may not beatgx from the actual
residence. All the household enterprises are mabe non-agricultural (i.e.
non-farm).

As we discussed in Chapter 2, the dependent varighlthe natural
logarithm of average monthly net earnings. To repdee definitions of basic
demographic variables are as follows:

Age: in years

Age-squared: in years (negative coefficient indicates nondine
returns. Based on the coefficient estimate, easnémg maximized,
controlling for other factors, at 38 years of age).

Sex: 0 for men, 1 for women (variable called “féminin”

Education: dummy variables for the level of educationaliattznt.
Number of employees refers to the number of paid/wage employees.
Unpaid contributing family members are not courdegmployees.
Capital assets are measured in terms of their estimated valugé{@0s
of Ariary). Therefore, the coefficient represerits 96 increase in net
monthly earnings associated with an additional 1808ry in capital
assets. Capital assets include land holdings.

Manufacturing, trade, andservices are dummy variables representing
the sector in which the enterprise operates. Nettevices” exclude
trade and commerce — i.e. the categories are nhytallusive.

Credit is a dummy variable. It takes on a value of “1thi& enterprise
tried to borrow within the past 12 months and sadee in doing so. It
takes on a value of zero otherwise.

Microfinance is a dummy variable. It takes on a value of “1thié
enterprise received any working capital or startapital from a
microfinance institution. Otherwise, it takes owadue of zero.

The results are presented in Table 5.11.

Table 5.11 The impact of capital access and other factors on household earnings
Dependent variable: Log household earnings

Dependent Variable:

log_earnings Coefficient Std. Err. t P>|t|
age 0.0524 0.0146 3.6000 0.0000
age_sqr -0.0006 0.0002 -3.3600 0.0010
primary 0.1582 0.0788 2.0100 0.0450
secondary 0.6257 0.0887 7.0500 0.0000
higher 0.1454 0.1933 0.7500 0.4520
informal -0.6999 0.1244 -5.6200 0.0000
employees 0.2167 0.0394 5.5000 0.0000
capital_000 0.0325 0.0070 4.6700 0.0000
female -0.5900 0.0763 -7.7300 0.0000
manufact 0.1500 0.1709 0.8800 0.3800
trade 0.4383 0.1494 2.9300 0.0030
services -0.0269 0.1405 -0.1900 0.8480
credit -0.2723 0.5046 -0.5400 0.5890
micro_finance -0.6687 0.2936 -2.2800 0.0230
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cons

5.2929 0.3323 15.9300 0.0000

Number of observations = 2366 Prob >F = 0.0000
F (14, 2352) = 47.09 R-squared = 0.2580

According to our econometric estimates, greateessxdo capital could
substantially enhance household earnings. We firat every 1000 Ariary
increase in capital asset holdings is associattill more than a 3% increase in
earnings, on average, for households operatingrpeiges. Moreover, the
insignificant signs on credit confirm that, becausedit is so difficult to obtain
for most households, access to credit as it is swuctured does not enhance
earnings.

Note that the significant negative coefficient maywt mean that
microfinance is bad for household enterprises. édddor the economy as a
whole, we would expect a negative correlation betwa borrower’s revenue or
enterprise/borrower size and microfinance lendifthis is because as
size/revenue increases, the unit has more accefwnml sources of credit.
There is one critical developmental problem thativds from this negative
coefficient: the majority of enterprises are medsize enterprises which require
credit in amounts above the threshold compatibtd microfinance institutions’
capacity, but below the threshold/range that intdrest for the banks. This is
the same for middle-class households (civil sesjafttr instance, for housing
loans, equipment loans, etc). So, the majority nesdlit that microfinance
institutions cannot afford and that banks do nud fiinteresting” (too small, thus
too costly). This is why we say that while micrafirce will be of great help, it is
not enough to solve the problem of access to fieafor the purpose of
unlocking the potential of the private sector.

In the case of our particular sample, we must pretrthese results
slightly differently, but the general implicatioa very similar to that just
described. In our sample, the vast majority arallsstale enterprises
with only one own-account worker (and possibly figrmembers helping
out). The negative coefficient probably means thah microfinance and
commercial banks only reach a small fraction ofséheenterprises.
Microfinance operations, run by NGOs, might targearticularly
vulnerable groups (e.g. women), hence the negatedficient. So there
is a huge middle of very small enterprises whicltasnpletely cut off
from all support — simply because microfinance &éimited reach.

The upshot is that while important and useful, oficance has
severe limitations in reaching medium size entesgsiand even small
enterprises in a broad fashion. Hence, micro-fieanmust be
supplemented with other financial institutions aptbgrams, as we
describe below.

There are a number of other results that are @frest. The significant
income penalty for informality is striking, as iset penalty for being female.
What the results are really saying is that underctirrent conditions, women do
not have what it takes to make their enterprisesfitpble. One of those
conditions is lack of access to credit (supportedhe results) and lower skills.
Given that women tend to be more credit rationedh ttmen, the result is simply
illustrating the fact that women are at a disadagatrelative to men in terms of
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overall support for private enterprise promotion, the policy focus should be
on promoting women’s access to credit, skills depelent (including formal
and informal training), access to markets, andhalother factors that enhance
private enterprise success. Simply increasing thmber of women-owned
enterprises under the current conditions wouldgineg us the results we want,
e.g., increased standards of income and livingvimmen.

To summarize, this section has demonstrated tleatMalagasy financial
sector is not doing an adequate job of making trediely available for
productive purposes. It strongly suggests thaixnedathe capital asset access
constraintcould have an important impact on enhancing haldefarnings and
that an improved functioning of the financial seatould greatly contribute to
relaxing that constraint. The next section discsissggested improvements in
the financial sector that could re-deploy finan@sasets to improve earnings and
reduce poverty in Madagascar.

5.4 Reforming the financial sector for
employment generation and poverty
reduction

As part of the MAP, the government of Madagascar idantified a large
number of investments in economic sectors and hurapital, and a number of
ambitious goals. One — though of course, not thye -eikey challenge in meeting
these goals will be to mobilize and allocate finahcesources to meet these
goals. However, as we have argued, the Malagaandial sector, in its present
configuration, is unlikely to facilitate the ach@went of the MAP. As in much
of sub-Saharan Africa, more generally, the finalnsgctor has failed to live up
to its potential as an agent of economic developrfacerdoti, 2005).

In many countries, the preferred solution to thisbpem has been a heavy
dose of financial liberalization (Nissanke and Aetgy,1998; Honohan and
Beck, 2007). Recently, liberalization has been doet with the attempt to
create a regulatory framework which would monitod guard against financial
instability, while creating space for private fiméad investment and enterprise,
often from abroad. The Madagascar government's oggpr has basically
followed this approach. But as a great deal of amdated evidence suggests,
while achieving some successes, financial libeatibn by itself will not be
sufficient to do the job (Serieux, 2008; Honohanl &eck, 2007; Heintz and
Pollin, 2008).

Another increasingly popular approach is to build the microfinance
sector. In Madagascar, in recent years, there éas & significant expansion of
this sector and it has achieved some importantesses in terms of making
small amounts of finance available to those in botfal and urban areas who
have been hitherto excluded from any financial isess at all. However
beneficial microfinance is for some, the main peols with microfinance are: 1)
the interest rates on microfinance loans are ofteressively high and 2) the
scale of microfinance loans available is too low fémilitate a significant
structural transformation and significant increagegproductivity. Such loans
often finance consumption loans, or the start diviilual home enterprises at a
very low scale, but do little to help small and oed enterprises (SMEs). Still,
to be sure, microcredit has often found innovatigiitions to the problem that
poor borrowers starting new businesses lack coflbtend are therefore not able
to receive loans from formal sector financial ingtons.
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Hence, what is needed is to combine the resourcasable to formal
sector financial enterprises and government fir@niistitutions such as the
central bank with the access, innovation, and leméixperiences of microcredit
institutions (Atieno, 2001; Aryeetey, 2001; Polli@jthinji, and Heintz, 2007).
There are several ways to do this that have beggested in the literature, and
also put into practice, if only on a small-scalsibaAmong the most promising
are those that involve programs in which formalt@ednstitutions such as
commercial banks or central banks take positioreooperative, microcredit and
other development-oriented financial institutioegher by lending to them and
or by taking equity positions in them. To be sustds these programs usually
involve government regulations and subsidies thatgate carrots and sticks for
formal sector institutions to extend credit to #heasnaller institutions that then
on-lend to poor and/or small borrowers with gooteptal.

Another way to raise lending and investment toessal that it can have a
transformative impact is to createvelopment banking institutiortbat take
direct positions in final borrowers who are engagdedactivities that will
generate large numbers of good jobs and high valdeed, and contribute to the
structural transformation of the economy. The gowent of Madagascar is
considering this approach, as we discuss in mdaal delow.

Here we outline several policies along these lihes can be used to help
re-deploy and transform the financial sector toilifate the MAP and help
achieve more good jobs, raise productivity, andicecboverty in MadagascHr.
In particular we will focus on three: 1) Asset bedkreserve requirement
(ABRR); 2) loan guarantees; and 3) development ingnk

Formal Sector Banks

Carrots and sticks need to be applied to formalbsdianks to get them to
lend more to high- priority sectors such as theggasented in the MAP, or that
can be identified by the type of input-output as@ywe described above. Here
we present two examples of carrots and sticks ¢hatbe used to encourage
formal sector banks to become so engaged. Theidirasset- backed reserve
requirements (ABRR); the second, more extended pbaans loan guarantees.

Example I: Asset-backed reserve
requirements (ABRR)

As discussed in more detail in Pollin et al. (202607), with a system of
asset-backed reserve requirements (ABRR), bankeegtered to hold reserves
against their income-earning assets. However, #neyallowed to hold smaller
required reserves on assets that are identifiedoatributing to employment
generation and poverty reduction, perhaps usingye of analysis we describe
above or in terms of the priority sectors idendfisy the MAP. This would
encourage banks to lend directly to high-priorigcters. Similarly, securities
issued by smaller institutions that are experiennadaking loans to small/poor
borrowers or small and medium sized enterprisegrafinance institutions

18 This section draws heavily on Epstein and Hei@806); Epstein (2007); Heintz and
Pollin (2008); Pollin et al. (2006, 2007).
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(MFIs), and rural banking cooperatives can havéepred reserve requirements
as well.

Example II: Loan guarantees — Loan
guarantee scheme

A loan guarantee program could help to mobilizeoueses from
Madagascar's commercial banks for on-lending to rogiedit and other
institutions who have the knowledge and experigncen-lend to cooperatives,
small entrepreneurs, and businesses for produetitigity, or to make direct
loans to the final borrowers, if the commercial keaBo choose. The basic idea is
that the government would guarantee a certain pgage of the loan, thereby
reducing the default risk faced by the bank; thism delp to substitute for
collateral which most borrowers in the target greuf not be able to provide.
This would also help keep the interest rate chatgdke final borrowers lower.

The program works as follows. The government chedseguarantee a
certain portion of loans from commercial banks theo lenders to borrowers
who will achieve program goals, such as generateedecent jobs, increase
productivity, and improve the quality of jobs, amvest in innovations or
infrastructure to reduce the cost of inputs or comation goods consumed by
the poor, and thereby have strong multiplier effe¢stough the economy to raise
the standard of living of the poor. The guaranteayg also underwrite a program
by commercial banks to lend to microcredit insititas who will then lend to
final borrowers.

In setting up such a program, there are severalessgshat must be
addressed:

1 How to determine to whom to lend

2 What should be the rate of loan guarantee?

3 How to monitor the program to avoid corruption, @ssive moral hazard,
and inefficiency

How to determine to whom to lend

Indirect lending to development institutiofi$ie key here is to start
with development finance institutions that have khewledge, track record, and
experience to identify final borrowers that can tise credit productively to
create decent jobs, directly or indirectly, for tiselves and, on a larger scale,
for others in their community. The point will be taise the scale and reach of
these institutions. Careful attention will havelde paid to the organizational
structure of the program, and it may vary from oagio region. But the key will
be to pool the resources to be able to benefit femmnomies of scale and
knowledge, without so much centralization that fhregrams bypass small
borrowers that can both benefit directly and hawe gossibility to help create
value for their locales and communities.

" This section draws extensively on Pollin et aDQ2), especially chapter 9. Also see
Atieno (2001), who discusses such a program forylden
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Direct lending by commercial bank$éthe large banks want to start
lending directly to such borrowers, then, sincey/ttie not have a track record of
doing so, it would work best if they were to deyela business plan and a
“Decent Employment Impact Statement” that makeardi®w many jobs, and at
what wages and benefits, would be generated by tbens, and, if possible,
some clear idea of the domestic linkages and nheltigffects. Such direct
lending, especially to small and medium enterprigsgsild be highly desirable,
but to receive the loan guarantees, they would havdemonstrate the likely
employment effects.

What should be the rate of loan guarantee?

In choosing the rate of loan guarantee, there amenaber of considerations
that must be taken into account, including moratand, and the cost of the
program to the government. The problem of moralahdalictates that the
government guarantee must be less than 100% oflddwe and possibly
significantly less. To reduce moral hazard (andcthet to the government), other
mechanisms that substitute for collateral shoulsb dbe developed, as we
describe below. As we see momentarily, the coghéogovernment will also
depend on the rate of guarantee. The higher the ohtguarantee, all else
constant, the higher the cost to the governmentthadyreater the problem of
moral hazard. However, the lower the rate of govenmt guarantee, the less
attractive will be the program to lenders and totwoers.

These points can be seen more clearly with a simpidel*®

Assume that the rates that banks charge for laassall financial
institutions (we will call it a “development lendjhinstitution) who are part of
the program depends on a mark-up over the “badefest rate, depending on
the perceived level of risk. Assume further that prerceived risk level depends
primarily on the perceived risk of default on tban by the borrower.

In this case, the relationship between the baseeist rate ) and the
market interest rate (i the commercial bank charges can be written as:

(1) ig=in—LG

where:

Iy = the interest rate on guaranteed loans

im= the market interest rate

LG = the loan guarantee factor

And LG, the loan guarantee factor, is:

(2) LG =c*(im— i)

where:

¢ = the percentage of the loan guarantggd;the treasury bill rate.

So (1) and (2) state that, for a given market ederate, the rate of interest
on the loan from a commercial bank to a developrierding institution will be

18 This is adapted from Pollin et al. (2007), chater
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lower, the higher is the fraction of the loan gudead by the government and
the lower is the base interest rate.

Example I

For example, in 2007, the treasury bill ratg € 11.8%; the lending rate
from commercial banks{j was 45%. Since this might have been an outlier, w
will take the 2006 rate of about 29.8% for our epéem

In this case, let's say that the government guaemn?5% of the loans. The
rate facing the microcredit institutions will be:

(3) iy = 29.8% — .75(29.8% — 11.8%) = 29.8% — 13.5% 3%

A 75% rate of loan guarantee would of course redieeost of borrowing
to the development financing institution quite d$iigantly. As part of the
program, of course the development lending ingtitutvould then have to pass
these savings on to the final borrower.

How much would this program cost the
government?

Setting aside administrative costs, the major twsthich the government
would be exposed is the cost of defaults. How largmst would this be to the
government? This depends on the size of the prograirthe default rate. Let's
start first with the size of the program. Accorditagthe MAP, the government
wants to raise the rate of gross domestic investifnem 22.5% of GDP in 2005
to 30% of GDP by 2012 (MAFCommitment 6). To help achieve this goal, let’s
say the government implements a loan guaranteegrogqual to 5% of GDP (a
little more than 20% of investment in 2005) in thepe that this would
substantially raise the rate of investment accgrttinthe MAP’s goal.

Now turn to the rate of default. According to tlagelt figures compiled by
the Madagascar banking commission, the rate ofpasferming loans on the
commercial banks was 9% in 2007 and, at the hedjhthe recent political
instability, it was 19.6%. Let’s say that the ratedefault was much higher than
that, say 30%. What would the cost of the prograf m this case, the cost
would be .3 X .05 = 1.5% of GDP. The budget defigi2007 was about 500
billion Ariary, or 3.6% of GDP.

If the default rate was 20% instead of 30%, whishprobably a more
realistic figure, then the cost would be 1% of GiHgreby raising the budget
deficit by significantly less than one third.

The program could be made cheaper of course bycireglithe guarantee
rate. If the rate was lowered to 50% from 75%, tthencost of the program at
the default rate of 20% would be .2 X .05 = 1% &fF5 Of course, lowering the
rate of loan guarantee would raise the cost talévelopment finance institution
and ultimate borrowers. According to equations<1B) the rate would go up
from 16.3% to 20.8% :

(4) iy = 29.8% - .50(29.8% — 11.8%) = 29.8% - 9.0% =826).
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Hence there is a tradeoff between the rate of gteealand, therefore, the
cost to the government) and the cost to the bomcalleelse equal.

What other changes could reduce the severity sfttiadeoff? There are
several:

1. Reduce the rate of default: If the rate of defawds lower, then the cost to
the government would be lower for any rate of gote. Having a good
system of monitoring, and good programs of selgcind working with
borrowers, would be crucial to reducing the defaale. We discuss this in
somewhat more detail below.

2. Reduce the base rate: From equations (1) — (3¢anealso see that reducing
the base ratg, would also bring down the cost to the ultimaterbaer for
any given default rate. There are several waysdaiicing the base rate:

» Less tight monetary policy can lower the base fateany given
inflation rate.

= More competition in the banking system can lowerrtite, which is
quite high by international standards.

= More competitive and better organized auctionsosegnment debt
can lower the base rate.

Monitoring and anti-corruption protection

As discussed in detail in Pollin, Githinji, and H& (2007), a potential
problem with any program is corruption. In businesswell as government,
monitoring and accountability issues will be criicia the case of the loan
guarantee program, it is quite easy to see the thahcorruption could take,
especially in cases where the government guaraatdéasye percentage of the
loan: the lender and borrower could arrange a fldae; the borrower could
default, receive the payment from the governmemd, split the proceeds.

Of course, close monitoring and accounting coutdpiinciple, prevent
such corruption from occurring. But monitoring lfsbas costs and there are
advantages to add complimentary measures to mogtechemes to reduce the
incentives for corruption. Pollin et al. (2006, ZQChave designed an anti-
corruption system based on escrow accounts andstdebiower” awards that
can help cut down on the likelihood of significamrruption. We will briefly
outline these arrangements here.

Incentive-based monitoring

Escrow accounts.To reduce the incentive for corruption, the
government could implement a system of escrow adsod’ he account would
work as follows: The lender places a certain paegof the loan in an escrow
account with the government or central bank. Iféhe a default, the lender will
receive the amount placed in escrow only afterasotigh investigation of the
case to establish there was no corruption involifatiere is no default, then the
borrower receives the amount at the end of theogewhich can then be rolled
over as part of the new loan with minimal admiititre interventions (forms,
filings, etc.) or can be repaid to the lender. Sestrow accounts will clearly cut
down on incentives for corruption, but at some dosterms of the available
funds available to the borrower.
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Whistleblower incentive3his is another incentive-based monitoring
measure suggested by Pollin et al. (2007), baseahadea promoted by Dean
Baker (2003). His idea is to create large penaftesraud, combined with high
rewards for “whistleblowers” (combined with stropgnalties for fraud on their
part). For example, defrauding the loan guaranys¢éem would involve large
civil and possibly even criminal penalties. Bankpéoyees or others with key
information who provide key information that coudd used to prove or to lead
to investigations that would prove the fraud wotddeive a sizeable financial
reward.

Corruption and inefficiency can plague all economi@eavors, be they
private or public. Having sensible, serious policie place to reduce the
incentives for corruption and to identify and pérmlit can make a key
difference between a successful and an unsuccessfylam.

One objection to these types of mechanisms isthiegt might seem to be
similar to the “directed lending programs” that bafailed in earlier periods.
However, the programs here are designed to incamp@trong monitoring and
anti-corruption mechanisms and are also part otldgwnent programs that are
embedded in strong market-based initiatives.

How to pay for the loan guarantee program

Above, we proposed a loan guarantee program thatdwemst anywhere
from 1% to 1.5% of GDP. We showed that the budgdicid is currently about
3.6% of GDP, so, without further tax revenue, thiegram could increase
substantially the budget deficit. Could the progrhaenat least partially paid for
by other means? Eventually, of course, the programld lead to a more rapid
rate of economic growth and would likely pay faeif. In the short run, it would
undoubtedly have to be paid for by increased taxese foreign aid, increased
borrowing, or cuts in expenditures on other program

This program could be attractive, at least on &-sfa basis from foreign
aid donors. But donors aside, a key source of fwodéd be a dedicated tax on
mining income revenues to help underwrite thisdetinancial incentives for
economic transformation. As we discuss in moreildatechapter 8, there is a
concern that the benefits from the mining sectaetigment will not spread to
other parts of the economy. As we have shown eatle employment and
linkage effects of mining are modest, so it is @ity through the generation
and smart investment of mining tax revenues thatk&nefits of mining can
eventually spread to the entire economy.

Of course there will be many worthy demands onghex revenues. We
argue here that among the demands that shouldréfilbaconsidered is a loan
guarantee program that can help generate investmegood jobs for the long
term.

Development banking initiatives

Development banking initiatives were of crucial on@ance in the
successful development of industrial economiesgéAand Latin America, what
Alice Amsden calls “The Rise of the Rest” (Amsd2@01), but the reputation of
“development banking” experiences in Africa has rbesriously tarnished
(Yaron, 2004). Yet the major challenges for develept and financial policies —
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and the insufficiency of financial liberalizatiors @ solution - call for a re-
consideration of numerous policy options, includihg revival of development
banking (Ndikumana, 2007). The key to successlefelopment banking
initiations in Africa are the following: integratio of development finance
institutions into the national development agendppropriate governance;
efficient operating procedures; minimizing non-ne® barriers to access to
credit; innovative strategies for the mobilizatiaf stable long-term funds
(Ndikumana, 2007, p. 32).

Integration of finance institutions means that thesign of the national
development plan should specifically take into actothe role of these
institutions. For example, in the case of Madagagba discussion of the MAP
should, to a greater extent, include the discussibrthe possible role of
development banking in helping to promote the plahis could include the
development banking institutions receiving specifi@andates for sectors on
which to focus; the government developing a moirigpsystem to evaluate the
performance of the development banks; and a sysfemcentives to award
good performance and to penalize poor performgihdikumana, 2007).

