Public Disclosure Authorized

Public Disclosure Authorized

Document of
The World Bank

Report No: 38542-MW
IMPLEMENTATION COMPLETION REPORT
(IDA-38810)
ON A
CREDIT
IN THE AMOUNT OF SDR 33.8 MILLION
TO THE
MALAWI
FOR

FISCAL MANAGEMENT AND ACCELERATING GROWTH PROGRAM

April 13, 2007

PREM 1
Africa Region



CURRENCY EQUIVALENTS
(Exchange Rate Effective as of December 30, 2005)

Currency Unit = Malawi Kwacha
US$1.0 = MK 1238

FISCAL YEAR
duyl - June30
ABBREVIATIONS AND ACRONYMS
ACB Anti Corruption Bureau
ADMARC Agricultural Development and Marketing Corporation
AfDB African Development Bank
AGOA American Growth Opportunities Act
AHL Auction Holdings Limited
ARET Agricultural Research and Extension Trust
BOP Balance of Payments
CAS Country Assistance Strategy
CABS Common Approach to Budget Support
CBM Commercia Bank of Malawi
CDF Comprehensive Development Framework
CMS Central Medical Stores
COMESA Common Market for Eastern and Southern Africa
CCA Credit Ceiling Authority
CCs Commitment Control System
CFAA Country Financial Accountability Assessment
CPAR Country Procurement Assessment Review
CsC Cold Storage Company
DFID Department For International Development (UK)
DHRMD Department of Human Resource Management and Devel opment
DPP Director of Public Prosecutions
DSP Divesture Sequence Plan
EC European Commission
ESAF Enhanced Structural Adjustment Facility
ESCOM Electricity Supply Corporation of Malawi
FDI Foreign Direct Investment
FEWS Famine Early Warning System
FIMTAP Financial Management, Transparency and Accountability Project
FRDP Fiscal Restructuring and Deregulation Program
GCU Government Contracting Out Unit
GDP Gross Domestic Product
GOM Government of Malawi
HIPC Highly Indebted Poor Countries
IAU Internal Audit Unit
IBRD International Bank for Reconstruction and Development
IDA International Devel opment Agency
IDF Institutional Development Fund
IFMIS Integrated Financial Management Information System
IFPRI International Food Policy Research Institute
IHS Integrated Household Survey
IM Information Memorandum
IMF International Monetary Fund
IPC International Procurement Consultants
JSA Joint Staff Assessment
LDP Letter of Development Policy
MACRA Malawi Communications Regulatory Authority

MAP Multi-Sectoral HIV/AIDS Project



MITCO
MPRSP
MASAF
MDC
MHC
MK
MOEP&D
MOF
MOP
MPC
MPTC
MRA
MTs
MTEF
MTL
MTPP
NAC
NASFAM
NCPI
NFRA
NLGFC
NSNS
NSO
NWDP
OED
OPC
ORT
PAF
PAR
PCC
PCR
PER
PFP
PPEs
PR
PRGF
PRSP
PSRS
PSD
PURP
PVHO
QERs
RBM
SDR
SNIC
TAMA
TCC
TEAM
TIP
TOR
UNDP

VAT

Malawi International Transport Company
Malawi Poverty Reduction Strategy Paper
Malawi Social Action Fund

Malawi Development Corporation
Malawi Housing Corporation

Malawi Kwacha

Ministry of Economic Planning and Development
Ministry of Finance

Memorandum of the President

Malawi Posts Corporation

Malawi Posts and Telecommunications Corporation
Malawi Revenue Authority
Metric Tons

Medium-Term Expenditure Framework
Malawi Telecommunications Limited
Medium Term Pay Policy

National AIDS Commission

National Association of Smallholder Farmers of Malawi
National Consumer Price Index

National Food Reserve Agency

National Local Government Finance Committee
National Safety Net Strategy

National Statistical Office

National Water Development Project
Operations Evaluation Department
Office of the President and Cabinet

Other Recurrent Transactions
Performance Assessment Framework
Project Audit Report

Petroleum Control Commission

Project Completion Report

Public Expenditure Review

Policy Framework Paper

Pro-Poor Expenditures

Progress Report

Poverty Reduction and Growth Facility
Poverty Reduction Strategy Paper

Power Sector Reform Strategy

Private Sector Devel opment

Privatization and Utility Reform Project
Plant and Vehicle Hire Organization
Quarterly Expenditure Reports

Reserve Bank of Malawi

Specia Drawing Rights

Safety Net Implementation Committee
Tobacco Association of Malawi
Tobacco Control Commission

Tobacco Exporters Association of Malawi
Targeted Input Program
Terms of Reference

United Nations Development Program

Vaue Added Tax

Vice President: Hartwig Schafer (Acting V.P)
Country Director Michael Baxter
Sector Director Sudhir Shetty
Sector Manager Emmanuel Akpa

Task Team Leader/Task Manager: Sudhir Chitale




MALAWI

FISCAL MANAGEMENT AND ACCELERATING GROWTH PROGRAM

CONTENTS

1. Project Data

2. Principal Performance Ratings

3. Assessment of Development Objective and Design, and of Quality at Entry
4. Achievement of Objective and Outputs

5. Mgjor Factors Affecting Implementation and Outcome

6. Sustainability

7. Bank and Borrower Performance

8. Lessons Learned

9. Partner Comments

10. Additional Information

Annex 1. Key Performance Indicators/Log Frame Matrix

Annex 2. Project Costs and Financing

Annex 3. Economic Costs and Benefits

Annex 4. Bank Inputs

Annex 5. Ratings for Achievement of Objectives/Outputs of Components
Annex 6. Ratings of Bank and Borrower Performance

Annex 7. List of Supporting Documents

Page No.

11
19
20
21
23
24
24
25
31
32
33

35
36



Project ID: P072395 Project Name: Fiscal Management and Accelerating
Growth Program

Team Leader: Kebede Feda TL Unit: AFTP1

ICR Type: CorelICR Report Date: April 13, 2007

1. Project Data
Name: Fiscal Management and Accelerating Growth L/C/TF Number: [DA-38810
Program
Country/Department: MALAWI Region: Africa Regiona Office

Sector/subsector:  General public administration sector (30%); Agricultural marketing and trade (25%); Crops
(25%); Power (10%); Telecommunications (10%)
Theme: Public expenditure, financial management and procurement (P); Rural policies and institutions
(P); State enterprise/bank restructuring and privatization (S); Land administration and
management (S); HIV/AIDS (S)

KEY DATES Original Revised/Actual
PCD: 10/14/2003 Effective:  05/01/2004 09/07/2004
Appraisal: 12/15/2003 MTR:
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Country Director: Michael Baxter Hartwig Schafer
Sector Manager: Emmanuel Akpa Philippe Le Houerou
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ICR Primary Author: Mansour Farsad

2. Principal Performance Ratings

(HS=Highly Setisfactory, S=Satisfactory, U=Unsatisfactory, HL=Highly Likely, L=Likely, UN=Unlikely, HUN=Highly Unlikely,
HU=Highly Unsatisfactory, H=High, SU=Substantial, M=Modest, N=Negligible)

Outcome: HS
Sustainability: L
Institutional Development Impact: M

Bank Performance: HS
Borrower Performance: HS
QAG (if available) ICR
Quality at Entry: HS

Project at Risk at Any Time:



3. Assessment of Development Objective and Design, and of Quality at Entry

3.1 Original Objective:
Background and Context

Since the mid-1990s Malawi has been implementing wide-ranging reforms supported by a number of
credits, including three Bank Adjustment Credits, IMF ESAF-PRGF arrangements, and bilateral donors.
These reforms, however, have had mixed success. Economic growth has been fluctuating and has remained
low in recent years, growing by less than 2 percent a year since the mid-1990s. With the population
growing annually by nearly 2 percent, this has meant a stagnant per capita consumption for nearly a
decade.

The low growth has been due to a combination of factors: the adverse externa environment, droughts, slow
progress on key structural reforms, and most importantly chronic macroeconomic instability. Inflation has
remained high, driven by growth of money supply and large fiscal deficit. The impact of the large fiscal
deficit on broad money was exacerbated by excessive borrowing by the parastatals directly from the
banking system and by the Government’s domestic borrowing as the aid flows remained unpredictable.
Malawi’s high fiscal deficits were mainly the result of poor fiscal discipline and weak public expenditure
management. The fisca Stuation was plagued by weak monitoring, lack of effective penalties for
overspending, unbudgeted spending for emergency relief, and unplanned demands from parastatal 10sses.
High fiscal deficits combined with the reduction in donor inflows created a potentially unsustainable
domestic debt situation. By mid 2003, Malawi’s domestic debt had soared to 18 percent of GDP, with
nearly 80 percent of it in short term.

The high debt, low growth, and poor economic performance were accompanied by food insecurity for
Malawi’s poor with famine-like conditions as recently as in 2002. The combinations of low growth, food
shortages, and fiscal pressures aso had serious consequences in terms of poverty. About 65.3 percent of
the Malawians lived below the poverty line, and nearly 16 percent of the Malawian adult population in the
15-49 age groups was HIV positive. Tobacco, the country’s most important crop, suffered from high cost
supply chain that resulted in the farmer receiving only half of the price at the auction floor.

With the preparation and launching of the Malawi Poverty Reduction Strategy Paper (MPRSP) in April
2002, the Government developed a comprehensive program aimed at reducing poverty. A Bank/IMF Joint
Staff Assessment (JSA) favorably assessed the MPRSP and its policy contents. However, progress in the
implementation of the MPRS has been dow due to dippages in macroeconomic performance and the
2004/05 drought.

Rationale for Bank Assistance

To support the implementation of the MPRSP a Country Assistance Strategy (CAS) was prepared, which
was explicitly linked the overal goals of the MPRSP. In line with the CAS, discussed by Board in May
2003, the Bank prepared the Fiscal Management and Accelerating Reform Program (FIMAG) to support
program of the Government included in the MPRSP.

