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Chief Secretary to the President and Cabinet
Government of Malawi
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Lilongwe, 3

Malawi

Dear Mr. Msaka:

On behalf of the Millennium Challenge CorporatidddC), | would like to thank the
Government of Malawi (GoM) for the submission af Energy, Transport, and Governance
Project Concept Papers. In particular, | wishetwognize the MCA-Malawi team, led by
Ambassador Sam Kakhobwe, for its efforts to devéh@pconcept papers based on analysis of
the constraints to growth confirmed through an esitee consultative process.

In response to the GoM’s submission of concept EaPACC has undertaken a thorough
assessment with both internal and external exgeatsculminated in a final review by MCC'’s
Investment Committee (IC) in June 2009. We assktbseconcept papers on the basis of the
following criteria: a) soundness of project raatmand program logic; b) expected economic
impact; c) expected poverty impact; d) implementatonsiderations; €) level of project
preparedness (recognizing the GoM'’s target of agai Compact in 2010); f) sustainability; g)
need for and likelihood of key policy reforms; amdenvironmental and social risks. Our
assessment also was informed by our implementatiperience in 18 countries that have signed
compacts with MCC. Finally, MCC considered thegndial funding envelope for a compact
with Malawi of approximately USD 300 million. Th€ lalso approved the proposed use of up to
USD 14.8 million of funding under Section 609(g)tleé Millennium Challenge Act, as
amended, for further project development and prglementation support.

Based on this assessment, MCC Management agreed to:
* Proceedwith further project development of a subset of the most urgent proposed

investments in energy and associated improvememdtiral resource management
(NRM), utilizing MCC grant resources. These in@ute following:

1) Improving the availability of higher quality, moreliable power through (i)
rehabilitation of hydro-power stations; (ii) indtdlon of meters to reduce peak
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demand growth; (iii) rehabilitation and upgradihg transmission system; (iv)
improve protection, control and data acquisitiontfe T&D system

2) Increasing access to power for un-served usersghr@) rehabilitation of the
distribution systems in each region; (ii) networkesmsion in peri-urban areas; and
(iif) development of renewable off-grid power soeito connect farms, households
and businesses in rural areas using output baded ai

3) Improving and effectively managing the power setdoimproved service delivery.

4) Improving water resource and land management oripricatchments in the Shire
River Basin to: (i) help alleviate weed and sittatproblems that affect the
performance and sustainability of power generathailities, and (ii) protect water,
soil, and other natural resources vital to ruradiand livelihoods

We believe these proposed interventions, if accameplaby critical policy and
institutional reforms, would significantly strengtihperformance of the power sector and
would prepare it for additional public and privatgestments.

Conduct further diligence of the proposed feeder road project in the Tratgponcept
Paper and return to MCC's Investment Committee ({fiCeptember 2009 for a decision
on whether to proceed with further project develeptnThe IC expressed concern about
the rationale and economic viability of the feed®ds proposed, and asked for more
information on the impact of transport policiessrpping costs.

Consider a reduced scope for proposed governancevestments,to support targeted
activities within the energy and transport projeotgnprove public financial
management capacity within the institutions implatimgy or affected by those projects.

Not proceed with further developmentof the Nacala rail project, establishment of a
transport regulator agency, construction of newR2@nd 132 kV transmission lines,
and the Malawi Rural Electrification Program (MAREFANNnex | to this letter provides

a detailed explanation of these decisions. Irct#s® of the rail and transmission projects,
MCC determined that they represent substantialltm@eisk due to significant
environmental and social issues, are likely to émsmore than estimated in the concept
papers, and are not economically viable at thig tillCC is willing, however, to fund

full feasibility studies, Environment Impact Assests (EIAs), and Resettlement

Action Plans (RAPs) for the 220 kV transmissiorelgiven the long-term need for this
asset in Malawi.