Apart from putting into place mechanisms to monitord incentivize
productive investments in key sectors, mobiliziogd-term funds is perhaps the
biggest challenge facing development banks. Theadascar government can
invest some basic capital in development bank ceffeut the longer-term
mobilization of resources will be required. As wiscdiss below in somewhat
more detail, among the ideas that should be coregids a dedicated tax from
the mining sector to be dedicated to providing tedor development banks,
and that can then be utilized for long-term invesitrin key sectors of the non-
mining economy (including the attempt to build kges from the mining
economy to other sectors of the economy for emp@&ymand income
generation, as described in chapter 8).

Central Bank Support for Development
Banking and Small-Scale Financial
Institutions

As discussed in Epstein (2007), central banks Haswrically played a
much larger role in helping to support longer-texconomic development goals
than has become fashionable more recently. This been true both in
developing countries and in the now developed c@mas well. Central banks,
acting as agents of development, have bought lemg-bonds for infrastructure
development; kept and administered differentiaén@st rate ceilings in support
of favored sectors, such as housing in many deeelgpuntries (Epstein, 2007);
used their discount window to discount loans farciglized lending institutions,
such as microcredit institutions in Asia (Asian BP®pment Bank, 2000); and
provided efficient or even subsidized financial veegs for specialized
institutions playing important social roles. Thgs#icies have not always been
successful, but if planned carefully with monitgriand safeguards, they can be
an important part of mobilizing and re-deployingaince for development
purposes. For example, central bank support for @rameen Bank in
Bangladesh and for rural development banks in ledianare seen as very
successful (Asian Development Bank, 2000). Anotiode that central banks
have successfully played is the management of fulnden the central
government, and then on-lending them to MFIs afmmroinstitutions engaging
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in rural and small business lending (Ndikumana, 7208sian Development
Bank, 2000).

In addition, the central bank can play an importaramotional role in
helping to undertake studies relevant to developahdimance, provide data and
technical support to institutions undertaking maive financial roles and
training (Asian Development Bank, 2000). But in wcwoies that have
successfully developed rapidly, central banks haken a more active role in
helping to mobilize and channel resources for dgwekental purposes (Epstein,
2007). The Central Bank of Madagascar should lasksteps to take to begin
doing likewise, especially as part of the Madagascaion Plan.

6. Skills development and the role of
technical and vocational

The development of human resources is well-receghias critical to a
country’s ability to achieve high growth rates areduce poverty. More
specifically, a national program for developing lIskithat targets the
unemployed, the poor, the youth, women, and otloerally disadvantaged
groups is crucial to making progress in reducingepty. In 1998, the ILO’s
World Employment Reporioted that it is not possible to lay the basis gfist
society without a solid educational foundation (ILI®98). This is because the
educational system is critical for the developmehtthe skills necessary to
achieve high levels of productivity and efficiendhe ILO report also argues
that skills development is best achieved in an aVegrowth-promoting
environment, and when training decisions are takenclose consultation
between government, the local community, employdend business
organizations), and workers (and trade unionsjhis context, the Madagascar
Action Plan (MAP) seeks to build an education systeith international
standards of quality and efficiency as a meandgimiusating creativity, allowing
the trainees to make their dreams come true, amtiéng the country on a path
to become competitive in a globalized economy. Timesgovernment plans to
increase investments in the education sector tieeehhese specific goals in
human resource development, as well as suppowgdhks set in other areas of
the MAP.

This chapter underscores the challenges faced éydication system in
Madagascar in meeting the needs arising from amed&sing demand for
schooling as well as its quality and efficiencydiscusses the critical role that
technical and vocational education and training ETY must play in
complementing formal general education to meetisskiemand by the labor
markets and the increasingly skill-intensive privatector. It proposes some
strategies for improving the quality of TVET in Maghscar as a means of
supporting the government’s agenda to accelerapdogment creation.

6.1 Education system: issues of adequacy of
supply, quality, equity, and efficiency

Over recent years, Madagascar has made substard@gess in some key
areas of education. From 1990-2006, the averagenaatiteracy rate increased
from 58% to 71%, while net elementary school enmelit increased from 64%
to 92% (World Bank, 2007b). In the eight years frd®97/98 to 2005/06,
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elementary school enroliment increased by an aeevdd0% per year, from 1.7
million to 3.7 million. From 2001/02 to 2005/06,rehment rates increased by
53.5% in elementary schools, 69.1% in colleges3%0in lycées, 55.7% in
higher education, and 42.9% in technical and psif@sl education (Ministry of
Education). The government expects these gainarivllment rates to continue
with the implementation of the plan for “nationadlueation for all” (Plan
National d’Education Pour Tous, EPT).

The aggregate gains in education, however, falftsbfoexpectations and
are still insufficient relative to the country’s ssve needs in human resource
development. The education system faces seriousdgong with regard to the
guantity, quality, equity, and efficiency of theopision of educational services.

Concerns about quantity or supply of educationatises arise in the face
of increasing demand due to both demographics lemdequirements of a fast-
changing economy. The educational infrastructureléarly not adequate to
accommodate the increasing demand in a countryavitigh fertility rate and a
very young population. As a result, many school-agédren do not attend
school, and among those who attend, many are fdaiwedtop out of school
early. According to the 1999 household survey, Gt of the adult population
have attended any school (INSTAT, 2000). The 208%&hold survey shows an
even lower figure, 69.8% (INSTAT, 2005). A largenmeer of children leave
school at a very young age. The problem is mostqaroced in the rural area,
where 63% of the children drop out of school befine age of 15. One out of
every four enrolled children leaves only after tinst year of school, a fact that
the government partly attributes to the lack of-grhool preparation (MAP).
But the most obvious problem is the general shertafgschool infrastructure,
which fails to accommodate the increasing demand.

The other serious problem experienced in the edudt system in
Madagascar is the low quality of training and tbev Iquality of services in
general. The low quality of education is much mprenounced in elementary
education compared to secondary and higher eduacdtios, again, is primarily
due to high pressure on infrastructure and humsourees. Too many students
are crowded in too small classes. Teachers haweath and supervise too many
learners, which severely undermines the qualitieathing and service delivery.
In 2005/06, the students/teacher ratio was 52 wihagestudents/classroom ratio
stood at 59 for the nation. The quality of edugatiappears also to be lower in
public schools than in private schools, which i$ surprising given that public
schools are more crowded than private schools.i¢®gbhools accommodate
over 80% of the student population on average nalliyp with even higher
ratios in the rural area. The quality of educatiorthe public schools is also
compromised by the inadequacy of funding, with idegntal effects on
equipment and school supplies. Teachers’ motivasaiso often low in public
schools due to low pay and inadequate supervigibich is also compromised
by inadequate funding. Monitoring is inefficiens achool inspectors are not
sufficiently equipped to undertake regular visits.

The quality of education exhibits a heavy urbararinias. The quality of
education is rated by parents as “good” in urbaasmore than rural areas,
where it is consistently rated as “bad.” In the A®®usehold survey, about 41%
of the respondents in urban areas rated the quafitgducation as “good”
compared to only 8% in the rural area. The qudlias was also apparent across
income categories, with richer households beingensatisfied by the quality of
the education that their children receive compatedpoorer households.
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According to the survey, about 47% of the househdafdthe richest category
find the quality of education good compared to oBBfo among the poorest
households. Over 64% of parents with a universegrde find the quality of

education good, and only 5% of households in thi®me category find the

qguality bad. These results clearly indicate tha&t tith have access to better-
equipped schools with better teaching curriculurd ataff, while the poor are

relegated to schools of sub-standard quality.

It is clear that the Malagasy education systemdaceerious problem of
equity and equality of access to education. Thik tdoequity is observed from
the urban-rural bias, the gender imbalance, amgLiléy of access to education
across income categories. The cost of educationbean deterrent to school
enrollment and is one of the causes of the higlpalrorate, especially in rural
areas and among low-income urban families. The lpnobof equity in the
educational system is also apparent in terms ofqtndity of education. As
discussed above, the quality of education is peeceio be worse in rural areas
than in urban areas. Moreover, it appears thatetlvaso rate the quality of
education as “good” also tend to view the supplyedticational services and
their quality as improving. In contrast, those wfiod that the quality of
education is “bad” also assess the supply andtguzlieducational services as
deteriorating. This indicates that the gap in asdesquality education between
rural and urban areas, and between the rich angadbe is increasing. This in
turn increases income inequality because childrbén Wwave access to better-
quality schools also have access to higher-qugibg and thus better living
standards.

It is also clear that, in terms of service delivand the utilization of
resources, the education system is, by and largdfidgient. One indicator of
inefficiency is the high repetition rates (Tabld)6.More than one out of every
four children repeats the first year of elementsehiool. This is due to many
factors, including excessive selectivity, inadequgtedagogy, and lack of
support services to assist students with speceds1€l he high rates of repetition
reduce the number of new students that schools acwommodate, which
prevents enrollment rates from increasing. The higpetition rates are an
indictment of the pedagogy used in the school aystehich, unfortunately, is
common in other African education systems. Thisaisnajor failure of the
educational system on the continent and must beeasleld seriously and
urgently for African countries to have a chanceezching their national goals
vis-a-vis universal education. Establishing ancéffit education system is also
critical to the country’s ability to solving theglitlems of mass unemployment
and underemployment as well as the issues of lbarlproductivity and lack of
competitiveness.

Table 6.1 Grade repetition rate in elementary school

Survey year 11th 10th 9th 8th Tth
Capital city 2005 224 13.3 5.7 0.0 0.0

1999 17.9 10.0 9.1 226 24.0

2005 17.8 11.0 11.0 9.9 18.8
Large urban centers

1999 20.0 29.6 17.5 13.2 15.6

2005 21.7 18.8 17.3 134 20.3
Rural

1999 27.9 34.1 223 29.0 20.8
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2005 264 17.9 15.8 11.9 18.3

1999 254 32.1 20.9 26.5 19.5
Source: EPM (1999, 2005)

Country average

6.2 Technical and Vocational Education and
Training, a key to raising both employment
and labor productivity

One major weakness of the education system in Mestag, as in other
African countries, is the marginalization of tedaliand vocational education
and training (TVET) in terms of resource allocatemd policy focus in general.
There has been a disconcerting decline in the atllmt of public resources to
education, with expenditures per student in primagdycation dropping from
11% of per capita GDP in 2000 to 8% in 2005 (Wdkhk, 2007b). The share
of TVET in the education budget declined drastichlbm 5.8% to 0.9% from
2000 to 2006 (AfDB/OECD/UNECA, 2008). Allocationso tTVET in
Madagascar remain significantly low compared tceptAfrican countries, and
are declining, while the share is increasing ireottountries (Figure 6.1).

The decline in public funding for TVET is partly elto the decline in donor
funding for TVET over the past years for the coatih in general. The
enthusiasm showed by donors in the 1960s towardETT¥s a factor of
“modernization” of African societies faded in ladecades, as illustrated in the
decline of funding. For example, the share of W&#hk loans to TVET in total
education loans declined from 20% in the 1960s04 In the 1970s, and only
6% in the 1990s. Multilateral development assigtatw Africa in TVET has
declined from 12% of total aid to education in 18&bto 6% in 2002-06, while
bilateral aid stagnated at 4% during the same @efAdfDB/OECD/UNECA,
2008).
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Figure 6.1 Share of TVET expenditures in total government
expenditures on education (percentage)
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school year 2005-06

The low and declining level of funding for TVET saks serious concerns
given the critical role that TVET can play in raigiproductivity in formal and
informal activities. In Madagascar, the informattee employs the bulk of the
active population. Yet, most of those employechiminformal sector, whether in
wage employment or self-employment, often have Viettg training. Thus the
country is unable to achieve the full potentialttod informal sector in terms of
production. The formal sector is also confrontedhwihe problem of the
inadequacy of the workers’ skills relative to thenthnds of the ever-changing
production technologies. This undermines both pcoditly and the private
sector’s ability to create new jobs. Firms findlifficult and often impossible to
find workers with the right skills and are forceddither cut down the level of
activity or import labor.

TVET is also crucial in advancing the decent wagkreda, especially in the
formal sector, as the quality of the working coiudtis is greatly influenced by
workers’ skills. Given the insufficiencies of therfnal education system, a large
proportion of workers do not have the approprikitssto command reasonable
compensation packages and must often accept to imogdoor conditions to
make a living. Practical training allows workersclomb the professional ladder
and access better working conditions.

Access to TVET s critical for technological acdtia, which, in turn, is
crucial to the private sector’s ability to keep wijth the changing demands of
global markets. Technological acquisition througViET is also important for
promoting diversification. Indeed, investment inmproduction lines is often
constrained by the lack of appropriate skills om plart of workers and potential
national investors. As is well established, thé latdiversification is one of the
main reasons for African countries’ inability toh#éve high growth and sustain
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high growth rates (UNECA, 2007). This is the caseMadagascar, which has
been unable to achieve economic transformation.sTAWET must be an
integral component of the country’s developmentatstyy, for reasons of
economic diversification.

The role of TVET is critical in view of the predomsince of the informal
sector in the Malagasy economy. The potential efitfformal sector remains
largely under-exploited, and a major reason islélo& of an efficient training
system to provide the required skills. These skiianot be adequately supplied
by the formal education system due to its rigidibd slow pace of adaptation to
the changing needs of labor markets. Most impdstathhe formal education
system is too removed from the realities of theorimfal sector to be able to
accommodate its needs. TVET offers a viable avdanumeet the specialized
needs of the informal sector.

6.3 Assessment of TVET in Madagascar

Technical and vocational training has a long hisiorMadagascar, dating
from the colonial era. Indeed it was in 1832 tlhat first workshops for technical
training were established in the country (Intemorai Institute for Educational
Planning, 2001). During the colonial period, regibachools of industrial and
agricultural apprenticeship were established igdacities around the country.
However, the series of efforts undertaken during pbst-independence era to
reform and develop the TVET sector were not sudokss

The main problems faced by TVET include the misimdtetween training
and labor market needs, the lack of rationalizabbmpublic expenditures, and
the poor quality of training in general. At the eofithe 1980s, the negative
assessment of the sector’'s performance led thegmest to negotiate external
financial support for reform. Thus in 1992, the gowment signed a credit
agreement with the World Bank for the implementatiof the Project of
Reinforcement of Technical and Vocational Educatighich ran from January
1993 to June 1999. Notable results from the projettide (1) the establishment
of a structure for the promotion and coordinati6mdE, notably the creation of
the National Council for TVE; (2) the reinforcemeftthe public TVE sector,
especially the establishment of the Resource CéntélrVE; (3) the creation of
a structure to improve information on labor mar&enditions and employment
by the establishment of the National ObservatoryShills and Employment,
which was renamed the National Observatory of Egnpent and Training in
1996.

The Malagasy government is fully aware of the caitirole of TVET in
meeting national development goals, especiallyuifding the human resources
necessary to fuel a high-growth economy. Howevespie the series of efforts
undertaken thus far, TVET still faces serious peaid and challenges that limit
its ability to fulfill its mission. Madagascar ramlamong the countries with the
lowest enrollment in TVET in the continent. Only8% of secondary school
enrollment is in TVET, compared to an average @8#&for sub-Saharan Africa
(Figure 6.2). In addition to low enrollment, theatjty of training is also low.
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Figure 6.2 TVET enrollment as percentage of secondary school enroliment
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The first problem faced by TVET in Madagascar i® timadequate
institutional setting. One of the causes of indffemess of TVET is the lack of
consistency in institutional commitment, poor masragnt, and the lack of
policy focus. This is due in part to the high freqay of changes in the
leadership responsible for TVET, leading to frequsifts in the orientation and
operational structures. Monitoring is also sub-dtad due not only to
insufficient resources, but also to the lack oftsanty in leadership.

The second problem of TVET is the poor design efglograms in general.
The programs tend to have unrealistic targets awetdn are inconsistent with
available resources. They also remain too rigid #reluipped to meet and
adapt to the changes in workers’ needs and the résvat the labor market and
modern industry. One reason for the design prolkerthe lack of effective
coordination between the government organs resplengor the programs,
employers, and workers. Thus the programs are ajténof touch with the

reality on the ground.
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The third problem of TVET is financing, specifigalinadequate funding
and the lack of rationalization of costs. Most obgrams depend heavily on
government subsidies, which means that in timesbudgetary crisis, the
programs tend to undergo severe downsizing. Moredbhe costs of TVET
programs tend to be high, especially for techricagrams, due to the high costs
of equipment and low enrollment rates. The hightdéarce institutions to set
high entry fees, which makes it difficult for lomdome workers and the
unemployed to access training.

The fourth problem faced by TVET is popular percapt where general
education is regarded as more prestigious thanniesheducation. This is
despite the fact that technical and professiorahitig provides higher chances
of access to employment than general educations bhth students and parents
want to see technical schools as a route to higtiecation (World Bank, 2002).
Hence, the national agenda must include efforiaftaence popular perception
vis-a-vis technical training. This may be done tlylo public education
programs, higher publicity of success stories, #red establishment of merit
awards to best-performing institutions and the m&stcessful laureates of
TVET.

Summing up: challenges to TVET — cost,
relevance, and equity

To summarize, the TVET system faces three seribiadlenges, namely
cost, relevanceandequity. Vocational skills development is typically costigd
very difficult for any government to get right. Thegh costs raise issues of
sustainability for government-run as well as prvatVET programs. The
constant changes in demands and expectations fnese tprograms require
constant adaptation of not only the curriculum bigo the equipment. This
further complicates the planning and managemem/&T programs.

In addition to high costs, TVET faces the seriotabfem ofrelevancedue
to the mismatch between training and the skilldedeby dynamic, competitive
markets. This is mainly a result of the lack ofsgacollaboration between the
training programs and the labor market (employacsv@orkers).

Finally, due to high costs, short supply, and lowome, TVET faces the
problem of equity in access to training. Unfortunately, it is thosho need
vocational training the most who are excluded bseathey cannot afford it.
These are members of low-income households, whootaafford the long,
formal education programs, and the low-skilled uplayed, who need training
to be integrated into the labor market. This credteequities in access to
technical and professional training across incorategories. In addition to
income inequities, there is also an urban-rurad biaaccess to technical training.
Adequate supply of vocational training in ruralagds a critical condition for
raising productivity in rural areas, which in tuis essential for the national
agenda of increasing employment and achieving drgr@wvth.

6.4 Strategies to address the cost-relevance-
equity problems of TVET

The evaluation of TVET conducted in 2006 recognizbeé serious
problems confronting TVET today, most of which riewaround the issues of
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cost, relevance, and equity described above (Af[EEID/UNECA, 2008). The
recommendations from the evaluation underscorednded for accelerating
reforms and improving institutional support for TVE Thus it was
recommended to speed up the establishment of therifu Nationale de
Formation (ANF). The objective of this institutidrianovation is to coordinate
strategies aimed at improving the quality of tnaghiand its responsiveness to
labor market needs, in order to increase accesmtbrelevance of, professional
and vocational training.

The promotion of TVET is one of the key targetshdf MAP as a means of
achieving full employment and increasing produtyiviTo this effect, the
government plans to create new training centerallir22 regions as well as
regional centers for research and technical trginihalso plans to strengthen
partnerships with the private sector to diverdiig sources of funding for TVET.

Along the lines of the government’s efforts to iloye the performance of
the TVET sector, the following actions need to ey serious consideration
within the context of a comprehensive strategypimmoting growth, increasing
competitiveness, creating employment, and reduysovgrty.

(1) Promoting a demand-driven TVET
system

One of the key weaknesses of the TVET system inddgaskcar, as in other
African countries, is that training programs aré well aligned with the reality
of the labor markets and the needs of enterpriBegs, in many cases, TVE
becomes a deadend: upon completion of the traipnograms, the trainees
neither have the right skills to make them empldgaior are able to pursue
further studies in other areas due to their lacgasferal knowledge. To address
this problem, it is necessary to make TVET programese demand-driven, that
is, tailored to meeting specific, identified needghe labor market, the private
sector, and the public sector (central governmemnt parastatal sector). To
achieve this goal, a number of actions need torueiaken before setting up
any TVET program. These include (1) identificatiamf areas of high
employability potential; (2) providing informatioto potential trainees and
apprentices on the requirements of the programgcdmeent, the costs, and the
potential for employment upon graduation; (3) ds®isgraduates with job
placement upon graduation. Making TVET programseraemand-driven will
also help to alleviate one other key problem falbgdhe sector, which is the
negative perception of vocational training as ilieto general education.

(2) Setting up and strengthening
accreditation and quality assurance
mechanisms

To increase efficiency and support the move towdstsand-driven TVET
programs, it is important to increase the credibilind quality of training
programs. In this regard, the government, in coltation with employer and
workers’ organizations, need to strengthen strategimed at the rationalization
of accreditation and quality control of TVET. Thbjective is to optimize the
match between the demand and supply of TVET, inprihe quality of the
training, and maximize the employability of the dpates. The rationalization of
accreditation and quality assurance also servesctiie a level playing field for
competition between public and private centersttan one hand, and among
private centers, on the other hand. Thus the syatiirallow a better allocation
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of resources towards the most effective centemsilltalso give candidates the
chance to choose the programs that best meet ikels and improve their
prospects for employability upon graduation. Thesggament can also use
information from quality control reports to inforthe allocation of subsidies by
giving priority to the highest-performing centers.

(3) Harmonization of TVET standards
with regional standards

The increasing trend towards regionalism will beccsgpanied by
increasing labor mobility, allowing Malagasy workéo seek employment in the
neighboring countries. However, to be competitMajagasy workers will need
to meet the skills standards required by labor etarkn other countries in the
subregion. Thus TVET programs need to align theindards with regional and
international standards to allow graduates to takivantage of the job
opportunities that the regional markets can offer.

(4) Setting up programs for early School
leavers

As discussed earlier, the education system in Mastzg exhibits very high
dropout rates, especially at the elementary anth sichool levels. A large
number of those who leave school are too younggid working or enter into an
apprenticeship. The government, in collaboratiothwhe private sector, the
donor community, and NGOs, needs to set up progrémas provide pre-
vocational or pre-apprenticeship skills trainingtticater to children who leave
school early. The main objectives of these programoiside (1) to improve the
academic credentials of the early school leavefadiitate their enroliment in
TVET programs later; (2) to introduce these chitdte trades with the highest
likelihood of employability (both self-employmenh@ wage employment), in
order to guide them in their choice of future quations (this will inform their
choice of the kind of TVE programs in which they ula ultimately want to
enroll); (3) to curb the problem of juvenile delirency, and all the problems that
derive from it, such as petty crime, drugs, andiaegromiscuity.