Before the CAS was presented to the Board, Maawi was judged to be in alow case lending program and
was considered eligible to move into a base case if it had met specific triggers on: macroeconomic stability;
budget implementation; accounting and reporting; education; health; HIV/AIDS; and, governance. By the
time of the presentation of FIMAG to the Board, Maawi had achieved al the above mentioned CAS
triggers for the base case. In addition, it succeeded in maintaining a satisfactory portfolio performance, as



evidenced by the low percentage of problem projects (less than 10 percent) and the satisfactory
disbursement ratio (around 20 percent). These achievements, combined with the reforms planned in the
context of FIMAG made Maawi digible for the base case level of lending program.

Baseline projections with access to HIPC resources showed that Malawi was in serious financial situation.
Its gross financing requirements for 2004-06 were estimated at about $344 million a year. Of this amount
$77 million a year was estimated to be a financing gap (over and above regular financing and HIPC
resources). These financing requirements needed to be met by resources from multilateral and bilateral
donors, including the FIMAG. Availability of these additional resources was also crucia for outlays on
health and education to alevel consistent with poverty reduction objectives.

The FIMAG (US $50 million) was the first (of the two) structural adjustment operation designed to support
policy and institutional reforms outlined in the base-case lending scenario of the 2003 CAS. The proposed
amount, which was higher than $30 million originally envisaged for this operation, was accommodated
through the increase in IDA alocations to Maawi. The purpose of the proposed two adjustment operations
was to support policy measures in three areas. (i) improving expenditure management (including progress
on fiscal decentralization); (ii) advancing parastatal reform (including privatization of power and water
enterprises, and greater transparency in maize marketing operations; and (iii) implementing key policy and
ingtitutional reforms in the agriculture sector (including improved efficiency in tobacco marketing
arrangements). FIMAG followed closely the reform areas outlined in the CAS.

FIMAG also provided a framework for other Bank operations in Maawi. It supported policy decisions on
privatization and was closely tied to the Privatization and Utility Reform Project, which provided technical
support for the privatization program. It addressed the problem of Government arrears to the water utilities
in line with the National Water Development Project. FIMAG support for expenditure management was
linked to the Financial Management, Transparency and Accountability Project, which provided technical
assistance for improving expenditure tracking, internal audit, performance monitoring and oversight
ingtitutions. The FIMAG support for fiscal decentralization was linked to the Malawi Social Action Fund
project that strengthened the role of communities below the District Assembly level. Also, FIMAG support
for HIV/AIDS was crucia for the success of HIV/AIDS program supported by the Multi-sector HIV/AIDS
project.

Original Objective:

The long-term goa of FIMAG was to generate sustainable growth, reduce poverty and alleviate the impact
of HIV/AIDS through improved fiscal management, reforming parastatals, and improving the environment
for agricultural growth. Its resources were to provide the critical balance of payments and fiscal needs so as
to enable important reforms to be carried out without increase in the domestic debt.

3.2 Revised Objective:

The FIMAG objectives were not revised as they remained relevant to the circumstances of Malawi
throughout the FIMAG implementation.

3.3 Original Components:

In addition to supporting macroeconomic stability, FIMAG aimed at supporting four main reform areas,
described below, consistent with the development objectives mentioned above:



Improving fiscal management by improving overall budget formulation, execution, monitoring, and fiscal
decentralization.

Accelerating parastatal reforms through improving parastata finances and arrears and continued
privatization of telecommunications, power and the Agriculture Development and Marketing Corporation
(ADMARC) subsidiaries.

Reforming land policy and agriculture through improving land utilization and returns to tobacco growers,
aswell as developing afood security policy.

Combating HIV/AIDS with emphasis on the policy framework, the financing framework, and the
institutional framework for the public sector response at the national and Didtrict levels.

The reforms and the supporting policy measures under each component are described in the FIAMG's
Letter of Development Policy (LDP), and sequenced in the Policy Matrix attached to LDP. The FIMAG
achievements and the outputs/outcomes of its components are described in Section 4.2 below. The details
are presented in Annex 1.

Note: The rating on this ICR is based on harmonized criteriafor ICR and IEG evaluations, consisting of a
6-points scale (highly satisfactory; satisfactory; moderately satisfactory; unsatisfactory; and, highly
unsatisfactory). The guidelines do not require rating for the ICR components, but it is provided to show the
reason for the overal rating

3.4 Revised Components:

The original components remained unchanged.

3.5 Quality at Entry:

There was no quality at entry review carried out by the Quality Assurance Group (QAG) on this operation.

The ICR finds the quality at entry to be Moderately Satisfactory. This assessment is based on the
following considerations:

Relevance of objectives and design. The reforms covered by the FIMAG program were appropriate for
Malawi’s economic situation at that time. The policy areas under FIMAG underscored the priority that the
Government had attached to its reform agenda. FIMAG design was based on the three pillars of the 2003
CAS (discussed above) and was intended to support the development priorities of Maawi. The reformsin
fiscd management were designed to strengthen the Government's capacity to move towards
macroeconomic dtability while initiating steps to improve the delivery of socia services through
accelerating fiscal decentralization. The parastatal reforms were intended to begin addressing issues related
to their excessve borrowing and the burden on the budget while improving the delivery of key
infrastructure services. The reforms in agriculture were designed to improve land functioning and
agriculture markets. The reforms in HIV/AIDS area were intended to define the institutional and financial
framework that would mitigate the social and economic impacts of HIV/AIDS. The FIMAG reforms were
long-term in nature and followed the Bank’s earlier support through three adjustment loans (and the related
TA operations) on Fiscal Restructuring and Deregulation Program in 1996, 1998, and 2000, focusing on
public expenditure management, tax policy, privatization, and civil service reform.



Analytical base. The FIMAG supported reforms were mostly underpinned by important analytical work in
Malawi including: the 2001 Public Expenditure Review (PER), which formed the basis for designing the
fiscal management of the FIMAG. The parastatals reforms benefited from the knowledge gained through
the Privatization and Utility Reform Project. Background papers from the 2003 Country Financial
Accountability Assessment (CFAA) and Country Procurement Assessment Report (CPAR) were used to
design budget execution and monitoring part of the FIMAG. The background work on the 2004 Country
Economic Memorandum (CEM) formed the backbone of the growth strategy and the actions concerning
agriculture and infrastructure services. There were also some anaytical work carried out for the poverty
and social impact of ADMARC restructuring, though inadequate for designing the reforms of food
marketing.

Relevance of risks. The operation had identified four main risks. First, risk of policy dippage in the run up
to the elections. Second, delays in donor inflows, necessitating the domestic financing of the Budget. Third,
exogenous shocks, especialy from drought/ famine, destabilizing the macroeconomic agenda. Fourth, high
incidence of HIV/AIDS, and the continued erosion in human resources. The mitigating response envisaged
included: (i) consultations with all stakeholders to create broad support for the program and the provision
of technical assistance to firm up the analytica basis for the reforms; (ii) working closely with all
development partners to make sure that al operations and their financing are coordinated; (iii)
strengthening the systems to respond quickly to early warnings of a possible famine; and, (iv) strengthening
the legal and ingtitutional framework for addressing the incidence of HIV/AIDS. While the risks and the
responses identified were all relevant, the implementation risks were somehow overlooked (see below).

Compared to the above positive aspects, the FIMAG design aso had some drawbacks:

e First, FIMAG began with aweak macroeconomic framework and ended up with a poor
macroeconomic performance, making it difficult to anchor FIMAG reform programs to a stable
and reliable macro framework. The main reason for macroeconomic instability was the high and
growing fiscal deficit, which had characterized Malawi’ s economic performance, and had remained
amajor aobstacle to implementing key reforms, including those to reduce the high domestic debt.
The frequent fiscal dippages and breach of agreements with the IMF programs were a clear
indication of the inability of the Government to establish fisca discipline. In fact, the effectiveness
of FIMAG had to be delayed for nearly 5 months so that the Government could meet the financial
and structural benchmarks under the IMF Staff Monitoring Program (SMP). This made it even
more difficult for FIMAG to timely complement the IMF program in supporting the mutual
objective of maintaining macroeconomic stability in Maawi. It is only more recently, and after the
election of the new President, that the Government has become more fiscally responsible to control
excessive deficits with the objective to reduce inflation and the rising domestic debt.

e  Second, some of the FIMAG components had an designed with unrealistic framework for
implementation. As aresult, the outcomes achieved were less than what was intended. This was
particularly the case for MTL privatization, ADMARC restructuring, and the restructuring of the
tobacco sector ingtitutions. In all these cases, the planned restructuring required alonger time
period for implementation than the time frame designed in the FIMAG operation. In generd, three
factors contributed to this unrealistic framework:

e During the preparation, the detailed nature of many of the reform actions were not
adequately worked out. As aresult, during the implementation, some of the policy actions
needed to wait for other activities to complete (e.g. studies and reviews) before they could



be firmed up or implemented. The reason was because further assessment of the situation
was needed to determine what would be practically feasible and what would not, in order
to decide on a clear way forward.

e Both the FIMAG team and the counterpart team had optimistically assessed the pace of the
implementation of the ADMARC reforms and the possible hurdlesin that process.
Consequently, they overestimated the Government’ s capacity for its implementation. The
Government was aso preoccupied with the general eections, which were only few months

away.

e \When the new Government came to power, it decided that additiona technical work was
needed to further prepare a comprehensive restructuring plan for ADMARC, including the
design of its social activities operations. As aresult, the Government not only needed to
work out the additional technical details to design the next steps, it also needed to build the
necessary internal consensus for their implementation. Consequently, the Government
could not fulfill the ADMARC core Tranche condition and after months of delay in release
of the second Tranche, requested for awaiver.

e Third, some conditions proved burdensome for the Government to implement. For instance, the
Government was not comfortable with the condition for establishing a Public Service
Remuneration Board to implement the medium term pay policy, and noted during the Negotiations
of the operation that thisis an onerous process requiring amendment to existing congtitution. Also,
the impact of the medium term civil service pay policy on pensions had not been appropriately
assessed, making it fiscally burdensome and unsustainable for the Government to implement that
policy. The Government also found it too demanding to decentralize land rent collection to all
Districts, as had been envisaged by the FIMAG negotiated condition, and in practice limited that
action to only 4 Districts, which were more prepared to take on this responsibility.

e Fourth, some of the FIMAG objectives and policy measures implied a more promising outcome
than they actually entailed. For instance, FIMAG had set as an objective improving the efficiency
of public service ddlivery by moving budget formulation and execution decisions closer to
communities and elected representatives. Thisin principle implied devolution of responsibilities to
local governments, whereas in practice this became limited to the decentralization of other
recurrent transactions (ORT) expenditures in primary education and healthcare. Therefore,
decentralizing decisions on expenditures was far from realization as the ingtitutional capacities and
procedures for full devolution of responsibilities were not yet in place to dlow the locally elected
representatives to take control of these expenditures. Similarly, the Credit Agreement refersto
“staff retrenchment” as part of the ADMARC restructuring plan, whereas in practice the scope of
this activity has been narrowed to “ staff review”.

