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I. FEreface

The Mission (OAR/Madagascar) had planned a multi—-year grant
food aid program to begin in FY 1988 to continue support for
on-going agricultural sector reforms in Madagascar in the
spirit of the Food for Frogress Agreement. 6As there was no
projected need for U.S.G. rice in FY 1988, the Mission planned
to bring in vegetable oil, by converting the annual Title I
program, which had included vegoil in FY 87 and in three
earlier years, to a multi-year Title II, Section 206&.

Early justification for & Section 206 vegetable o0il proyram
was based on the following considerations:

- Madagascar's continuing reed for imported cil in the short
to medium term;

- Lthe country's need -‘or balarnce of payments support at the
same time 1t was implementing important on-going agricultural
csector policy reforms; and

- increasing GDRM and multi-donor interest in parlkaaging
investments to bring back Malagasy local production of oil
seeds, particularly groundnuts.

This package of measures would include the revitalization of
the private sector i1n the production of raw material,
marketing, extraction, and refining. The specific role of the
U.S.6. would be to support policy reforms 1in the veqoil
sub-sector—-- specifically price policy -- bty an assured supply
of o©:l over a number of years, while generating local

curr- wcies for investment in improving domestic production.
Othe: donors would provide technical assistance and would
support the foreian exchange costs of inputs, the
reconditioning of mills, and other interventions 1in the sector.

In view of the situation which the design team found in March,
1988, however, the Mission now proposes « one year Section 206
program. The program request was modified from a multi-year
to a single year program. and from $5.0 million to 2.2 '
million (transport costs included), for the following reasons:

&l Mecagascar's reduced need for veaoil in Fr 1933, In
April 1988 there was at least 8 months supply of oil 1n
public sterage;

b) The Government's change in signale in rice price policy
during the November-—dpril hungry season due to the
political pressures of the 1989 elrcticne;y

The general lack of knowledge at this Jjuncture ot how
best to address the constraints to increaced oilseeds
production and private sector marketing;

N



d) The failure of the Government to produce a vegetable oil
master plan which would allow implementation of a
multi-donor package of sectoral investments. This plan
had been scheduled for completion by January 1988, pricr
to the design of a multi-year Title II Section 206
program.

S. In spite of these new conditions, it is the Mission's stromaly
held view that Madagascar's on-qoing general economic policy
reform justifies a one year grant of Title II, Section 206
vegetable oil in FY 1988. A December 1988 evaluation of
performance on self-help measures, and an assessment at that
time of vegoil stocks, prices, and rates of sales, will
provide the basis for an update of the FY 1989 F.L. 480
request and food aid strategy.

Ummary ’

Madagascar's oilseeds sector has detericrated substantially over the

past decade. In L2970, ME‘_‘%EEE‘W 874
supplied bz aroundolilce € new soclalist government then
nationalize

the sector, and today Madagascar is producin Dy 500 T
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of vegoj mos preferred
consumers), less than one-third of its requirements for ' e
cils. FEetween o an +» @roundnut preduction declined from

1177@0 MT to only 17,200 MT, largely as a result of GDRM price
controls which protected consumers, but created dfsincent1ves for
production of raw material (mainly groundnuts). To avoid official
price controls, producers began to sell their groundruts on the
parallel market; for example, in early 1935, official prices for
groundnuts were only one-third of the parallel market price. In
addition, fareign euchange shortaqges constrained access to high
quality seeds, fertilizer, and octher inputs. Extension efforts wers
directed towards cotton, and groundnut production fell, despite hign
parallel market prices. Though ex-factory prices were decontrollec
in fall 1987 at the onset of FY 87 Title I auctions, maximum profit
margins of 10% at wholesale and 15% at retail are still in eftect
for edible oils.

The economic viability of arcundrnut ci1l tor domestic consumpticn was
dependent upon the higher earnings obtained for the better quality
part ot production which was exported to France as lusury table
nuts. Deterioration of groundrnut qualily has disadvantaged
Madauascar in this euport market, and 1t ie unclear whether the
country could now recover its former market share even with donor
assistance to support improved access to inputs and extension.

tations sin

Despite investment ’ ‘ : '
productaion o gse vegoils is still low, limited by ecological
?3ﬁ3ET-E3;TT;-3TT‘TE‘BT'!BEB’ET3EF'E§ETity. After cyclone damage
to Tamatave plantations in 1986, palm nuts produced only 700 MT of
soap oil and 500 MT of edible oil; extraction of oil from the palm
kernel insigde the nut is no longer financially viable at these low
production levels. Coconuts (copra) appear to offer more potential
for_oail_ production jn ihe,Lpng_uun,,LhDugh productian_is_siill,yet¥
low at present.




A soybean processing plant with a capacity of 12,500 tons per year,
MAMISOA, was opened in March 1986 in Antsirabe, but the extraction
facilities are specialized for soybean, a crop unattractive to
producers, with low o0il content relative to other oilseeds
cultivated 1n country. Negotiations between the GDRM and IBRD are
expected to lead to plant closure in late 1988 or early 1989. The
country's private sector extraction plants and refineries have
deteriorated in most cases from lack of maintenance and
reinvestment, as vegoil processing plants were not assigned a
Friority for access to scarce foreign exchange, except for
investments in the new parastatal plants, MAMISUA and SOMAFALM (palm
0il at Tamatave).

Cottor development plans have benefitted the vegeoll sub-sector as
the cotton seed by-product contributed 2,000 MT to annual domestic
edible oil production, but it is unlikely that cotton production
will expand further, as current levels are already adequate for
domestic fiber demand. In fact, most of the cotton seed available
for oil extraction in the Tulear area is already not being used, :s
the closest extraction plant 1n Morondava 1¢ already processing
sufficient Tulear cotton seed to meet veqoil demand in its market
area, and transport costs are currently too high to justify shipping
the rest of the cotton seed to extraction plants 1n Majunga or
Antananarivo.

Despite the 1988 gap betweer current domestic production (3,500
MT/year) and domestic demand (11,=Z20 MT), gbe U.S. has been the only
donor supplying edible oil to Madagascar since FY 873, through four
past concessional sales aof F.L. 480 Title I vegoil (FY B3, 84, 8¢,
and 87) plus Title II venoil grants in FY 8! and 84. A one year
Title II, Section 206 Fr.ogram is now proposed for FY 88 to support
merc ket liberalization and self-help measures to plan for reform of
the vegetable o0il sub-sector in Madagascar by importing $3.2 million
in crude soybean o0il (including sea freight) to fill the aap between
local production, inventory now in stock, and demand, while

providing balance ot payments support.

As a first step in re-opening trade in imported vegoil to the
Private sector refineries, under FY 87 Title 1. S0% of the crude
soybean o0il imported was sold through an auction system and S0O% was
reserved for allocation to parastatal refinersles: overall 897 of
commodities was bought by parastatals. Farastetal sales of refined
product have lagged behind Lhose of the private sector, and there 1s
some evidence that parastatals are hoarding their stocks to keep
profit margins up. Expanded mar ket liberalization under Section Z0e
will be effected by channeling 100% of commodities through the
aucrion, with improved auction rules to ensure that the tour private
sector firms and two parastatals (if MAMISOA 1s clcied) co pete on
&S equal a footing as possible.
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On-going self—~help measures include:

- GDRM commitment to preparation of & National Vegetable 0il
Master Flan. This is a condition for release of the next IO
million tranche of the IBRD Agricultural Sector Adjustment Credit

- completion of a National Agricultural Research Flan
{including oilseeds research).

The principal additional seli-help measure is continued reform of
the auction system as outlined above.

Additional self-help measurecs designed into the proaram include:

- completion of a survey of artisanal groundnut oil production
to fill the gap in current knowledge of this share of local
production

- continuation of feacsibility studies on possible
privatization of vegoil parastatals (especially the SO0AVOANIO
coconut oil refinery) with support from A.1l.D.'s Madagascar
Agricultural Rehabilitation Support Froject.

Frospects for an increase in domestic vegoil production, and
eventual self-sufficiency, are still poorly defined, and will depend
in part upon ce-ectablishment of correct pricirg sﬁgnals, inputs,
and marketing networks (possibly includina export markets for
groundnuts). Until completion of the National VeqOil Master Flan
and National Agricultural Recsea-~ch Flan, it would be premature to
program local currencies for vegoil production activities, but it
appears that groundnut, coconut, and possibly sunflower offer
technical potential for increase in smallholder production.

Though continued reform in the rice sub-cector must probably await
the outcome of the late 1989 elections, & share of local currency
generations will continue the intent of the Food for Frogress
Froaram by supporting continued FOF1FA/IRRI research on 1mproved
rice technologies, and improvemenl. of small farmer irrigation
schemes. Local currencies will also support the GDRM/IBRD action
plan for Natural Resource Manage.ant. During a December 178G
evaluation of the FY 88 Secticn 206 proaram, a USGID/REDSO team will
Ase@ss progress on self-help measures and. if possible. define a
multi-year {food aid program ior zupport to domestic production
increases in the vegetable oil sub-~zgector, including local currency
support to other donors' technical ascistarce activities in

0l lseeds.