It is important to emphasize that these pre-vooatioskills training
programs are not intended to be an alternativéetbentary school. They aim to
accommodate children that are unable to follow frenal education system,
either because of a lack of skills or simply beeaat the inadequacy of the
formal system itself, i.e., the lack of sufficientpply and an inadequate support
system for children with special needs. The setip@f these programs must be
a complement to government strategies for improaogess to formal education
and increasing the efficiency of the formal edwmagystem.

(5) Self-employment oriented TVET

One important way to increase the employability TME trainees is to
emphasize training that is geared towards self-eympént. This must be an
integral part of a holistic support system aimednateasing employment and
livelihoods. The strategies will work best if thage targeted to specific groups,
especially those that are traditionally marginalizeuch as women, youth,
smallholder farmers, craftsmen, and other speeidlrofessions in the informal
sector. In addition to professional skills trainirtge program should include
mechanisms that assist the trainees in accessaualif,cand which provide legal
assistance and capacity building in the areas ofegr design, planning, and
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marketing. Madagascar can learn valuable lessorikisnarea from programs
that have been implemented in a number of count@rse example of such
programs is the African Women in Business Init@tpAWIB), sponsored by the
African Development Bank in Rwanda. Another is th8AID-funded coffee
project, the Partnership for the Enhancement ofibAginess in Rwanda
(AfDB/OECD/UNECA, 2008). These programs aim at impng livelihoods
through capacity building and skills developmenttlie context of a holistic
support system that can help the laureates becoore effective in their
activities and financially self-sufficient. This aqpach to skills development
may be suitable for countries such as Madagasd¢achvihas an underdeveloped,
formal private sector and a large, unskilled |dfooce.

(6) Enterprise-based training: strategies
to retain trained workers

Building a successful system for skills developmeillt require the strong
participation of private enterprises. However, pté&yv companies hesitate to
invest in skills development, as they fear poactohgrained workers by other
firms. One solution is for firms to include expticlauses in labor contracts that
require workers to stay with the company for a gmeamount of time after the
completion of training. They can also design schethat provide incentives to
trained workers to stay by offering compensatiockpges that are strongly
progressive over time. The government can assigabyy subsidizing the costs
of training incurred by firms. The rationale forckua subsidy is simply this:
since the gains from workers’ training accrue te #tonomy as a whole, the
costs should be borne by society rather than desfimg.

Another way to alleviate firms’ costs for skillsvaddopment is to set up loan
schemes and need-based financial assistance foedsa The loans are to be
paid upon graduation, following successful inteigrainto the job market. One
advantage of the loan system is that it gives é&snmore incentives to take
training seriously, and will therefore increaseittmmitment. The trainees
will also want to maximize the gains from traininghich includes their
selection of the best-performing training cenfBhnis, in turn, will increase
competition among centers, which will improve thelity of training.

6.5 Conclusion

It is clear that the success of the ambitious asichirable Madagascar
Action Plan critically depends on the governmerdiility to engineer an
economy that creates substantial amounts of dgakstto meet the increasing
demand arising from demographics (a young and apidreasing population)
and high pressure for sophistication in the privsgetor. Indeed, to compete in
the global economy, the private sector in Madagaseaforced to utilize
technologies that require more sophisticated skidé the moment, the
generation of such skills is still vastly inadequand this explains, to a large
extent, the high levels of underemployment in thenemy. This is a critical
challenge that the government must confront in stesgatic and effective
manner.

Addressing this challenge will require a two-protigtrategy. On the one
hand, the government must improve the quality aapacity of the general
education system at all levels. In particular, r&ssnvestments must be
undertaken to increase the physical capacity ofsylstem to enroll, retain, and
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provide high-quality education to a larger numbestodents. At the moment,
too many children drop out of the school systemedady, making it impossible

for them to engage in meaningful professional #&ais. At the same time, the
government needs to improve the complementaritythef classic education
system and technical/vocational education. Thi$ ihance the flexibility of

the skills development system as a whole and ingits ability to meet the

demands of the labor market. This chapter hadifegha number of strategies
that could be used to advance the government'ssgoalthis area. The

implementation of these strategies will require cadde allocation of

government resources with the support of developmeartners. Indeed,

education in general and technical/vocational ingiin particular must be given
higher priority in budgetary allocation and donainding than has been the
practice until recently.
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PART Ill. SECTORAL ISSUES AND
EMPLOYMENT CREATION IN
MADAGASCAR

7. Agriculture, growth and poverty
reduction

The performance of agriculture remains a critidehent of the overall
economic performance and social development in astzar, as in all other
developing countries. As the World BankMorld Development Repof2008b)
puts it, “in the 2 century, agriculture continues to be a fundamensitument
for sustainable development and poverty reductioWodrld Bank, 2008b, p. 1).
Increasing the performance of the agriculture sauigst be a central component
of Madagascar’s overall national agenda of accehgragrowth and reducing
poverty, as well as the other dimensions of the &agadcar Action Plan (MAP).
This chapter discusses important features of thecwdural sector in
Madagascar to shed light on key strategies tor{ezjgze the sector and increase
its contribution to growth and poverty reduction.

7.1. Agriculture in the Madagascar economy:
lack of structural transformation

Madagascar’'s economy has experienced little straictxansformation over
time, as is typically the case for sub-Saharan cafri economies (UNECA,
2006). Structural transformation is understood resethe process of shifting
relative contributions of various sectors to GDR awerall employment. The
process is driven by the reallocation of factors prbduction from less
productive to more productive sectors and typicadigults in diversification of
economic activity away from primary sectors (adtioe, minerals, and oil)
towards industry (especially manufacturing) andsises. Structural economic
transformation is permitted by an increase in petiglity in primary sectors,
allowing the release of production factors (e.ghok) towards industry and
services. It is this process of economic transftionathat allows economies to
achieve and sustain higher levels of economic drovesulting in rising living
standards over time.

This process of structural economic transformatias failed to take off in
Madagascar. The data show no definitive trend énréhative shares of the main
sectors, namely agriculture, industry, and servi¢égure 7.1 and Table 7.1).
Agriculture currently represents a little less ttf8% of GDP, down from 34%
on average in the 1980s. The service sector bomds the largest share with
more than half of GDP (56% in 2000-05). While #feare of industry shows
some signs of increase, it is still low even byiédn standards. It rose from 12%
in the 1990s to 15% in 2000-05 compared to an asadrom 25% to 28% for
the sub-Saharan African average. It is expected ttiea industry sector will
experience substantial expansion in the coming syehre to the expected
increase in mining production (AfDB/OECD/UNECA, &)O However, as we
discuss in chapter 8, the country’s ability to tdikkk advantage of its mineral
resources is severely handicapped by the shorthgkilted labor. Thus, the
expansion of the mining sector may not have a bleeanpact on employment.
The lack of skilled labor leads mining companiesinmport labor. This is
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exacerbated by the lack of a coherent nationakegtyafor maximizing the
employment gains from mining sector developmenthSas strategy could, for
instance, require mining companies to hire a mimmshare of their labor
domestically.

Table 7.1 Agriculture vs. other sectors: Value added (%GDP), average per decade

Madagascar Sub-Saharan Africa
Sector 1980s 1990s  2000-2005  1980s  1990s  2000-2005
Agriculture 343 286 291 308 309 283
Industry 138 121 151 244 254 219
(Manufacturing) (113 (103) (13.) (10.7)  (108) (99)
Services 519 593 558 446 436 437

Figure 7.1 Sectoral contribution to GDP, 1970-2005
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The lack of structural economic transformationte Madagascar economy
is an important factor explaining the poor grow#rfprmance over the past
decades and the inability of the economy to meetiticreasing demand for
employment. Indeed, although the official figurgsow low unemployment
rates, they grossly underestimate the true extenh@mployment, especially in
the informal sector, where the problem of undereympkent is pervasive.

The reasons for the slow structural transforma@bthe economy include
the lack of a coherent and sustained nationaleglyatio achieve its productivity
potential and to harness intersectoral linkagebis & partly due to the lack of
adequate quantitative information about these fekaand productivity potential
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to guide policy. The analysis of the Madagascarnent indicates that a
number of activities have powerful positive extditiess on other sectors through
upstream and downstream linkagésSectors with strong upstream and
downstream linkages have large output and employrmeultipliers. For
example, the data show that the leading activitiegpstream linkages in the
Madagascar economy are hotels and restaurants, womtlicts, and food
processing. These sectors utilize a large amdudbmestically sourced inputs
as a percentage of their output: 83%, 80%, and 78%pectively’’ This
evidence suggests that strategies aimed at prognthteése sectors would have a
magnified impact on the domestic economy through demand for inputs.
These sectors are particularly important for théional agenda to develop
agriculture. Strong performance of these sectolisongate larger demand for
agricultural products, which will boost productiomhis, of course, requires
appropriate supply-side support strategies to alkgviculture to meet the
increased demand from these sectors. This clendws that the strategies for
developing agriculture cannot focus on agriculturésolation; they must be an
integral part of a comprehensive and multisectptah for national economic
development. This is exactly what the MAP seekactmomplish.

7.2 Agriculture’s central role in growth,
employment, and poverty reduction

The agricultural sector will play a critical rola advancing the national
development agenda, especially the goals of aatelgr growth, creating
employment, and reducing poverty. For this reasovestment in agriculture
must be a central component of the national devedop strategy, i.e., the MAP,
and other sectoral strategies.

Agriculture plays a central role in employment tiaa being the largest
employer in the economy. In Madagascar, agricellamploys 78% of the labor
force, and is the main source of livelihood foasge majority of the population.
Thus, national plans to increase employment must g& exploit and increase
the employment-generating potential of agricultiwafortunately, over the past
decades, the capacity of agriculture to creat®employment has declined. This
feature seems to prevail in other African countraées well as developing
countries in other regions (ESCAP, 2008) and majaix the limited impact of
growth on poverty reduction. In the case of Madaggsseveral factors explain
this inability of agriculture to generate adequagav employment. The most
prominent factor is the lack of innovation in agitare, both in terms of the
technology used as well as the range of agricdltaraps cultivated on the
farms. This implies that the pace of expansionuttivated land and the creation
of new agricultural activities cannot keep up witle increase in the rural labor
force.

19 A sector with strong upstream linkages is one thitlizes a sizeable amount of
domestically produced inputs in its production gss: A sector with strong downstream
linkages is one that supplies a sizeable amouit$ olitputs to other sectors as inputs.

% These estimates of the strength of upstream liegkage obtained using an input-output
model for the Madagascar economy constructed bpukteors using 2001 data, the most
recent data available.

85



Agriculture is central to the national growth-empteent-poverty reduction
strategy for two main reasons. The first reasothas the rural area hosts the
majority of the poor in the country and the poveete is also higher in the rural
area. In 1999, 76.7% of the rural population wasowethe poverty line,
compared to 52% for the urban population and 719ttHe national average
(World Bank, 2008b). Thus, reducing poverty willjoire investing significantly
in programs aimed at increasing incomes in thd area.

The second reason for the central role of agricallia poverty reduction is
the demonstrated large impact that an increasgriowtural performance has on
poverty reduction. It is estimated that more th@#&f the observed worldwide
decline in rural poverty (from 37% in 1993 to 298a2002, based on the $1/day
poverty rate) is attributable to better conditiansrural areas rather than the
migration of the poor out of the rural areas (WdBlank, 2008b). In countries
recording substantial declines in rural povertyis tlis credited to better
performance of the agricultural sector. Indeed, idog) studies show that an
increase in agricultural value added has a mucbetarmpact on poverty
reduction than that of other sectors. For examipleAsia, a 1% increase in
agricultural value added in the 1970s was acconmggaby a 0.6% decline in
poverty, compared to only 0.1% for the manufactursector (ESCAP, 2008,
p.122). The response of poverty to agriculturegealvth has been shown to be
much higher than in the case of growth led by otfemtors. Some estimates
show agricultural GDP growth to have an impact @h fas 3.8 times that of
other sectors (ESCAP, 2008; World Bank, 2008b)s Evidence suggests that a
country will reap more gains in terms of povertguetion from investment in
agriculture compared to other sectors (ChristiamnBemry, and Kuhl, 2006).
This strongly suggests that agriculture should playmportant role in national
policy as Madagascar seeks to increase growth ecwlemate progress towards
reaching the Millennium Development Goals (MDGSs).

In addition to the large impact of agricultural G@jfowth on poverty,
agriculture-led growth also results in a reduct@nncome inequality. This is
because the majority of the poor live in the raada and that they derive their
livelihood from agricultural production. This algoplies that increasing overall
GDP growth while leaving agriculture behind woulgsult in an increase in
income inequality. Thus a national growth stratélggt puts agriculture in the
forefront will ultimately serve as a tool for achiieg shared growthlt has been
agreed that redistributive policies alone withoutovgh cannot achieve
sustainable reduction in poverty and inequality. ridwgture-led growth
constitutes a means of achieving sustainable isesem living standards along
with reductions in income inequality.

The agriculture sector in Madagascar is confrobiechany constraints that
limit its ability to generate sizeable new employmand realize its potential
contribution to poverty reduction. The main consirés low productivity. Table
7.2 clearly shows that productivity in Madagassavery low, much lower than
the average for sub-Saharan Africa. An agricultusarker in sub-Saharan
Africa is on average 3 times more productive thém Malagasy counterpart,
with value added of $584/worker in sub-Saharan cafricompared to
$177/worker in Madagascar in 2000-05 (Table 7.2ricultural value added per
capita has declined from $71 in the 1980s to $669%@0s, and to $62 in 2000-
05. Thus agricultural productivity in Madagascarnst only low but also
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declining (Figure 7.2), which is a major cause doncern with regard to the
country’s ability to raise the trend growth ratel aneate sufficient employment.

Figure 7.2 Declining agricultural productivity in Madagascar

Value added (total)

1200 250
1000 1 200 £
=

800 - <
1150 &

600 ° g
400 - 11998
200 150 2
0 — T B s s 0

1970 1975 1980 1985 1990 1995 2000 2005

—%— Agriculture, value added (million constant 2000 YS$
—— Agriculture, value added per worker (constant 20&5)

The decline in productivity in agriculture is dued series of factors, both
structural and policy-driven. Low productivity isaply attributable to slow
technological progress, especially the low userofipctivity-enhancing inputs,
and the lack of innovation in agriculture, as dgdiagnosed in the MAP. This
is due, among other things, to low investment iseagch and development,
ineffective transmission of new knowledge to farspeand high illiteracy rates
among farmers. The low investment in technology amskment can be
illustrated by the low rates of fertilizer use do@ mechanization (Table 7.2).
Average sub-Saharan African fertilizer consumptien6 times higher than
fertilizer consumption in Madagascar. Mechanizai®about 3 times higher in
sub-Saharan Africa than in Madagascar. Investmeagriculture-related R&D
is also much lower in Madagascar compared to difirgcan countries, at about
one third of the average in Africa (Table 7.3). i compounded by low
literacy rates. As it has been pointed out, inadé&ginvestments in agricultural
R&D and technological advancement in developingntees are key factors of
the “growing global divide” between rich and poauatries (Pardey et al.,
2006).

The lack of innovation is manifested in the slowaduction of new crops
on farms, which prevents producers from taking athge of expanding
demand, potential new markets, and new consumeastasd preferences. Low
productivity is also due to inadequate infrastruetu both agricultural
infrastructure (e.g., irrigation systems) and pbgkpublic infrastructure (e.g.,
road, water supply, electricity, and communicatioilmadequate provision of
social services and infrastructure also underminedyctivity, notably by
adversely affecting the health status of workeraddbascar, like other sub-
Saharan African countries, exhibits a severe bimsnat the rural area in terms
of the provision of social infrastructure. As cam $een in Table 7.4, access to
improved sanitation and drinking water is loweMadagascar compared to the
average in sub-Saharan Africa, and it is loweh#erural areas than in cities.
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Table 7.2 Some indicators of agricultural productivity, 1980s, 1990s, and 2000-05

Madagascar Sub-Saharan Africa

1980s 1990s 2000-05 1980s 1990s 2000-05
Value added per capita (constant 20008)  71.0 66.2 62.0 1121 102.3 105.9
Value added per worker (constant 2000 §)  181.1 181.5 176.7 489.7 511.9 584.2
Value added per hectare of arable land 2698 3328 3778 7093 8568 10277
(constant 2000 $)
Fertilizer use (100 grams per hectare of 36.5 37.7 311 186.3 180.4 185.4
arable land)
Mechanization (tractors per 100 hectares  10.5 11.8 12.0 50.9 38.4 329

of arable land)

Table 7.3 Research and development and human capital indicators,
Madagascar vs. other African LDCs

Indicator Madagascar African LDCs AlILDCs
R&D expenditures (% of GDP) 0.1 0.3 0.3
Researchers in R&D (per million 15 95 94
people)

School enroliment, tertiary (% of age 2.5 2.7 35
group)

Tertiary students in science and 20 20 24
engineering (% of tertiary enroliment)

Adult literacy 71 53 56
Average years of schooling 3.7 2.8 3.0

Source: UNCTAD, 2007

Table 7.4 Infrastructure, rural vs. urban, 1990 and 2004

Madagascar Sub-Saharan Africa
National  Urban Rural National Urban Rural
1 2004 1990 2004 1990 2004 1990 2004 1990 2004 1990 2004
9
9
0
Improved sanitation 1 32 27 48 12 26 30 35 50 52 24 27
(% of population) 4
Drinking water (% of 4 46 80 7 27 35 54 65 80 84 40 55
population) 0
Telephone lines 2 32 11 32
(per 1000 people) .
6
Mobile phones (per 0 95 0.06 8.89

1000 people)
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7.3 Can Madagascar triple agricultural production
by 2012?

The Madagascar Action Plan recognizes the centdal played by agriculture in
reaching the ambitious goal of creating a high-ghoeconomy and substantially reducing
poverty. The MAP therefore envisages doubling adftical production by 2009 and
tripling it by 2012 relative to 2005 as the basary@8able 7.5 summarizes the key targets
for agricultural production and rural developmesitveell as some of the instruments to be
used to achieve this goal. As can be seen indhbke,tall targets involve a massive
improvement from the current level of performanthe production of rice, a crop with
high potential for export and a basic consumptiemifor the households, is targeted to
double over the 2005-2012 period, while rural hbos income is expected to triple over
the same period. To accomplish this objective, gheernment intends to embark on a
comprehensive program including increasing larihgitmore than sevenfold, tripling the
commercialization rate, doubling coverage by finahcinstitutions, and raising
productivity by 1.7-1.9 times.

Table 7.5 MAP targets for agricultural and rural development, 2005-2012

Indicator 2005 2012 Magnitude of Change
Targets/goals

Rice production (million 3.42 7 Double
tons)

Average household 123 370 Triple
income ($ per annum)

Means to achieve the goals

Productivity (per hectare)  1.8-2.57 3-5 1.7-1.9 times
Land title (% of farmers) 10 75 7.5 times
Commercialization index 100 300 Triple
Coverage by financial 6% 13% Double

institutions

Is the target realistic? In and of itself, the @hbje is not too unrealistic. The key is
productivity. To start with, we have seen that Mgakxar exhibits very low levels of
agricultural productivity, even by sub-Saharan édri standards. Raising productivity to
the sub-Saharan Africa average would imply a tigplof productivity. This by itself would
accomplish the goal of tripling production. Achiegia threefold increase in productivity,
though challenging, would certainly not amount tmigacle in terms of where the country
would be situated on the African map with regardagpicultural performance. However,
doubts may be raised about the feasibility of #ugdt in the short time frame. Raising
productivity by such a substantial rate requireeable investments in technology and
other supporting systems, which takes time to yfalit. In this respect, the government
may indeed have set itself a goal that may prowe dificult to achieve within the set time
frame. On the other hand, setting a high targettasadvantage of galvanizing efforts and
mobilizing resources at high intensity, which wiklp to achieve much better results than
in the business-as-usual scenario. Thus even sethesults proved to be lower than the
ultimate targets, the outcome would still be a ifigant improvement over past trends.

What strategies must be implemented to achieveatmbitious objective? Having
established that the objective of tripling agriauél production is not unrealistic, the next
task is to identify a set of strategies that wélghthe country to move towards achieving
this challenging goal. We emphasize six areas lifypmtervention as discussed below.
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(1) Scaling up investment in rural infrastructure

The lack of infrastructure and the poor qualitytted existing infrastructure constitute
a major impediment to increasing agricultural prcthn. This was clearly articulated by
farmers’ representatives in our discussions duoingfield visit in January 2008. Massive
investments aimed at increasing the quantity andlityuof agricultural and rural
infrastructure are indispensable to stimulate pctida, facilitate exchange of agricultural
products, and ultimately raise rural householdsbimes.

The rural infrastructure investment program wiltlide both the rehabilitation of
existing infrastructure and the construction of nefsastructure, including roads, irrigation
systems, electricity, and communication infrastiuet Currently, communication
infrastructure in Madagascar is extremely low ewgnAfrican standards. The country
counts 3 telephone lines for every 1000 people ewetpto 32 on average for sub-Saharan
Africa. Electricity coverage is very low, which sely constrains the modernization of
agriculture and the development of agribusiness asgbciated activities. One major
constraint to increasing rural infrastructure ie ghortage of financing and the limited
degree of maneuver for the government within tifktal targets. The program for
increasing investment in public infrastructure mastimplemented in the context of a more
flexible macroeconomic framework. In particularckua framework must recognize that
while higher public spending on infrastructure mesult in larger budget deficits and even
higher inflation in the short run, the positive plypside effects of better infrastructure on
output in the medium term will offset these possibhort-run negative effects with net
positive gains in terms of higher growth and higheome levels.