In retrospect, it seems that the results of the FIMAG operation were not much different than that of the
other three adjustment operationsin Malawi. A 2006 Country Assistance Evaluation (CAE) carried out by
Independent Evaluation Group (IEG) concludes that the Bank’s four adjustment lending in Malawi have
had limited outcomes in terms of policy and ingtitutiona reforms and have been unsatisfactory regarding
macroeconomic stability, despite the fact that most of the adjustment lending aimed at fiscal reforms. The
problem seems to have been too much emphasis on institutional changes such as MTEF and inadequate
attention to policy issues affecting fiscal discipline, such as: (i) increasing incentives of officials to commit
to medium term expenditure targets; (ii) improving the robustness of budget planning and execution
systems; and, (iii) clarifying reporting relationship and accountability.



The CAE recommends that the future adjustment credits to be based on actions taken, not on action plans,
in particular they need to be more focused and scaled to meet implementation capacity. The CAE dso
recommends priority to be given to strengthening budget implementation and better management of public
expenditure to enhance fiscal discipline.

4. Achievement of Objective and Outputs

4.1 Outcome/achievement of objective:
Moderately Satisfactory. Asawhole, the operation achieved many of the objectivesidentified in the Letter
of Development Policy (LDP) and the Credit Agreement.

The Government implemented many of the structural reforms that it committed to in the LDP. From a
difficult initial dtuation, Malawi made progress towards achieving a moderately satisfactory
macroeconomic framework. The macroeconomic framework has been supported by the IMF PRGF since
August 2005 (see Component A below). Achieving macroeconomic stability largely depended on fiscal
discipline and improved public financial management. Actions taken to complete the civil service wage
policy laid the foundation for improving expenditure control and a more predictable wage bill (see
Component B). In the area of parastatal reform, important enterprises in the utility and agriculture sector
have been either sold or brought to the point of sale. The ADMARC law has been repealed and further
restructuring of this entity look promising, tobacco levies have been reduced, and tobacco institutions have
been restructured (see Component C). In reforming agriculture, Maawi has implemented key elements of
its land policy. It aso has increased the land rents, finalized the land law, and implemented a program to
reduce costs and improve the efficiency of tobacco marketing arrangements (see Component D). Malawi
has also implemented a program to strengthen the institutiona and policy framework for combating
HIV/AIDS and has ensured that adequate resources are channeled to HIV/AIDS activities (see Component
E).

The achievement under FIMAG components are discussed in section 4.2 below, and the details are
presented in Annex 1.

4.2 Outputs by components:

The details of the Government reform program supported by FIMAG and its components are discussed in
the Program Document (Report No. 27649). Drawing on that document, this Section describes the
accomplishments under each of the FIMAG reform aress.

A. Macroeconomic Paolicy Framework

With the preparation of the MPRSP, the macro economic program of the Government needed to focus on
sustaining macro stability to provide afirm basis for implementing the structural reform agenda outlined in
that strategy paper.

Malawi has had a history of weak macroeconomic performance, caused mainly by repeated fiscal dippages
and poor expenditure management, leading to unsustainable rise in price levels and domestic debt. The
Government undertook in its LDP to reduce fiscal deficit in order to reduce domestic borrowing and money
growth. Although the Government was moderately successful in creating a macroeconomic framework that
supported the MPRS objectives, its macroeconomic performance was poorer than what was anticipated in
the LDP. In recent years, the Government has been able to establish a better track record under an IMF
SMP and three-year PRGF program adopted in August 2005. Under the new PRGF, the Government had



set a more redistic medium term objectives to achieve macroeconomic dstabilization. The recent
performance under the PRGF has been relatively encouraging as the thrid review was completed in
February 2007.

Malawi’s economic performance in the recent years has been influenced by two main trends. First, there
has been progress towards macroeconomic dstabilization driven mainly by improved expenditure
management, though it is too early to tell extent to which the sound budgetary process and public
expenditure management will be sustained. The fiscal deficit dropped from an average of 8.2 percent
during 2001-2003 to 5.3 percent in 2005. Consequently, the inflation rate, which over 2001-03 was
around 22 percent, dropped to about 11.5 percent in 2004 before rising again to 16 percent in 2005 on
account of a sharp rise in food prices due to the drought. Malawi's externa situation, however, has
remained structurally weak with high dependence on officia transfers.

Second, a severe drought towards the end of 2004 affected growth and inflation, and put a strain on the
fiscal position of the Government. Real GDP grew by 5.1 percent in 2004 because of a rebound in tobacco
production, compared to on average 3 percent during 2001-2003. The improved GDP growth, however,
was adversely affected by a drought towards the end of the 2004/2005 crop season and resulted in afall in
GDP growth to less than 2 percent in 2005. The continuation of low economic growth and chronic food
shortages due to the droughts, could further increase fiscal pressures and negatively affect the
Government’ s poverty reduction agenda.

B. Improving Fiscal Management

Satisfactory. This rating reflects the Government’s implementation of FIMAG core and non-core policy
conditions related to improving budget formulation, strengthening budget execution, improving budget
monitoring and control, and deepening fiscal decentraization. More specificaly, the Government of
Malawi with support of FIMAG implemented the following measures and achieved the following resuilts.

e Improved budget formulation through several measures aimed at (i) reducing the cost of running
the Government and making it sustainable; and (ii) restructuring the wages for civil servants and
making the wage bill more predictable. The Government carried out a functiona review of its
institutions and reduced the number of ministries and agencies from 46 to 25 and the number of
permanent secretaries from 68 to 36. To ensure a stable wage hill, the Government completed the
civil service wage policy and approved the Medium Term Pay Policy for Maawi civil service.

However, the impact of the new wage policy on pensions was not timely assessed, making it
difficult for the Government to implement this policy. Starting with the 2004/2005 budget, the
Government consolidated the numerous allowances that were not taxed (e.g., fuel and housing) into
basic pay, with the exception of travel allowances. Pay grades were unified across the core civil
service, and the number of grades was reduced to 18 from 75. As aresult of the reform, general
gross wages rose by 25 percent, the minimum wage increased by 50 percent, and the wage bill in
the budget increased from 6.6 percent of GDP in 2003/2004 to 7.5 percent in 2004/2005. Most of
the increase in wages has been in the upper tier of the pay scale and has resulted in widening of the
salary gap between the highest and the lowest levels by amost 90 times. The Government also
consolidated salary and alowance structure of the Malawi civil service to form a uniform salary
structure. As a result of these and other improvements in fiscal management and execution, the
overall budgetary deficit declined from 7.8 percent of GDP in 2004 to 5.3 percent in 2005 and
contributed towards an improved macroeconomic performance.

e Strengthened budget execution function with the objective to control chronic overspending by the



Government agencies. Specific actions included: approval of Public Finance Management and
Public Audit Bills in August 2003; issuing circulars to operationdize the Public Finance
Management and the Public Audit Acts in 2004 and issuing Treasury instructions for their
implementation in 2005; approva of Public Procurement Bill; issuing procurement regulations;
creating a functioning Directorate of Public Procurement and appointing its Directorate. Other
actions included creating an Internal Audit Unit (IAU) in the Office of the President and Cabinet
(OPC), appointing its Director, and approving the draft Internal Audit policy and its procedure,
and the Cabinet approving Action plan for operationalizing the AU as well as approving and
submitting to Parliament Amendments to the Corrupt Practices Act. However, the IAU is not yet
fully functional as the hiring of the auditors has not been completed. All of these happened in 2003
and 2004 and began to affect the budget management and execution in 2005.

e Improved budget monitoring and control to increase transparency of public expenditures by
providing timely access to information. The Government began submitting the Quarterly
Expenditure Reports (QERS) to the Cabinet Committee on the Economy and the Budget and
Finance Committee of the Parliament. The Government, however, has not followed through with
this practice recently. As aresult, expenditure transparency has remained low and the public is not
timely informed on budget execution, including the actual and budgeted pro poor expenditures.

o Deepened fiscal decentralization to begin moving budgetary decisions closer to local communities
and making them accountable for those decisons. The Government issued guidelines for
utilization of general grants on HIV/AIDS activities and implemented two specific actions. First, it
decentralized the extension related services of the Ministry of Agriculture in accordance with the
Cabinet Paper on Sector Devolution. This was done by transferring the associated ORT
expenditures from the Ministry of Finance directly to the District Assemblies. Second, it
decentralized to the District Assemblies the responsibility for ORT expenditures in primary
education and primary health care centers, in accordance with the Cabinet Paper on Sector
Devolution, and transferred the associated staffing and budgetary allocations for carrying out these
activities from the MOF to the District Assemblies.

Transferring ORT expenditures to local authorities marked a beginning and not a real devolution of
responsibility to the local authorities. The actual management of the ORT expenditures by District
Commissioners actualy took place in the FY 2005/2006 budget, where the ORT budgets for primary
hedlth and education in each District were presented with the District Commissioners as controlling
officers.

The Government also increased the level of land rent and decentralizing to the District Commissioners the
responsibility for land rent collection for non-tobacco farmers. (The collection of the land rent on leasehold
estates was carried out in two ways: for tobacco farmers, the rent was collected at the auction floor; for
non-tobacco farmers, land rent was collected by three regiona collection points- North, Center and South).
The Government decentralized land rent collection only to 4 Districts because the capacity of these districts
for managing rent collection had been strengthened. While land rent collection started in 4 Districts, the
FIMAG condition envisaged this applying to al Districts. The roll out of the decentralized land rent
collection in the 25 remaining Didtricts has now started in line with an action plan agreed between the
Government (Ministry of Land) and the Bank. The main reason for the delay was the process of hiring the
tax officials and cleaning up land records at the Didtrict levels. The Government issued a Gazette notice of
delegation of powers to the Districts to collect land rent, and set aside the required amount in the FY 2005-
2006 budget to recruit land officers and land clerks for al the remaining Districts.