ITI. Critical lIssues
The following guestions are c-itical determinants of program design,
and each is addressed in one of the analyses in Section III. C. of
this program proposal:

A. In light of production deficite, low consumer purchasing
power, and under-developed marketing networks, what is the
probability of achieving cost-effective self-sufficiency in
vegetable oils in Madagascar?

B. The GDRM's support for general macro-ecoromic reform is
fragile, and its level of commitment to market liberalization is
suspect as evidenced by inconsistent performance in the rice
sub-sector under Food for Frocress. Within this context, has the
{DRM ajequately defirmed its goals in the vegetable o0il sub-sector?

C. What role can A.1.D. play in the vegetable oil sub-sector,
in view of other donors' activities and constraints on Mission
rescurces?

V. Frogram_Description

A. Froblem:

Madagascar's low level of per capita income ($265 in 1986), poor
nutritictal levels, dependence on commodity importe, and shortage of
foreign exchange qualify the country for Section 206 grant
assistance. For example, in 1987, over S0% of export earnings were
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needed to service @iternal debt, and this situation is not expected
to change in the rzar future. The potential for development and -
expansion of Madagascar's rich and diversified resource base is
constrained by pouulation pressures, logistical difficu.ties. the
menace of cyclones and, irom 1975 until recently, economic policies
born of a political commitment to the doctrine of scierntific

socialism.

Low con er purchasin i ] by devaluation in June
1987. Fork and beef fat have traditionally been an important part
ST the Malagasy diet, bit reduction in real incomes has made it
difficult for consumers to maintain their previous levels of animal
fat intake, or to fully replace it with vegetable oil. Levels of
per capita gjl consumption in Madagascar are goly 1 kg/vear ]
comparison to the WHO minimum requirement of 2.5 kg/year,
MITATIBTAr 'S high rate of POPUIaTion increase (37/year) requires
major annual production increases or imports just to maintain
current low consumption levels.

Madagascar's agricultural sector provides E07% of employment and
total export esrnings, and 40%Z of GDF. In contrast to the
post-independence (1960) decade, when GDF grew at an averaao %4 per
annum, the GDRM's 1972-1982 move towards a centralized econamy was
marked by increasing qovernment interference in &ll aspects of
producticn, manufacturing and marketing. Nationalization, expansion
of public sector enterprises, restructuring of the, agricultural
markets (through various instruments such as price controls,
subsidies, export taxes), and massive public i1nvestment have cauced
ecornomic decline. Economic policies during the intensely
socialistic pericd disrupted market mechanisms and increased balance
of payment problem=. The GDRM's historical move towards a
centralized sccialist economy has reduced incentives and broken dcwn
traditional (including smallholder) domestic production patterns for
vegetable cils {especially groundriuts).

Though GDRM commitment to economic reform since 1981 has been
urieven, there are now signs of GDRM willingness to define a viable
role for the private sector in vegetable oils. Imports will
continue to suppiy the bulk of domestic veqell needs for many years:
Madagascar's shortage of foreign exchange and balance of payments

problems justify the use of Section 204 grant assictance for & one
Year concessional food aid program in supporl of market
liberalization in the vegoirl sub-sector.

B. Objectives

To satisfy Madagascar's vegetable oil import needs and to provide
balance of payments support during FY 88, while aszessing the
prospects for long term self-sufficiency in edible ocils. Program
commodities will be sold through an improved auction process to
ensure continued increase in private sector participation in
refining and distribution. Self-help measures will set the
framework for future domestic production increases. Local currency
generations will support continuation of existing activities,
especially research needed {or increased sorizultural production
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(primarily in rice), natural resource management, and repair of
agricultural infrastructure.

The first three analyses below address the critical issues
identified as central to the program design process.

mn
L]

1. Sectoral/Technical Analysis

The GDRM's stated qoal iz edible veqoil self-sufficiency by the year
2000, but analysis of the sector reveals a number of constraints
which will need to be overcome to achieve this goal. The critical
issue here has been stated earlier in this program document as
follows:

"In light of productiocn deficits, low consumer purchasing
power, and under-developed marketing networks, what is the
probability of cost-effective self-sufficiency in vegetable
oils in Madagascar?"

At the core of this icsue ie uncertainty about whether production of
raw material can be cost-effectively increased to produce vegoil at
& price local consumers can afford.

0f the various oil crope that have been traditionally produced or
more recently introduced, each has its own set of advantages,
constraints, and production problems (see Anney C). Many of the
major elements needed for increase in raw material production in the
vegetable o0il sector muczt either etill be put in place or
rehabilitated. Flans for these investments are still poorly
defined, though groundnuts appear to of fer potential in the short
term, and small scale copra production in the long term.
Under-developed export and domestic markets, pricing problems, and
low purchasing power are factors hampering vegoil self-sufficiency
and economic efficiency of veqoil production in Madagascar.

Groundrnute are of interest becausze of widespread artisanal
procescing, ecclogical potential, zmallholder acceptability, and a
cultural tradition in Madagascar. In the past, Madagascar produced
34, 100 M of wroundnute 1n its best year (1976): & share of these
23,950 MT) w.re processed to produce 4,790 MT of oil. Thus, in tr=
past, Madagaccar's groundnut 0il production hac adlways been a
bhy—-product of the export and direct consumption markets for
aroundnuts. It 1s not clear whether Madagascar can regain its
former share o1 the luxury table nut export market. Without these
export earnings, refineriec will be unable ei1ther to offer producers
an attractive farmgate price compared to other substitute crops, or
to produce il in a cost-ettective manner from the lower quality
nuts remaining after the export-grade nuts have been traded.


http:groundri.ts
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Drastic declines in groundnut production are evidence that producer
prices have not been attractive in comparison with competing crops.
But locally produced vegoil, particularly groundnut, is already
priced higher than most of the population can afford. To stimualate
local aroundnut production, farm prices must be raised to a level
equal to or greater than other cash crops. Yet in terms of present
consumer purchasing power, it appears this price hike to producers
would put veaoil prices even farther out of the reach of the
majority of local consumers. As a result, annual per capita
consumption may remain at the current "low" level of about 1 kg, and
caloric requirements will have to be made up from an alternative
source. It this lower per capita level is used to project future
demand, self-sufficiency could be more easily achieved: it might be
preferable, however, for Madagascar to remain a net importer
indefinitely. if vegoil could be imported at a lower price more
within the reach of low income consumers. Even if the pricing
question can be resolved for groundnuts, it may take several years
to reconstitute seed stocks. Quarantine restrictions so far
prohibit the massive importation of seed for immnediate sale to

farmers.

Cotion seed is the second mos* important traditional source of
vegetable oil in the country, although it is not preferred by
consumers in wost parts of the country. As it is a by-product of
the fiber industry, and as current levels are adequate for local
fiber requirements, the production of cotton seed Pil is not likely
to grow, unless the Tulear extraction plant is reopened and used to
prccess cotton seed now going to waste in Lthe . area for lack of
processing facilities.

All recent oilseed research has focussed on industrial plantation
crops (coconut and il palms), though both perennials are limited to
narrcw ecological bands on the east coast of Madagascar. 0Of the
two, copra is by far the better suited to small scale production,
and outgrower satellite production models have beer successful in
other parts of the tropics. Freliminary trials on sunflower are
underway, but il is too early to assess the potential of this
ollseed in Madagascar.

Frocessing Capacity

Frocessing capability is not an ‘mmediate constraint to praeduction.
Although many of the mills are old, notable e:iceptions being
SOMAFALM and MAMISW, there is actually twice as much refining
Capacity in country (25-70,000 tons) as is presently being used to
refine Loth imported and locally produced raw oil. There are,
however, a number of invesiments in extraction facilities which
deserve further consideration. & leading example 1s the
consideration which the GDRM is now giving to re-opening the former
SNHU extraction plant in Tulear to stimulate groundnut production
and use cotton seeds now being produced as a by-product in the
area. The closest extraction plant in Morondava is already
processing sufficient Tulear cotton seed to meet vegoil demand in
its market area, and transport costs are currently too high to
justify shipping the rest of the cotton seed to extraction plants in
Majunga or Antananarivo.
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Frofit margins realized by refineries are not, for the most part,
squeezed by competition with other suppliers. Markets are
geographically allocated, and for the most part reqionally
segregated, as transport costs make it difficult for a factory in
one reqgion to compete in another factory's geographic area. Only 1in
Antananarivo is there competition between public (HCT) and private
sector (SEIM) refineries. QOther reqions are served by only one
refinery, with the exception of Majunga, where two private sector
refineries have divided the market between themselves. Iscl!ated
rural areas are served mainly by artisanal groundnut 0il;
tndustrially refined oil does not appear to reach these areas. In
any event, there are considerable rural/urban differences in
purchasing power, and o0il is considered to be a luxury in the diet.
Animal fat is 1 cheaper source of lipides for the rural diet, but is
more expensive than o0il in urbar areas.