The IC also identified policy and institutional i€s that may pose significant risks to the
success of the proposed projects, and that weewpllore further with MCA-Malawi and GoM
agencies. We expect that MCC and GoM will neecbime to an agreement on some policy
actions as a condition for MCC compact funding.r @ost significant concerns are summarized



* Energy:

1) Assessment of the ESCOM'’s operating and maintenewsts required for
sustainability of the existing infrastructure adlvas MCC's proposed investment,
and a commitment by the GoM to sufficient tanif€ieases and a realistic tariff
implementation schedule to cover these costs;

2) GoM-adopted reforms and enhanced legal and regultmmeworks for the power
sector, including: harmonization of electricity lswmproved governance and
rationalized roles and responsibilities of releviastitutions (i.e. Ministry of Energy
and Mines, Department of Energy, Malawi Energy Ratguy Authority, ESCOM,
and the Privatization Commission); and provisiongovate sector participation in
the sector,

3) Award of the Kapachira Il construction contract afigéctiveness of the World Bank
Interconnector credit agreement and commencemehtsoproject; and

4) Institutional changes to improve ESCOM'’s performatwensure a successful
financial and operational turn-around, including bat limited to consideration of
project and management contracts.

* Natural Resource Management (NRM):

1) An explicit commitment by the GoM, and a strongrojpgon within government, to
lead the development and implementation of the Nf®kiponents of the power
sector project;

2) Appointment of a lead agency to work with MCA-Mpcepare and implement a
cohesive NRM sub-project. This agency, and theviddal(s) appointed to manage
the project on behalf of the lead agency, shoulet e responsibility and the
political authority and stature to promote effeetiatra- and inter-agency
cooperation, stimulate policy dialogue, and cocaatBrthe activities of donors, civil
society and private sector.

* Transport:

1) Greater clarity, and if deemed necessary aftehénrstudy, adequate GoM actions to
address key policy, institutional, and regulat@suies, including competitive
structure of sector, road asset preservation (maamce responsibilities and funding,
and axle load control), road-safety issues, ligemand permitting, and other
transport sector policies restricting entry and petition and hidden barriers to trade;
and

2) Consideration of a comprehensive transport sedsor for Malawi, with possible
support from MCC.

The attachment to this letter provides a more tetaummary of our assessment of the
proposed projects, including further discussiothefissues summarized above. It also contains
recommended next steps associated with designpgprdisal of the projects. We intend to
engage fully and collaboratively with MCA-Malawi d@&oM technical agencies to address all
key technical, policy and institutional issues émanobilize resources needed to ensure that the
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projects are sufficiently developed prior to sulsioa of a formal compact investment proposal
to the IC and MCC Board of Directors. MCC'’s IC apged the proposed use of USD 14.8
million under our Section 609(g) funding authotityinitiate the technical preparation of these
projects, including feasibility studies and envimmmtal and social impact assessments, as well
as other analytical studies that will further pobjanalysis and development.

This extensive preparatory work will involve a staipdial commitment of time, effort, and funds
from both the GoM and MCC; however, based on les$ssrned, we believe that this will lead
to a more defined compact with projects that Malaillibe able to implement within the five-
year constraint of an MCC Compact. During MCC’/R009 trip to Malawi, MCC will share
detailed recommendations with the GoM on next stepsgards to developing the projects
further, addressing key policy issues in the rat¢gactors, responding to additional human
resource requirements, and continuing to coordiwétedonors in the project areas.

| am deeply appreciative of your personal commithaegr the hard work of the MCA-Malawi

core team and their counterparts in GoM agendi#SC looks forward to continued
collaboration with your government and to a sudtggs®mpact development process.

A

Darius Teter
Acting Vice President for Compact Development

Sincerely,

ccC: Inter-ministerial committee
Secretary to the Treasury
Mr. Sam Kakhobwe
U.S. Ambassador Peter Bodde



Attachment I:
Assessment of Projects, Proposed Use of FundingitUdection 609(g) of the
Millennium Challenge Act, and Next Steps

ASSESSMENT OF PROJECTS
1) Energy Project

Overall Assessment

The stated goal of the Energy Concept Paper isutthdr economic growth and poverty
reduction through the increased accessibility taemliable and quality power supply for
commercial and domestic use within Malawi. MCC g@tsehis rationale, finding that the CP
and supporting documents make a reasonable cas¢hdoneed to upgrade, rehabilitate,
modernize and expand the power system. We algevbethat there is great opportunity to
redress some of the long-standing issues that plageied the sector’'s performance and prepare
it for additional public and private investment ttteae critical to expansion. We believe the
following set of investments by MCC could set tht@tge, if accompanied by requisite policy and
institutional reforms by the GoM.