(2) Investment in agricultural productivity-
enhancing technology

Another major component of a national strategyaise agricultural production and
rural income levels involves massive investmenagnicultural technology. As discussed
earlier, a key constraint to agricultural produityivn Madagascar is the rudimentary nature
of agricultural technology. In our discussions wfdrmers’ representatives, the former
indicated that the high cost of fertilizers andnfaequipment were a hindrance to
agricultural productivity. To address these comstsathe government needs to:

» invest more resources into research and developimémiestigate and implement
high-yield farming techniques and crops/seeds;

= investigate affordable and sustainable means ot@sing the mechanization of
agriculture. It is clear that given their low inces it is difficult for rural farmers
to afford the costs of modern agricultural equipm&hus it is necessary for the
government to investigate possibilities of subsidjzhe acquisition of
agricultural machinery. The other strategy is fmniers to organize in groups and
acquire the machinery collectively. This possipitieserves further attention by
the government in collaboration with the NationafrRers Association.

(3) Increasing access to financing for rural
producers

One of the constraints to expanding productiomenrural area is the lack of access to
finance for farmers and other rural producers. Tdrenal banking sector in Madagascar
appears to be quite stable, having been able testaitd the various economic and political
shocks that have hit the economy over the pastdéscarhis is credited to the sound
guality of management and modern approach to bgrépplied by the local banks, the
majority of which are affiliates of foreign bankihe formal banking sector has, however,
remained virtually an island of success in an eognthat is vastly cash starved. The sector
has especially remained reluctant to engage mefatiyngn financing rural sector
activities, including agricultural and non-agricuwtl investments. Part of the problem is the
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fact that the banking sector, while excessivelyitig lacks adequate long-term investment.
Thus it is ill-equipped to meet the demand for ficiag long-term investment in
agriculture. The shortage of long-term financing@tbates the already high level of risk
aversion expressed by banks vis-a-vis rural semttivities. From a profit-maximization
perspective, there are currently no incentiveslfanks to deviate from this “winning”
strategy in their lending practices. It is therefotear that the formal banking sector cannot
be relied upon to energize the rural sector in tomy the national goal of tripling
agricultural production within the next 4 years.h@t more appropriate financing
mechanisms need to be developed to meet the imgdasancing needs of the rural area.

One avenue that offers great potential for suciseite development of microfinance
institutions. Microfinance constitutes a viable waybridging the financing gap faced by
rural producers who cannot access formal bank tcréde advantage of microfinance is its
flexibility with regard to borrowing conditions, z@ of the loans, and payment
arrangements. Microfinance institutions also hawe advantage of being closer to the
borrowers and thus more accessible, but also abibetter access the credit worthiness of
the borrowers. They are also more equipped to nearsagall loans, which are more
consistent with rural borrowers’ debt servicing aeipy.

One problem typically faced by microfinance ingtitns is the shortage of funds as
well as the high cost of funds, as they must relgvily on funds raised in the market. This
explains the high interest rates. One strategy his éstablishment of a National
Microfinance Fund to mobilize financing from thevgonment, commercial banks, large
private firms, and donors at concessional termss Will allow commercial banks to put to
good use their current excess liquidity throughreatly financing productive activities in
the rural area and in the informal sector in genera

(4) Access to assets for rural producers

Increasing access to assets for rural householdgical to increasing productivity in
agriculture and to raising living standards in theal area. The key assets that are
particularly important for agricultural productiyitire: land, water (irrigation water as well
as drinking water), and human capital (educatiod &ealth). Access to land, with
adequately defined property rights (including nigf not only has a direct effect on
agricultural production but also has substantiadirect effects, especially through
facilitating access to finance (using titled larsdaacollateral). Access to irrigation water is
a major input into production while access to cleater is an indispensable condition for
good health, which in turn is indispensable forréasing agricultural productivity.
Improving access to water and human capital in rtval areas will require sizeable
increases in public expenditure in those areast hbBman capital, in addition to formal
education, further investments must be undertakemhé provision of vocational and
practical training to increase the skills level amgaural producers. This will not only
increase agricultural productivity directly, butatll also increase it indirectly by making it
easier for labor to move out of agriculture into#farm activities. This is essential for the
country’s ability to meet the increasing demandeimployment in the rural area.

(5) Improving market/price incentives for
agricultural production and rural sector activities

Another area of focus of policies aimed at incregsagricultural production and
reducing rural poverty is the removal of the his@rpolicy bias against the rural sector in
general and agriculture in particular. This wiljo&re improving the relative terms of trade
of agricultural products, reducing transaction sastagricultural production and exchange,
reducing taxation on agricultural products, and riorprg services in the rural area in
general. Insuring fair prices for agricultural puats will provide incentives for higher
production while also directly increasing income faral producers. Another area of
attention is the level of taxes on agriculturaldarcts. Taxation on agricultural products is
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often very high and distortionary, which discoumgeoduction (by reducing returns to
agricultural production) while also increasing tharden on households’ budgets (by
increasing the cost of food products). To incrahsereturns to agricultural activities, it is
essential to increase the quantity and qualitynfshstructure and services in the rural area.
This will reduce transaction costs, improve madatess, and ultimately increase revenues
for rural producers.

(6) Capacity building for rural producers

Another constraint to increasing production anddpodivity in agriculture and in the
rural area in general is the limited capacity ahtproducers both in terms of technological
awareness and the ability to access financial sesviThis is due mainly to low literacy
rates but also to the specialized nature of knogdegquired to acquire and apply modern
technology and access formal financial servicegnkf/the strategies outlined above were
implemented, rural producers may not be able te fak advantage of the opportunities
offered by the new environment due to this lackcapacity. To bridge this gap, it is
necessary to increase access to education, bottaf@nd informal, but also to establish
capacity building programs tailored specifically neeting the needs of rural producers
with regard to technological progress and accesmamce. While the government should
take the lead in the conception and implementatiothese programs, their sustainability
requires strong participation of the private secémpecially financial institutions. In fact,
financial institutions will benefit from program$adt raise the technical capacity and
knowledge of rural producers, as this will resaltan expansion of the pool of “bankable”
clientele while reducing default risk. Thus investrh in capacity building for rural
producers is a win-win venture for farmers andrimal institutions.

7.4 Conclusion

In light of Madagascar's ambitious goal of reachliigh growth rates and quickly
reducing poverty, this chapter has highlighteddtitical role that agriculture must play for
the plan to be successful. In particular, the dwalpas pointed out the severe weaknesses of
the agricultural sector, most importantly the lovdaleclining levels of productivity, which
explain both the sector’s inability to create erfoymps and its inadequate contribution to
growth. To a large extent, the low productivity agfriculture is due to inadequate rural
infrastructure, especially irrigation and road asfiructure. For the agricultural sector to
reach its full potential, it will be necessary to thore than make improvements at the
margins in the existing system; it will be necegdar undertake massive investments in
agricultural infrastructure and restructure thedpiciion system while facilitating exchange
of agricultural products both domestically and inggionally. Thus, the MAP is a welcome
initiative. The critical challenge will be how to ahilize sufficient funding for the
implementation of the plan; this is a challenget tihe government and its development
partners must overcome if the country is to have e@mance of meeting its long-term
development goals.
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8.

Mining

A geologically endowed country, Madagascar has gmining potential for gold,
titanium (ilmenite), iron, nickel, chromite, bawxjtand coal. Rich gemstone deposits of
emeralds, rubies, and sapphires are also impgotatg of its mineral wealth. Historically,
the sector was dominated by small-scale mining/ities, but following the reforms of the
1990s, changes in the country’s regulatory and |lggameworks established an
environment that began to attract investment igeeacale mining operations.

The first large-scale mining company to invest iaddgascar was Rio Tinto/QMM,
discussed in greater detail below. After 15 yedrgreparation in Fort Dauphin, on the
southeastern coast of Madagascar, the Rio Tinto/QMMnite project was launched in
2005, with expected total revenues of US$3.2 hillaver the 40-year life of the mine
(Harbinson, 2007b). Following Rio Tinto’s lead, ettforeign investors arrived: Dynatec,
in association with Sunimoto Corporation, a consortof Korean companies, and SNC
Lavalin, are constructing a cobalt/nickel mine dre teast coast in Ambotavy. The
investment is estimated at US$2.5 billion and igeexed to go into the production phase in
2008. A refinery in Tamatave, on the east coadl, the improvement of associated port
facilities, are part of the plan. Kumba Resoursedaveloping a mineral sands project in
Tolear, on the west coast, through its Ticor subasyd Finally, the Canadian company
Alcan, partnering with Malagasy Access Madagasisaconsidering a bauxite mine and
aluminum smelter in the southwest (World Bank, 200These projects would appear to
carry great potential benefits for the people asmhemy of Madagascar.

As discussed in chapter 1, the IMF's recent Madesya€ountry Report (2008c)
projects an enormous growth rate of 880% in theaekve industries for the year 2010. It
is not clear, however, that foreign direct invegtin@ large-scale mining would directly
benefit Madagascar’s poor and rural populatiorhegitin the form of local economic
development or the creation of jobs. As we showthis chapter, direct impacts on
employment and poverty reduction are likely to bedest. In addition, over 500,000
artisanal and small-scale miners (ASM) are curyentlorking in remote areas of
Madagascar, but according to a report of the Minilginerals, and Sustainable
Development Project (MMSD), “virtually all the couyis $400 million worth of
gemstones are still exported illegally” (MMSD, 20@2 324). While Madagascar has taken
positive steps to formalize artisanal and smallesgaining, more can still be done to
improve the livelihoods of those working in thisportant segment of the mining sector.
Some suggestions are made below.

Many economists believe that labor-abundant, chpitar countries can prosper by
extracting and exporting their mineral resourcesweler, development experience has
shown that the potential gains from minerals-ledettspment are far from automatic.
Beginning in the early 1990s, the World Bank hasedmuch work to facilitate mineral
investment in developing countries, primarily thgburegulatory reforms. However, the
Bank’s programs have been criticized for inadedyatddressing the needs of the poor,
despite generating increases in exports and gowwrtnmvenues in many countries. With
respect to the negative impacts of mining operatimm local communities, the list is long.
Issues of governance (particularly corruptionyggles over how revenue is shared, human
rights, and conflict are key concerns. The probtdmevenue sharing causes tensions not
only among different levels of government, locaintounities, and mining companies, but
alsowithin the communities themselves. More often than hetpoor emerge as the losers
in struggles over land tenure and access to natesalurces, on which their livelihoods
depend. Thus, investment in mineral wealth is bfeaot a sufficient condition for
successful economic development. The report of MiMSD states that “the ability to
manage mineral wealth effectively has lagged behimel ability to attract mineral
investment. A key challenge now for many countige$o develop policy frameworks to
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ensure that mineral wealth is captured and crdastig benefits for local communities
and the broader population” (MMSD, 2002, p. 172).

A study commissioned by Oxfam found that 12 of therld’s 25 most mineral-
dependent states, measured as the ratio of nomriinelral exports to GDP, are classified
by the World Bank as “highly-indebted poor courdtiéRoss, 2001). Ross identified seven
factors, borrowed from the World Bank’s World Dey@inent Report 2000/2001, that
influence poverty rates in developing countries axdmined how these indicators are
affected by mineral wealth. In each of the seveasrhe found that the development of the
minerals sector tends to have a harmful effect ovegy rates. Most relevant for the
purposes of this report, he notes that mineral midgrece is associated with slower rates of
growth, even after controlling for other factorattaffect economic performance, such as
investment rates, per capita income, trade polcyl government efficiency. Ross offers
several reasons for this, including the long-teeulide in the terms of trade for minerals;
the boom-and-bust nature of extractive industidsich leads to economic instability and
impedes long-term planning; the high levels of gption found in many resource-rich
states; and the “Dutch disease.” Under the laffféictaon, high revenues from a resource
boom, such as newly discovered mineral reserved,ttelead to currency appreciation. At
the same time, the resource sector draws laborcapitl away from the country’s non-
booming tradable sectors, notably agriculture amehufacturing, which can lead to their
decreased competitiveness. As a result, the ladkvefsified exports can lead to declining
growth (Ross, 2001, p. 9). Assuming that growtbded for the poor, Ross concludes that,
if minerals exports are bad for growth, then mifeeexports are bad for the poor.

A key point with respect to poverty reduction, hoee is that the kind of economic
growth is as important, if not more important, théwe quantity. Mineral-led economic
development will be successful only if the challeraf generating “pro-poor” growth can
be met. Pro-poor growth is defined by a focus @npitovision of jobs for the poor, who are
generally “unskilled” or “semi-skilled.” If conceratted in the agricultural sector, where the
majority of the world’s poor derive their incomepgth can also lead to decreasing income
inequality. Moreover, extractive industries can défénthe poor if strong backward and
forward linkages can be formed with the local ecoyo

In practice, however, mining employment is declnin most of the world, even as
output goes up (MMSD, 2002, p. 182). As the indusiecomes increasingly capital-
intensive, it tends to employ a smaller number ighly skilled workers; in many cases,
these workers are expatriates from more developeadtdes, who often live in enclaves,
separated from the local economy. As we shall s¢led discussion of the Rio Tinto/QMM
ilmenite project, this problem is relevant in Madagar. Equally applicable to Madagascar
is the observation that, globally, backward andvéod linkages tend to be weak in the
mining sector. Food and other inputs are incre&gisgpplied by foreign or non-local
vendors (MMSD, 2002, p. 82). One impediment to tngaforward linkages is the higher
tariffs that advanced industrialized countries plan processed goods, compared to raw
materials. The import tariffs placed by the OECDumprocessed minerals such as copper,
tin, zinc, aluminum, lead, and nickel are zero, lethe tariffs imposed on value-added
products such as copper wire or aluminum kitcheawar take just two examples, are 4.06
and 5.83, respectively (Ross, 2001, p. 10). Thigepa@ great challenge to the development
of “downstream” industries in resource-rich couggriFinally, the effects of Dutch disease
can reduce the international competitiveness auairy’s agricultural and manufacturing
exports, which creates a further obstacle to par-parms of growth. These are only some
of the challenges that resource-rich countries ,facel Madagascar is no exception.
Minerals-led development must be handled with exérecare. In the case of the mining
sector in Madagascar, which has been superviséioebyworld Bank for at least a decade, it
remains to be seen whether current large-scalengriojects will bring net benefits to the
Malagasy people in the coming years.
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This chapter investigates in more detail the imgdcrtisanal and small-scale mining
activities and large-scale projects on employmemnt poverty reduction in Madagascar.
Section 8.2 provides a brief overview of the WdBank’s involvement in Madagascar’s
mining sector over the last decade. Section 8.8sass the Government of Madagascar’'s
goals for the mining sector as outlined in the Mgdar Action Plan. Section 8.4
discusses recent developments in artisanal andl-so@é¢ mining, and Section 8.5
examines the case study of the Rio Tinto/QMM mimedutheastern Madagascar. Section
8.6 concludes.

8.1 World Bank involvement in Madagascar mining

The World Bank has played a key role in catalyzprivate sector growth in
Madagascar's mining sector since at least 1997 hwdperations began for the Mining
Sector Reform Project. Initial funds from the Imational Development Association (IDA)
of the World Bank Group amounted to US$5.15 milli@n the purposes of increasing
investment and growth in the mining sector throtigh “implementation of reforms and
actions that will lay the ground for future privateestment and exploitation, over the long
term and in an environmentally sound manner, ofdigaificant potential of its natural
resources” (World Bank, 2003b).

Since 1996, the Government of Madagascar has lpeglernenting a wide range of
reforms under its structural adjustment program.isAportant government document, the
Document Cadre de Politique Economique (1996-19€8)ed for liberalization of the
mining sector, and one of its chief aims was tald&h an “enabling environment” to both
promote FDI in mining and integrate small-scale antilsanal activities into the formal
economy. This required that the government moderitie legal and regulatory framework.
Toward this end, the project produced several t&sAl series of laws and corresponding
regulations were generated, including a modern mdiriaw in December 1999, and its
regulations in April 2000. The Mining Law was fugthupdated in 2005. In addition, a
supportive framework for the development of largelustrial mining projects was
established under the Law on Large-scale Invessnewhich was approved in October
2002 and amended in 2004. The reformed legal fraaevemoved the state from mining
operations and encouraged private-sector involveinethe industry. During the period of
project implementation, average annual investmémtthe mining sector were US$30
million. Exports of mineral products doubled, frodS$18 million in 1999 to US$36
million in 2002. The specific contribution of mimjnto fiscal revenues remains modest,
with annual average contributions of US$2 millioarh mining royalties and US$0.5 from
Mining Cadastre fees, as of July 2003.

According to the World Bank, Madagascar made gmaigress in institutional
reforms. Most significant of these was the esthblisnt of an “independent and
economically sustainable” Mining Cadastre in MayO@0 The Mining Cadastre was
responsible for the successful elimination of akb@y of pending applications and the
cancellation of all permits held by the state (g&srheld by the private sector that were no
longer valid were also cancelled). Regional cadastices were established that facilitated
the granting of permits to small-scale miners imo& areas. Fees from the Mining
Cadastre are being used to fund other Mining Diraté units (such as the environmental
unit) and arrangements were made for the transfeB08c of the fees to the local
communities where the permits are granted. Thentexsharing is intended to “strengthen
ownership by the communities and help build capdait the sustainable management of
mineral resources.” The Bank considers the Minirgl@stre the “best in Africa” for the
management of mining rights (World Bank, 2007a).

The Bank (2007a) also states that improved managemie small-scale mining

activities and gemstone rushes have been accomglitrough three pilot projects that
aimed at improving the legalization and producyivif small-scale artisanal mining as well
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as commercialization of the products. Local minbffices in small-scale mining areas
were also established. A major outcome was theioreaf special reserved areas (ZAES),
which was designed to prevent and manage smak-soaling rushes. For example, a
survey of 100 small-scale mining operations, cotetli@s part of the project evaluation,
revealed that 80% had formalized their activitiefween 2000 and 2001; formalization
was achieved with direct assistance from projetvidies in 33% of these. A pilot project

in the Ankazobe region led to an increase in miniegmits from 16 to 206 and the
formalization of 37 mining operators.

In December 2002, the Government of Madagascaguedithe Mineral Resources
Governance Project (PGRM) with assistance fromWhald Bank. A credit of US$32
million was approved in May 2003 and was schedwtedlose in December 2008. The
main objectives of this project are to (1) streegtiransparency and governance in mining,
(2) promote key institutional reforms for the detalized management of mineral
resources, and (3) promote private investmentssahak-added in the sector. In May 2007,
the Bank approved an additional IDA credit of US#Blion to support the PGRM, and
also extended the closing date by two years, Detdember 2010. The additional financing
will focus on five areas: (i) policy, legal, andyrdatory framework changes to strengthen
investment stability; (ii) institutional restructng and strengthening of the Ministry of
Mines for improved governance and capacity buildifig) improved government and
management capacity of small-scale mining actsijt{@/) support to integration of large-
scale mining projects (ilmenite in Anosy, nickelAmbatovy and ilmenite in Tulear) and
to regional development, in cooperation with thédiiinanced Integrated Growth Poles
project (see below); and (v) management of potemmaflict between environmental
protection and small- and large-scale mining.

While the original PGRM did not overlook issuesatetl to large-scale operations in
mining, it clearly focused on artisanal and smaéie mining (ASM), which was the
government’s main concern. However, the sectotegfyawas redefined in June 2005 in
response to the recent surge of large-scale mimiogects. As a result of the “favorable
investment environment” and higher commodity prigesluding oil), large-scale mining
activities and oil exploration increased. In JuB03, the Bank approved an IDA credit of
US$129.8 million for an Integrated Growth Polesjgcoto foster broad-based economic
growth in three export processing zones in Madagaskhe three geographic poles are
Antananarivo-Antsirabe, Nosy Be, and the Taolagn@gion, where Fort Dauphin is
located.

The goal of the Integrated Growth Poles projec@is to assist the government to
“construct and rehabilitate critical infrastructwgsential for sustained economic activity in
tourism, manufacturing, agribusiness, and miningga@s. It aims to establish appropriate
incentive measures to achieve rapid growth, deviiepinstruments to ensure equitable,
sustainable growth, and strengthen the capacitpaai authorities to formulate, prepare,
implement, and manage medium- and long-term integraf future regional development
projects.” Most relevant to this report is the fhucomponent of the IG2P, devoted to
supporting mining-led growth in Taolagnaro/Fort Paun. In Section 8.5, we examine the
large-scale mining project of Rio Tinto/QMM in F@#auphin as a case study.

An important question that emerges from this ovevof the Bank’s involvement in
Madagascar's mining sector over the last decadehdsextent to which the various
objectives of the World Bank and the Governmeri¥latlagascar have been achieved. Our
approach in this chapter will be to compare resuttghe ground to the objectives of key
documents produced by both entities, beginning thiéhMadagascar Action Plan.
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8.2 Mining in the Madagascar Action Plan

Along with tourism, agribusiness, and manufacturitigg mining industry has been
identified in the Madagascar Action Plan (MAP) asimmediate priority, the target of a
breakthrough reform initiative (BRI). As a key sag¢tmining is the object of multiple
commitments in the MAP, its goals interwoven wille ttountry’s plans for infrastructure
development (Commitment 2), rural development (Cdment 4), environmental
protection (Commitment 7), and a high growth ecopof@ommitment 6). Within
Commitment 6, Challenge 7 aims to “intensively depethe mining sector.” Noting that
the mining potential of Madagascar was “neglectggtevious governments” for almost
two decades, and that mining failed to generatgilbéan benefits in terms of job creation,
tax revenues, infrastructure or social servicee, MAP sets forth the following goal:
“Madagascar will help current mining projects entiee production phase quickly while
respecting its communities and the environmenuilltunleash its extractive potential by
attracting more explorers and promoting its natasalets.” For the purposes of this report,
a key strategy is “integrating small-scale minerghe formal economy,” and a priority
project is to “educate, inform, and train smallieaggemstone miners.”

In 2007, mining activities contributed less than d#45DP, but this is set to change.
One of the goals of the MAP states that the inglustiould account for at least 30% of
GDP by 2011. Mining administration fees should éase from US$1.58 million in 2007 to
US$15 million in 2012; mineral royalties shoulderifom US$0.168 million to US$45
million, also in the next five years; and revenéresn mineral exports should go up from
S$50 million to $US300 million over the same periég of 2005, the U.N. Office for the
Coordination of Humanitarian Affairs reported tithé mining sector provides direct and
stable employment for at least 100,000 people énrtiral areas, in addition to 500,000
seasonal jobs.