The GDRM is already committed to on-going self-help measures,
including final design of & National Vegetable 0il Master Flan and a
Mational Research Flan for ollseede which will clearly lay out
prioritized activities. It would be premature to use the FY 88
pregram's local currencies in support of vegoil sectior projects, but
studies underta’:en as part of this vyear's self-help measures may
1dentify activities which might be supported by future food aid
programs. .

In 1987, the UNDF funded & sactaral assessment of vegetable oils in
Madagascar, undertaken by a French consulting firm (SEDES).

Although more descriptive than analytical, the SEDES study describes
the general status of the sector and recommends points for inclusion
in the GDRM National Vegetakle 0Jil Master Flan. To complete this
study, an IBRD review team in February, 1988, recommended that
additional analysis be undertaken: (8) to assess the comparative
advantage of producing and praocessing the different types of
oilseeds cultivable in Madaaascar; and (b) to prioritize thsat
investments which must be made and the actions to be taken to
finalize the GDRM Master Flan for Vegetable Oils. At the came time,
FOFIFA is planning to complete its Mational Agricultural Recearch
Flan by end of 198g. This plan will include oilseeu recearch
requirements. Upon completion of this plan the requirement far
counterpart tundes 1o gsupport oilseed research will be better krown.
Meanwhile, & number of donors FED, UNDF/FAO, FAC) are in the
process of praparing plans to provide technical assistance for
improvement ¢ groundnut production. These plans should also be
ready by the end of 1988,

The December 1988 evaluation of the FY 88 Section Z06&6 program will
provide A.I.D. with an important opportunity to review the results
cf the self-help measures including studies and plans. The timing
of the evaluation will also permit A.I.D. with the GDRM ard other
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donors to review the overall vegaoil strategy in Madagascar which may
provide a basis for programming future assistance to this
sub-sector. If warranted, based on Mission review of the atatus of
various developments as they stvand in September 1988, the Mission
will request PDS funds to support specialist expertise for this
evaluation team, to ensure that all production constrainis are
adequately reviewed.

In conclusior, it is not clear at this time whether self-sufficiency
in vegoil is a feasible or desirable goal, but the results of the
plarned studies should enable that question to be answered in desiqgn
of FY 89 and beyond food aid programs.

=, Economic/Financial Analvsis:

e et T e —— —_— — L e S — e s L2 2

The following critical issue is addressed in this analysis:

“The GDRM's support for general macro-econaomic reform is
fragile, and its level of commitment to market liberalization
is suspect as evidenced by inconsistent performance in the
rice sub-sector under Food for Frogress. Within this context,
has the GDRM adequately defined its goals in the vegetable oil
sub-sector?"

(a) Market Liberalization
During the past few years GDRM achievements at the level of
macro-economic reform and overall government progress in market
liberalization have been substantial and commendable. Measures
include:

o Cumbersome, highly controlled administrative import
procedures were temporarily replaced with a ‘liberalized
import regime', the RIL, itself currently being
superseded by an Open General Licensing syste~ (OGL).
Beginning in July 1988, it is plannad that importers will
have unlimited access to loreign exchange for all classes
of imports at the prevailing exchange rate, Additional
Ministry of Industry authoirization will still be raquired
for vegoil imports.

o During the course ¢ 1987 the GDRM eliminated
restrictions on entry to the transport sector and removed
transport tariff controls.

o Domestic prices on many consumer gocnads have been
liberalized and controls on profit margins at the
wholesale =nd retail level sharply reduced. Ex-factory
price cont-ols were eliminated for vegetable oil as well
25 for all but 5 products, which are still subject to
contrnol. Controls on profit margins at the retail level
have been removed on all but 8 products; remaining
controls are scheduled to be eliminated i1n June 1988
under the terms of the CASFIC Program. Maximum profits
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of 104 at wholesale and 15% at retail for vegetable oils
were elimibated in January 1988 under the terms of the
World Rank Industry and Trade Folicy Adjustment Frogram
(CASPIC) .

o -iberalization of the financial sector is now a
possibility as evidenced by GDRM agreement to allaw the
establishment of private banks by April, 1988.

Until late 1987, the

blrriers, eliminaticn of price subsidigs, Jjpport restrictions,
removal of ceiling prices and eliminatiogﬁggmgifjciggﬁglngiﬂQLipn
sales at below-market RLACES: As a result new traders entered the
market, small mills sprang into existence, new distribution networks
were created and farm—gate and retail prices increased. @A lLev
. . . mamanly
element in the rice reform progr SR 8sn L freL stock
cperation, established with LS aasdstance under the Food |
Frogres AD: Ihis mechanism was designed as . temporary
measure to prevent politically unacceptable price rises from
occurring dur:ing periods of supply shortage by releasing rice “h“en
market demand pushed retail prices above an agreed-—-upon level. The
effectiveness of the rice buffer stock ' ( - i
TR —— - - . -
stocks) was demonstrated during the 1986287 cea

sﬁ;,_gg_at the 860 TMG/kg trigger poice maintajned market prices hig
enough to induce major production incresses_at _the {arm. level  (and
iMrewrETTIEY Use of inputs), while protecting con WY

exorbitant, _nriceincreases-of the peavioue 1985-19846 lean season.

——y

or

Despite these successes, recent actions illustrate that the GDRM
remains extremely sensitive to the political implications of
liberalization, and in particular increases in consumer rice.
prices., Thus, although rice supplies were available during the
1986/87 period (production plus imports), the mechanics of supply
and demand were never allowed to find a market equilibrium. QDuring

both 193¢& and 1987E the GDRM cgontinued to bring commercial and donor
. M . - I}
rice into the country, 1n amounts which exceed limit reed upon

with or ank, although not in technical gontcavention of
f;:33%nf_FEEEEHTET"BTEETTEFEEUETvr-%tocks { Lacaast
6;E?F;TFE-?F_TQTE'TVBT?"!“EBMMEFEXal operator, responsive to the
interests of the ruling AREMA Party, has been willing and able to
subsidize high volume rice sales at 360 FMG/kilo, supprezsing market
prices, dam=sging distribution systems that have developed since
1982, and thereby threatening to keep farm—gate prices lower in the
1988 harvests than the level ganerally considered necessary to
provide an incentive to producers.

It is unlikelyv that the GDRM will undartake reform in rice marketing
until after the Presidential elections, scheduled for mid-1989.

That political imperatives have been allowed to outweigh economic
considerations and that on balance the rice market liberalization
effort hes lost ground, should not, in the interim, detract from
past achizvements or other on-going reform efforts.
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For this reason and in keeping with the intent of the Food For
Progress program, the FY88 Title II Section 206 program has been
designed to continue addressing structural constraints, albeit in &
different agricultural sub-sector, while providing some relief for
protracted balance of payments difficulties through concessional .
assistance.

b)

Over the years, direct takeovers and large-scale public investments
have created a large and varied system of parastatals. They drain
already limited financial and human resources, and interfere with
the functioning of market mechanisms. Credit to parastatals
accounts for more than 50% of the loan portfolios of the three state
banks which exist in Madagascar. All are 100% State—owned.

In order to rationalize production and strengtrhien the {financial
position of the parastatals, the Qovernment has aareed ta
restructure the publir enterprise sector through « proagram of
rehabilitation, leasing, privatization and liquidation. Three of
the seven refineries operating in the vegetable oil subsector are
parastatals. They received S0% cf the FY 87 Title I crude vegetable
oil imports outright and purchased 78% of the remaining S0% sold
throuah the auctions. In conformity with market liberalizaticn, the
proposed FY8E Section 206 Frogram will require that 1004 of total
commodity imports be sold at auction. In addition, specific
measures have been identified (see Section V "Implementation Flan")
which will allow for more equitable private sector participation.
Throuah reliance on the auction mechanicsm for import allocation, the
Title II 206 program will reduce the favored status of the public
znterprise refineries. in addition, the largest and newest
parastatal oil refinery, MAMISOA at Antsirabe, is likely to be
closed down under an agreement with the World Eank.

Frivate refineries are disadvantaged in ~sccess to credit; a state
bank is a major shareholder in each of the three parastatal
refineries. Although auction procedures can be tightened so that
the same financial rules apply to parastatals as well as private .
enterprises, the Section Z0& program canmnot have & direct impact on
the allocaticon of credit. Thig mav be addressed, however, under

IBRD financial sector reforms scheduled to begin in 1786,

Since the early 1980's, Madagascar hac attempted to meet ite {
@reErqing debt crisis through a serivs of demand managemnent measures
“including reduction of imports) and substamiial debt res: hedul ing.

After rescheduling, the debt service ratio (19886) is stil. high at
917 and the balance oi payments position remains unviable.

i

/<c.‘* helaticnship of Frooram to Balance of Favments Froblem

—

According to World Bank estimates, Madagascar will need minimum
aross capital inflows of USD 4S0 million anmnmually during the next
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three years at least to meet rescheduled debt repayments, support
slightly increased import activities, and maintain a minimum
acceptable level of foreign exchange reserves. Madagascar will
require continued financial assistance from the bilateral and
multilateral donor community, through grants, concescsional
borrowings and/or debt relief.