MCC will proceed with additional due diligence amebsibility studies and EIAs on the
following activities:
* To improve availability of quality and reliable pewsupply, through:
» Rehabilitate Nkula ‘A’ and ‘B’ power stations tocirease
» Install maximum demand meters and implementatiorfeefler metering to help
regulate demand and supply at peak times
» Upgrade the Chintheche — Mzuzu line from 66kv t® 18/, including a new
transformer
» Install new transformers at four sub-stations
» Purchase of two dredgers for silt management atidkap and Tedzani power
stations and an additional weed harvester at Liwdradrage
* To increase access to power for un-served useosgh:
> Rehabilitate the electrical supply systems in thatlsern, central and northern regions
» Extend the power network in peri-urban areas
» Develop renewable off-grid power sources to confechs, households and businesses
in rural areas, in partnership with the privatet@eausing output based aid.To improve
the efficiency of ESCOM'’s operations, including@spible management contract
* To improve natural resource management and enlsastainability
» Funding for catchment management studies to ideptibritized NRM interventions
in select sub-catchments upstream of proposed poifvastructure



That said, MCC has decided not to support furtlemetbpment of several proposed components
for the following reasons:

* Construction of new 220 kV and 132 kV transmission lines: Both projects have
significant technical, environmental and enginegghallenges, lack project preparatory
work, and demonstrate high implementation and cetigpi risks, as well as
guestionable short-term benefits. While MCC iswiting to fund these construction
projects in the short-term, we are willing to fuindl feasibility, Environment Impact
Assessment (EIA), and Resettlement Action Plan (Rsdies for the 220 kV
transmission line given the importance of this &ng-term investment for Malawi.

* Expansion of the Malawi Rural Electrification Program (MAREP): Due to the
generating capacity constraints in the systemetlsea risk of destabilizing the existing
system with MAREP expansion and negatively impactither MCC investments due to
the poor load shape of rural marginal customersvéder, MCC does support
proceeding with the Public-Private Partnership (PRBPutput-Based Aid (OBA)
component also proposed in the Concept Paper tease rural electricity access in
Malawi.

For the subset of energy projects that remainptbgect prioritization and selection process for
the proposed projects will need to be verified tigio technical and economic analyses.

Key Issues and Risks for Energy Concept Paper

Assessment of Expected Economic Impact: MCC found that some of the projects could exceed
MCC'’s hurdle rate and ERRs if the projects are welligned and if governance and policy
reforms in the sector are sufficiently robust totaround the sector. The approach taken to
estimating the ERRs in the concept paper was reagsrhowever, there is a risk that costs as
estimated will escalate dramatically once full fbdisy and design are conducted. Further
project definition and empirical evidence of imawill, therefore, lead to a revision of these
ERRs. There is empirical evidence at both the maand micro-economic levels that power
sector issues constrain growth in Malawi and ineegaroduction costs The ERRs may
nonetheless be lower than desired if the projeabisuccessful in increasing the reliability and
supply of electricity substantially enough, givee volumes of capital invested. A concerted
sectoral reform program that is embraced by the GdM persists beyond the Compact will be
required to achieve this objective.

Beneficiary analysis: Currently only 7.6 % of the population (or approgtely 1 million

people) has access to electricity, while the dlezdtion rate in rural areas is only 1 — 2 %.
Based on connection trends estimated by MCA and@&Capproximately 15,000 — 20,000
new households and businesses along the existidgvijl be connected every year during the

! According to the 2008 “Africa Infrastructure Connbiagnostic* Malawi had the highest days per annum with
power outages, approximately 64 days, among tteothern African (SSA) countries surveyed. Restardies
have stated that economic losses relating to powmges in SSA average 2.1% of a country’s GDP

6



life of the project The direct beneficiaries of the proposed enenpgmm will be mostly
skewed towards non-poor as current electricity susere mainly urban-based, less poor
households and businesses. However, the 30,080small enterprises and households already
connected through the first six phases of the MARESRram may also benefit from increased
reliability and quality supply of power. In additipapproximately 20,000 rural customers may
obtain access to electricity through the proposatli®-Private Partnership (PPP) project to
increase access. The primary objective of any M@@stments in the energy sector would be
the indirect benefits through employment creatigpportunities for small enterprises in urban
and rural areas, and productivity improvements.théigh we do not know how many poor
people will gain employment as a result of the MfD@ded project, it is highly probable that if
power supply and quality issues are convincingipedied, the poor will benefit more in the
long term from the resulting economic growth. df) the other hand, these issues are not
remedied, productive sectors will continue to ineaonomic losses and there would be severe
negative repercussions that would impact poor amdpoor alike.