Further details of achievementsin these areas are presented in Annex 1.
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C. Accderating Parastatal Reforms

On balance, moderately satisfactory. This rating reflects the fact the while progress was moderate in
privatizing and restructuring enterprises, actions under this component took longer to implement than
originaly anticipated. This eventualy led to the Government request for awaiver on an important core
condition related to ADMARC restructuring.

Parastatals had remained a drag on Malawi’s economic growth. They absorbed large budgetary resources
and had created contingent liabilities for the Government as they could not service contracted debt. To
address the issues related to monitoring of parastatal finances, borrowing and arrears, the Government of
Malawi with support of FIMAG embarked on several measures:

First, The Government privatized the following ADMARC subsidiaries. David Whitehead &
Cotton Ginnery; Cold Storage Company (the Lilongwe abattoir), and Grain & Milling Company.
The Government also brought to the point of sale Blantyre Milling, Alexander Forbes, MITCO,
MANICA and Indebank.

Second, to improve efficiency and coverage of utility services through increased participation by
the private sector, the Government after many months of delays and discussions brought the MTL
to the point of sdle. It aso prepared and submitted to Parliament Electricity Bill and the Energy
Regulation Bill in line with the approved power policy.

Third, to develop systemic approach to the privatization of the remaining public enterprises, the
Government revised the Divestiture Sequence Plan in line with the recommendations of the study
on privatization strategy, and carried out the action plan to address the implementation constraints.

Fourth, to control parastatal borrowing and the resulting contingent liabilities, the Government
included in the Public Finance Man-age-ment Act clear guidelines for parastatal borrowing. Also
the MoF issued a circular to all Chief Execu-tives with instruc-tions for compliance with the
borrowing policy.

Fifth, to eliminate utility arrears and their recurrence, the MoF paid utility bills directly on behalf
of selected minigtries, including the Ministries of Defense and Health. Although this practice has
stopped, the outstanding payments owed by the Government to telephone, power and water utilities
were reduced by a significant amount in 2005. To maintain utility arrears at less than 60 days, the
MoF instructed Controlling Officers to submit evidence of utility bill payment together with
monthly expenditure returns as requirement for the following month’s funding allocation. However,
this has not much reduced the arrears beyond 60 days.

Sixth, to improve efficiency of the maize market and to avoid future bail out of the ADMARC, the
Government repedled the ADMARC act and incorporated ADMARC as a limited liability
company under the Company Act. It also prepared a framework for restructuring social marketing
activities formerly carried out by ADMARC.

The ADMARC was in fact the biggest obstacle to agricultural development as it became detrimental to the
efficiency of the grain markets and constrained private sector involvement in the agriculture sector. Its
restructuring was an important second Tranche condition, which required downsizing of ADMARC by
splitting that entity into two units, the first dealing with commercial operations and the second socia
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functions. The latter involved agricultural input supply and crop purchasing in remote and poor aress.

The condition for ADMARC stipulated that: the Government will implement the plan for restructuring
ADMARC commercial activities that has been approved by Cabinet through appointing a new Board for
the company, carrying out staffing reviews, and separating social marketing activities from ADMARC
Limited. While the Government implemented a few reforms related to ADMARC, the progress were not
enough to fulfill the second Tranche condition as reflected in the Credit Agreement.

When the new Government came to power, it decided that further technical work was needed to prepare a
comprehensive restructuring plan for ADMARC, including the design and operation of social functions.
Consequently, the Government requested for awaiver and recruited consultants to assist in the preparation
and implementation of a comprehensive restructuring plan in two phases. On the basis of the first phase of
work completed in January 2006, the consultant presented the Government with options for restructuring
and the Government approved a cabinet paper defining next stepsin the reform of ADMARC.

The cabinet paper provided a framework for meeting the three conditions for Tranche release mentioned
above. The paper proposed creation of two new companies out of the current ADMARC: one, a private
commercia entity, Maawi Agricultural Warehousing and Trading Company (MAWTCO), created by
separating commercial activities currently carried out by ADMARC,; and, two a company to carry out the
socid activities, which would retain the name ADMARC and would concentrate its operations in food
crops in the areas where private traders are not providing the necessary marketing services.

The Bank agreed to waive this condition and release the second Tranche on two considerations: first, the
overal satisfactory progress in the implementation of the FIMAG program (5 of the 6 Tranche core
conditions had been fully met); and, second technical work was in advance stage and the approved
Government paper had defined a set of principles to govern the ADMARC reforms. The Bank felt that
granting the waiver will give the Government the additional time needed to carry out the necessary
analytical work and to build internal consensus among the agencies to resolve the design problems related

to separation of social marketing activities from ADMARC".

The next steps in the reform of ADMARC include: (i) appointment of a new Board for the company; (ii)
carrying out staffing review; and, (iii) separating social marketing activities from ADMARC. The latter
activity involves severa actions. First, assets related to commercial operations will need to be evaluated
and transferred from ADMARC to MAWTCO. Second, Government would need to reach an internd
consensus on a set of social markets where the new ADMARC will operate on the basis of clear and
transparent criteria and close down remaining markets. Third, additional work needs to be carried out to
determine the structure and operational policies of ADMARC and to design a subsidy mechanism.

The Government is in the process of launching this phase of its work with consultants for creating the two
ingtitutions. There seems to be a good chance of a consensus on ADMARC reform within the Government.
However, it could still take some time before key elements of the reform engaging are implemented.
Further details of achievements are presented in Annex 1.

D. ReformingLand Policy and Agriculture

Moderately Satisfactory. This rating reflects the fact that the Government fulfilled policy conditions of
FIMAG, but progress in reaching the outcome was less than anticipated. Under this component the
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Government achieved two of its three primary objectives to reform land policy and its utilization, and to
improve return to tobacco growers. However, it had less success in increasing food security and in
preventing food price increases to protect the vulnerable. More specifically, the Government with support
of FIMAG implemented the following measures and achieved the following outcomes/outputs:

e Reformed Land policy to ensure an equitable access to land and its use. The Government launched
an intensive communication campaign to explain the objectives of the new land law, and presented
to Parliament the new land bill. The amount of land sublet or reverted to public land tenure and
offered for sale increased from 10,000 ha to 100,000 ha. The Government approved a new land
taxation policy and revised land taxation in line with that policy. Land fees for leasehold had not
been adjusted in 5 years (law required adjustment every 3 years). In addition, capacity to collect
land fees was weak and collection rates were low (30 percent). The Government published in the
official gazette and publicized in the local newspaper and radio a notice to adjust land fees from
MK50 to MK1, 000 per hectare for leasehold land according to Land Act. Also, to improve land
collection rates, the action plan prepared by the Ministry of Land to strengthen collection capacity
(at the District and ministry levels) was implemented.

e Improved returns to Tobacco growers[21 by reducing substantially levies on tobacco. Tobacco
producers used to receive a much lower share of the auction floor price (60 percent) than in
neighboring countries because of high and numerous statutory levies and the inefficiency at al
levels of the supply chain. The Government implemented the first and the second phases of the
action plan for reducing levies on tobacco, resulting in an immediate 2.5 percent increase in
farmers gross proceeds from tobacco (amounting to a 25 percent increase in net return/kg). To
foster competition in domestic markets, the Government issued and publicized detailed operational
guidelines on contract farming and direct exporting by tobacco growers. Other reforms under the
FIMAG involved obtaining cabinet approval and implementing detailed operational strategy and
necessary legal and regulatory instruments for restructuring the tobacco sector institutions.

With the support of the IDA Emergency Drought Recovery Project, the Government carried out a
comprehensive institutional review of the tobacco sector and approved an operationa strategy to improve
the efficiency of tobacco marketing and to restructure the tobacco sector ingtitutions with the objective to
increase transparency of their operations. The findings and results of this review were discussed at a
stakeholder’s workshop. Based on the workshop's recommendations, a paper outlining the operationa
strategy and action plan to restructure tobacco institutions was prepared and approved by the Cabinet in
June 2005. The Government also improved tobacco marketing in line with the recommendations of the
institutiona review, and amended the governing legidative and regulatory framework to put into effect the
restructuring. Tobacco marketing was non-competitive and tobacco sector ingtitutions were not operating
on a transparent basis. As part of restructuring tobacco industries, the Government began to work out the
modalities for creating the Local Commodity Exchanges, offering the local producers access to a local
competitive outlet. Further studies, however, are needed to improve overall governance in the sector and to
increase competition and efficiency in the domestic marketing system.

° Took steps towards food security by initiating improvements in the maize marketing and
developing private sector initiative in grain marketing. The Government approved food security
policy to develop a transparent and balanced nutritional food security system and to protect most
vulnerable during shortage periods. In addition, it began the process of restructuring the socia
activities formerly carried out by ADMARC, in line with the new food security and nutrition
policy. However, the food security policy was poorly designed and was not successful in increasing
food production or in making the prices stable, although some ingdtitutional structures have
improved.
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Further details of achievements are presented in Annex 1.

E.

Combating HIV/AIDS

Satisfactory. This rating reflect the fact that all the credit conditions were substantially met and that there
was a considerable progress towards reaching the Government three objectives of setting up the policy,
ingtitutional, and financing framework to combat the spread of HIV/AIDS.

At the time of the preparation of FIMAG, the HIV/AIDS was widespread, but the legal and institutional
frameworks for the public sector response to address this problem were not in place. In addition, the
domestic funding for the national response to HIV/AIDS was low and erratic. The Government tried to
adopt a framework for the nationa response to HIV/AIDS and included in the budget resources for
managing HIV/AIDS interventions. However, the implementation of HIV/AIDS programs had not made
much progress. To address these problems, with support of the FIMAG and other operations, the
Government program focused on three aress:

Defined the policy framework, by developing and approving the national HIV/AIDS policy and
submitting to Parliament the Law creating National Aids Commission (NAC).