In view of the eristing gap between local production of vegetable
oil and the total food requirement (see "Food Needs Assessment",
Annex C), Section 206 concessional imports are needed to reduce
demand for scarce foreign esxchange.

. A.Il1.D. Capability/0Other Donors

The critical issue addressed in this analysie is as follows:

"What rol . can A.I.D. play in the vegetable o0il sector, in
view of oiher donors' activitiese and concstrainte on Mission

~ i

resources-

Other donors will support the foreign exchanqe costes and long and
short term technical assistance needed for completion of the GRDM
VegOil Master Flan, the FOFIFA Oilseeds component of the National
Research Flan, and follow-on projects for increasing domestic
producticn. A.I.D.'s role will be limited to: (1) preovision of
grant imports of crude soybean oil as balance of gayments suppc t,
tc fill the gap in current production: (2) monitoring and evaluation
of policy reforms and self-help measures, in collaboration with taz
IBRD: and (c) joint proaramming with the GDRM of local currencies
generated by sale of the Section 206 commodities in large blocks in
support of IRRI-assisted rice research at FOFIFA, implementation of
the GDRM Environmental Action Flan prepared with IERD and A.I.D.
ascsistance, and rehabilitation of small farmers' irrigated
perimeters.

A share of local currency agenerationes will be set aside to fund
local consultancies and GDRM stu *‘es to monitor and provide
information on the veqoil sub-sector. These consultancies will
include:

(1) A semi-annual update tc the current baseline study to
monitor vegoil demand, producticon, import, price, and stock levels
teee "Mormitoring and Evaluation Flan"). This baceline study by
Dinika, a local consulting firm, was funded by counterpart
genvrations, to assess impacts of the FY 87 Title 1 veqoil auctions
on pricing, pro.it margins, rates of sales and size of imnventory in
country. The final report will be relexsed 1n April 1588,

(2) A survey of artisanal groundnut oil production and
marketing, as this is a significant part of supply to low income
consumers in isolated rural areas. As explained in Section IY. D. 2
"Self-Help Measures", no reliable information is currently available
on artisanal pricing, volume or galit. of production, or marketing

rnetworks.
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The USAID/M FSC economist (expected to begin work o/a September
1988) will develop the scope of work for each consultancy, and will
review and report on the findings in semi—annual cables to AID/W.
The Mission economist is expecced to have adequate time available
for thuse tasks. The Mission'=: local hire FSC's will monitor
commodities at port periodically as necessary. A REDSO/ESA Reqional
Commodity Officer will help the GDRM and the Mission prepare
necessary documentation to invite competitive bids on the import
contract and to establish improved auction procedures. In addition,
& REDSO/ESA Food for Feace Officer will provide quarterly
implementation assistance. REDSO will schedule a December 1988
evaluation team =2ffort including FDO, FFF0O, ADO. and economist,
assisted b, FDS-funded spec:alists as needed, to help the Mission to
assess progress on self-help measures and to design the FY 89 foaod
aid prog am. Counterpart deposits and the equity of t.e auction
process will be tracked by & local adit firm, with coste paid by
local currency generations. Resuli. 2f audits, studies, and the
evaluation under the Section 206 procram will be reviewed by an
Auction Commission chaired by the Ministry of Commerce with
participation by USAID, the Ministry of Industry, the Ministry of
Finance, and the Direction Genmeral of Flan. This commission was
originally created for the surcrvision of FY 87 Title 1 auction
sales.

FED, FAC, IERD, and the FAD will provide technical assistance to the
GDRM for policy studies, investment plans, and pilot projects in the
vegoil sub-sector. Two years ago FED Llaced two recsident advisors
(an agronomist and a factory technician) at SOMAFALM to improve
plantation and extraction plant management, and to introduce
improved varieties and inputs; this ascistance will be continued.
FED is also building a new SOMAFALM extraction plant at Manzkara.
FED has provided assistance to SUAVOANIO coconut plantations for
over 20 years, and ie now funding & resident advisor and short term
consultancies. Under FED sponsorship, the European Investment BRank
has been appraising privatization potential at SOAVOANIO. The GDRM
has also requested " I.D. assistance in aszessing privatization
progpects for thics integrated coconut oil production operation, and
MARS-funded consultancies will conplenent the FED's efforte. Most
FED technical assistance is provided by the French Ilnstitute of
Research on 0Oils and Qilseeds, including introduction of hybrids
with potential for doubling vields. FED' aleo supports irrigated
perimeters in the southwest near Tulear. in collaboration with IBRD,
the Caisse Centrale and other donors, but FED is the only donor
currently working witn ocilseeds. The FED is willing to work with
HASYMA (thes cotton parastatal) on groundnut production, and FAC,
CCCE, and .BRD are all supporting HASYMA's work in cotton production.

FAC su-ports a resaident advisor for groundnut and sunflower oilcseed
trials at FOFIFA, and has financed several consultant studies of
aroundnut ©il production potential over the past three years. FAC
and HASYMA are discussing possible collaboration on integrated
-production of cotton, maize and groundnu‘s. Reportedly, larae
cotton planters in the Majunga area migh. be willing to diversifyv
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into sunflower and groundnut production, if adequate seed stocks
were available through HASYMA.

UNDF and UNIDO f{inanced the SEDES Dilseeds Study; UNDFP now plans to
channel $1.2 million over (ke next 3-4 years for groundnut (and
possibly sunflower) seed multiplication through the FAD., with {inal
project design to be completed by May 1988. FAOD is primarily
interested in smallholders, hence its focus orn groundnuts. Flanned
activities will include rehabilitation of MFARA's Maravoay seed
station near Majunga, demand studies on seeds, and development of
national policies for groundnuts and seed marketing (with the long
term goal of privatization). A long term FAD advisor is already
working with MFARA on development of the national ceed
multiplication plan under an orn—going project that has received some
F.L.480 counterpart support in past. Flans for the follow-on
project are likely to include May-October 1989 rehabilitation of the
seed multiplication stations, and possibly supplier credit to
producers for seed purchases. The precise credit mechanisms are vet
to be designed.

The CCCE has (inanced HASYMA cotton production ventures, amd can
provide long term refinancing of capital investments tor the private
sector to assist with GDRM divestiture of oilseed paracstatals. The
CCCE would be willing to finance groundnut development, but no
cfficial request tor such assistance has been submitted by the GDRM.
l 4. Bocial_ Analysis “
FRural-urban differences in the | gnce of vegoil i the diet are
considerable, and are linked to geographic isolation and low
purchasing power. Peasants in rural areas are producing at least
1,500 MT of artisanal groundnut oil, by MFARA estimates, but there
is little concrete data on the importance of artisanal production or
its quality. As imal fat is mo SS i

refined vegoil 1n rural areas, lard and edible peanuts supply most
mm Most artisanal groundnut o1l 15
5?5555?7-5éld for im-kind, rather than in cash, and some households
are growing grounanuts only for their own consumption.

At average wage levels for calariec vorkers, cne—-tenth of the
monthly wage for the head of househcld would need to be spent on

veaoil, just to maintain current low leveles of tamily comsumption (1
g per capita per vear). Urb..n areas are adeguat '
refined vegojl, which is praicec lower there than animal fat, but in
view of low purchasing power .  ConsUNeh Seddddbedd, 2 Y Emal |

quantities, usuxlly only & spoonful at a time for the family sauce
p8TT In summary. teo completely separate and non-competing markets
PPtar tc be operating in veqoils in Madagascar— a traditional
artisana’ market in rural areas, and a modern market for refined oil
in urban areas.

Traditicrnal eystems of supplying inputs for groundnut production
Fave all but dicappeared, and there is some uncertainty about
whetter they can be re-established. During periodes of drought 1n



the south (e.q. rmear Tulear), seed stock was consumed, and concerted
efforts would be needed to build up supply again. In the -
pre-Socialist era, private sector refineries distributed seed stock,
fertilizer, food, and consumer goods to producers, and established
contract prices for their production during the lean period; these
credits were then recovered with a share of total harvest nurchased
at tie contract price.

Now refineries can only break—-even when purchasing groundnuts at
about 2850 FMG/kilo, thus they are reluctant to accept the risks
involved in providing in-kind seed credits, fearing that they may
never be repaid as production contracts will not be heonored by
peasants who can obtain 200-600 FMG/kilo for groundnuts sold in the
market for direct consumption. There are also signs of the
breakdown of rural sccic-ecoromic norms; & significant portion of
SOMAFALM palm nut production is stolen by workers each year for
artisanal processing, and Malagasy peasants are frequently troubled
by thefts of crops from their fields. The uncertainty of market
liberalization, as evidenced by significant swings in producer
prices caused by GDRM rice policy performance, are not encouraging
peasants to take riske by varying production mix beyond household
consumption needs.