A key question asked in this report is to what Bteas Madagascar made progress
towards achieving its goals for the mining sectsr,outlined in the MAP. An important
document that places these goals in context, tha&ive Industries Review (EIR), helps
shed light on the matter. Mounting criticism of #éorld Bank’s involvement in mining
projects around the world over the last two decglespted the Bank to undertake a two-
year, independent study in July 2001, the EIR. Effisrt was intended to examine whether
extractive industries projects are fundamentallypompatible with the Bank’s goals of
sustainable development and poverty reduction. EHl serves as a backdrop for the
World Bank’s involvement in Madagascar’s miningteeover the last decade, especially
in the last five years. Elements of the EIR findrtfselves in key project documents of the
World Bank and form the basis for the MAP. The gtadncluded that extractive industries
can contribute to poverty alleviation through sustaieadevelopment, but only if handled
carefully. Specifically, three enabling conditiomsist be satisfied: 1) pro-poor public and
corporate governance, including proactive plan@ng management to maximize poverty
alleviation through sustainable development; 2) mmuwmore effective social and
environmental policies; and 3) respect for humghtd (World Bank, 2003a).

For the purposes of this report, one of the impartacommendations the EIR makes
relates to the artisanal and small-scale miningps€ASM). Given the potential of ASM to
alleviate poverty, the Bank should help governmat#gelop policies that recognize the
ASM sector. As noted above, “integrate small-scaleers in the formal economy,” and
“educate, inform, and train small-scale gemstoneensi’ are two important goals of the
Madagascar Action Plan. Specific points from thR Eiclude:

= National policies relating to ASM should aim todgtate the sector into the
national economy, giving artisanal and small-scaileers access to markets.

= Equal attention should be given to social and emvirental regulations in the
process of legalizing the sector, and gender inmigals, child labor, and
environmental management should be addressed.
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= Problems related to ASM could be effectively adseesthrough rural
development plans. To increase government capadity dealings with ASM,
officials might participate in exchange progranisiting other countries where a
formalized ASM sector has successfully contributedoverty alleviation.

= A micro-lending approach to ASM, in cooperationhather aid agencies and
donors, might be pursued.

= Pilot projects could be developed in partnershiginwhie Communities and Small-
Scale Mining initiative (CASM).

In Madagascar, some of these recommendations lesre dchieved, as discussed in
the next section, where we examine the ASM seatanare detail. In subsequent sections,
we turn to the strengths and weaknesses of la@e-stining in Madagascar, again within
the context of employment and poverty reduction.

8.3 Artisanal and small-scale mining in Madagascar

As in most developing countries in Africa, artishaad small-scale mining (ASM)
provides economic resources to the poor and rwpllation, representing an important
social and economic component of poverty reductietisanal mining commonly involves
individuals or families, and is purely manual; sksiale mining, on the other hand, is
usually more mechanized. The two groups differ alsthe nature of the miners’ rights to
the land. Small-scale miners may have legal t@léhe land that they work, as recognized
by the state and others. What is equally possideyever, is that the state may not
recognize rights to land they have traditionallyrkesl for centuries. Another possibility is
that miners may be working the land informally zar@ regarded as illegal squatters by
local and state authorities. Artisanal miners aeerhost likely to be working without legal
title.

There is no clear definition of ASM and many of theners work casually or
informally. It is therefore impossible to say prady how many there are globally, but
recent research puts the number at 13 million medjpkctly; mining is estimated to affect
a further 80-100 million (MMSD, 2002, p. 316). Maofythese either come from a tradition
of small-scale mining, work seasonally, or takemiping as a last resort during periods of
economic recession. In the case of Madagascarsanols of people were drawn to llakaka
following the discovery of new sapphire reservethm late 1990s, creating the problem of
“mineral rushes.” And while women play a relativetynor role in large-scale mining, they
account for 50% of the ASM workforce in Mali, Zinth&e, and Madagascar (MMSD,
2002, p. 316). Although estimates are difficulttone by, ASM also involves a significant
number of children. An estimated 500,000 people kwior Madagascar's small-scale
mining sector, according to Chemonics Internatig@alemonics, 2008).

Most ASM production consists of gold and gemstomét) the latter accounting for
90 — 100% of ASM in most countries (MMSD, 2002,318). Gold mining is especially
hazardous; in undertaking amalgamation processesarsl and small-scale miners often
mishandle mercury, unaware that it is extremelyiccand harmful to both human and
environmental health. These problems are exacetltmgtehe fact that ASM is also largely
unregulated. Many governments choose not to rezeghe sector’s activities, especially if
land rights are not recognized. Informality andghlity can also extend to the marketing of
products — the lack of formal protection means thahers will be exploited by
intermediaries or traders. It also encourages oafity in the commodities chain (MMSD,
2002, p. 323).

In Madagascar, these issues have received mugcttiattesince the late 1990s, with
the new discovery of high-quality sapphires in dkk. The town’s population increased
dramatically from 30 to 100,000 between 1998-20f16r &he discovery (Duffy, 2005).
Based on fieldwork in the region, Duffy revealstttize income generated from the gem
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sector is “locked in an informal and illegal econowmhich is populated by gem dealers,
criminal organizations, protection racketeers, msrand individuals in the Malagasy elite”
(p. 840). Although accurate numbers are hard toecbyn given the nature of the business,
a World Bank study in 1999 found that US$100 millio sapphire gems was smuggled out
of Madagascar in that year alone, with roughly U&$Hion changing hands each day in
2001 when trading in llakaka was at its peak (citeDuffy, 2005, p. 840). More generally,
the MAP states that annual exports of emeraldsgsutsapphires, and other gemstones
total approximately $50 million. But it is not cle¢hat the government has a reliable
method for collecting revenue from these exportse Tajority of the raw stones are
smuggled overseas, where they are cut and soldoadfia of 300 to 400%, according to
Chemonics International (Chemonics, 2008).

With help from the World Bank's Mineral Resourcesv@rnance Project in the late
1990s, the Government of Madagascar has been wptkimards formalizing ASM, as
enshrined in Commitment 6, Challenge 7 of the MRRgress was made in this direction
with the rehabilitation of the Mining Cadastre. Thstablishment of regional cadastre
offices facilitated the granting of permits to shsalale miners in remote areas, though it
seems that more could be done. Moreover, the coityplef the land tenure laws would
need to be navigated in such a way as to ensurtatithtitles are distributed equitably.

Nevertheless, a step in the right direction would garticipation in an initiative
launched by a group of donors in 2001, the Comriamand Small-Scale Mining (CASM)
initiative, which is housed by the World Bank arthited by the UK’s Department for
International Development (DfID). CASM’s mission i8 “enhance the developmental
impact of ground- and policy-level work in the aainal and small-scale mining sector, both
at the grass-roots and policy level, in ways thiltdirectly contribute to reducing poverty
and realizing sustainable development in communiéiéected by or involved in ASM.” Its
strategy is to “provide a forum to facilitate commuation and coordination between
miners, communities, donors, governments, industtyd other stakeholders and by
actively promoting the sharing of knowledge, lesslaarned, good practices, and policies”
(MMSD, 2002, p. 326).

Another program that seems to be producing progpigasults is described in a report
that was released on March 31, 2008. A $400,0Géxtivie of the Business and Market
Expansion (BAMEX), funded by the U.S. Agency fortdmational Development and
managed by Chemonics International, is helpingaiwnélize the gemstone industry in
some sections of Madagascar. Thus far, BAMEX h#sekeformalize and provide support
to 400 associations of miners and traders. Theseciadions have provided training in
gemology, healthcare, and environmental protectidrey are also receiving training in
improved cutting and processing techniques, englthie country to capture more value-
added. In addition to training, access to credit] technical assistance, BAMEX is also
working with a ministerial committee to fight coption, focusing their efforts in the
llakaka region. They are also seeking ways to ggaaevenue from fees and taxes in the
mining sector. As emphasized elsewhere in thisrtegive crucial employment issue for
Madagascar is quality of opportunity, not just tleerall level of employment.
Underemployment in low-productivity activities théa not generate adequate earnings is a
central problem. While the BAMEX initiative is aegt in the right direction, the fiscal
authorities could do more to channel funds gendriayetax revenue strategies from large-
scale mining projects towards skills training ie 'SM sector.

The Government of Madagascar, with assistance fhemWorld Bank and BAMEX,
has also created a program for foreign buyers gester with the Ministry of Mining to
legally purchase and export gemstones, the figsllalternative to smuggling. BAMEX
has also launched a biweekly gemstone market iraramarivo, where licensed on-site
gemologists offer services to help independenthfywéehe quality of the gems and provide
assurance and certification papers to buyers. Uttikeischeme, miners and merchants are
able to earn about five times as much as they woulthe black market. To ensure the
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success of the market in integrating small-scal@ensi and traders into the formal
economy, local stakeholders formed the GemstonekdflaAssociation and assumed
responsibility for managing the market in a “susaéhie and profitable manner.”

In addition to these activities, Madagascar coadnbre to generate employment and
reduce poverty in the ASM sector. The general idea integrate artisanal and small-scale
mining in poverty reduction policies as part of @rerall focus on regional development.
For example, in 1997, a large open-cast mine bggaduction in Sadiola, Mali, a
traditional artisanal gold mining area. When opera began, environmental concerns led
to the resettlement of inhabitants in two nearbiages to sites a couple of kilometers
away. In compensation, the mining companies, Angld@nd IAMGold, established the
Sadiola Gold Mining Project, whose goals were tdp hartisanal miners, promote
community development, and diversify the local esog. As a result, the Sadiola Mining
Cooperative was established, which provided teehnassistance to gold miners. A
community development fund provided support forcho®l, health center, and learning
center for adults. Fruit trees were planted aroilvedmine sites, and support to SMEs, in
particular women entrepreneurs, was provided (sddSM, 2002). In Madagascar,
compensation for resettlement from mining corporai need not be the sole means by
which mining cooperatives establish themselves famdi their projects. Tax revenue
strategies deployed by the fiscal authorities (eaprporate taxes on large mining
companies) and resources from the financial systeodd be utilized to support similar
initiatives in Madagascar.

Although fifty percent of ASM in Madagascar consigif women, few assistance
programs exist for them. Successful women’s mirasgociations, such as the Southern
African Development Community’s Women in Mining Bty or the Tanzanian Women
Miner's Association, provide good examples of pewgs that respond to the needs of
women miners. The Women in Mining Trust lobbies $mpport of women in mining,
trains women in environmentally sound mining mes)agktablishes revolving loan funds,
and facilitates the marketing of women’s produlttaaddition to providing similar services,
the Tanzanian Women Miner's Association rents ngraguipment and tools as well as a
lapidary and jewelry production unit (MMSD, 2002, 28). These models might be
replicated in Madagascar.

Although the report on Madagascar's BAMEX initi&idoes not specify which gem
certification services are provided in the Antanartagemstone market, one possibility
would be for miners and merchants to link up witle fair trade movement to achieve
better prices for ASM output. Increasingly, constsria rich countries are concerned that
the goods they buy, such as gemstones and jewmlay, have been produced under
exploitative conditions, possibly with child labdProduction processes may have had
adverse environmental impacts. Another concerhasgale of the goods may have fuelled
conflict, as in the case of “blood diamonds.” Irspense, a number of NGO trading
companies are paying a premium for “ethically andm@nmentally sound” production and
have linked up with small-scale producers, whorasponsible for 90 — 100% of gemstone
mining in developing countries. According to MMS® German NGO, Fair Trade e.V., is
working with a women’s diamond cooperative in Lésotas well as gemstone producers in
Madagascar and Tanzania (MMSD, 2002, p. 330). H&difguior these marketing channels,
producers often must work in democratic arrangemesnich as cooperatives, and be
committed to higher environmental and labor stadslaiThe additional revenues they
capture from participation in these cooperativedldtde invested towards creating decent
jobs and skills training, in addition to improvextél social and environmental programs.
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8.4 Rio Tinto/QMM in Madagascar

Overview

Since 1986, Rio Tinto and its subsidiary, QIT Maagar Minerals S.A. (QMM),
have been assessing the potential for a 50 — GOHyeenite (titanium dioxide) mine near
Fort Dauphin in southeastern Madagascar. The compancluded a legal and fiscal
framework agreement with the Government of Madaayaisc1998 that was ratified by the
Malagasy National Assembly and promulgated into lgmthe President. Construction of
the mine and associated infrastructure of roadssathelep-sea port proceeded quickly, and
the first ilmenite shipments are scheduled for Damer 2008, with an initial capacity of
750,000 tons per year. The mineral ore will be gbipto Québec, where it will be
processed into titanium dioxide by QIT-Fer et Téaa subsidiary of Rio Tinto.

At a cost of US$585 million, the project is thesfiand largest foreign investment in
Madagascar'’s history, enabled only as a resulvef a decade of fundamental changes in
the country’s laws, as described in the above dson of the World Bank’s Mining Sector
Reform Project, Mineral Resources Governance Proged the Integrated Growth Poles
development project. A distinguishing feature & thining project is that it incorporates a
high-profile example of a public-private partnes(PPP), a concept that was refined in the
World Summit on Sustainable Development in Johammgsin 2002 and implemented
since then in many countries around the world. pbe construction project in Ehoala is
one such PPP between the state and the privatea.sect

According to the Fact Sheets (October 2007) orRieeTinto-QMM website, QMM
and its contractors directly employ 3,300 peopteyloom 1,800 (55%) are Malagasy from
the local Anosy area and 1,000 (33%) are migrarialyiesy workers from outside Anosy.
In addition, 400 expatriates comprise 12% of thtaltaumber. Rio Tinto estimates that
more than 1,500 indirect jobs have also been ateatthe Fort Dauphin area, representing
diverse sectors such as accommodation and fooitesrbanking; vehicle hire; equipment
supply; construction services; land and home led$@© administration; business support
services; and materials and equipment supply. Fuhslsursed directly into the Fort
Dauphin economy in 2006 and the first two quartdr@007 amounted to US$38 million,
according to Rio Tinto's estimates.

From the information disclosed on the company’s siteb Rio Tinto appears
committed to sustainable development that invothesparticipation of local communities
and responsible environmental management. Themdtahave provided reliable electrical
power, solid waste disposal, road construction efdrbishment, and a potable water
supply to the town of Fort Dauphin. Other commurptgjects include a technical and
professional training center, new bus depot, bas#dth care centers in rural areas, primary
schools in rural areas, and Fort Dauphin’s firstradited secondary school. An
HIV/AIDS/STD program and malaria prevention progranm collaboration with
PMI/USAID, also figure prominently on their websit€Ehese community programs are
supported by the Integrated Growth Poles Projecaddition, the World Bank is an active
partner in developing the nearby port of Ehoaldh(\&iloan of US$30 million).

The company’'s data on involuntary resettlement akvethat the number of
permanently affected persons (PAPs) amount to #g2esenting 80 displaced households.
QMM is using the World Bank involuntary resettlerhgolicies and procedures in their
Resettlement Action Plan. In total, US$4 millioncompensation was paid out by QMM to
PAPs in 2007. “Accompanying measures” to involuntasettiement are also listed on the
website: agricultural support, handicraft trainitiggracy programs, sustainable fisheries
training, health support, microcredit schemes.
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According to their website, QMM has set up a Soaied Communities Management
Team whose primary areas of focus are regional ldpreent (including migration
management, inflation management, public and contgninealth, HIV prevention, and
culture and sports); community relations (includisgrveillance, community assistance
programs, consultation, resettlement, and livelits)p and sustainable development
initiatives (including recruitment, skills transfesupply chain development, entrepreneurial
and business development, and local expenditureimnmization). Their “local business
development plan” centers on SME development andnfiing, in collaboration with a
local bank (BNI) and the Anosy business centerldb provides support to a regional
microfinance institution (IFRA), providing microfamce services to resettled populations
since December 2005. Finally, “inflation mitigatiomeasures” include “significant
support” to commercial produce suppliers to “augnmoduction, reduce the middleman
factor, and bring down market prices” for TsarakBrand Ranamanfana farmers through
CARE. They claim to be working with local communrgdrdens to supply fruits and
vegetables for a QMM catering contractor, as weltree local market. They've provided a
truck to transport goods from outlying areas, “tdigersifying and augmenting supplies to
the local market.” Finally, they provide investmeént‘market rehabilitation” and supply
chain management, and have a rice purchase plaaopport local businesses and help
alleviate shortages in price escalation duringdityeseason.

QMM’s mining project will exploit heavy mineral sds over an area of 6,000
hectares along the coast of southeastern Madagadagr deposits in this area are located
underneath some of the last remnants of coastaditforest found only in Madagascar.
Given Madagascar’s status as one of the world'%Riiversity hotspots,” and in light of
the pressures on the littoral forests from the llpcgoulation, which depends on them for
subsistence, QMM established an environmental progithat includes conservation and
monitoring measures that will help preserve biodiitg in the area. Large conservation
zones were created and will be co-managed with aamities and in partnership with the
World Conservation Society, BirdLife Internation@MM, and Conservation International.
In addition, QMM has a reforestation program thas been responsible for the planting of
600 hectares to date in collaboration with rurahownities around Mandena and St. Luce.
Finally, in the Fort Dauphin region, community mcis related to natural resource
management, financed by QMM, include bee keepif@ (dllagers trained and producing;
honey sold broadly in the area) and agricultureO(¥ilagers trained in 19 villages,
producing vegetables as well as learning how topamt) with products commercialized in
Fort Dauphin).

According to their website, Rio Tinto/QMM’s mine sipposed to be a model for
responsible mining, “a model for further projecthiet are likely to follow in Africa and
the developing world.” Indeed, the range of adtgitdescribed on their website suggests
that they are doing everything they can to creatpleyment opportunities, invest in local
infrastructure and skills training, and protect thevironment. However, the experimental
nature of their project and the lack of independemalyses of their activities make it
difficult to assess the degree to which the compnguccessful as a role model for
corporate and social responsibility in mining. Tdmallenges the company has taken on are
indeed formidable, especially in light of the fétat they are also voluntary. In many ways,
the commitments summarized above are more extettswewhat might be expected from
a private company, and “the creation of whole depants to manage key economic,
social, and environmental issues has led many Ilstddkers to question the extent to which
Rio Tinto should take on development roles outsidecore competence of mining”
(Harbinson, 2007b).

Friends of the Earth/Panos London Study (2007)

These concerns and others compelled Friends ofE#eh to commission an
independent study in 2007 from Panos, an intermnatidevelopment agency, with the aim
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of assessing Rio Tinto’'s compliance with its conments by comparing them to realities
on the ground. The study, conducted by Rod Harbinktead of Environment at Panos
London, was based on interviews with 123 stakehs]dacluding landless poor people,
marginalized local villagers, foreign constructiovorkers, corporate, academic, civil
society, and government experts, and local busipesple. The conclusions from this
report (Harbinson, 2007b) that are most relevaottopaper are highlighted below.

A primary concern of the Panos report is whetherrttining project is a “good deal”
for Madagascar in purely financial terms. Rio Tiataticipates shipments of 750,000 tons
of ilmenite (and 25,000 of zirconium) annually ovke 40-year life of the mine, bringing
in a potential income of US$3.2 billion. Panos restes that the Government of
Madagascar could realize from 3 — 18% of the taaénues, depending on the scenario.
The study cautions that “these estimates are base@irly sketchy information and so
might be off the mark. In the absence of more tltanformation and analysis, they serve
as a rough guide to interested stakeholders.” énitkerests of providing a rough guide,
their calculations are discussed below.

The Rio Tinto/QMM website indicates that curren89% of the mine is owned by
Rio Tinto/QMM, with the remaining 20% owned by tli&overnment of Madagascar.
However, the framework agreement clarifies that thvision only applies during the mine
development phase, which expires at the end of .288r the first shipment goes out in
December 2008, the Government will need to decidetker it is worthwhile to pay for up
to 20 percent of the capital investment expendetihisydate.

Under the framework agreement, QMM enjoys concessjobreaks on taxes, duties,
and royalties. Once these are deducted, the Goestnie expected to earn US$7 — 9
million in the first five years, rising to a maximuof US$15 — 26 million per year from
local expenditures, royalties, taxes, and optiodalidends. In QMM’'s Social and
Environmental Impact Assessment (SEIA), it is assaitihat Madagascar's annual income
includes dividends from the 20% share. The SElA atsluded local expenditures in its
calculation of income. Since the fluctuating vatiiesuch expenditures is difficult to assess,
Panos uses only direct taxes and royalties (US35 +illion) in calculations of direct
government revenue. Thus, direct revenue accruoirilget government will grow to US$7 —
15 million per year without the share option andftUS— 21 million with the share option.
Once the cost of servicing the loan to purchasesliage capital is subtracted, however, the
revenue is reduced significantly. (The loan is agpnately US$117 million, assumed to
be repaid over 40 years at 5% interest).

To summarize, QMM projects an annual turnover o688 million, according to the
Panos report (Harbinson, 2007b). The SEIA estimidi@sthe mine will contribute US$7 —
9 million annually to the Madagascar economy dutihg first five years of operation
(though no breakdown is offered about revenue dsstbu This will grow from US$15 — 26
million per year from all sources over the lifetbé mine.

For year six and beyond, the breakdown is:

Local expenditures US$4 — 5 million/year
Government fiscal profits (taxes) US$7 — 15 ionillyear
Dividends deposited at the institute of mines WS$H million/year
Total US$15 — 26 million/year

Panos (Harbinson, 2007b) makes calculations for $aenarios, one in which the
government exercises its capital share option,arelin which it does not. Each of these
reflect the potential income range between thet"basd “worst” case. In addition, two
assumptions are made. The first presumes a lagggsnp in revenue between years 5 and
6, but starting in year 6, the revenue income ramat a constant maximum until the end
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of the mine’s life. The second, more realistic,nsg@® shows revenues gradually rising and
is calculated using a straight line increase:

Table 8.1 Best and worse case revenue scenarios for the Government of Madagascar

Total Government Mine Revenue Earnings Over 40-Year Mine With Stepped Revenue With Gradual Increase
Life, Minus Loan Servicing Increase After Five Years After Five Years
(excludes government port loan of US$35 million) (optimistic), US$million (realistic), US$million
Capital share option exercised, best case 507.2 297.2

Capital share option exercised, worst case 157.2 77.2

Capital share option not exercised, best case 570 420

Capital share option not exercised, worse case 280 280

Note: Figures not adjusted for iimenite/zircon commodity price fluctuations or inflation. Interest and repayments on loans estimated at 5 percent.
Source: Harbinson (2007b)

Table 8.2 Estimates of revenue from the mineral asset to Rio Tinto

Total Mine Revenue Earnings Over 40-Year US$million
Mine Life Minus Capital Costs

lImenite at US$80 per ton x 750,000 tons 2,400
Zirconium at US$800 per ton x 25,000 tons 800

Total mineral value 3,200
Minus capital costs 585

Total revenue income 2,615

Source: Harbinson (2007b)

Thus, the Government of Madagascar can expectinofigan 3% (worst case) to 18%
(best case) of the total mine revenues, with teeaaptured by Rio Tinto.