Strengthened the institutional framework for public sector response at national and District
levels. This involved taking several measures, including issuing public sector main-streaming
guidelines by NAC; approving Public Sector HIV/AIDS main-streaming strategy prepared by the
Department of Human Resource Management; appointing the Steering Committee; and,
establishing ad hoc HIV/AIDS Coordinating Committees in many Districts. The Government also
appointed the full-time Coordinators, established Ingtitu-tional Committees, initiated first year
programs in 10 public institu-tions, approved HIV/AIDS main-stream-ing strategy for District /
City Assemblies, and ensured that 4 District and City assemblies have full time HIV/AIDS
Coordi-nators and functioning committees for HIV/AIDS.

Set up the financing framework by adopting severa measures, including: (i) changing
classification of HIV/AIDS budget lines as pro-poor expenditures and, as such, protected from
diversion to other uses; (ii) issuing guidelines for Genera Grants to Didlricts, specifying that
HIV/AIDS interventions are eligible expenditures, and, (iii) alocating at least 2 percent of the
non-salary recurrent budget to HIV/AIDS interventions in line with the public sector
mainstreaming strategy. In addition, the Government allocated US$2.0 million in the FY 2004/05
budget for HIV/AIDS interventions, to be disbursed to the NAC in the amount of US$0.5 million
for each quarter. The US$2.0 million was supposed to be provided each year to support the
coordination and management of the national response. (In FY03-04, the Government allocated
US$1 million to NAC because NAC activities under Multi-Sectoral Aids had not started). For the
FY05/06, US$1.2 million have been budgeted so far, but it is not clear whether the remaining
amounts will be alocated this year. The Government also successfully obtained funds from the
Globa Fund for HIV/AIDS for about $196 million to be disbursed over five years.

Further details of achievements are presented in Annex 1.

 The Bank also considered the option of not releasing the second Tranche on the basis of non- compliance with the
ADMARC condition, but recommended against it on account of the precarious balance of payment situation (as a result of
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the 2004/05 drought) and the fact that the second Tranche was an important part of the Government financing plan agreed
with the IMF. Without the second Tranche resources, the Government had to borrow domestically to meet budgetary
targets, thus undermining the fiscal stabilization efforts.

 OD No. 4.76 defines limitations to World Bank support for the tobacco sector and is therefore relevant to the FIMAG.
The team had obtained an appropriate waiver for the needs of the proposed reform program.

4.3 Net Present Value/Economic rate of return:
Not Applicable. Thiswas a policy-based operation.

4.4 Financial rate of return:
Not Applicable

4.5 Ingtitutional development impact:
Modest. Given that in some program areas the results were not fully achieved or were delayed, the overall
institutional development impact is assessed as modest:

In the area of fiscal management, the Government made progress in strengthening budget process and
execution and in facilitating efforts towards decentralization. Functiona review of the Government
ingtitutions, the reduction in the number of ministries, and the preparation of action plan and the
appointment of task force to help its implementation contributed to reducing the cost of running the
Government. Also, the preparation of the Medium Term Pay Policy for Maawi civil service, consolidation
of salary and allowance structure, and the establishment of a Public Service Remuneration Board helped a
more predictable wage bill. In the area of budget execution, preparation of Public Finance Management
and Audit bill and the issuance of circular for its implementation as well as the approval of the Public
Procurement Bill and the establishment of the Directorate of Public Procurement and the appointment of its
Director contributed to strengthen budget execution. Other institutional development impact included the
creation and appointment of the Director of an Internal Audit Unit in the Office of President and Cabinet,
drafting of Internal Audit Policy, and approval of the Amendments to Corrupt Practice Act. On budget
monitoring and control, important ingtitutional development included the preparation of Quarterly
Expenditure Reports and its publication in the MoF website and the local newspapers. On decentralization,
the notable development included the preparation of the Cabinet paper on Sector Devolution Plan,
decentralization of extension services related to the Ministry of Agriculture, and the decentralization of land
rent collection, primary education, and primary healthcare to the Cities and District Assemblies.

In the area of parastatal reform institutional development impact included: incorporating ADMARC as a
limited liability company; approva of power policy; preparation of Electricity Bill and Energy Regulation
Bill in line with the approved power policy; and, preparation of guidelines for parastatal borrowing.

In the area of agriculture the ingtitutional development impact covered land policy, support to tobacco
growers, and food security: land policy was approved; special commission on drafting the Land Bill
established; public awareness campaign initiated; review of levies on tobacco completed; guidelines on
contract farming and direct exporting were drafted; operational strategy for restructuring the tobacco sector
was prepared; first annual performance audit of AHL, TCC, and TAMA was produced; and, food security

policy was approved.

In combating HIV/AIDS, indtitutional development impact included: development of HIV/AIDS national
policy; establishment of Institutional Committee and initiation of the first year programs; establishing
Ad-hoc HIV/AIDS coordinating committee; functioning committees for four District and four City
Assemblies; and mainstreaming HIV/AIDS budget line.
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5. Major Factors Affecting Implementation and Outcome

5.1 Factors outside the control of government or implementing agency:

Drought: an important factor outside the control of the government was the recurrent droughts in 2001-02
and again in 2004-05. These droughts led to losses in income and increased subsidies to agriculture, thus
undermining macroeconomic stability.

Increase in oil prices: the pressure on the budget owing to the increase in oil prices during 2004-05 was
another factor beyond the control of government put a heavy pressure on budgetary resources. However,
inflation and current account deficit were not much affected, though they remained high due to other
factors.

5.2 Factors generally subject to government control:

Macroeconomic framework: The maintenance of fiscal discipline in the interest of macroeconomic
stability was within government control. Yet, the Government had a hard time maintaining a satisfactory
macroeconomic framework. Following approval of the loan in April 2004, the macroeconomic framework
agreed with the IMF was derailed because of the rise in public spending before the election in May of that
year. As aresult there was a substantial delay of about 5 months in loan effectiveness and release of the
first Tranche compared to its originally targeted release date of April 2004.

Restructuring ADMARC: the change of approach by the new Government on restructuring and downsizing
ADMARC led to a considerable delay in release of the second Tarnche and a request to waiver this core
condition. That Tranche was released almost 6 months after the original targeted release date (almost 2
years after the approval).

Other areas where more timely actions by the Government may have resulted in a better outcome included:
further efforts at reducing deficit spending, faster privatization of public utilities, decentralization of land
rent collection to al Didtricts (instead of 4), more proactive in restructuring of tobacco ingtitutions,
including the creation of Local Community Exchanges.

5.3 Factors generally subject to implementing agency control:
Same as above.

5.4 Costs and financing:

There were no changes in the costs or the financing of FIMAG. The Credit was in the amount of US$50
million on standard IDA terms with 40 years maturity and a grace period of 10 years. FIMAG was a two
Tranche operation with core prior actions for Board presentation. During the Negotiations of this operation
the Government agreed to a TA program of about US$1 million (funded by donors and budgetary
resources) to carry out a number of studies to facilitate fulfillment of various Tranche conditions.

The Credit was approved on April 13, 2004, became effective on September 7, 2004. The first Tranche
was released on September 10, 2004 and the second Tranche on April 20, 2006. The Credit was extended
once from December 31, 2005 to June 30, 2006 to enable the Government make further advances in the
politicaly sensitive and time consuming reforms in ADMARC and the tobacco sector. That extension
increased the period of implementation between effectiveness and closing date to about 22 months.

6. Sustainability

6.1 Rationale for sustainability rating:
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Overall, sustainahility israted as likely. However, there are some concerns.

Perhaps the most important element in sustainability is the fiscal deficit and how it will impact
macroeconomic stability. The Government is focusing on strengthening fiscal discipline by further
improving budget preparation and execution and increasing its transparency. However, given the past
record, there are some concerns regarding Government’s ability to control fiscal deficit and the domestic
debt, which continue to remain high. There is more optimism now than before for macro sustainability as
the new Government, which came to power in May 2004, has put stoppage on extra-budgetary
expenditures that characterized the former Government.

In the areas of budget management, execution, and monitoring, sustainability is likely as most of the policy
actions have been included into the regular operations of the Government. In decentralization, the
Government succeeded in empowering the District Assemblies to take expenditure decisions in health and
education, and to collect land rent. However, sustainability concerns exist on extent to which Districts have
adequate capacity to undertake the devolved responsbilities and to influence expenditure decisions on
primary education and healthcare. Also, the roll out of land rent collection to al Districts is an issue that
needs to be dealt with in a pragmatic way as it probably would involve a phased approach given the
capacity constraints.

Progressin privatization is likely to continue, but, the difficulties experienced in the case of privatization of
large utility enterprises would likely persist. Significant steps have been taken towards ADMARC
restructuring. However, there are uncertainties regarding additional time and efforts that are still needed to
implement the required actions. Clearly, further efforts beyond FIMAG would be necessary to complete the
reform program of this entity, including the creation of downstream companies, staffing requirements of
ADMARC commercial and ADMARC socid, the actual staff retrenchment, and the creation of the
operationa framework for social functionsthat ADMARC would carry out.

In the case of agriculture, there is a better chance for sustainability of reforms due to improved
rationalization of land rents and returns to tobacco growers, though further work may still be needed to
complete restructuring of tobacco sector industries. However, there is a sustainability concern regarding
food security as the policy on food security has not succeeded in increasing food production or in making
food prices stable. In combating HIV/AIDS, the benefits are likely to remain sustained due to improved
legal, institutional, and financing frameworks.

6.2 Transition arrangement to regular operations:

The lending scenario for the 2003 CAS included two structural adjustment credits (for FY04 and FY 06
respectively) to support key structural reforms complementing the Government's macroeconomic
stabilization efforts, with a view to establishing a foundation for broad-based sustainable growth. As
mentioned before, the FIMAG was the first of these two operations.

In line with the CAS, the Bank will prepare the second adjustment loan to Malawi as a successive operation
to FIAMG. The proposed second operation will build on FIAMG achievements and will further deepen the
reforms in the areas of fiscal discipline, agriculture, parastatal restructuring, and private sector
development. Other follow on Bank operations will aso build on the continuity of the FIMAG supported
policy measures.