Encouragement of the private sector also involves ethric concerns.
Historically, commerce was looked down upon in high plateau Malagasy
society, creating & void filled by Chinese, Indian, and Fakistani
entrepreneurs. The private sector o0il extraction plants and
refineries are owned by families from these ethnic aroups that have
lived for at least three gencrations in F.adagascar, though the
owners are assisted in many cases by Malagasy managers.

9. , / Assessment_of Former Food Aid_Frograms "
A. Food_ for_Frogress_Frogram—~ The three year Food for Proagress
Frogram (FFFR) of 20,000 MT of rice began in Auqust 1986: the first

shipment of rice arrived in November 1986. The evaluation of first
year activities was conducted im June 1987. The evaluation team
concluded that the prcaram was ..ccomplishing its short-term aaal of
stabilizing prices for consumei ¢ in urban rice markets. In
particular, the buffer stock which was established by U.5. food aid,
through FFFR, contributed to opening up the sub-sector by making
rice available to all licensed traders in the major consuming areas
during the traditicrnal pericd of rice shortage.

Froblem areas identified by the evaluation team included the
lowering of the buffer stock release price at the end of the first
season of operation, and the failure to effectively publicize the
higher price at which the program would begin operating for & second
season in November 1987. This led to confusion over prices and did
not optimize production and marketing ot rice. The team also found
that the stock was partly damaged from improper storage. All buti .
0.5% of rice imports under FFFR have since been treated and are fit

for human consumption.



The team recommended that the buffer stuck be continued with
improved GDRM managerent including more open and consistent
communication on pri:es. In addition, 1t wa: recommended that
f.1.D. more closely monitor the program, particularly commodity
storage. In view cf the possibiliiy that rice imports might not be
needud, it was especially recommended that the Micssicn investigate
providing other commodities under either Food for Frogress or a
similiar type of food aid program. '

Since completion of the evaluation, events have shawn that continued
rice 1mports through a FFFR Frogaram are not warranted. As indicated
in Section IV.C.Z2. "Economic Analysis", the GDRM has not maintained
its commitments in rice pricing, and substantial surplus rice has

accumulated. As a result, the Mission proposes to suspend the FFPR
Frogram and convert the former Title I Frogram to Title II. Section

206.

B. Title_I - The U.S. has provided Title I concessional food
aid assistance to Madagascar since 1981. During that time,
performance on self-h2lp measures has been adequately managed.
However, the sale of -egcil commodities has mcoved slowly during FY
87, and as a result, local currency deposits have lacged.

The basic gcoals of the self-help measures were to improve the
ability of the rural poor to obtain adequate food supplies and
participate in increased agricultural production. , Specific
activities were of two gerneral types: 1) improvements in irrigation
and transport infrastructure; and 2) institutional support for
research on rice production and improved data in the agricultural
sector. In 1786/87, some 236,000 ha. benefitted from rehabilitated
irrigation facilities funded by Title I local currencies and other
doror contributions. Also during 1986-87, more than 10 projects
relating to crop research and data collection were completed. The
annual program review in December 1997 concluded that the GDRM had
met the self-help measures.

The cumulative dollar value of Title I commodities programmed
between 1501-1787 totals approximately $53 million. The GDRM has
depcsited the large majority of the local currency equivalent on a
timelv basis. lhe remainder is in the process of being deposited.
A private farm Frice Weterhouse/Mairobi) audited the local
accrunting svstem in September 1987 and foud the control of
receipts, distursements, and end ucse ot FL 480 local currency funds
reliable.

The one problem which the Title 1 proaram has encountered is slow
disbursement of local currencies. The Mission has taken definite
measures to address this problem by committing larger blocks for
disbursement through other donoars' projects, as well as by assisting
the Ministry of Finance (Treasury) and the General Directorate of
Flanning to strengthen their offices which deal with P.L. 480
counterpert funds. This process will continue as may be required
under the new Title II, Section 206 program.
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D. Frogram_Elements

Under the FY88 Title II 206 program, it is proposed that a total of
5,000 MT of crude, degummed vegetable oil be imported in S5 gallon
drums. (For detailed calculations, see the "Food Needs Assessment"

in Annex C.) The commodity level is derived as follows:
CY 1989 Veg0il Iequirement (refined) 11,330 MT.
Less: Local Froduction (refined) (2,500 MT,.) \us =l
Carry-over from CY 1988 (1,344 MT.)
Deficit -- refined . 6,486 MT

—= crude (+10% -processing loss) 7,134 MT
The decision to import crude rather thamn refined vegoil v as based
upon several factors:

—existing refining capacity

—ability to strengthen private sector role in processing
through self-help measures

-relative stability under storage conditiong, in view of the
uncertainty about the rate of sales

—lack of knowledge of private sector distribution networks for
refined oil.

The ecstj ed crude 2 (nE
MT refined. Howéver, given the actual stocks of vegetable
oil on hand &s of April 1, 1988, of 8,107 MT combined refined and
unrefined veqoil, the Mission rejuests an FY 883 program of only a
five months' supply of crude vegoil to be consumed in CY 1989. At a
cost of UGD S12 per MI in oo = 5 el Usd 145

-

PEr M1 jor freight, this amounts to a U.S. $7.27% million allocation.
Thus 5,000 MT will be auctioned ia two or three tranches depending
upon the stock situation, as monitored during the December 1988
evaluation. The estimated schedule for Jarnuary, March, and July
uctions in 1989 has been planned with a view to the viming of the
harvest, the salez and marketing preferences of retiners, and the
need to deplete C¥ 1983 ctoclc.

Commodities should be imported in one shipment and stored until sale
at auction. The GDRM will be expected to abzorb additional storage
expencses without adding them Lo the auction prrice.

2. Self-Help Measures: The Vegetable 0il Sector Study
executed by SEDES and financed by UNDF has been finished, and a
number of important actions have been taken by the GDRM under the
terms of various World Eank sector operations. These include

removal of ex—factory price controls, partial liberalization of

s
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internal marketing, and sale of a share of FY 87 Title I veqoil
imports to the private sector thiouwgh an auction process which
allocated 50% of the year's conce:sional crude oil imports. MFPARA
has announced & number of its future veqgeil program elements to the
IBRD including:

~-limitation of the GDRM role in the sub-sector to seed
multiplication, extension, negotiation of vegoil imports and
investments from external sources, and quality control.

-progressive reduction of vegcil imports

-short term development of annual crops and long term
development of perennial oilseeds (especially for industrial

oils).

The GDRM is committed to two principal self-help measures
which will be undertaken whether or not the Section 206 program is
approveds:

(a) Completion of a National Vegetable 0il Master Flan is &

condition for release of the nent $30 million tranche of the

IERD Agricultural Sector Adjustment Credit. The GDRM has

produced a first draft of this plan, but priorities still reed

to be assigned to typez of oilseeds based on economic,

technical, and financial considerations. Furthermore, a

survey of demand in comparison with production, estimation of

the qap to be filled by imports, and ascessment of the export
potential of peanuts are still needed. The GDRM also needs to
review decisions that it has already taken, or proposes to
take, in consultation with IBRD advisors principally:
incentives offered to producers and refineries (e.q. through
the investment code', priorities for public investments in
services for producers and inpute unlikely to be obtained from
the private sector (e.g. core plant material for improved
perennial oilseeds), the import regime for primary raw
saterials and finished products, tariffs, and related taxes.

by  Completion of a Natignal sgricultural Research Flan
FOF1FA with assistance trom ISNAR is expected by Apral
for review by the IBRD arnd other donors in July 1983. The
plarm will include an ollseeds research compo:.ent, with a
likely focus on groundrnuts: research i1dentified in this plan
may qualify for support with local currency generations under
future food aid programs.

Under the Section 206 proaram, three additional selt-help measures
would support the broader context defined by these first two
activities:

(c) Continued Reform _of the Vegetable 0il_Auction System to
ensure better integratlion of grant-funded imports into the
commercial system. By carefully timing and limiting import
levels to avoid market saturation, the GDRM will worlk to
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estat ish prices which do not discourage local production. It
is pruposed that 100% of grant import commodities be allocated
by a market mechanism which allows both public enterpri- 2s and
the private sector to compete on an equal footing. meniiored
by audits. Improved auction procedures will be negotiated by
USAID for incorporation in a Memorandum of Understanding.

(d)  A_MRSTD Survey of Artisanal Groundnut 0Qil _Froduction will
be financed by year one local currencies. This study will
fill the gap in knowledge of the level of productien, pricing,
quality, and gecgraphical importance of this portion of
domestic production. Artisanal supply appears to be extrer=ly
important in isolated rural areas, likely serving consumers
with the lowest purchasing power, while offering higher
farmgate prices than refineries can offer, as processing costs

are low.