Implementation considerations. The proposed implementation structure needs tetensidered

to possibly include a professional project managerfien. If a Project Management Consultant
(PMC) firm is selected, the PMC would take respbitisy for management of the MCC-funded
project. A management contract has the benefiitafducing incentive structures so that in
addition to more operational and financial effiadgnproject delivery is also accelerated.
ESCOM had previously entered into a managementadniith ESKOM (South Africa) which
ended several years ago. MCC will diligence ESCOp#st history with performance contracts.

In terms of the program flexibility, only some bt projects are scalable, namely the network
expansion/access project. This limits the option®tscope the program in case of budget
shortfalls or other implementation challenges.

Level of preparedness. As presented in the Concept Paper, informationropgsed projects is
lacking, which raises the risk for schedule and gl@tion. Surveys, feasiblity studies,
environmental and social impact assessments, apdu@tion of technical specifications and bid
documents for design-build contracts typically riegat least nine - twelve (9-12) months. MCC
is in the process of revising the ESCOM-drafted®of Reference (ToR) for the technical,
economic and ESA studies for rehabilitation of geaeration and T&D assets and the PPP
project. [The construction of the proposed new @220 kV and 80 km 132 kV lines would
involve significant technical/engineering and eaomimental/resettlement challenges; thus, in the
absence of any feasibility studies or EIAs, MCCaloded that these proposals posed too
significant implementation and completion risks BCC to undertake. However, because of
the potential importance of these lines as powailavility expands, and to redress this issue of
preparedness that any future investor would fac@CNk willing to consider funding the
feasibility study and EIA for the 220kV line undée compact].

Sustainability: The key sustainability risks are as follows:

2 Currently 80 % of customers are domestic userdewd % are from the commercial and industriaksecThis
data is from ESCOM'’s websiténttp://www.escommw.com
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» Inadequate tariff levels and poor maintenanCairrent electricity rates do not recover
operating and maintenance (O&M) costs, much lepgataexpansion costs. ESCOM
has applied for a 54% tariff increase, which isestpd to be approved and implemented
(on a staggered basis) by the beginning of Jul®200is imperative that this tariff
increase be formally approved and implementatidrated prior to MCC’s Investment
Committee follow-up review in September 2009. Thauring the coming months, MCC
will need to work with MCA-Malawi, ESCOM and MERA tassess the true operations
and maintenance funding needs, and the implicafammany future tariff increases,
related to the enhanced generation and distribstystem. As part of the eventual
compact that includes major investments in thegynsector, MCC will require a
commitment by the GoM to sufficient tariff increasend a realistic tariff implementation
schedule, and GoM agreement to ensuring annualadibm of sufficient maintenance
funds and evidence that the funds are being expeiodehe intended purpose.

» Operational Inefficiency Poor financial and revenue management by ESCalMe
persistent working capital challenges that alscenzate the company’s debt burden.
MCC will require an audit of ESCOM'’s books by ateimational accounting firm.
ESCOM has a low bill collection rate, connectioghdags, and high technical / non-
technical losses. Consequently, financial manageimes been poor, leading to
perennial operational problems. MCC is consideregpmmending a management
contract to address ESCOM'’s operational and firemeefficiencies and to reduce
implementation risk of the energy sector projedhef Compact. We will review this
proposal with MCA-Malawi and the GoM.

» Institutional ManagementThere is myriad of agencies operating in theegynsector
that appear to create confusion around roles aspbrssibilities, as well as inefficiencies;
the current situation may impede efforts to imprpeeformance in the sector. For
example, both MERA and the Department of EnergyHD@vith support from the
International Atomic Energy Agency) propose oveirsgéhe capacity expansion
planning process. There are also ambiguities deggucertain roles and responsibilities
of the Privatization Commission with respect to plogver sector. To ensure better
management of the sector over the long term wijline a review of the regulatory and
operational structures in the power sector, as agthe roles and responsibilities of all
major actors in the oversight, operations and mamagt of energy in Malawi. As a
result of this review, MCC would expect to entdpia dialogue with the GoM, prior to
completing compact development, about recommenelgdions to current structures and
responsibilities.

» ESCOM GovernanceManagement of ESCOM and the governance of theggrsector
need to be addressed before compact signing. Mi@Gkely require the ESCOM
Board to include independent professional membéis ean add value to the efficient
management of the organization.