The tax holiday and lifting of sale taxes furthetscinto the potential revenue stream
accruing to the government. Panos (Harbinson, 2003tes that the only value the mineral
is afforded is that accruing from the process dfragtion; the framework agreement
between the government and Rio Tinto/QMM does nehtion the unmined value of the
mineral deposits. There is a provision for minif@add royalties, however, which amount
to US$120,000 per year.

Another area of concern raised by the Panos stadgheé impact of the mining
operations on the local economy, specifically gdiocal prices, employment, and tourism.
To begin, everyone interviewed recognized the gmobdf local inflation. The cost of bread
and cooking oil in Fort Dauphin at the time of m@m®h was twice the prices in
Antananarivo, and land, property prices, and réwtge “increased dramatically” — one
NGO was approached at the time of research byffitets landlord who had been offered
four times the current rental price for the offityg QMM. However, QMM said they are
monitoring the situation and intended to startdgiaatation through which town prices can
be communicated to rural regions, in the hope divating farmers to supply goods to the
town. And one NGO is working with farmers and wilodexho, a French company
contracted by QMM to procure groceries for the mimerkers’ villager compound, to
coordinate the local supply of groceries to thertgitarbinson, 2007b).

Villagers’ expectations that QMM would bring mooeal employment have not been
fulfilled, particularly among the young men who weénterviewed. A complaint was made
that although QMM hired Malagasy workers, manyh&m are from outside the region. It
is difficult to assess the accuracy of these clalmsvever, given the poor data. An official
at the regional administration held that 814 woskeere directly employed at the mine and
associated projects in 2007, including 48 foreign@&his figure differs considerably from
the numbers posted on the Fact Sheet of the QMMsieglwhich is dated October 2007,
the same month and year of the Panos report. ToeSFeeet indicates that the company
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directly employs 3,300 people, of whom 1,800 (5%%€ Malagasy from the local (Anosy)
area, 1,000 (33%) are migrant Malagasy workers foortside Anosy, and 400 (12%) are
expatriates. Despite these discrepancies, howaweryiewees from QMM did confirm
that many positions require skills such as compliteracy and English proficiency; this
combination of skills is rare among local peoplehoge chances for employment are
consequently small. Young male permanently affeqiedsons (PAPs) felt particularly
disadvantaged; because QMM had deprived them df kkelihoods by requisitioning
their farmland, the company bore a duty, they lelie to provide them with jobs
(Harbinson, 2007b).

While insufficient job creation for local people & major concern, the reverse
problem of skills shortages is equally importafMM had recruited a large share of the
local skilled workforce, leaving few skilled worleavailable for employment in other
sectors; in addition, the relatively high salamdéered by QMM made it more difficult for
other sectors to match their rates, leaving thestoss with the problem of attracting staff.
Finally, many worried that as the construction ghasis coming to an end, many workers
would be laid off and the workforce reduced to eeaaperating crew (Harbinson, 2007b).

Before we conclude this discussion of the Rio Ti@tdM mining project, the
relationship between mining and biodiversity comatton should be addressed. For
obvious reasons, mining is often viewed as antithketo environmental protection, as it is
perhaps more damaging to the environment than oinglopments. This is partly due to
the past legacy of industrial mining operationsuadthe world, but it is also because of
the nature of mining. Since its inception, the Rioto/QMM mine has been opposed by
conservationists because the site contains sontheofast remaining littoral forest in
Madagascar, and its conservation is seen as witglobal biodiversity. By definition, the
strip mining technique requires that most of tlie§t and its biodiversity must be removed
— at least for a period of time — to allow the agtron of the minerals.

More relevant to this paper, however, is the impdi¢he relationship between mining
and conservation on local peoples and their lieglth or employment prospects. The
conservation zones deprive communities of woodd femd medicines on which they have
relied for generations. To compensate, the WorldkB@as committed to developing eco-
tourism in order to raise income from entry feesh® conservation zone, as discussed in
the next chapter. However, tensions could ats#ween communities andwithin
communities over the distribution of funds genatdt®m entry fees into parks and other
conservation areas. According to the Panos studpagement of the funds from entry fees
is run by a co-management committee called FIMPMbehalf of three participating
communities. However, the village representativierinewed said his village had not
received any funds and there were “concerns albeubhon-transparent way in which they
were administered” (Harbinson, 2007b). Another seuof conflict arises from the
confusion over the rules governing the area withia zone (managed by one community
committee) and those applying to the areas jussideitof it (managed by another
community committee). As the report states, “invgstnanagerial and policing powers in
members of a community immediately alters existiagver dynamics. Members of the
community have become criminalized for practicesciithey and their ancestors have
carried out for generations and which have longnb#®ee socially accepted norm”
(Harbinson, 2007b).

In addition to the above problems, enforcementhef area has placed a burden on
local villagers that is under-compensated. For gtanat the time of research, six “forest
police were local villagers undertaking this fulhe task on a voluntary, unpaid basis”
(Harbinson, 2007b). On one occasion, villagerseputbgether to extinguish a forest fire;
meanwhile, neighboring villages declined to help, euen though they received a share of
the funds accruing from the zone. The point is that current system does not provide
enough incentives for local people to take partamservation management, and those
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villagers who helped put out the fire this time ntayt be motivated to do so again in
future.

8.5 Conclusion

The issues discussed in the previous section uraterghe challenges involved in
carrying out a large-scale mining operation in soldated locale, where local institutional
capacity is relatively weak. The resolution of sband environmental problems has lagged
behind mine, port, and road construction, and ngindorporations are generally ill-
equipped to provide all the solutions. To its cre®io Tinto/QMM has undertaken a
variety of voluntary commitments as part of itsprmate social responsibility policy, and is
considered a pioneer in this regard; thus, theeefaw other examples of good practice
available. In many ways, the company has assumedniantle of development actor,
extending its mandate far from its core competangrining into new and untested areas”
(Harbinson, 2007a). Instead of hiring environmeratatl social consultants, as is usual
practice, the company has created whole departmetdaffed with people with NGO
backgrounds. Nevertheless, their strategy is fumddatly problematic in that a basic
tension exists between their role as “developmeturaand their responsibility to deliver
to shareholders. The company can only do so much.

Several recommendations aimed at achieving povedyction, employment creation,
skills development, and environmental protectioghhinow be made for the large-scale
mining sector in Madagascar.

First, assuming that Rio Tinto/QMM and the agenafasiternational conservationists
are here to stay, local communities, and especitily poorer members of these
communities, have a greater role to play in biodiig protection. In general, more funds
should go to compensating communities for theie inlconservation; local knowledge and
experience should be adequately remunerated indhgervation effort. Villagers need to
be paid for conservation work that they alreadyata@ have been doing for generations, on
the community commons. Toward this end, revenuersinachemes should be adjusted so
that more revenues, and a greater share of themyeato local residents.

Second, there are various ways to generate suds.fuviore revenues could be
generated by increasing entry fees to conservations or levying a conservation tax on
international tourists; the money could be returteethe local community on an equal, per
capita basis. Furthermore, the fiscal authoritiesld target tax revenue strategies to the
mining sector and use the revenues to supportsskdining, which would increase the
productivity of labor, and local infrastructure @stment. Finally, the tax holiday and
lifting of sales taxes further cuts into the pot@ntrevenue stream accruing to the
government, which could end these practices.

Third, the additional jobs created by the aboveesdisd policies could be dedicated
to conservation purposes as well, but preferably inahe areas of local policing and
surveillance. In addition to general forest managm@inlocal people could be trained as
assistants to conservation scientists, waste tegdtiand recycling specialists, or cultural
and ecological guides. Rio Tinto/QMM has helpedlglith the first accredited secondary
school in the area, but government tax revenuels dmiinvested in education at all levels,
including vocational training, and such initiativesould begin now. Mining operations are
by nature finite, and Rio Tinto/QMM estimates ay#ar life for its mine. Preparations are
underway for environmental restoration of the af@r mine closure, but more needs to be
done to make the region socially, economically, amdronmentally better off after closure
than it was before the mine began operations. kample, with respect to biodiversity
conservation, structures should be set in pla@nsore that young local people who might
have begun their careers as assistants to intenaétiexperts continue to receive an
education that will enable them to become scientigmselves.
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As the most experienced actor involved in the ngrpnoject, the World Bank should
take more responsibility and work harder to implatmde goals outlined in the Mineral
Resources Governance Project and Integrated Grd®alles Project in Madagascar.
Internationally, employment in large-scale minisgdieclining rapidly as new technologies
have whittled the workforce down to a core of hygkkilled workers; generally, local
communities do not have the requisite skills (MMSEQ02). The Government of
Madagascar, Rio Tinto/QMM, the World Bank, intefoasl donors, and NGOs must do
much more for the Malagasy people by providing medacation and technical training,
support to SMEs, and direct employment in the lecainomy.

9. Tourism

Madagascar is one of the world’s few “mega-biodiitgi’ countries. Ninety-five
percent of its plant and animal species are enddantluding 32 species of lemurs alone.
The fourth largest island on the planet, its maand coastal biological diversity is equally
spectacular. The country is famous for the TsinggBraha Strict Nature Reserve, a World
Heritage Site, and 16 National Parks distributexiad the island. In addition to these, four
marine parks and other private nature reserves off@gue eco-tourism experiences to
travelers around the world.

Many argue that tourism cannot contribute much deepty elimination. It is often
driven by foreign, private sector interests for wheuch concerns do not figure into the
profit-making calculus. In fact, tourism can and te@rmed the poor in a variety of ways,
including local inflation, loss of access to naturasources, and social and cultural
disruption, often due to physical displacement feomestral lands.

Nevertheless, tourism has the potential to be dectefe development tool. If
managed properly, it can generate economic growtlerbating backward and forward
linkages to other productive and service sectoms.Madagascar, where poverty is
concentrated in rural areas, natural assets amdseimportant source of livelihood for the
poor. These ecological amenities generate posgxternalities that are currently under-
compensated. However, by harvesting scarcity rants channeling them into decent
employment for local communities, especially itop residents, it is possible to reduce
poverty and pursue environmental protection atstiraee time. Local people can be trained
and employed in recycling services, waste remowal, international environmental
education in national parks, or provide assistdao@onservation scientists. Thus, increased
revenues generated by eco-tourism could be usetilt tthe structure of employment
towards activities that benefit people as wellresdnvironment.

This chapter assesses the potential for the tousisator to contribute to poverty
reduction, employment, and sustainable growth ird&fmscar. Section 9.2 describes the
size of the sector and discusses the Tourism Batéltcount provided by the World
Travel and Tourism Council. Section 9.3 introduttess general framework of sustainable
tourism, poverty, and employment, summarizing kesués and good practices associated
with the pro-poor tourism approach to developm8&ettion 9.4 examines the Madagascar
Action Plan in the context of the recommendatiorz@lenby a World Bank tourism sector
study in 2003. Section 9.5 is a critical analydisesco-tourism case studies as currently
practiced in Madagascar. Section 9.6 summarizesamcludes.

9.1 Statistical overview of the tourism sector

In recent history, tourism is an increasing phenawnein developing countries. The
World Travel Organization (WTO, 2002) reported tdaveloping countries received 292.2
million tourists in 2000, representing an increa$eé95% over the preceding decade. In
particular, 5.1 million traveled to the 49 LeastvBl®ped Countries (LDCs), representing
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an increase of nearly 75% between 1990-2000. Qyaraincreasing share of international
tourist arrivals is attributed to developing coyrdestinations, from 20.8% in 1973 to 42%

in 2000.

Madagascar is ranked 2@mong those developing countries registering éstebt
growth in international arrivals from 1990-2000thva growth rate of 202% (WTO, 2002).
Growth slowed following the political crisis of 2B0Obut the sector has recovered quickly.
As shown in Table 9.1, the number of arrivals i02Was 344,348, compared to 61,674 in
2002, indicating a growth rate of 458% in 2002-2007

Table 9.1 Non-resident arrivals, 2000-2007

Month 2000 2001 2002 2003 2004 2005 2006 2007
January 10,632 11,209 7,174 11,861 12,011 16,590 19,908 20,138
February 7,638 9,011 2,942 9,919 10,019 13,751 16,089 16,639
March 10,973 11,027 2,743 12,763 12,981 18,734 22,294 23,834
April 11,841 13,107 2,792 9,364 17,062 22,005 24,667 25,752
May 12,459 13,218 1,761 13,179 21,172 22,548 25,765 26,354
June 12,855 15,762 3,061 12,139 19,473 25,418 23,733 28,857
July 16,942 18,034 5,123 15,053 26,970 28,943 31,956 34,104
August 17,321 17,166 6,636 13,953 25,109 27,215 30,628 36,714
September 15417 16,008 6,392 11,707 22,361 27,280 32,165 32,213
October 15,514 16,121 7,505 10,124 21,568 26,097 32,364 34,231
November 14,319 14,307 7,173 10,036 20,489 24,792 28,511 32,612
December 14,160 15,238 8,372 9,132 19,569 23,678 23,650 32,900
Total 160,071 170,208 61,674 139,230 228,784 277,051 311,730 344,348

Source: Ministere de la Culture et du Tourisme/Sécrétariat d'Etat chargé de la Sécurité Publique/ADEMA DCE/STAT

Tables 9.2 and 9.3 show that tourism receipts drewearly 42% over 2000-2006,
and direct employment increased from nearly 17i0@D00 to 22,410 in 2006:

Table 9.2 Tourism receipts, 2000-2006

2000 2001 2002 2003 2004 2005 2006
Millions of
DTS 91.9 90.2 27.8 54 104.3 124.5 157.7
Average ratio
DTS/FMG 8,934 8,376 8,773 8,675 13,828 2,899 3,151
Billions FMG 821 7555 243.88 468.45 1442.2 343 496.7
Note: DTS = SPECIAL DRAWING RIGHTS; FMG = MALAGASY FRANCS
Source: Banque Centrale de la République de Madagascar - Direction des Etudes
Table 9.3 Cumulative direct employment generated by the tourism sector
2000 2001 2002 2003 2004 2005 2006
Hotel
and/or
restaurant 13,628 14,010 14,031 14,809 15,906 16,877 17,806
Tour
operators 3,231 3,554 3,563 3,781 3,939 4,310 4,527
Tourist
guides 77
Total 16,859.0 17,564.0 17,594.0 18,590.0 19,845.0 21,187.0 22,410.0

Source: Ministéere de la Culture et du Tourisme
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The Ministry of Culture and Tourism reports thae timost popular activities, in
descending order of popularity, are eco-tourism?gh5sun and beach (19%), cultural
(15%), sport and adventure (8%), and other (3%)ndiated in Table 9.4, in the next four
years, high growth is expected along the dimensibrsrivals, tourist receipts, hotel room
supply, and direct employment, with receipts, hotelm supply, and direct employment
nearly doubling by 2012.

Table 9.4 Forecast of tourist arrivals, hotel room supply, direct

employment, and tourist receipts, 2007-2012

2007 2008 2009 2010 2011 2012
Arrivals 34900 390336 436786 488764 546926 612011
Receipts, millions of DTS 211 236 264 296 330 370
Hotel room supply 14435 16145 18066 20216 22622 25314
Direct employment 23100 25800 28900 32300 36200 40500

Note: DTS = SPECIAL DRAWING RIGHTS; FMG = MALAGASY FRANCS

These statistics provide a rough overview of thetase However, a recurring
observation in recent studies of Madagascar’s sousector, notably a World Bank paper
released in November 2003, is the relatively paaality of tourism data (Christie and
Crompton, 2003). While tourism can be a powerfuvelr of economic growth, creating
backward and forward linkages to other productiod service sectors, a good measure of
its true contribution to the national economy reesii more reliable statistics. Foreign
exchange receipts alone do not accurately refleeteconomic contribution of tourism.
Ideally, estimates of employment should not betkohito direct employment in hotels and
restaurants or as travel or tour operators, butldvdake into account employment
generated by tourism in agriculture, livestockhéises, manufacturing, transportation,
handicrafts and souvenirs, and other tourism sugaovices such as guiding.

The input-output analysis, developed for this repmmd discussed in chapter 3,
provides a more detailed picture of the direct editect impacts of travel and tourism on
the Malagasy economy. We showed that a 1 millioarrincrease in the final demand for
the output of the hotel and restaurant industrgubset of the larger travel and tourism
industry), would result in a total increase in autfacross all sectors) of 3.5 million Ariary.
The same increase of 1 million Ariary would alssuié in 1.3 million Ariary of value-
added, where value-added is equal to the valuenddisirial output less the value of
intermediate inputs used in production. Finallyl anillion Ariary increase in the final
demand for hotel and restaurant services wouldrgen@89 waged jobs (measured in full-
time equivalents), out of which 53 would be in agliural or livestock activities. The
potential impact of investment in an important segtof the travel and tourism industry —
hotel and restaurant services — is therefore cerside.

In order to capture more accurately the economidritution of this dynamic sector,
in 1993, the United Nations urged all countriesd&velop a Tourism Satellite Account
(TSA), a tool for measuring the size of economitivities that are not included in the
national accounts. In 2003, when the World Banklstwas undertaken, Madagascar had
not yet established a TSA, but had plans to dddswever, the TSA is currently available
for Madagascar, a major achievement.

The TSA statistics for 2000-2008 are summarizedables 9.5, 9.6, and 9.7. The
estimates reflect the value of the “travel and gt (T&T) industry to the national
economy, where the term “travel and tourism” inesidransport, accommodation, catering,
recreation, and services for visitors. A TSA predgdwo different aggregates. The first is
the travel and tourism industrywhich captures the direct impact of visitor aityive.g.,
transportation, accommodation, food and beveraggeation, entertainment, and travel
services. The secondravel and tourism economycaptures broader, economy-wide
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impacts, e.g., direct and indirect impact of visaotivities, capital investment, exports, and

government services.

Table 9.5 Travel & Tourism activity (Ariary billions), between 2000 - 2008

Travel & Tourism Activity in Madagascar

(Ariary billions) 2000 2001 2002 2003 2004 2005 2006 2007E  2008F  2018F
Personal Travel & Tourism 2527 3049 3429 1756 3041 307.5 336.3 369.2 4132 12356
Business Travel & Tourism 45.7 41.8 38.5 411 51.6 71.8 922 114.3 1312 3477
Gov't expenditures - individual 6.6 8.7 8.2 12.0 12.3 13.4 14.4 18.2 20.0 48.9
Visitor exports 205.7 1963 1489 1474 4467 5809  579.0 4778 4645 9614
Travel & Tourism consumption 510.8 551.7 5386 3761 8147 973.6 1021.9  979.6 1028.9 2593.6
Gov't expenditures - collective 15.3 19.9 18.8 27.2 28.0 30.6 32.8 41.8 45.9 111.6
Capital investment 94.9 1362 993 1267 2353 2944 3304 3912 4151 7457
Exports (non-visitor) 58.1 47.6 39.7 315 48.1 52.3 63.7 65.9 75.9 313.7
Travel & Tourism demand 6791 7553 6964 5614 11262 13509 14490 14785 1565.8 3764.6
Travel & Tourism Industry Aggregates
(Direct Impact Only)
Employment (000s) 772 754 684 667 1211 135.1 124.0 106.7  99.3 108.3
Gross Domestic Product 156.1 1688 1478 158.7 3353 455.9 475.4 456.5 473.7 10494
Travel & Tourism Economy Aggregates
(Direct and Indirect Impact)
Employment (000s) 1915 2028 1753 1778 297.6 321.8 302.1 280.7 2644  279.6
Gross Domestic Product 379.7 4439 3712 4140 8084 1066.4 1136.3 11758 12335 2651.9
Source: WTTC/OE E=estimate; F=forecast
Table 9.6 T&T activity as % of equivalent economy-wide spending (%),
between 2000 - 2008
T&T Activity as % of Equivalent Economy-Wide
Spending (%) in Madagascar 2000 2001 2002 2003 2004 2005 2006  2007E  2008F  2018F
Personal Travel & Tourism 5.6 6.4 6.5 3.0 45 3.6 3.3 3.1 3.0 34
Gov't expenditures 53 54 54 55 54 54 55 55 5.6 59
Capital investment 11.2 12.7 12.3 11.5 11.5 11.5 11.5 11.6 11.6 11.6
Exports 16.4 14.5 11.0 12.3 18.7 23.7 20.7 17.7 15.3 7.9
T&T imports 146 161 134 69 8.2 7.0 6.3 6.7 6.5 6.0
Travel & Tourism Industry Aggregates (Direct
Impact Only)
Employment 23 2.2 1.9 1.8 3.2 3.5 3.1 2.6 24 2.0
Gross Domestic Product 3.0 2.8 2.5 2.3 41 44 4.0 3.3 3.0 2.5
Travel & Tourism Economy Aggregates (Direct and
Indirect Impact)
Employment 58 6.0 49 49 79 8.3 7.6 6.8 6.3 5.1
Gross Domestic Product 7.2 74 6.2 6.1 9.9 104 96 8.5 7.8 6.3

Source: WTTC/OE

E=estimate; F=forecast
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Table 9.7 Travel & Tourism real growth (% per annum, except 2018=10-year annualized)

Travel & Tourism Real Growth (% per
annum, except 2018=10-year annualized)

in Madgascar 2000 2001 2002 2003 2004 2005 2006 2007E 2008F 2018F
Personal Travel & Tourism 4.6 124 24 -50.2 516 -15.8 -1.2 0.6 4.6 5.3
Business Travel & Tourism 5.1 -14.9 -20.0 4.0 9.9 15.9 15.9 13.7 7.2 4.0
Gov't expenditures 10.5 21.7 -17.8 40.8 9.7 -9.0 -3.4 16.6 2.6 3.1
Capital investment -26.5 33.7 -36.8 242 62.6 4.2 1.3 8.5 0.8 0.0
Visitor exports 1.5 -11.1 -34.2 3.7 165.3 83 -100  -244 9.1 1.5
Other exports 3864 237  -276 229 338 9.6 10.1 5.3 77 8.7
Travel & Tourism consumption 74 0.7 -15.3 -32.0 89.6 -0.4 -5.2 -12.1 -1.8 35
Travel & Tourism demand 7.7 3.7 -20.0 -21.5 75.6 0.1 -3.2 6.5 -1.0 3.0
Travel & Tourism Industry Aggregates

(Direct Impact Only)

Gross Domestic Product 8.3 0.8 241 45 85.0 13.3 5.9 -12.0 -3.0 0.9
Employment 6.4 -2.3 -9.4 2.5 81.7 11.6 -8.2 -14.0 6.9 2.2
Travel & Tourism Economy Aggregates

(Direct and Indirect Impact)

Gross Domestic Product 8.2 9.0 -21.5 8.5 70.9 9.9 -3.8 5.2 -2.0 0.6
Employment 6.3 5.9 -13.6 14 67.4 8.1 -6.1 -7 5.8 1.8

Source: WTTC/OE

E=estimate; F=forecast

As indicated in Tables 9.5-9.7, the T&T industryredtly contributed 3.3% to
Madagascar's GDP in 2007 (MGA 456.5 bn) while th&TTeconomy contribution was
8.5% of Madagascar's GDP (MGA 1175.8 bn). Turningemployment, T&T economy
employment was estimated at 280,700 Malagasy jobs2007, or 6.8% of total
employment. Finally, note that exports make uprapartant share of T&T’s contribution
to GDP. In 2007, T&T activity generated 17.7% (MGA3.4 bn) of Madagascar’s total
exports. The government indicates that tourismnis of the top three sources of foreign
exchange earnings, along with the EPZs and fishé@hristie and Crompton, 2003, p. 3).