(e) Divestiture of Vegetable 0il Farastatals_will continue to
be_explored. Studies by Coopers & Lybrand funded by A.I.D.'s
Madagascar Agricultural Rehabilitation Support Froject (MARS)
provide the basis for this self-help measure. During Fhasze 1
of these studies, SOAVOANIO, the coconut oil parastatal, was
identified as a candidate for at least partial divestiture.
Currently, the GDRM hopes to attract majority private sector
ownership to finance a new refinery, and minority private
sector participation in the coconut plantations. As requecsted
by the GDRM, Frase II and III MARS studies will continue to
assicst the GDRM to develop an action plan for the whole or
partial divestiture of SOAYOANIO. A groundnut oil extraction
plant formerly operated by the groundrut parastatal, SNHU, was
closed four vears ago. This plant is a candidate for sale to
the private sector it groundnut production in Tulear ~ould be
increased to ensure nrofitability, and if the GDRM is willing
to assume responsibility for past debts. FAC and FED are
willing to provide technical assistance to study the
feasibility of reopening the SNHU plant under private
ownership, and CCCE is willing to finance a viable private
sector offer.

Z. Local Currency Uses

It 15 proposed hat FY 883 lecal currency generations support

cn-qoing mission proarams in the agricultural cector, prancipally

the FOFIFA/IRRI Kice Research project, rehabilitation of small
farmers' irrigated perimeters, and the GDRM Environmental &ction

#lan.

(&) The basic food crop 1n Madagascar is rice; research 1in
rice clearly suppoi .s GDRM efforts to reduce food aid
dependency.

(b) Support to basic research in the food sector is also
intended to benefit the neediest population groups since 80
per cent of the population are subsicsterice farmers and
practically all produce some rice, roaot crops, or groundnuts.
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(c) Further, the program ties directly to the approved Country
Stralcqgy (see CDSS 1986) which states: "Our long-term goal is
to help Madagascar achieve and maintain food self-reliance
particularly in the rice sub-sector."

With the advice and support of IRFI, a specific program has been
laid out by FOFIFA to improve basic rice technologies available to
farmers. Fart of this plan is the construction and rehabilitation
of the country's rico research facilities. In local currency
equivalents, approximately $2 million would support rice research,
with an additional $500,000 for implementation of the GDRM
Environmental Action Flan. As stated in the CDSS, the Mission also
plans to continue "to improve infrastructure upon which the small
farmer depends", up to approximately $700,000 in FMG equivalent.

Froaramming of local currencies in future food -id programs would be
based upon the outcome of the National Vegoil Master Flan and the
National Agricultural Research Flan, as well &s more specitic
projects being designed by other doncrs, which may require local
currency funding. It 1s premature to speculate on specific
outcomes, but there seems to be a consensus that groundnuts will be
ascigrned a high priority in the short term, while perennial o1l
crops will be considered for longer term investments. Friority
research on complementsary rice cropping systems will certainly
include groundnuts. As other donors do not appear to have adequate
access to their own counterpart generations, A.I.D. may wish to
provide counterpart support to other donors' technical assistance
projects in the vegoil sector under future food aid programs. As
examples, FAQ indizates that local currency will ﬁrobably be needed
for the FAO/UNDF groundnut project, particularly in support of seed
production, and FOFIFA has expressed interes’ in support for
groundnut recsearch.

Illustrative Local Currency Budget (U.S. $ Eguivalents_in_FMG)
IRRI/FOFIFA Rice Research $2.0 million
GDRM Environmental Action Flan $0.3 million
Small Farmer Irrigated Ferimeters _$0.7 million
Tolal $32.2 million

Voo Implementation Flan
Under previcus litle 1 proaram. which provided vegoil (FY 83, 84,
and 8%), all vegoil was allocated by the Ministry of Commerces; the
FY 87 proqran was a first experimental step in the direction of iull
competition, and zerved to expose the inequities between public and
private dealers. The 1987 auction process was used to distribute
F.l.. 480 commodities with certain beneficial results:
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o the process established precedents for inter-ministerial
collaboration between Commerce, Industry ano the Director
General of Flan:

o private sectour presence in the market was increased;

o the distribution and selling effort led to market
extension in terms of both geographic range and slightly
lower prices for consumers than would otherwise have been
the case without auction support for private sector
competition; and

o the bidding process obliged refiners to review cost,
pricing, and marketing structures more carefully.

On balance the auction mechanism clearly had more positive effects
in the areas of product marketing and distribution than pricing.
Auction processes under the FY 87 Title I Froaram favored
parastatals and disadvantaged the private sector refineries. For
esample, parastatals paid SOMAFALM late for inmsurance and
warehousing without penalty, but the private sector was charged
accordingQ to time elapsed. Also, because of their special
relationships with the banks, parastatal refineries could delay
refining &and marketing their share of production until market
conditions improved without additional cost of holding inventory in
storage. Allocation and distribution of the FYBS'programmed
commodity will again take place by means of the auction. In light
of past auction euperience, and in order to make the entire procecss
as fair as possible, specific procedural details will be neqotiated
and formalized in & Memorandum of Understanding once the program is
approved.

The Mission will negotia.e the foliowing parameters for an improved
auction process under the Secti.n Z0& program:

in

&) Farticipant

(] The volume of commodities available to the private sector
will be marimized. In FY 88, 100% o! the total commodity
grant will be made available to refiners through the
auction

o Farticipante mav bid freely, up to amounts which
cumulatively will not exceed manximum refimery capacity,
as determined by Auction Commission review.

o In accord with World Harmk reform efforts in the public
enterprise sector, and following & firm agreement betweer
the Wo:.:d Bank and the GDRM on the clesure of MAMISOA,
the latter will rot be allowed access to the auction
process, nor will it receive P.L. 480 vegetable oil from
public cector allocation reserves.

o Participation will be limited to operational refineries.



b) “rocedures
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a} The role of the Auction Commission will b= more clearly
defined than in the past, and its responsibility for
monitoring and evaluation strengthened. The Auction
Commission will insure that rules and conrtrols are drawn
up and communicated to all eligible participants.

a} The minimum auction price will continue to be the local
currency eguivalent of US FAS or world market import
parity price, whichever is higher, with conversion
calculated at the highest official rate of excharnge in
effect at the time of auction.

a] The import handling agent will be selected by the Auction
Commission on the basis of a competitive bid process:
bids will include a schedule of surcharges for Auction
Commission review and approval. These charges, to be
levied above the agreed-upon minimum aucticn price, will
be made known prior to the auction. Surchargez will
cover the cost of insurance, customs, port tanes,
administrative overhead, etc., and will be borne equally
by all participants.

o Frovision shall be made for an independgnt audit of the
auction process. Ferformance and compliance with
auction procedures, as establiched, will be a berchmark
in evaluation of the overall year one programn. Local
currency qenerations may be used to offeet audit expencses.

Implementation Schedule
Timing of the auctions is critical if participation is to be
equitable and the marketing and sales of the vegetable cil is to
take place in an orderly fashion. With this in mind the following
schedule 1s proposed:

April, 1988 Submiss.on of Froject Faper to USALDAW

June, 198¢ Frogram Approved

Jurie., 1988 Memorandum of Underztanding and
Transfer Authorizatiorn zigred

Seplember, 1788 Complete Urder of Commodities

September, 1988 Shipment Leaves U.S.

danuary. 19288 i1st Auction

fApril, 1989 2nd Auction

July, 198% Zrd Auction

VI. FEinancial_Management
Management of counterpart funds is the responsibility of the
Director of the Trewsury and the Central Bank of Madagascar. As
with past programs, a separate special account, established in the
Central Eank for each proqram agreement, will receive deposits from
successful hidders prior to collection of commodities. The Central
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Bank provides the Treasury with a weekly summary of account
activity. Interest will not be generated, as this would involve the
GDRM paying itself interest; the Mission Director's determination
that interest need not be paid is attached im Anmne: D.

One of two local currency disbursement cycles are in effect,
depending upon type of recipient. For projects managed by
non-governmental organizations (FVO's, etc.), funds may be
transferred quarterly into a special project bank account on &«
revolving-fund basis, though sgocial approval for use of this
mechanism 1s required in each instance. Goverrmment-managed projects
operate on a reimbursement cycle based wpon a vouchering system with
transacticons initiated by the implementing ministry.

The Director fGeneral of Flan is responsible for submitting an annual
tudget to the Minister of Fimance for governmenl-managed projects.
As in the past, Mission approval for the overall allocation is
required prior to submission. Every effort will be made to complete
the budget process within the 1789 calendar vyear and effect
disbursement in a timely manrer.

A. Btorage_Facilities

An assessment of in-country storage facilities as well.as procedures
for handling and distributing crude vegetable oil concluded that
current capabilities are adequate for the successiul implementation
of the food aid program as envisianed..

1. The Fort

o The Fort of Tamatave operates under the auspices of
the Ministry of Transportation. Transshipping is
possible. '

(b) Storage_% Handling:

(o] Two 00 MT storage tanks cwred by SUMBFALM arz
located on the port premises: thoug: intended for
vegoil, they have never been uvsed for thic
commodity. Thiz capacity falls short of the volume
required to make bulk shipmente ecornomically viable.