Key policy reforms. Various reforms are needed to increase supplyraptoive operations
within the sector. The Electricity Law needs toréeised to allow full and open third-party
access to the grid by private generators of afiss{mow limited to below 5 MW). MCC
recommends a thorough legal and institutional kewéthe existing Electricity Law. As it



proceeds with compact development, MCC will worbsely with MCA-Malawi and the GoM
on requisite reforms and collaborate with otheratensuch as the World Bank, DfID and
African Development Bank, to harmonize policy refiacecommendations.

Environmental and social safeguards. Several of the major activities will require Categé
ElAs due to their scale, scope and their potettdialfffect substantial numbers of people,
structures, and environmental resources. Wheressacy, preparation and implementation of
RAPs may require significant effort and time. Othevironmental and social issues, including
public health and safety, HIV/AIDS, and waste mamgnt would also need to be taken into
consideration.

The proposed weed and siltation management agtivltich involves the purchase of an
additional weed harvester and dredging equipmeasents a different set of safeguard issues. A
separate environmental assessment will need todertaken prior to an investment decision to
assess the potential impacts that harvesting aeabarg operations have on the river,
particularly protected or sensitive areas, as a&lbther potential impacts associated with the
weed and silt disposal operations. Moreover, pwgiciggadditional equipment is strictly a stop-
gap measure which does not address the underimmpadnd natural resource management
practices which cause erosion and likely accelevaed growth, and it is not clear that
mechanical equipment is the most appropriate aiedtefe means of managing the siltation and
weed problems. Other options, including chemical manual alternatives, should be examined
as part of the environmental assessment. A marpEhensive approach is suggested, as
described in the “cross-cutting issues” sectiommvwel

Other issuesand risks: The viability of MCC investments are dependentrufte completion of
complementary project activities currently not feaddby MCC. To ensure that MCC
investments are successful and sustainable: @M must award the Kapachira — Il
construction contract before compact signing abpti{e World Bank’s Mozambique
Interconnector credit must be approved and comonssi before MCC compact signing. These
two investments are badly needed to bridge thelgdglemand imbalance and improve
reliability and quality of power supply system, andorovide additional power for network
extension (which is already experiencing serioasl Ishedding).

1la) Cross-cutting Issue: Natural Resource Manageemt (NRM)

Overall Assessment

Environmental degradation is a critical and crasithog issue in Malawi that affects the
sustainability of power, transport, and other isfracture, impedes long-term economic growth,
and adversely affects rural livelihoods and wellhige Deforestation, erosion, and sedimentation
are Malawi’'s most serious environmental threat®sehproblems are largely attributed to
Malawi’s heavy reliance on bio-fuels (wood and cloat) for cooking, as well as intensive and
unsustainable agricultural and land use practitles.problems are most pronounced in the
southern region of the country, including the Sitreer Basin, where population densities are
highest. Poor land and natural resource practieeseverely damaging soil, water, and other
natural resources which Malawi depends on for @gewsupply, hydropower, agriculture, and



other social services. The problems are compouhgeoh extensive weed infestation problem in
the upper Shire River, which is likely caused lyoenbination of natural and anthropogenic
factors. Sedimentation and weeds damage power fpidnihes and increase operation and
maintenance costs. It also reduces base flowsfwileduces hydropower output), increases
flooding (which leads to more washouts of roads rafidand impacts farmers), affects
agricultural productivity (as a result of soil Ipsand affects water quality which harms water
supplies, among other things.

The Concept Papers for both energy and roads adkdge/the importance of these problems,
particularly with respect to its direct effect dretsustainability of the infrastructure investments
proposed as well as its relation to rural develapna@d growth. The concept papers propose
two specific activities, totaling approximately USB million, to help address these problems:

* Purchase of additional weed harvesting and dredgguigpment to support hydropower
operations in the Shire River Basin (US $ 7 milliaa part of power sector project)

* Funding for catchment management studies to ideptibritized NRM interventions in
select sub-catchments upstream of proposed povtvastructure and road investments
(US $ 8 million total — US $ 4 million in each capt paper).