7. Bank and Borrower Performance

Bank
7.1 Lending:
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Moderately Satisfactory. The reasons for this rating include timeliness of the operation and the consistency
with the Government’ s devel opment strategy and the reform measures reflected in the MPRSP and the CAS
(see also section 3.5, Quality at Entry). FIMAG was in fact a continuation of structural reforms supported
by other adjustment operations since the mid 1990s, and was built on the results of those operations.

The Bank’s performance in the identification, preparation, and appraisal of FIMAG was satisfactory as it
considered all technical, financial, and institutional aspects of the operation. FIMAG was prepared with a
full knowledge of the economy and considerable analytica work, such as those on public expenditure
review, country economic memorandum and CFAA, and CPAR. However, its preparation was interrupted
by derailment of the macro fiscal variables, and its execution was delayed by the optimistic time line
designed for restructuring ADMARC. Although FIMAG was appraised thoroughly, the commitment of the
Government to timely implement the first and the second Tranche policy measures was overestimated. This
was partly due to the poor implementation of macroeconomic policy measures (in case of the first Tranche)
and slow actions on restructuring ADMARC in atimely manner (in case of the second Tarnche).

The most important reform measures that the Bank has supported Malawi through its adjustment
operations included: the introduction of the cash budget system, the liberalization of the foreign exchange
market, the liberalization of the financial sector, a continued implementation of the tax reform program
aimed at broadening the base and lowering tax rates, introduction of the Medium-Term Expenditure
Framework (MTEF) as a budgeting tool, the introduction of the Credit Ceiling Authority system to prevent
the Government from borrowing from the banking system when it did not have to do so, and the
introduction of the Credit Control System to assist the Ministry of Finance to monitor and track
Government ministries and departments that accumulate commitments into arrears. However, as mentioned
before, the 2006 CAE concludes that the Bank’s four adjustment lending in Maawi have had limited
outcomes in terms of policy and ingtitutional reforms and have been unsatisfactory regarding
macroeconomic stability. The recommendations of this evaluation provide vauable guideposts for
improving the impact of the Bank’ s future adjustment operationsin Malawi.

7.2 Supervision:
Satisfactory. The team followed up with the Government on &l reform fronts and reviewed progress in
achieving the milestones described in the LDP and the Program Document.

The Bank team on FIMAG consisted of professionals with relevant technical expertise in the areas of
public sector reform and agriculture. The team leader made monthly visits to the country and intervened
when there were problems. The presence of the Bank officein Maawi as well as the regular presence of the
team leader in the county grestly facilitated monitoring the FIMAG implementation. The team regularly
prepared aide-memoirs to dert the Government on implementation problems. Also, the Implementation
Status Reports (1SRs) contained a realistic assessment of the FIMAG performance.

The supervision team succeeded in establishing a collaborative relationship with the counterpart team, the
IMF, and other development partners to ensure consistency of assistance to Malawi. The Country Director
also did some overseeing during his visits to Maawi to resolve essential issues impeding the operation (e.g.
strengthening reform monitoring group in the MoF). These were important factor in keeping the supervision
quality high.

7.3 Overall Bank performance:
The overall Bank performance is rated moderately satisfactory in view of the rating for lending and the
quality of supervision.

Borrower
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7.4 Preparation:

Borrower performance in the preparation of FIMAG is rated Satisfactory. The preparation of FIMAG
started with strong backing of the Government and the implementing agencies. There was a strong support
for reform from the highest levels in the Government aided by a dedicated team in the Ministry of Finance.
This helped increase ownership of the program and a full understanding on the policy contents of the
FIMAG as highlighted in the LDP.

7.5 Government implementation performance:

The overal implementation performance of the Government is assessed as moderately satisfactory. As
discussed in section 4, the Government was effective in the implementation of most of the envisaged
reforms. Although the Government was fully involved in the design stage, the loan effectiveness was
delayed by about 5 months until September 2004 to enable the Government to reach an agreement with the
IMF on a new staff monitoring program. This was mainly because the PRGF program had gone off track
on account of the Government overspending before the elections. Release of the second Tranche was aso
delayed by about 6 months. While the effectiveness delay did not reflect delay in implementation, the
second Tranche delay was because of the dow progress in a number of reforms including the ADMARC
restructuring, which necessitated reformulation of plans and granting of a waiver for this condition,
following the arriva of the new Government and its change of approach regarding this entity’s
restructuring.

The Government set up a Steering Committee, as a counterpart team chaired by the Secretary of Treasury,
to facilitate the preparation and to oversee the implementation of FIMAG reforms. In addition, the
Government appointed a senior civil servant from the MoF to serve on afull time basis as a coordinator for
FIMAG. There were many reform areas in FIMAG that involved more than one ministry or agency.
Decentralization involved the line ministry, MoF, Local Governments, and the Accountant General. Reform
in tobacco involved MoF, Agriculture, and support from a range of stakeholders in the tobacco industry.
ADMARC involved the MoF, Agriculture, and the Privatization Commission. The counterpart team was
instrumental in overcoming the resistance from the effected line ministries and in pushing the agenda
forward.

7.6 Implementing Agency:
See section 7.5

7.7 Overall Borrower performance:
In view of moderately satisfactory implementation, the overall performance of the Borrower is rated as
moder ately satisfactory.

8. Lessons Learned

Adjustment operations should not be complex for countries with weak implementation capacity. The
dow progress in implementing the ADMARC reform was mainly because it involved a complex set of
social-political issues, which took a long time to resolve and went beyond the implementation capacity of
the agencies involved. Because of these complexities there were serious lapse in the design of that
component as the operation entered the reform process with actions spelled out, but without the design
being completely worked out.

Design of the adjustment operations need to be thoroughly worked out to avoid implementation delays.
The lessons drawn from FIMAG exercise indicate that the timing of policy implementation cannot be easily
determined if the details of Tranche release conditions are not properly worked out at the time of the
preparation of the operation. The lack of details could make the condition ambiguous or could potentially
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put at risk the timely implementation of the envisaged measures and the follow up actions.

Expectations should be realistic in the case of transforming the state-run operations. It is important to
be redlistic on the time period required to transform state operated activities into commercially operated
activities. The burden on the budget may remain for severad years before the state activities can be
commercialy and independently operated. It may require consensus building or taking certain political
decisions, which might not be popular. The full transformation may even have to wait until the
implementation of complementary measures in the subsequent operations. In any case, it is important to
redlistically assess and plan for the transformation these institutions, given the political economy concerned
and the weak implementation capacity of many Government agencies.

Efforts at capacity building are crucial for deepening policy and institutional reforms.

It isimportant to build and strengthen capacity at the level of the implementation agency to ensure success
of policy reforms. In the case of Malawi, it is particularly important to build capacity at District levels so
that they could effectively carry out functions and responsibilities devolved to Districts under the ongoing
decentralization program

9. Partner Comments

(a) Borrower/implementing agency:
The government of Malawi has been agreed with the report and would like to add the following
two comments to its publication:

(1) Page 6 of the report paragraph 4 mentions that at the time of negotiations, government was not
comfortable with the establishment of a Public Service Remuneration Board because the processes of
setting it up could have been onerous, requiring amendment to the existing constitution. We would like to
mention that the new government has actually established this Board and it s operational .

(2) Page 15 of the report paragraph 5 mentions that timely actions in areas such as decentralization of and
rent collection could have resulted in better outcomes of the program. While we agree with this conclusion,
we would aso like to highlight the fact that it was not possible to move faster with decentraization of land
rent collection given the weak capacity of handling finances in the district assemblies at that time. However,
Government has made some progress in building the capacity of District Assemblies. Further, 24 more land
officers have now been recruited and deployed in districts to facilitate land rent collection at district level.

(b) Cofinanciers:

(c) Other partners (NGOs/private sector):

10. Additional I nformation
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Annex 1. Key Performance Indicator s/L og Frame Matrix

Reform Measures

Outcomes and outputs

SAC First Tranche
September 2004

SAC Second Tranche:
April 2006

M acr oeconomic Framewor k

Maintai ning macroeconomic stability

Maintai ning macroeconomic stability

The annual average for 2005:
GDP growth lessthan 2 percent (affected by drought);

Fiscal deficit 5..3 percent of GDP; inflation 16 percent; interest rate
25 percent.

First review of Government program with the IMF completed in
February 2006.

Reform Area 1. Improving Fiscal M anagement

(a) Budget Formulation

Functional reviewsfor GOM institutionstl
completed & servicesto be contracted ou
identified.

Task Force appointed with consultant
support to recommend how to stream-ling}
the structure and func-tions of GOM so
asto reduce the fiscal mismatch.

Consultancy on the civil service wage
policy completed and action plan
pre-pared.

Received Cabinet approval for the
Medium Term Pay Policy (MTPP) for
Malawi Civil Service.

Action plan for stream-lining GOM
approved by Cabinet and
recommen-da-tions incorporated.

(1) Standardize and consolidate salary
and allowance structure of the Malawi
civil servicetoform auniform salary
structure.

(2) Establish a Public Service
Remuneration Board to implement and
monitor the Medium-Term Wage Policy.

Wage hill in 2004/05 budget was close to budgeted amount of 7.5
percent of GDP.

The number of ministries and agencies was dropped from 46 to 25
and the number of permanent secretaries from 68 to 36.

Starting with the 2004/2005 budget, the Government consolidated
the numerous allowances that were not taxed (e.g., fuel and housing)
into basic pay, with the exception of travel alowances.

Pay grades were unified across the core civil service, and the number
of grades was reduced to 18 from 75. The pay line was reaigned
and partly decompressed.

General gross wages rose by 25 percent, the minimum wage
increased by 50 percent, pay to upper-level professionalsincreased.
The gap between the highest and the lowest pay level has reached
90.

(b) Budget Execution

Public Finance Manage-ment and Public
Audit Bills approved and assented in
August 2003.

Circularsissued to operationalize the
Public Finance Management and the
Public Audit Acts.

Public Procurement Bill (PPB) approved
and assented in August 2003.

Procurement Regulations prepared.

(2) Circular issued by OPC to all
Ministries, Depart-ments and Para-statals
informing them about the Public
Procurement Act (PPA) and clarifying
therole of the Directorate of Public
Procurement.