G As crude vegetable oil im drums is stockpiled in th=
Open &ir, storage space is not & problem.
Uff-loading capacity for S%5-gallon drums averages
600 ~ 700 MT per day. Sufficient labor is
available. FY 87 Title I vegetable o0il was removed
from the port area within 19 days of arrival.
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o Fort congestion is greatest between June and
November (the coffee export season). From December
through March, traffic is fair to heavy. The
quietest period is between April and June. Tamatave
port reserves berths for priority cargos which in
the past included vegetable oil.

o Application of new seéurity procedures during late
1987 and the statiorning of military guards have
greatly reduced incidences of theft.

o SOMAFALM, the government-appointed handling agent
for the 1987 Title I vegetable oil program, arranged
for the transfer of the commodity from the port to
its facilities in Tamata-'e. Frivate sector
importers do enjoy equal access to the port to carry
out commercial transactions.

(b) Storage_% _Handling:

(x] SOMAFALM can store up to 6,000 MT of vegetable oil
in drums out-of-doors on its groundgs. Crude o0il 1s
preferred as it is more stable and has a longer
"shelf life" under these conditions.

o Security measures are adequate; the grounds are
completely enclosed.

o vommodity transport between the port and Somapalm
grounds appears to be dependent upon the operation
of one ZOMT truck.

B. yThe Diszincentive Issuc

Ho

During the one-year liie of the FyY aa program, 1mpcortation of crude
soybean oil under Lhe Title II Section 20&6 Frogram at the 5,000 MT
level will nol act as & disincentive to local production of
Pilseeds. If no F.L. 480 vegoil were imported, 1t is estimated that
the resulling increase in local production would be negligible.

Un the cultivation side, production in four aof the five categories
of raw material available in country (see Arnex C: "Uilseeds in
Madagascar") is severely limited by factors other than classical
economic supplv/demand considerations. The majority of vegoil on
world markets is produced as a by-product resulting from the
processing of a particular crop. In Madagascar, cotton seed oil is
one of several by-products resulting from the production of cotton
fiber for the textile industry. Froduction oi cotton seed oil is
fixed in the short term by ginning capacity and demand for fiber.
Falm oil production is limited by the size of existing plantations,
with output further decreased as a result of cyclone damaqe during
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1985-846. The potential for coconut cultivation is also limited by
ecological and temperature concditions in the country, and the
coconut belt is also at risk from cyclone damage. Increase in the
production of soybean, & crop introduced relatively recently in -
Madagascar, is severely restrained by the need for a high level of
imported inputs, ever more costly in hard currency.

Therefore the only possible crop both locally produced and price
responsive is groundnuts (see Section IV. C. 1. "Sectoral/Technical
Analysis"). In Madagascar, groundnut oil is a complimentary product
to the production of export quality peanuts and table nuts for
dowmestic consumption. Only the lower quality portion of nuts unable
to be sold in the more lucrative table nut markete is transformed
into groundnut oil, as groundnut farmers are not attracted by a
farm—-gate price of FMGB 200-250/kilo, the price at which veqoil
processors reportedly break even. To produce one kilo of aroundnut
oil, a processor must buy S kilos of groundnuts. If processors are
to cover their costs, and make a reasonable prcfit, they can not
afford to pay mc~e than about 1000 FMG/:ilo for raw material alone,
as wholesale demand for vegoil seems to drop sharply above a price
of FMG 1600-1700/kilo of vegoil (the price at wnich FY 87 Title I
refined vegoil sells at wholesale). It i3 the present low level of
consumer purchasing power, more than supply, which appears to cset
the maximum retail price of FMG 2,000-2,3200/kilo and give rise to
conditions of demand inelasticity.

For these reasons, local production can not compete with imports
under present market conditions, with present production costs, and
crop alternatives available to producers. The Section 206 program
provides corsumers with vegoil at world import parity prices,
thereby discouraging investments in inefficient domestic production,
by setting & ceiling on refined oil prices. Without this ceiling,
the already low levels of consumption in Madagascar, as defined by
nutritional standards, might be reduced even more. The one-year
life of the Section 204 program has been explicitly chosen to
provide transitional balance of payments assistance over the
criticial planning perioc during the coming year. During this
transition, multi-donor resources will help the GDRM to assess
whether Madagascar has a comparative advantage in expanding
production of one or more oilseeds over the longer term.

YITI. UME ANALYSIS:

According to the Ministry of Commerce, Madagascar's comnercial
vegetable oil import data 1s as follows:

Year Total Imports Crude_ Imports Refined_Imports
1982 10,416 T I7 MT P.979 MT

1983 1%,282 MT 279 MT 13,003 MT

1984 T 207 MT 384 MT 2,823 MT

1985 7.864 MT 669 MT 7,195 MT

1984 O 0 0

1987 2,000 MT 2,000 MT ]
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The GDRM has a severe foreign exchange shortage (see the Economic
Analysis ir Section IV. C. 2. of this program document). The five
Yerr avercge for commerically imported crude oil is less than 700

me .ric tons. In view of Madagascar's extraordinary balance of
Fayments difficulties, evidenced by complete inability to
commercially import crude o0il in 1986, the Mission strongly believes
that the UMR should be waived. (It should be noted that the Mission
did not accept the UMR as calculated 'in FY 87 for this reason.)

A. Monitoring_ Flan:
Implementation of a liberalized auction process and other self-help
measures will be monitored by the GDRM and USAID on three levels.
First, the Auction Commission established fpr the FY 87 Title I
Frogram will continue to serve as the forum for monitoring
activities, as it includes representives from the Ministries of
Commerce, Industry, and Finance; DGF; and USAID. The Commission
will be resporsible for decisions on commodity movement, enfocrcement
of auction rules, and supervision of financial management. The
Commission will set minimum prices for auction commodities and will
review rates of sales. Second, DGF will prepare an annual report on
progress on self-help measures and local currency usage. Third, the
new FSC economist will take the lead in USAID monitoring activities,
with emphasis on pelicy reform performance, and follow—-up with other
donors, with assistance from local consultants.

A baseline study on the impact of the FY 87 Title I aucticns of
imported soybean o0il will be completed in April 1988 by Dinika, a
Malagasy consulting firm under contract to the Ministry of

Commerce. Local currencies will be programmed to support

semi-annual updates of thie baseline study, to analyze trends in
pricing, demand, rates of sales, ard expansion or contraction in the
sub-sector. The local comsultant will work with the Ministry of
Commerce to monitor and report on the following specific data points:

-edible 0il prices nation wide (ex—-factory, wholecale, retail)
-rates of sales in marke: s by region

—trancport and hardling costs affecting market prices

~tax policies and erforcement

—domestic production levels includine trends in articanal o1l
production

—import parity prices and non-F.L. 430 veaoll itmporte

-profit margins for domestic oilsead producers, factoriesz,
wholesalers, retaileres

—impacts of market pricing orn demand and rates of saloe by
Tea=on

—credits given to ocilseed producers and factor.es.
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Implementation of auction procedures will be monitored by a local
audit firm under contract to DGF, with semi-annual reports on:

—timeliness and completeness of deposits into the Special
Account for auction proceeds

-costs and fees charged to all bidders by the importer
(freight, insurance, customs duties, unloading, warehousing,
and agent's commission) and timeliness of payments.

-expenditures from the Special Account for activities approved
by A.I.D. and the GDRM.

Minutes will be kept of Auction Commission meetirngs as a basis for
annual evaluations and programming exercicses. Bank statements on
the Special Account will clso be available for review as needed.

B. Evaluation Flan:

A December 1988 evaluation will be undertaken with input from REDSO
(FDO, FFFO, Regional Agronomist, and Economist), and possibly
specialized vegoil consultants supported by FDS funds, to assess
progress orn self-help measures and policy reforms within the vegoil
and related agricultural sub-sectors. The evaluation is erpected to
include review of the National Vegeil Master Flan and the FOFIFA
National Agricultural Research Flan, as input to the design of FY 89
and beyond food aid programs. It is still not clear whether, in
fact, vegoil self-sufficiency is an economically efficient use of
Madagascar's agricultural and industrial resources. The evaluation
will reassess national vecoil strategy and goals after the products
of self-help measures come on line to assist with decisions on
investmente in this sub-sector.
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Documenta

= Consultative Group for Madagascar, Economic Frogress
Report (January 1988) '
Madagascar Folicy Framework Paper (IERD, July 1787)
- Industry and Trade Folicy Adjustment Frogram (IBRD, June 1987)
- Agricultural Sector Adjustment Operation (IBRD, April 1986)
- Madagascar - Staff Report for Third Review Under Stand-by
Arrangement (IMF, December 1987)
- Report on the Economic Reform Frogram in Madagascar (Eliot Berg,
October 19387)
- Madagascar - Structural Adjustment Arrangement (IMF, September
1987)
Aide-Memcire de la mission conjointe pour la preparation de
l'Operation d'Ajustement Structurel (IBRD, November 1987)
- Madagascar Economic Folicy Reform Frogram FRIF (41D, December 1987)

- Madagascar CDSS FY 1988

- Madagascar ABS FY 1989 .