9.2 Sustainable tourism, employment, and poverty

reduction

Overview

As one of the fastest-growing industries in devilgpcountries, tourism affects the
livelihoods of many of the world’s “poor.” Howevedts potential for poverty reduction is
insufficiently recognized; tourism has more gerlgréleen identified as an engine of
economic growth rather than a tool for poverty i per se. As recently as 2003, a

report by the United Nations Economic CommissionAdfica (UNECA) noted that

Madagascar’'s Poverty Reduction Strategy PaperP&SP (2000), identifies tourism as a
high-growth sector and the “first source of foremmrency” (Gerosa, 2003, p. 22), but its
connection to pro-poor growth and poverty reductgoonspicuously absent. Likewise, in
the Madagascar Action Plan (MAP), the sector figupeominently as the second of the
government’s six immediate priorities, or “breaktigh reform initiatives” (BRI), hamely,

a “significant increase in investment to promotghhgrowth.” Focusing on growth, the
government pledges to create “strong sector plaasénsure that the export-oriented
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industries of manufacturing, agri-business, miniagd tourism can “develop rapidly.”
While the overall goals are broad, some of the ipddars are enumerated under

Commitment 6, Challenge 8 of the document, sumredria Table 9.8:

Table 9.8 Goals and Strategies of Commitment 6, Challenge 8 (MAP)

Commitment 6: High Growth Economy

Challenge 8: Intensively Promote and Develop the Tourism Sector

Goals

Strategies

Priority Projects/Activities

1. Madagascar will be a privileged
destination for all kinds of tourism, esp.
eco-tourism.

2. International hotel chains will be
encouraged to invest (solving the problem
of poor infrastructure and suitable
accommodation).

3. Madagascar will be amongst the
leading countries in sub-Saharan Africa
and the Indian Ocean in the promotion of
a high-quality tourism experience.

1. Attract high-quality investors by
provision of incentives, access to land,
and general support.

2. Promote “destination Madagascar” as a
superior and unique eco-tourism
destination.

3. Support management development and
professionalism of the tourist sector.

4. Improve range of tourism products and
services.

1. Identify and launch new tourist sites
and products.

2. Set up a tourist database.

3. Broaden the network of tourism
agencies.

4. Develop e-tourism.

5. Identify priority tourist sites which are
favorable to investments, speed up and
facilitate the procedures for the setting up
and exploitation of investment projects.
6. Rationalize the management of hotel

assets with public participation.
7. Support the training activities in the
tourism sector.

Source: MAP (2006)

As the government’s official statement regardirgygtans for tourism development,
these sections of the MAP make clear that the egipligon the growth of the industry and
its contribution to macro indicators; how tourisoutd contribute to outcomes that directly
benefit the poor is less clear. The choice to famugco-tourism is particularly significant
in that the term generally refers to the kind afrism whose activities minimize negative
impacts on the environment, builds environmentaraness, and provides direct financial
benefits for conservation. As described in the ismarand development literature, eco-
tourism strategies may also aim to provide findnioenefits and empowerment for local
people as well as support local culture. While thiggests that eco-tourism can be directed
towards increasing benefits for the poor, propame@ift“pro-poor tourism” consider eco-
tourism to be a distinct, “niche” product that fees more on environmental sustainability
than poverty reduction as its chief goal (PPT, 3004e concern is that eco-tourism is
often led by international agencies whose mainatbje is environmental conservation — a
worthy goal in and of itself, but one that alsdksidypassing local communities, whose
livelihoods depend, in vital ways, on access toubey natural resources that are being
protected.

The kind of eco-tourism that is driven solely bywieonmental protection can thus be
a double-edged sword, representing both a probtedraa opportunity for the poor. It is a
problem in situations where local people’'s accesthé resources is restricted, severely
curtailing activities necessary for their subsistenin the extreme, but not uncommon,
case, entire communities may be displaced as moweenful interests step in to take
advantage of informal (and therefore insecure) @rgprights regimes, resulting in the
appropriation of community lands. Considering a enconservative scenario, where local
peoples are dispossessed of — without being displdiom — their land, the negative
impacts may extend, in many cases, from the logeople’s livelihoods to environmental
degradation itself. The irony is self-evident: asservation efforts from above exclude the
poor from access to natural resources, the valieaddwgical services they used to provide,
as part of their customary care of the land, asg lpotentially leading to the opposite of
conservation.

112



The Madagascar Action Plan partially addresses sufitieese issues in Commitment
4, which indicates the government’'s pledge to sedand tenure as part of its “rural
development and green revolution” initiative (MAP, 64). The document states that
330,000 titles have been issued over the last ogenttie “delivering rhythm” is currently
1,000 per year. As of 2006, 10% of the nationaltty was legally occupied, thanks to the
government’s National Land Tenure Program, launcime@005, which set up 21 land
tenure offices to facilitate land tenure transawdjoby 2012, the aim is to increase the
percentage of farmers having land titles or cedifés to 75%. Noting that the current legal
system “does not meet the requirements of eitheisgugs or large scale agricultural
investment,” the goal is to “actively encouragevate initiative in production, for small as
well as large scale actors” such that “all landowsnsill feel secure, in rural as well as
urban areas.” Along these lines, the MAP propokescteation of a land bank (“réserve
foncier touristique” or RFT) as a core strategyfamilitating investments in tourism.

While the MAP re-emphasizes here that “dynamiclrdearelopment and real poverty
alleviation is at the core” of its endeavors, itnet obvious how this outcome will be
achieved, given the document’'s level of generalifpy be sure, the government’s
recognition that tourism should be treated as @b rural economic development plan is
critical, as is its sharper focus on land policpn@nunities with secure property rights in
land are generally in a better position to manameigm in such a way as to gain the
greater share of the benefits. Case studies haensthat the “extent to which economic
empowerment of local communities takes place ricaiely linked to the nature and extent
of the land rights of those rural communities” (PZD04, Sheet 8). In light of these
findings, “decentraliz[ing] land property managemen the commune (region) level,”
(MAP, p. 64) is a sensible strategy, not least bsea unlike the methods of many
international conservation organizations, it empessa bottom-up approach to tourism
development.

However, the challenge for Madagascar's tourismettgament plan in general, and
community-managed eco-tourism in particular, remato integrate, in more concrete or
explicit ways, the needs of the poor, taking intoaunt distributional impacts on the most
disadvantaged members of poor communities. An iated approach to ecologically
sustainable, “pro-poor” tourism and development idalevise strategies to create stronger
linkages between environmental protection and eynpémt creation, thereby shifting the
relationship between poverty reduction and biodigrconservation from an adversarial to
a complementary one. In this sense, eco-tourisntheapotential to provide opportunities,
rather than problems, for the poor. Finally, jolalify — meaningful engagement with one’s
work — should not be considered a subsidiary condéthile this concept is undoubtedly
subjective, an example might help illustrate theegal meaning. A national park in South
America employs local residents to guard the ediethe protected reserve, creating a
“live border” to serve as enforcement of park rubEginst trespassing; the revenues
generated from park entrance fees are shared asmmgunity members. This system
would seem to suggest that successful conservéttormeasured negatively, by what
people did not do (trespass), rather than what thdydo (contribute to conservation as
trustees of natural resources). We would encousag®re positive employment of local
labor that also contributes to human developmehe pro-poor tourism (PPT) literature
offers some suggestions.

Pro-Poor Tourism: Issues and Practices

The concept of “pro-poor” tourism was developed the Pro-Poor Tourism
Partnership, a collaborative research project beatwibe Overseas Development Institute
(ODI), the International Institute for Environmeand Development (IIED), and the
International Center for Responsible Tourism (ICRDh their website, the group defines
pro-poor tourism (PPT) as “tourism that resultsncreased net benefits for poor people.”
As such, PPT is “not a specific product or nichet@e but an approach to tourism
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development and management. It enhances the linkag®veen tourism businesses and
poor people, so that tourism’s contribution to ptyweaeduction is increased and poor
people are able to participate more effectivelplioduct development” (PPT, 2004, Sheet
1). Pro-poor tourism differs from other conceptsg;tsas sustainable tourism, whose main
concerns are environmental sustainability and conityjunvolvement in natural resource

management. While acknowledging that there is aperRoe and Urquhart claim that

sustainable tourism, unlike pro-poor tourism, ‘§dib take into account the links between
poverty, environment, and development” (Roe andubagt, 2001). In a word, pro-poor

tourism is an approach that recognizes the negesseardependence of environmental
protection and poverty reduction.

Practitioners of PPT have stressed that tourisnoisa panacea for the challenges of
economic development. Its potential to contribwepoverty elimination is limited. The
industry is volatile, susceptible as it is to goéit unrest, exchange rate fluctuations, and
natural disasters (Roe and Urquhart, 2001). Madagaspolitical crisis in 2002 drastically
curtailed the number of international arrivals thgear. Moreover, tourism can
disproportionately affect the poor themselves. dased local costs, loss of access to
resources, social and cultural disruption, and ldegmnent are some of the negative
impacts.

Nevertheless, tourism has several advantages asctar Sor pro-poor economic
growth. First, the consumer comes to the produgt, &he destination, thereby providing
opportunities for creating linkages through the gdladditional goods and services such as
handicrafts and guiding. Second, the industry iftirsactoral, which can encourage wider
participation, particularly the participation ofethnformal sector. Third, it has enormous
potential to develop in poor, remote areas whemodpnities to diversify are few. These
areas are particularly attractive to tourists foeit wildlife, scenery, and cultural value,
which are among the few assets belonging to the.pB8ommunities who have few
financial resources, but are endowed with natusslets, can reap benefits from their
comparative advantage in eco- or cultural touristeg( and Urquhart, 2001). Fourth,
tourism employs a high proportion of women, comgare other modern sectors. The
service nature of the industry and high proportidriow-skilled domestic jobs increase
accessibility to women (Ashley et al., 2000). Imiad sector activity is often
disproportionately female, particularly in jobs Buas street vending (Shah, 2000). Finally,
the tourism sector offers labor-intensive and sisedlle opportunities compared with other
non-agricultural activities (Deloitte and Touch899).

Based on research in India, Indonesia, Namibia,aNe¢be Philippines, Zambia, and
Zimbabwe, Ashley et al. (2000) identified variowsctbrs that influence the economic
participation of the poor in tourism. In gener@kde factors highlight the economic, social,
cultural, and geographic distance that separateal Ipeoples from tourists. Creating
linkages between local communities and the tourssutor will therefore depend on
strategies that successfully bridge these gaps wtiphe levels. A key point raised is that
the informal sector, though often neglected byitparplanners, has the greatest potential
for generating employment; greater attention shaelgaid to the needs of this sector. In
addition, the following are some of the obstackedotcal participation in tourism, taken
from Ashley et al. (2000), that are most relevarthe present report:

114



= Lack of training in important skills such as langaaand guiding® To be
effective, training programs should be attunede&sé problems and design their
curricula accordingly.

= Complementarities between tourism and non-touristinities. In general,
tourism diversifies livelihood options rather thamovides a substitute for core
activities; it is therefore important to considee trelative degree of conflict and
complementarity between tourism and, for example seasonality of agriculture
or livestock management. On the one hand, tourfsem competes for time and
can also cause crop damage from wildlife, whilghanother hand, tourism
complements these activities by providing cashirfeesting in herds and crops.
Particularly important for countries interestedriaking the transition out of
agriculture, employment in tourism activities degs transferable skills, while
market expansion encourages the establishmentaif emerprises.
Understanding the relationship between the sertiwggourists demand and the
livelihood needs and aspirations of local peoptexcial to developing linkages
between tourism and local employment.

= Tourism regulations covering tourist activitiesatffications of workers, or
service standards. These often target the fornctdisdout in Namibia and other
places, guide training systems that exclude pesjit®ut formal education,
proficiency in English, or access to the city calpgtre being revised, and “local
guide” registration systems considered.

An important point that should be raised is thatélsonomic impacts of tourism reach
beyond waged jobs or wage income. In Madagascatemie great majority of Malagasy
do not earn waged income, this point is particylaglevant. According to Ashley et al.
(2000), tourism can generate four different typel®acal cash income. In addition to wages
from formal employment, local cash income can tHie form of earnings from selling
goods, services, or casual labor (food, handicrditslding materials, guide services);
dividends and profits from locally owned enterpsiseand collective income, including
profits from community-run enterprises, dividendsni private sector partnerships, and
land rental paid by investors: “Each of these ang@sents opportunities to different
segments of the local population, but by themselwerse are sufficient to bring economic
benefits to all” (Ashley et al., 2000, p. 4). Albur types are therefore important for
reaching different poor families. Waged employnam be a significant lift, but these jobs
are generally not available to the majority of theor, who often lack the requisite
education or training. Casual earnings per persay be small, but are more widely
distributed (Shah, 2000) and may be enough to reakis meet. Guide work is relatively
well compensated. Collective income can, in prilgippenefit all residents and is often
comparable in magnitude to wage income; however,pitesence of power inequities, a
reality in most communities, is a significant cbkalje to equitable management of
resources. Thus, strategies to create economiditssioe the poor would need to tackle the
obstacles to economic participation discussed ab®&takeholders would do well to
“maximize a wide range of employment, self-emplogpimeand informal sector
opportunities” (Ashley et al., 2000, p. 5).

In summary, the extent to which benefits from teoriin developing countries
actually reach the poor is a point of contentiomwdver, pro-poor analyses have also
shown that tourism has the potential to help thar pbourism is labor-intensive (compared

L This stems, more broadly, from socioeconomic arntlal differences — at a basic level, tourism
is often such an unfamiliar concept that touriaining courses begin with a discussion of what a
touristis.
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to other non-agricultural sectors), employs a Igbportion of women, and involves the
informal sector. If developed in rural or remoteas, tourism benefits can potentially reach
the poor, because natural and cultural asset$@irecomparative advantage. There are low
barriers to entry in the tourism industry, and age of enterprises (from microenterprises
to multi-national corporations) exist in the sectpotentially providing opportunities for
downstream linkages in the local economy. The mmolose in conflicts over water, land,
and coast, but they also gain from unskilled andniskilled employment and
infrastructure development. How much they gain d@pend on the level of involvement
of governments, NGOs, donors, and the private segétmong the recommendations of
PPT advocates to these stakeholders are the faljpwi

= Companies can increase their local impact by dbimginess differently, by
developing stronger economic linkages through adgpheir supply chain.

= Communities can form partnerships with the privsgetor, using their land or
resource rights as bargaining power.

= Governments can facilitate these relationshipsbgsting tax revenues, from
sources including the mining sector, in hospitadiills training; supporting local
rights over resource and small business developraadtinvesting in physical
infrastructure that responds to the needs of contieann areas surrounding the
tourist facilities.

= Governments can create incentives for companiepdaate in pro-poor ways,
through licensing and certification procedures.

9.3 Madagascar Action Plan (2006) and World Bank
Tourism Sector Study (2003)

The Madagascar Action Plan reflects the recommeétatof the Tourism Sector
Study conducted by the World Bank in November 20@G# a follow-up in May 2005. In
addition, the Bank consultants recommended a metaled study of the linkages between
tourism and agriculture as well as handicraftsApril 2007, the final report of such a
study, conducted by Global Development Solutions tfte Projet Poles Intégrés de
Croissance and the World Bank, was published. Téport conducted a value chain
analysis of four strategic industries in Madagasitaluding the tourism industry in Fort
Dauphin, and will be discussed in the next section.

In this section, we take a closer look at the libksween tourism and infrastructure,
rural development, economic growth, and the enwrem that are explicitty made in
Commitments 2, 4, 6, and 7 of the MAP.

Commitment 2

Commitment 2, “Connected Infrastructure,” priomtizinfrastructure development for
key growth areas such as tourism. One specificegtyarefers to the need to “prioritize
development of transport and infrastructure netwomkd corridors linked to economic
growth engines including tourism, mining and agdtime.”

»= One sign of progress is the recent purchase oldis@motives by the company Madarail,
announced in April 2008 (World Bank, 2008a). As snaave observed, one of the main
constraints to internal land travel in Madagassdhé poor condition of the country’s
roads; only 20% of roads are weatherproof. Madanailway system will decrease
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transport costs along the rail route, decreasauhgber of trucks on the country’s roads,
and therefore decrease the number of accidenttharamount of damage to roadwéys.

Commitment 4

Commitment 4, “Rural Development and a Green Reiaiy was discussed earlier
in this chapter. We add here that Challenge 5 stekdiversity rural activities,” with the
specific strategy of “promot[ing] secondary aciedt such as handicrafts and eco-tourism.”

Commitment 6

Commitment 6, “High Growth Economy,” takes up théowing with respect
to the tourism sector:

Challenge 3: Promote full employment.

Strategy 1Stimulate job-generating sectors.

Strategy 4Provide vocational training to support the pripiitdustries that contribute
to the high-growth economy.

Challenge 5: Strengthen domestic enterprises, SMEs, and thdidrafts industry.
StrategiesEstablish productivity support centers; transitiom informal to formal
sector.

Challenge 8: Intensively promote and develop the tourism sector

Among the priority projects and activities listeaderChallenge 3 are support for job
training and vocational training programs in thea@iber of Commerce, Industries and
Public Institutions; developing strategies for potimg and creating productive jobs
relating to SME creation, vocational training, arnde improvement of informal
employment; creating strategies for building andpdishg local skills to the opportunities in
the regions; and setting up centers for employraadttraining guidance in the 22 regions.
Vocational training was discussed in chapter 6 teport.

Challenge 5 promises to have a direct impact on the poor. Haafis are an
important linkage with tourism, with an estimate@ 3 90% of revenues of some
craftspeople coming from tourists (Christie and r@pton, 2003, p. 102). However, the
industry is either nonexistent in some remotersaftthe island, or very undeveloped, as
our analysis of Fort Dauphin will show below. TheARM! states that the government has
promoted SMEs since 2002 through the Chamber ofr@anee, Industry, Agriculture, and
Craft Industry as well as the Chamber of Professidme centers for Promoting Craft
Industry have also been strengthened. However, pgheductivity of SMEs and
craftspersons remains low, and access to foreighketgis limited. The government also
plans to increase the incentives for the integnatd the informal sector into the formal
sector by providing training, access to credit ggzhnologies, and information about the
market. By 2012, the goal is to decrease the irdbreector's share of GDP to 12%,

22With respect to infrastructure constraints suchiafransportation, electricity, and communicatioBGballenges
2, 4, and 5 of Commitment 2 show that the governrimgends to “facilitate an Open Skies policy thatreases
the number of destinations, encourages compettimhreduces the cost of air transport” (Challendggtategy
6); “prioritize electricity supply to key industtiastates and high economic growth engines inctutbarism,
mining, and agriculture” (Challenge 4, Strategy@)d “ensure efficient and affordable communicasgstem”
(Challenge 5). Work towards these goals appedns i progress.
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compared to its 2005 level of 20%, and to increaasenumber of created enterprises from
882 to 2,000.

In addition to these measures, we recommend thatinHustry establish more
organized markets. Associations could be createmboodinate activities that facilitate the
siting of crafts markets closer to tourists, sushageas near hotels, resorts, and lodges, in
order to create linkages, previously nonexistemtwken the tourism and handicraft
industries. In 2003, the five largest national gaaktracted 88% of the visitors, indicating
that siting within national parks in particular t@yprovide a boost to the livelihoods of
local people. Finally, in line with the best praes of pro-poor tourism, it should be
emphasized that handicrafts and related activjtieside a complement, not substitute, to
farming. The handicraft associations could workaodg mitigating the conflicts that can
potentially arise between tourism-related actigitad agriculture, livestock, and fishing.

Challenge 8, “Intensively promote and develop the tourism settwas discussed
briefly earlier in this chapter. Here we make cartioms to pro-poor tourism practices and
comment on recent progress.