(2) Procurement Regulations issued and
desk manuals distributed.

An Internal Audit Unit (IAU) created in
the Office of the President and Cabinet
(OPC) and Director for the Unit
appointed.

Treasury instructions for the Public
Finance Management Act and
Regulations for the Public Audit Act
issued.

(2) Director of Public Procurement
appointed.

(2) A fully functioning Directorate of
Public Procurement established in line
with the Procure-ment Act.

Recommendations implemented and |AU
functional.

Draft Internal Audit Policy approved by
Cabinet; amendments to Public Finance
Act sub-mitted to Parliament; operational
procedures drafted.
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Established the Directorate of Public Procurement.

Created an Internal Audit Unit, but it is not yet operational dueto
the lack of auditors.

Issued Regulations on Public Audit Act and submitted to Parliament
the Public Finance Act.

The Cabinet and Parliament approved Amendments to the
Corruption Practice Act.




Action plan for operationalizing the IAU
approved by Cabinet.

Consultant contracted to prepare Internal
Audit Palicy, draft Act, and operational
procedures.

Amendments to the Corrupt Practices Act]
submitted to Cabinet by the Law
Commission.

Amendments to the Corrupt Practices Act]
approved by Cabinet and submitted to
Parliament.

(c) Monitoring and Control

Quarterly expendi-ture reports (QER)
are submitted to the Cabinet Commit-tee,
on the Econo-my from time to time.

Submitted the QER for July-Sept 2003 to
the Cabinet Committee on the Economy
& the Budget and Finance Committee of
Parliament within 6 weeks of quarter
end. Published the QER on the MOF
website within 12 weeks of quarter end
(after Cabinet review).

Quarterly actual and bud-geted pro-poor
expendi-tures posted on the MOF website
and published in newspapers within 6
weeks of quarter end.

Subsequent QERs submitted to the
Cabinet Committee on the Economy & the
Budget and Finance Committee of
Parliament within 6 weeks of quarter end
and published on the MOF website within
12 weeks of quarter end (after Cabinet
review).

Quarterly actual and bud-geted pro-poor
expendi-tures posted on the MOF website
and published in newspapers within 6
weeks of quarter end.

QERs has not been prepared on a continuous basis within six weeks
of the end of the quarter.

(d) Decentralization

Genera grants formula approved in June
2002.

Guidelinesissued for the utilization of

generd grants (HIVV/AIDSto be dligible
expenditure and trading investments to bg
ineligible).

Cabinet Paper on Sector Devolution Plan
approved in January 2003.

Decentralized the extension related
services of the Ministry of Agriculturg
in accordance with the Cabinet Paper
on Sector Devolution by transferring
the associated other recurrent
transactions (ORT) budgetsfrom the
Ministry of Finance directly to the
District Assemblies.

Decentralize the following activitiesin
accor dance with the cabinet paper on
sector devolution by transferring the
associated other recurrent
transactions (ORT) budgetsfrom the
Ministry of Finance directly to the
District Assemblies.

Ministry of Education: Primary
education.

Ministry of Health: Primary health
carecentersin citiesand districts.

Ministry of Lands: Collection of land
rent.
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ORT expenditure on health and education, and land rent collection
are now made at the District levels.

ORT budgets for health, education, and collection of land rents have
been transferred to Districts and the District Commissionaire
empowered to execute the budget.

In the FY 2005/2006 budget, separate District Assembly votes have
been created and ORT budgets for primary health and education in
each district have been presented with the District Commissioners as
controlling officers.

The collection of the land rent on leasehold estates has been carried
out in two ways. For tobacco farmers, therent is collected at the
auction floor. For the non-tobacco farmers, land rent was
traditionally collected by issuing demand notices from three
“regional” collection points - North, Center and South.

The actua collection of the land rent from non-tobacco farmers has
been very low due to obsolete registers, inefficient collection
services and substantial tax evasion.

The Government prepared an action plan for rolling out the
decentralization of land rent collection.

Theland rent collection started on an accelerated basisin four pilot
districts because the capacity of these districts for managing rent
collection had been strengthened.

Theroll out of the decentralized land rent collection in the 25
remaining Districts has now started in line with an action plan
agreed between the Government (Ministry of Land) and the Bank.

The Government issued a Gazette notice of delegation of powersto
the Districts to collect land rent, and set aside the required amount in
the FY 2005- 2006 budget to recruit land officers and land clerks




for all the remaining Districts.

The recruitment of these officials aswell as the land collectionin
these Digtrictsis now underway.

Reform Area 2: Parastatal Reform

Draft plan for restructur-ing ADMARC
commer-cial activities prepared.

Repealed the ADMARC act and
incorporated ADMARC asalimited
liability company under the Company
Act.

A framework for restructuring socia
marketing activities formerly carried out
by ADMARC prepared.

Privatization of David Whitehead &
Cotton Ginnery completed.

Sale of Cold Storage Company and
Grain and Milling Company
completed.

Power Policy approved by cabinet.

Cabinet approved preferred bidder for
MTL.

Study underway to develop a
privatization strategy.

The Public Finance Man-age-ment Act
includes clear guidelines for para-statal
borrowing. An MOF circular has been
issued to all Chief Execu-tiveswith
instruc-tions for compliance with the

policy.

Parastatal borrowing for 1° quarter
FY 2003/04 in compliance with the terms
of the Public Finance Management Act.

MOF pays utility billsdirectly on behalf
of selected ministries. ™

Outstanding payments owed by the
Government to telephone, power and
water utilities reduced to less than 60

days.

MOF circular issued instructing
Controlling Officersto submit evidence
of utility bill payment together with
monthly expenditure returns as
requirement for following month’s
funding allocation.

Implement ADMARC restructuring
plan: (i) appoint a new Board; (ii)
implement staff retrenchment of
ADMARC Limited; (iii) separate
social activities.

Detailed restructuring plan prepared and
implemented: (i) social marketing
activities funded through budget; (ii)
competitive selection of agencies
providing socia functions; (iii)
performance contract between GOM &
the agencies managing social activi-ties
signed

(2) Blantyre Milling, Alexander Forbes,
MITCO, MANICA, and Indebank
brought to the point of sale.

(2) Information Memor-andum (IM)
issued for Shire BusLines.

Electricity Bill and the Energy Regulation
Bill prepared in line with the approved
power policy submitted to parliament for
approval.

Bring MTL to the point of sale.

DSPrevised in line with study
recommendations, and action plan for

addressing implementa-tion constraints H
carried out.

Parastatal borrowing for all subsequent
quarters in compliance. H

Outstanding payments owed by the
Government to telephone, power and
water utilities maintained at |ess than 60

days.

Circular enforced.

Saary of ADMARC employees was transparently budgeted during
FY 04/05.

Approved Cabinet paper outlining the path for reform.

Privatization of David Whitehead & Cotton Ginnery was completed.
The sale of Cold Storage Company (the Lilongwe abattoir), and
Grain & Milling Company was completed. The Blantyre Milling,
Alexander Forbes, MITCO, MANICA, MTL and Indebank were
brought to the point of sale.

Electricity Bill and the Energy Regulation Bill were submitted to
Parliament in line with the approved power policy.

Divestiture Sequence Plan was revised in line with the
recommendations of the study on privatization strategy.

The Government included in the Public Finance Man-age-ment Act
guidelines for parastatal borrowing.

The ADMARC act was repealed and ADMARC became a limited
ligbility company under the Company Act.

Reform Area 3. Land Policy

Land Policy approved by Cabinet in
January 2002. Special Commission on
Land drafting the Land Law.

A communications campaign in principal
languages on the objec-tives and content
of the new land policy launched.

Drafting of the new land bill completed &
public awareness campaigns on the draft
bill initiated.

Gazetted and publicized in local

newspapersand radio the gover nment
notice to adjust land feesto MK 1000/
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Land rent progressively increased from 50 MK/Hato 1000 MK/Ha
intwo steps.

Rent collection has now begun to increase; for FY 05, the figureis
MK 32 m as against MK5 m for 2004.

Total land rent collected in 05/06 is MK 32 million compared to




Gazetted and publicized in local
newspapersand radio the gover nment
noticeto adjust land feesto
MK500/Ha for leasehold land, as per
theexisting Land Act.

Consultancy contracted to review
structure of taxartion for al categories of
agricul-tural land and make
recommendations.

Short-term action plan to strengthen
collection capacity (at the district and
ministry levels) prepared by the Ministry
of Lands.

Hafor leasehold land, as per the
existing Land Act.

New land taxation policy approved by
Cabinet and submitted to Parliament.

Land taxation levelsare revised in line

with the new policy and consul-tan-cy
recommen-dations.

Action plan implemented.

MKS5 million for 04/05 season.

Consultant completed drafting of new land tax policy

Reform Area 4. Agriculture

(a) Tobacco

Review of levies on Maawi tobacco
completed (2002/03).

Implemented the first phase of the
action plan for reducing levieson
tobacco.

Given that TAMA membership is
voluntary, AHL collecting TAMA levy|
from TAMA membersonly.

M ember ship levies on other
organizationsbeing collected

separately.

Decision that levy paymentsat AHL
will bevoluntary, announced on radio
and published in major newspapers.

Draft guidelines on contract farming and
direct exporting by growers prepared
(flue cured tobacco only).

Guidelines for direct exports and contract
farming finalized, issued and publicized

for the 2003/04 cropping season.”
TOR agreed for in-depth institutional

review of tobacco sector policy and
ingtitutions.

TOR agreed for national food security
policy and consultancy initiated.

Second phase of action plan for reducing
levies on tobacco implemented. 'ﬂ

Obtain cabinet approval and
implement detailed operational
strategy and necessary legal and
regulatory instrumentsfor
restructuring the tobacco sector's
institution and improve the efficiency
of tobacco marketing in line with
recommendations of the institutional
review.

Thefirst annual perfor-mance audit of
AHL, TCC and TAMA produced.