- A Concept Faper on AID Strategy in Madagascar for 1987-1990 (J.
Kelly et al, December 1987)

Rice Refor

Food ior Frogress Agreement

Steve Browne reports on rice, Oct-Dec 1987

- CASA I Supervision (IERD, 2/83) .

- Market Liberalization - A Note on Froccops (IBRD, 2/88)
- Cable - "Bumpy Koad to Rice Reform"

- fam Rea Meno to Freeman on /3,33

Agricultural Sector - Mi

in

o

- fdministrative Constraints to Agricultural Exports (1BRD, 1v987)

Food_Aid/Frogram_Guidance

1Q

Food Aid Frogram Description

Guidance ior Implementation of Section =06 Goverrment to
Government Development Frograms

Revised Title III Guidance

Food for Frogress Program

Supplemental Guidance on Frogramming Local Currency

Africa Bureau Supplementary Message on Local Currency
Frogramming
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Flan Directeur Oleagineu: - Rapport Final (SEDES, 1987)

Composition of FL4BO Title I Commodities 1987-1991 (Feter
Robinson, February 1987)

Evaluation du Frogramme d'Importation d'Huile Erute de Soja

FL480 (Terms of Reference and Dinika proposal, January 1988)

FL48BO Title I Aareement, FY 1987

Vegetable 0il Auction (Mission files)

Vegoil stock and follow-up information (Mission files)

Quality control of F.L. 480 VeqgDil (Mission files)



Annex _B: ( .lseeds_in_Madagascar

Groundnuts were historically the most widespread <mall holder oil
crop and would "technically" be relatively easy to re-establish. A
system for supplying a reliable source of seed would be required and
farm prices would have to be adequate to encourage production.

Soils are suitable in many parts of the country and there are no
major disease risks. Groundnut processing (both extraction and
refining) is relatively simple, requiring minimal capital investment
compared to either o0il palm or soybean. The o0il content in
groundnuts is relatively high and preferred by a majority of
consumers; additionally the nuts are popular as a directly
consumable product. On the negative side, oil production per
hectare is low and therefore high-priced over the long term when
compared to perennial o0il crops such as coconut or oil palm. In
addition, =o0il erosion is a risk, as with any crop that needs light
sandy soils. Erosion risk would be lowered if groundnuts were
inter-cropped as part of & more diversified farming systems
approach, rather than mono-cropped as in Senegal. In the past, oil
production was & by-product of the export and direct consumpt ion
markets for groundnuts. Careful economic analysis will be needed to
assess whether Lhe export market cam be regained, and thus define
the long term role groundnuts can play in the vegoil sector.

Cotton segd is the second most important traditional source of
vegetable oil in the country. It is a by-product of the fiber
industry and produces its own by-product, cotton seed cake, for use
in livestock feed. Expansion of cottonzeed o0il is tied to fiber
production and would level ofi once local fiber production
requirements are met. The industry is highly competitive; to be
economically viable all parts of the production and processing
activity must be well coordinated. HASYHMS, the cotton monopsony,
has had a mixed performance record in the past, but with proper
management to ensure prompt payment to producers, this parastatal
could supply adequate institutional support to the sub-sector. In
view of U.S. Government restrictions on support to the cotton
industry, F.l.. 480 local currencies could rot be used to fester
cotton production.

In early 1986 the GDRM opened MAMISUA, & large (12,500 tons/annum of
0il) parastatal soybean processing plant in Antsirabe. To-date
local soya production has virtually rmever materialized (e.q. 1986--87
production was onlv 140 tons), and soybean |aces major constraints
in the future which could not be easily overcome. Again, U.S. law
prohibits use of A.1.D. local currencies to develop this industry.

Over the longer term, the tuc J=Twlah = 51 1 LBPs (palm =
coconut/sggga) offer some very interesting options. Under proper

management, both crops are capable of producing high yields of oil,
up to 2 tons per hectare. On the negative side, both require high
levels of initial investmernt and long term commitments at the
production level. O0il palm also requires quite specialized
straction equipment and, as a plantation crop, is not well suited
to small scale production. Hoth crops require high levels of
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fertilizer and hot humid climatic conditions. Of the two, copra is
by far the best suited to small scale production and outgrower
satellite production models have been successful in other parts of
the tropics. In contrast to palm oil fruit, copra has relative qood
storage life as a raw product and ships well. As new projects are
developed on the basie of the National Vegetable 0il Master Flen,
funding m.ght well be uvsed in suppurt of small scale production
projects in copra. '

The constraints to increased production initially identified above
vary from crop to crop. Obviously, input availability is a
requirement with a wide range of problems which must be resclved.
In groundnuts, field trials and research work have identified large
numbers of var:eties which are suitable for various parts of the
country. Importation and multiplication of seed material will be an
initial constraint but traditional systems existed in the past
which could be re- :stabliched with GDRM approval. A crop which has
traditionally been grown 1in couritry requires less extension than a
rnew crop. Re-establishment of the groundnut sectcr requires an
adequate and sustainable price and & reliable market for fjarmers'
production.

Basic euploratory field trials on sunflower are underway, but it is
toco soon to assess long term prospects for this oilseed in
Madagascar. Sunflower has & higher oil content than other oilseeds
(40%4), is traditionally a small holder crop, and hgs been
successfully grown in other parts of the semi-arid tropics.
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Annes: C:

Food Needs Assessae
Commodity (in Metric Tons):
Date of Analysis: March, 1988
Feriod of Analysis Jan.-Dec.,
Fopulation 10,202,550
Fer Capital Requirement (kg/Yr) 1.0
Total Vegoil Requirement (MT) 10,903
Total Domestic Froduction 3,500
Beginning Stocks G, 147
Exports ()
Total Domestié Supply 3,447
Import Requirement 2,25
Imports C
Food (Deficit) or Surplus (&, 286)
USG PL-430 Veqoil De &0
Other Donor Vegoil O
Target Reserves 0
Uncovered (Deficit) or Surplus 1.744

All references are m
rate of 90%.

growth rate factored in.

historical trends, including est
production.

(animal fat, edible nuts, etc.).

Fopulation is based upon World Banl:

Fer capita vegetable oil requirement

No allowance is made

ade to refined veqetable oil,

estimates,

Refined Vegetable 0il

1988 Jan.-Dec., 1989

11,229,627

(6,486

5y
"]
O

{1,485)

applving a conversia

with & 3% per anmnum

1s set at 1.0 kilo/year, based up

imated consumption of artisanal

tor lipides consumed in other forms
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The calculation of CY198g beqinning stocks was based upon the fallowing
asasumptions: of the 7,341 MT refined Title I veqoil received in-count
prior to 12/21/87, the entire portion auctioned to the private sector

(1,094 MT) was sold. This, in addition to estimated public sector sales
of 1,100 MT left & tarryover stock of 5, 147,

USG FL4BO vegoil in CY1988 represents the refined balarce of FY37 Title
I. received in CY88.

The proposed FY8sg commitment, showm in CYB9 ic based.upon a proposed USD
Z.275 million program. The calculations include freight costs o( QSD
14Z/MT. If additional CY 89 imports are needed to cover the deficit
calculated, this will be noted in the December 1988 eyaluation, and
needs willlbe addressed in FY 89 food aid program design.
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ACTION MEMORANDUM FOR THE REPRESENTATIVE, USAID/ANTANANARIVO

Subject: Madagascar- Section 204 Program—- Determination that Interest

Need Not be Faid on Local Currency Deposits

Action_Reguested: VYour determination that interest will not be required

on local currency deposits placed in a Special Account at the Central
Bank of Madagascar.

Discussion: According to current AID/W guidance (87 State 327494, para
£.80), local currencies are to be deposited in an interest-bearing
account unless this requirement is waived by the highest A.1.D. officer
at post. Urnder the Title II, Section 206 Frogram, as in past Title I
Frograms, local currencies generated by the sale of USG imported
commodities will be deposited in a Special Account at the Central Bank of
Madagascar. These funds will be jointly programmed by A.I1.D. and the
GDRM for mutually agreed upon activities in the GDRM budget. Local
currencies to be generated by the FY 88 Section 204 Frogram will
specifically support GDRM rice research through FOFIFA in collaboration
with IRRI, implementatic1 of the GDRM Environmental Action Flan, and GDRF
rehabilitiation of small farmers' irrigated perimeters. All proposed
uses of these funds are public sector budget expenditures.

Central Bank accounts do not pay interest. In any event, interest
payments would be meaningless in this case, as the GDRM would merely be
paying itself interest on public sector funds which are an integral part
of the public sector budget.

Authority: According to the current AID/W guidance cable on local
currency programming (87 State 327494, para £.80), "a determination not
to follow A.I.D.'s preference for interest-bearing accounts may be made

by the highest A.I.D. official at post."

Recommendation: By your signature below it is recommended that you
determine that local currencies generated by the sale of Title Il Section
206 vegetable oil imports be deposited in a Special Account at the

Central Rank of Madagascar, without interest payment requirements,

AFFROVED

DISAFFROVED
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Annex E - Map of Madagascar
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