1. As part of the strategy to promote the “destinatitedagascar” brand as a unique and
superior eco-tourism destination, the website ef@ffice National de I'Environnement
(ONE) states its commitment to “greening” the irtdpghrough hotel certification
systems and eco-labelling awards and schemes.abingly demanded by European
and Australian tourists, “green” accreditation silgnthat the hotel or eco-lodge meets
clearly defined environmental standards. It isaf@e an effective marketing tool for
promoting the island. But the presence of greerldatot only enhances the island’s
image; it helps preserve the natural resource basein many cases, such as the
accreditation program supported by USAID in Jamaizan improve profitability,
enhance guest relations, and build bridges to looatimunities. Green accreditation
improves waste disposal and establishes recychdguélity monitoring programs that
have resulted in long-run savings in energy andewa&opnsumption. A positive
externality of accreditation is improved health aadhitation in employees’ homes and
communities.

» Madagascar's ONE website indicates that a prograsrbleen put in place
to encourage hoteliers to integrate environmeraterns in their
planning. Most large hotels use the nonprofit iné¢ional Standards
Organization (ISO), which provides accreditatiorve®s, as does Green
Globe. This represents a good step in the riglecton.

2. The World Bank study (Christie and Crompton, 2008)es that contingent valuation
(CV) studies based on willingness to pay (WTP) atvbat international tourists are
willing to pay more in the form of increased pamtrance fees, departure taxes, or
voluntary contributions to support nature and vifiéddconservation. In effect, countries
rich in biodiversity, such as Madagascar, providpoaitive externality to the world
ecosystem through their conservation efforts inonat parks and wildlife preserves,
and should be adequately compensated for this gicaloservice. Moreover, by
increasing fees, the state also ensures thatetvex adequate rents for the use of the
country’s natural resources ftwurism purposes. Increasing and differentiating prices
where possible, countries are able to retain higlaue-added of tourism receipts,
while at the same time achieving their conservagoals.

= At the time of the Bank’s study in 2003, park ent@afees were $6 — 10,
well below the $25— 30 charged at parks of simgkdiber in other
countries. According to the website of ANGAP (Asation Nationale
pour la Gestion des Aires Protégées), the orgaoirttiat manages
national parks and reserves, since 2004, the femged at Andringitra
national park, a model of eco-tourism in Madagasaar 25,000MGA, or
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15%US, per day per international visitor, lessrfational visitors
(1,000MGA), and more for filmmakers (200,000MGA dé&rdays) and
researchers (100,000MGA per month for internatios®00 per month
for national). We believe these fees can be rdiseker still in light of
the results from the willingness-to-pay studies.

3. It is often assumed that a high growth rate ofriton receipts will itself relieve
poverty. This may be true in Madagascar where gattourism is prevalent, but most
international experience shows very little tricklewn effects. Targeted interventions
are required to ensure tourism benefits the poor.

= Currently, ANGAP is required by law to share 50%te revenues from
entrance fees to parks with the surrounding comtiasnior development
purposes. According to the Bank, the total disteldbetween 1992 and
1999 was 5,060 million MF, growing annually from &@lion MF in
1992 to 1780 million MF in 1999, for a total of 4p&jects. In 1994, an
estimated 76,794 families benefited from these fpiojects,” compared
to 5,880 in 1994 (Christie and Crompton, 2003,1). Blowever, it is not
clear how successful this revenue-sharing progs&fiMeasures for
ensuring that the revenues collected are managyddauld include
arrangements with NGOs and others.

We suggest an alternative use of the revenuesmbiald help eliminate poverty by
creating jobs geared towards the poor and, ataheedime, protect the environment. The
idea is that the revenues from increased entraee®tb national parks, a departure tax, or
voluntary contributions to biodiversity conservatiefforts of wildlife preserves, like the
increased room rates that can be justified at ditet “green” hotels, should be harnessed
in such a way as to create local employment forpth@. In other words, strategies should
be devised to harvest and channel scarcity reatantployment-generating environmental
protection. By shifting the structure of employméswards activities that benefit both the
poor and the environment, we can show that the aamhmaccepted jobs-environment
tradeoff is a false dichotomy. Examples could idelujobs and training in utility
monitoring, waste removal or recycling servicesgimeen hotels, or nature guides and
assistants to conservation scientists in natioagtgpand wildlife preserves. Of course, the
revenues could also go towards training and empipyocal people in jobs that are not
directly related to environmental protection andssrvation, such as the provision of
hospitality services. Higher-end hotels report bighhaids per room ratios, reflecting the
expectation of higher-quality service, as wouldheecase in accredited, green hotels.

Commitment 7

Commitment 7, “Cherish the Environment,” interseeigh the issues we have
discussed. The MAP states that “Madagascar willvbdd leader in environmental best
practice. Local communities will be active partaips in environmental conservation. We
will develop industries around the environment sugé eco-tourism, agribusiness,
sustainable farming practices, and industries basedrganic and natural products.” The
government has announced plans to triple the dits aetwork of areas under protection

3 The Bank reports that complaints have been madeAti&AP has not always paid the communities thaiir f
share.
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from 1.7 million hectares to over 6 million hectarever a five-year period to ensure
watershed protection and safeguard endangerecespéait also to benefit tourism.

= Strengthening ANGAP will be a key factor in the doyment creation
scheme discussed above. It is encouraging thdt,thét help of the Global
Environment Fund (GEF), they are in the processstdblishing a trust
fund.

9.4 Two case studies

Andringitra National Park

Touted as an eco-tourism success, the AndringimtioNal Park and eco-lodge,
inaugurated in 1999 with help from the governmartgerman development agency (Kfw),
and the World Wildlife Fund (WWEF), is, on the cary, a cautionary tale. The park
became accessible to the public upon completian4f-km road whose rehabilitation was
undertaken to specifically promote eco-tourism. W\the participation of local residents,
WWEF drew up a four-point plan at the initial stagéshe planning process.

= First, a “benevolent guardian association” washdistaed. This consisted
of people living on the periphery of the park ay k®ints to “register and
control” everyone entering the park. An importamdtion of the
guardians is also to “register the entry of loesidents, in order to
control illegal activities and conserve naturabrgses.” Half of the
entrance fees are returned to the local residentsoimmunity
development projects; guardians are paid not ih basin “watches,
notebooks and pens” (Christie and Crompton, 20032p

= Second, a committee was created to set guidelingeserve the
environment and enhance the tourists’ experientleeolocal culture.
Over 80% of its members are locals, with the remgi20% consisting of
private tour operators, hotel operators, governroffitials, and NGOs.
Guidelines defining acceptable (culturally sensifitourist behavior were
prepared for distribution to each visitor, and @@mmittee collaborates
with WWF on an Eco-tourism Management Plan forasfructure
development surrounding the park. The Committeé¢rolsnthe type and
extent of future hotel development and “ensureslttal residents are
considered for employment opportunities” (Christirel Crompton, 2003,
p. 72).

= Third, a guide and porter association was estadiisA guide training
program was created that included professionalitrgj language
training, sessions on the natural history of tleaand first aid. Statistics
compiled at the park show that each internatiomalist employs 1.5
porters on average, and the maximum number ofdisupier guide has
been set at five, for “safety and communicatiorsoea” (Christie and
Crompton, 2003, p. 108). It was made clear thakingras a guide or
porter was a supplement, not a substitute, forifagm

= Fourth, park infrastructure in the form of 50 kmhifing trails and three
wilderness campgrounds was developed by WWF imlotiation with
the local residents, who acquired skills in trabdn, construction, and
maintenance.

To mitigate the negative cultural and environmenialpacts of tourism, the
Andringitra Park Management team developed thréectides: protect cultural values and
natural resources; stimulate economic benefitéofmal residents; provide a safe and quality
visit for all guests (Christie and Crompton, 2003103).
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Despite the apparent synergy among local economieldpment, conservation, and
cultural values, we have two main concerns. Tiet iErthe palpable asymmetry in attitudes
towards nature and people. While efforts were memempower local residents by
including them at every stage of the decision-mgkirocess, providing training and skills,
and sharing revenues, the ultimate goal seems tofeervation, not human development.
The role of the “benevolent guardian associatieandescribed as registering “the entry of
local residents, in order to control illegal adie$ and conserve natural resources.” Implicit
in the structure of the benevolent guardian astoniaa live (human) enforcement and
surveillance system, is thus a deep mistrust dlloesidents who would dare trespass on
pristine grounds in search of food or firewood. MNatis privileged over people, who are
treated like a potential blight on the land. Moregvbenevolent guardian jobs are not
meaningful in the sense that the employment ofllguards to enforce park borders might
cause social conflict or resentment within the camity. In light of this consideration, the
term “benevolent guardian” will likely offend, alsdse for whom conservation represents
loss of access to important natural resourcesregibgnize that the “benevolence” of their
guardian-neighbors applies to the forest, not émthAs discussed in the previous section,
we think a productive use of the revenues woultblggovide more decent jobs and higher
wages. Such jobs could also contribute to consiervém more positive ways than border
surveillance. Our second concern is related tofite inequality within the community
could result in the exclusion of the poorer residdnom their fair share of the benefits
while placing a disproportionate share of the tasgtlen on them. Some case studies show
that the creation of effective formalized groupg.amd in the interest of the poor, can help
strengthen community ties when mechanisms for adebility are in place. NACOBTA
and UCOTA in Namibia and Uganda are two examplesd&a, 2003, p. 21).

Integrated Value Chain Analysis of Fort Dauphin

If handled carefully, eco-tourism can be an effectievelopment tool in Madagascar.
A supply chain analysis of the tourism industryFiort Dauphin, undertaken in April 2007
by Global Development Solutions (GDS) for the Prdjéles Intégrés de Croissance and
the World Bank, sheds light on some of the impdrtessues. Briefly, the report
recommends interventions to improve domestic privdtyc and strengthen forward and
backward linkages between MSMEs and export-orieatgiities, such as tourism, as well
as possibilities for integration of the domestiovgte sector with the regional and global
supply chains where applicable (pp. 8-9).

In light of the growing demand for eco-tourism amdfuropean tourists, who make
up the largest share of international visitors tadslgascar, Fort Dauphin is in an excellent
position to gain if the MAP is implemented accoglin design. The popularity of Berenty,
a private nature reserve located 85 km to the wesid be exploited to direct more people
and business to Fort Dauphin. In a review of paekagrs offered by tour operators, GDS
found that almost all trips to southeastern Madegagncluded a trip to Berenty; it is
estimated that at least 60% of all airport arrivatst the park. Yet many of these groups
also never set foot in Fort Dauphin (GDS, 2007.33). One major impediment lies in the
poor roads leading to the region. Figure 33 of AP indicates that the country plans to
convert the roads in question from “bad” to “goday 2015. This will be critical to the
development of the southeastern region as an eristo supplement to Berenty.

The major tourism support industries in Fort Dauaplais elsewhere, are handicrafts,
food supply, nonfood hotel supply, and transpastatiGDS reports that the handicrafts
industry is “negligible” and, as an input to hoglpply, “nonexistent.” Only two hotels
sold handicrafts, and within these, few were opldisand most were not locally produced.
There is no tradition of handicraft artisanshipFiort Dauphin. A positive development is
the efforts of Cielo Terro, an NGO established 94 to help develop the industry, but
Cielo Terro’s business potential is severely limit®y its location and personnel shortages
(GDS, 2007).
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Most food supplies to hotels and restaurants it Bauphin come from elsewhere
(Tanambao). Only in some cases are food items psethdirectly from the source. The
only perishable food item that consistently comesmf local sources is fish, though
sometimes fish is purchased through intermedidri@® surrounding areas. Turning to
nonfood hotel supply, some products (carved woddemture, wooden doors, windows)
are sourced locally, whereas others (glass for ewirsgl upholstered furniture, kitchen pots)
come from Antananarivo. Kitchen items are generatiyorted.

Most tourists landing in Antananarivo will choose taavel, rather than taxi brousse
or a rented 4x4 vehicle, to reach Fort Dauphin.rane travel can take a very long time —
more than a week during the rainy season. Howeaigertravel is expensive, as Air
Madagascar exercises a monopoly over internaltflighnce in Fort Dauphin, the options
include small tour bus (for groups), taxi, taxi bgse, or rented 4x4 vehicles.

The value chain analysis for Fort Dauphin is based typical, centrally located hotel
with a restaurant and a tourist profile characeatiby independent travelers traveling in
pairs, either from Madagascar or Europe. Thesestsulypically stay four days on average
and engage in eco-tourism activities such as & tadBerenty and other parks in the area
and Libanona beach. The form of transport assumelei analysis is a rented 4x4 vehicle
and locally embroidered tablecloth was selectedh dmndicraft for the purpose of the
analysis, though this is not realistic. Most totgiiparticularly Malagasy, do not purchase
handicrafts in Fort Dauphin; most hotels do notnesell handicrafts.

Results from the complete value chain analysis sti@aw air transportation, inland
transportation, and accommodation (including foad aeverages) are the key drivers in
the chain. The largest cost is the flight from Awaarivo to Fort Dauphin, comprising
47% of the total. The second leading cost drivdodal overland transport, at 33.5%. The
value chain analysis for internal transport focueesa rented 4x4, and shows that the
largest cost item (69.7%) is overhead, comprisi@gniy of owner’s income (42.1%) and
depreciation (19.3%). The latter is explained by fiict that drivers estimate their vehicle
will be completed depreciated in 7 years due ta poad conditions (GDS, 2007, p. 148).

Accommodation is the third most important driver afsts in the value chain,
representing 11.4% of the total. Since the gregbmitya (82%) of the hotels have on-site
restaurants, the cost of meals/beverage is a &ignifpart (56.1%) of a hotel's operations.
It is not apparent in the figure, but food and ages account for 91.3% of the inputs (p.
149). As noted above, most food and beverageshgrpesl from other parts of the country;
prices, especially vegetable prices, are high doethe cost of inland transport.
Approximately 90% of the vegetables come from Amatst and Finarantsoa (GDS, 2007).

GDS calculated the transport cost of goods deldrefeem Antananarivo at
$0.11/km/ton, a figure which compares unfavorallythiose in other countries such as
India ($0.019), Tanzania ($0.057), and Kenya ($).0®ne trucking company estimates
that transport costs may be reduced by as muchO%s iB roads are rehabilitated. In
addition, initiatives by IFAD and CARE are currgntivorking with local suppliers to
provide vegetables to hotels. These activities lshbalp decrease the food and beverage
bill for hotels as well as create more employmentdcal farmers.

Finally, regarding overhead costs for this hotehiclh comprise 26.9% of its total
costs, loan repayment (57.1%) and utilities (31.@%&) significant. Utilities include water
and electricity, and the latter is particularly erpive while its supply is not continuous.
Electricity costs in Fort Dauphin are among thehbgf in Madagascar and extremely high
compared to other places in the world; for examiple,cost of electricity per kilowatt-hour
is $0.04 in South Africa and $0.20 in Fort Dauphin.

The recommendations of the GDS report fall into tia¢egories of improved data
collection, affordable financing, improved tourisfformation, food supply, handicrafts
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development, road improvements, and hotel staffhitrg. Focusing on food supply,
handicrafts, and hotel staff training, it is cléhat strengthening these linkages with eco-
tourism could potentially create opportunities,liiiing jobs, for the local economy. We
emphasize, again, that studies show tourists dliegvio pay more for eco-tourism; thus, a
green certification or eco-labeling scheme for tsotnd tourist products could be put in
place to attract more visitors to Fort Dauphin,eesaly those visiting Berenty park, and
provide a justification to charge more for ecolajicand ecologically supportive,
amenities. Increased tax revenues and fees (frantdbrism sector and other high-
exporting sectors, such as mining) could be chagheito employment and vocational
training in areas such as hospitality servicesydlery and waste removal efforts,
handicrafts, or the new experimental vegetablespéstablished by CARE International
(GDS, 2007).

9.5 Conclusion

This chapter concentrated on the potential roleasf-tourism in poverty reduction,
employment, and sustainable growth in Madagascase Gtudies and good practices
stemming from the PPT literature indicate that #@ynbe possible to harness revenues
generated by eco-tourism to create decent workhierpoor that may also contribute to,
rather than conflict with, environmental protectemd biodiversity conservation. However,
in order to realize this goal, the effects of derteonstraints should be mitigated, and
economic linkages to tourism support activitieersfgthened. At the top of the list of
constraints are transportation and infrastructyraticularly the monopoly of airline
companies and the poor condition of roads, but aistuding telecommunications and
electricity. This is followed by issues pertainitagland tenure rights. The government is in
the process of establishing special land reseméserve fonciére touristique) for tourism
purposes, and the World Bank is advocating thasaeHRFTs carry the same benefits as
EPZs to attract more investors, presumably for Jeigth tourism such as luxury resorts on
the Madagascar coast. The Bank also emphasizesetia for an international flagship
hotel or eco-tourism lodge to promote the island eaise standards through technology
transfer.

However, while RFTs may help attract investors dedelopers, that they will benefit
either local communities or the environment is aball automatic. While these kinds of
establishments bring in more jobs than do smallgfite, they also lead to very high
economic leakages, as higher standards often atansito imported goods and services,
such as expatriate labor. We also caution thahiterical record shows that land acquired
from local peoples with the promise that tourismredepment will bring benefits to them
and their community is often put to contrary uddsre often than not, powerful outside
interests profit at the expense of the communiiyg aven in cases where the community
receives revenues, the money goes into the pookéisal elites.

For these reasons, we support Madagascar’s pledgaed in the MAP, to develop
eco-tourism, but within a poverty-reduction framekvoln addition to building local
governance institutions so as to democratize cbotrer tourism assets, including natural
resources, and ensure that benefits are distribetpdtably, we recommend that a
coordinated effort be made to integrate environalgmbtection, employment creation, and
poverty reduction. In this chapter, we mentionedréased park entrance fees, higher
departure and other taxes, and international cosgtem for the positive externalities
provided by the country’s biodiversity conservatservices to the world’s ecosystem. In
addition, green certification systems for hotelsl dmdges and eco-labeling schemes for
parks and products could provide value-added tsetlservices. The revenues generated by
these efforts, in addition to tax revenues gendriajethe mining sector, could be channeled
towards creating decent work for the poor. Conderrthe so-called environment versus
jobs tradeoff may be dispelled by shifting the stinbe of employment towards activities
that are good for the environment, such as wastgodal and recycling services at hotels,
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training park guides, or educating locals in comson practices. In addition, revenues
may be harnessed for the purpose of training loralsospitality services or language
skills. Finally, resources should be devoted tergjthening links in the supply chain,
particularly in the agriculture, livestock, fishesi and handicrafts sectors.
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Appendix

The Madagascar Input-Output Model

Data

The primary source of data for the analysis was20@l Madagascar Input-Output
Tables. The input-output tables show the supply @wses of goods and services produced
for 31 industries. These inter-industry flows axeressed in monetary terms (Ariary). The
industries included: agriculture, hunting and lieek, forestry and forest products, fishing,
mining and extractive industries, agro-processiofpacco, garments and textiles, wood
products, paper products, chemicals, rubber andstipta construction materials,
metalworking, machinery and equipment, other mastufang, energy, construction, trade,
hotels and restaurants, transport, communicatifimsncial services, insurance, business
services, administrative services, education, heafiocial services, recreation and
entertainment, and other services. In addition, tdides include final demand for the
products of each industrial category: consumpti@mahnd, fixed capital investment,
exports, government purchases, and changes intoriesn

One focus of the input-output analysis featuredthie report is the impact on
employment. The Input-Output tables do not includérmation on the level of
employment by industry. We therefore used the 28CHddagascar household survey
(Enquéte Aupres des Ménapés estimate levels of wage employment (i.e. eyplent
relationships characterized by an employer and @yapl) by industry. To correct for the
problem of partial employment, in terms of hoursvafrk, we adjusted the levels to reflect
‘full-time equivalents’. Any individual working aeast an estimated 1,920 hours per year
would be considered to be full-time. For individuayorking less than 1,920 hours, their
full time equivalent would be their actual hoursided by 1,920. Annual hours were
calculated by scaling up reported work time from sarvey data.

The total full-time equivalents in wage employmemtre then used to calculate
employment-output ratios for the industrial catég®iin the Input-Output tables. In some
cases, the industrial categories in the householkgs did not exactly match those in the
Input-Output tables. When this occurred, we aggdespjacross industrial categories to
make the two sets of industries compatible. A commmployment-output ratio was then
assigned to all sub-categories.

Analysis

From the 2001 Input-Output tables, we derived adaed matrix of input-output
coefficients. Input-output coefficients indicates thistribution of one unit (i.e. one Ariary)
of total industrial inputs used by each industrgoas all domestic industries which supply
inputs into domestic production (e.g. the inputpotitcoefficient would describe what
fraction of the inputs used in agro-processing come from dlgricultural sector). We
incorporated an endogenous household sector imtortatrix of coefficients, in which
household consumption is assumed to be financedfbthe value-added (i.e. income)
produced in the economy.

Standard manipulations of the input-output moderewased to calculate output
multipliers. Specifically, we began with the follow identity:
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(1) X = AX + f

In which X is a vector (in our case, 31x1) of inolyutput, A is the matrix of input-
output coefficients (31x31), and f is a vector iofaf demand (31x1). The identity simply
states that total industry output must equal imilstlemand for that output plus final
demand. Note that, because we included an endogdmusehold sector, the matrix A and
vector X also incorporate information on househotthsumption and value-added by
industry. Equation (1) can be solved for the vestto yield the following expression:

2 X=(-A"f

Equation 2 allows us to determine the impact ompuiuproduced in Madagascar (by
industry) due to a change in final demand. Since éxpressions also incorporate
information on value-added, we can also determimg talue-added would change when
final demand changes. These calculations providevitis the output and value-added
multipliers featured in the report.

To derive wage employment multipliers, we simplg tise employment-output ratios
described above and Equation 2.

Note that this input-output methodology containsxeamportant assumptions. First,
production relationships are assumed to be fixedofd, production faces no supply-side
constraints (it depends on changes in final denuantyg). Lastly, the model, as formulated
here, assumes that prices do not change. Becaubess limitations, we do not use the
model to produce long-run economic forecasts. &usteve restrict our usage to exploring
the industrial structure of Madagascar, the redatientribution of different sectors to the
domestic economy (taking into account the linkagpetween industries and import
leakages) and the potential for employment-intengiowth.

The informal sector and informal employment (asused in Chapter 2) are reflected
in these estimates to the extent that the systematadnal accounts and Input-Output tables
accurately capture these relationships. Howeverhawe some residual uncertainty about
the degree to which the national accounts and iGuuput tables do capture these relations
which we could not resolve with the information tagd or were able to acquire.
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