Food security policy approved by the
Cabinet
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Began the process of audits of the Tobacco Control
Commission (TCC), the Auction Holdings Limited, and the
Agricultural Research and Extension Trust (ARET);

Increased Smallholder representation in the Board of TCC and
included the National Association of Small Holder

Farmers of Malawi (NASFAM) in the Board of ARET;
Made TAMA membership and levy voluntary;

Replaced the quota system with registration of planned
production;

Reduced AHL levy from 3.25 to 2.5 percent of total sales
proceeds;

Abolished Hessian Levy;

Extended contract-farming to burley tobacco (the main
production of smallholders) on a pilot basis. Instructions
clearing the way for contract farming in burley have been
issued by the TCC;

Issued instructions for the establishment of competitive local
marketing arrangements at district level (Local Commodity
Exchanges-L CEs) offering local producers an efficient price
discovery mechanism and alocal competitive outlet
immediately accessible.

Carried out studies on the reform of the tobacco sector
institutions and markets.

Held stakeholder workshop to implement reforms on the basis
of an action plan.

Consultant carried out study on reforming tobacco sector
ingtitutions, which was discussed in a stakeholder workshop in
April 2005.

The Cabinet agreed with all the workshop recommendations
and instructed the Minister of Agriculture to implement them.

An action plan based on the cabinet paper was prepared.

Land taxation was revised in line with the new land taxation
policy.

The food security policy was approved.




Reform Area 5: Framework for Comb

ating HIV/AIDS

National HIV/AIDS Policy developed.

National Policy approved by Cabinet.
Public Sector main-streaming guidelines
issued by NAC.

Public Sector HIV/AIDS main-streaming
strategy approved by Cabinet and
Steering Committee appointed.

Ad hoc HIV/AIDS Coordinating
Committees (DACCs) established in
many districts.

Mayor’'s Alliance on HIV/AIDS
established to champion main-streaming
at district / city level.

HIV/AIDS inter-vention line created in
FY 2002/03 budget, but funds not
protected.

HIV/AIDS mainstreaming budget line
and GOM Part || subvention to the NAC
classified as pro-poor expendituresin the
FY 2003/04 budget.

MK 24.5 million contribut-ed to NAC in
FY 2002/03 for manage-ment of the
national response.

About 0.5 percent of ORT budgeted for
HIV/AIDS main-streaming interven-tiond
in 2003/04 budget.

Included US$ 1 million as
Government shar e of 2003/04 NAC
basket in the supplementary budget to
be submitted to Parliament in March
2004.

FY 2002/03 Annual Report issued.

st
1 Quarter 2003/04 program monitoring

report on use of funds and outputs issued.

Bill creating the NAC by law submitted to
Parliament.

Steering Committee reporting to Cabinet
regularly on performance.

Full-time Coordinator postsfilled,
Institu-tional Committees (ICs)
established, and first year programs
initiated in 10 public ingtitu-tions.

HIV/AIDS main-stream-ing strategy for
Digtrict / City Assemblies approv-ed by
Cabinet.

Four District & Four City assemblies have
full time HIV/AIDS Coordi-nators &
functioning committees for HIV/AIDS.

HIV/AIDS mainstreaming budget line
and GOM Part || subvention to the NAC
classified as pro-poor expendituresin the
FY 2004/05 budget.

At least 2 percent of ORT budgeted for
HIV/AIDS inter-ven-tions in 2004/05
budget.

Government shar e of 2004/05 NAC
basket budgeted (US$ 2 million) and
released according to agreed schedule
(US$ 500,000 per quarter).

Quarterly program monitoring reports on
use of funds and outputs issued within 6

weeks of quarter end.

Basket funding rose to $2 million in FY 2004/05 budget. There has
been adequate funding for HIV/ADIS program.

HIV/AIDS expenditures have been identified for each ministry.

Cabinet and submitted to Parliament Bill creating National Aids
Commission (NAC) by law.

Government established Institu-tional Committees, approved
HIV/AIDS main-stream-ing strategy for District / City Assemblies,
and ensured that four District and City assemblies have full time
HIV/AIDS Coordi-nators and functioning committees for
HIV/AIDS.

Government allocated US$2.0 million in the FY 2004/05 budget for
HIV/AIDS interventions, to be disbursed to the NAC in the amount
of US$0.5 million for each quarter.

In FY 03-04, the Government allocated US$1 millionto NAC
because NAC activities under Multi-Sectoral Aids had not started).

For the FY 05/06, US$1.2 million have been budgeted for the first
half of the year.

Issued program monitoring report on the use of funds.

Issued public sector mainstreaming guidelines.

Core measures are in Bold font.

H Ministry of Defense/Malawi Defense Force, Ministry of Health and Population, State Residences, Maawi Police, Department of Prisons, MOEST.

E‘ Examples of constraints: weaknesses in the legislative framework, lack of parastatal management accountability for prudent management during the
pre-privatization period (salary increases, asset stripping, accumulation of liabilities), absence of a structure to manage a social action program in support of
privatization

H Reports to be submitted within 6 weeks of quarter end.

H Specific actions as follows: TCC levy: reduced from 0.13 centsto 0.10 cents per kg; AHL levy: reduced from 3.95 percent to 3.25 percent of total
proceeds fetched at auction; Hessian levy: reduced from 92 centg/bale to 30 cents/bale; ARET levy: frozen at 1% of proceeds at floor; TAMA/NASFAM:
levy reduced from 0.85cents/kg to 0.7cents’/kg for members; Classification Levy and function to move TCC and alower levy determined and implemented
based on cost recovery for the task; Withholding tax: eliminated for farmers earning less than MK36,000.00

HThe guidelines for contract farming contain the following features: (i) Contract farming should be allowed for both flue-cured and burley tobacco, (ii)
Contract farming should be open to all, not only to the members of TEAM, (iii) Grower bodieslike TAMA, NASFAM, or an organized group of growersto
negotiate an overall contract framework including afloor price and publicizeit. (iv) The date of effectiveness of guidelines should be indicated.

HAHL levy further reduced from 3.25 percent to 2.5 percent of total proceeds; additional reductions may be identified as aresult of the ingtitutional audit of
sector ingtitutions.
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Annex 2. Project Costs and Financing

Project Cost by Component (in US$ million equivaent)

Appraisal Actual/Latest Percentage of
Estimate Estimate Appraisal
Component US$ million US$ million
Total Baseline Cost 50.00 50.00 100
Total Baseline Cost 50.00 50.00
Total Project Costs 50.00 50.00
Total Financing Required 50.00 50.00
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Annex 3. Economic Costs and Benefits
Not Applicable
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Annex 4. Bank Inputs

(a) Missions:

Stage of Project Cycle

No. of Persons and Specialty

Performance Rating

(e.g. 2 Economists, 1 FMS, etc.) Implementation| Development
Month/Y ear Count Specialty Progress Objective
I dentification/Prepar ation
9/22/2003 - 8 1 Lead Economist (TTL) S S
10/04/2003 3 Economists
1 Senior Agriculture Specialist
1 Operations Officer
2 Lead Specialists
Appraisal/Negotiation
11/24/2003 - 6 | 1Lead Economist (TTL) S S
12/04/2003 2 Economists
1Senior Agriculture
Specialist
1 Sr. Operations Officer
1 Country Manager
Supervision
4/10/2005 — 4 | 1Lead Economist (TTL) S S
4/15/2005 1 Economist
2 Specialists
ICR
November 2006 2 1 Lead Economist (TTL)
1 Consultant
(b) Saff:
Stage of Project Cycle Actual/L atest Estimate
No. Staff weeks US$ ('000)
| dentification/Preparation 155.365
Appraisal/Negotiation
Supervision 63.43
ICR
Tota
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Annex 5. Ratings for Achievement of Objectives/Outputs of Components
(H=High, SU=Substantial, M=Modest, N=Negligible, NA=Not Applicable)

Rating

1 Macro policies OH Osu@®M ON ONA
|| Sector Policies OH OsU@®M ON ONA
| Physical OH OsUOM ON @NA
[ Financial OH OsUOM ON @NA
| Institutional Development OH OsU@®M ON ONA
(| Environmental OH OsUOM ON @NA
Social

[ Poverty Reduction OH OsUOM @N ONA

] Gender OH OUOM ON @NA

] Other (Pleasespecify) OH OSUOM ON @NA
"] Private sector development OH OsUOM ON @NA
(| Public sector management OH Osu@®M ON ONA
(] Other (Please specify) OH OxUOM ON @NA
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Annex 6. Ratings of Bank and Borrower Performance
(HS=Highly Satisfactory, S=Satisfactory, U=Unsatisfactory, HU=Highly Unsatisfactory)

6.1 Bank performance Rating

[ ] Lending ®HSOSs Ou OHU
(] Supervision OHS @S OU OHU
(] Overall OHSOS OuU OHU
6.2 Borrower performance Rating

[ Preparation OHS@®s Ou OHU
|| Government implementation performance @ HS O S OU O HU
(] Implementation agency performance ®OHSOS Ou OHU
] Overall ®HSOSs Ou OHU

Note: Since there is no appropriate option to enter moderately satisfactory (MS) rating in the reporting
format, it has been entered as highly satisfactory (HS)
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Annex 7. List of Supporting Documents
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Fiscal Management and Accelerating Reform Program, Program Document, 2004.
Malawi Poverty Reduction Strategy Paper, 2002.

Malawi:
Malawi:
Malawi:

Malawi

Malawi

Bank/IMF Joint Staff Assessment, 2002.
Country Assistance Strategy, 2003.
Country Financial Accountability Assessment, 2003.

: Country Procurement Assessment Report, 2003.
Malawi:
Malawi:

Country Economic Memorandum, 2004.
Public Expenditure Review, 2001.

: Country Assistance Evaluation, 2006.
Malawi:
. Malawi:
. Fiscal Management and Accelerating Reform Program, Release of Second Tranche, 2006.

Poverty Reduction Strategy — Annual Progress Report, 2005.
Fiscal Restructuring and Deregulation Program, 2003

Development Credit Agreement, Credit Number 3881 MAI, 2004

Minutes of ROC review meeting, November 2003.

Agreed Minutes of Negotiations, January 2004.

Supervision Mission Documents, Aide-memoirs, Back to office reports, Implementation Status
Reports.

Internal Memorandums on extension of Credit, request for a waiver, release of the second
Tranche.
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