The proposed catchment management studies woubti/enan integrated assessment of the
social, economic, and environmental dimensionsiod luse and resource management problems
in each sub-catchment, with the primary objectiva&entifying and prioritizing specific
interventions, which MCC and/or other donors cdultd. The studies would focus on
livelihood-based solutions, as well as issues penigto governance, decision-making, resource
rights and controls, and social equity. MCC withnk with MCA-Malawi and stakeholders to
further define the proposed studies. Additionadly discussed above, an environmental
assessment would be required prior to an investaezision on the weed harvester and dredger
to determine whether mechanical measures are tseanwironmentally and economically
appropriate management options.

Initial conversations with government, donors, NG&w other stakeholders indicate there is
widespread awareness of the relevance and magrafutde environmental and land use
problems in Malawi, and numerous efforts are beindertaken by donors and NGOs to help
address the problems. However, by the GOM’s ownisgion, more needs to be done.
Specifically, a clear and high level commitmenthimtthe GOM is integral to bringing about the
necessary focus, coordination, and policy dialagagired to reverse current trends, strengthen
environmental governance and capacity, and inceetpeople to adopt more sustainable land
use practices. This type and level of commitmeiimiportant to the success of any NRM
investment MCC might fund, as well as the long-téealth and prosperity of the country.

As an initial step, MCC recommends that fundingemskction 609(g) for the aforementioned
NRM activities be conditioned on GOM’s appointmeht relevant and dedicated lead agency
(implementing entity) to work with MCA-M to prepaasd implement a cohesive NRM project.
The Concept Paper indicates that these activitmddwbe implemented by ESCOM and
MoTPW, but these entities seem to be neither thet eqapropriate implementing entities for an
NRM project nor likely champions to move a broad&M policy dialogue forward. Rather, the
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GOM should appoint an agency with the appropriattasal responsibility and the political
authority and stature to promote effective inteeragy cooperation, stimulate necessary policy
dialogue, and coordinate the activities of donomrd| society and private sector. Upon
appointment of a lead agency, 609(g) funding wdndanade available for technical assistance
to support the implementing entity and MCA-M, and the preparation of initial environmental
and catchment management studies to inform thgulesian integrated NRM project.

2) Transport Project

Overall Assessment

MCC appreciates that high transportation costaasignificant constraint to Malawi’'s economic
growth. Toward that end, MCC is willing to consid®5 road segments that: would have a
strong growth and poverty reduction story, in tewhsignificant economic impact (that is, an
ERR of at least 12 percent) and direct impact enpibor; and do not have serious environmental
issues, including resettlement, that would implag &bility to complete the road construction in
five years.

Following a thorough assessment of the Transporic€at Paper by MCC and external peer
reviewers, MCC has decided not to support furtlemetbpment of several proposed components
for the following reasons:

» Rehabilitation of the Nacala rail line: MCC determined that the Concept Paper did not
provide a strong link between the substantial rednof transport costs and
rehabilitation of the Nacala rail line, particulanh the absence of a sector-wide strategy
based on rigorous modeling of demand which incatesr network effects, competition
between and within transport modes, and differépba service quality issues. In
addition, MCC agrees with other donors that a negli@approach to investing in and
governing the rail sector is required, as well@drassing the efficiency of Nacala port
operations, especially given the relatively higbgmrtion of benefits to Malawi’'s
neighbors relative to the high cost of completalglitation of the line within Malawi.
Moreover, this proposal posed significant environtakand resettlement challenges, and
given its current state of disrepair it is morenata a reconstruction than rehabilitation
project; consequently, it is doubtful it could bmmpleted within MCC's five-year
window. After a thorough review of the proposet peoject, MCC therefore found that
it could not move forward with this project duethe size, regional scope, external risks
and technical complexity of the project, as weltlestime required to address the
economic and governance / management issues gether.

« TransRA: The concept of creating a new transport reguldtaar(sRA) and regulatory /
institutional reform and capacity building are putally important steps for sector
reform. However, there was not enough informatiothe CP to make a persuasive case
for the specific regulatory project proposed.
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MCC has decided to conduct further diligemméehe proposed feeder roads. Although the three
segments proposed in the Transport Concept Papehawe low economic returns due to low
traffic counts and MCC's revised cost estimates, QM§aff and consultants will work with
MCA-Malawi, Ministry of Transport and Public Workand the National Roads Authority to
identify the best possible road segments for amldhii due diligence. MCC’s Investment
Committee also expressed concern about the attempadiocy reforms that would need to be
addressed to support the investment and maximgeptbject’'s impact on reducing transport
costs in Malawi. So, when it reconvenes in Septenibe Investment Committee will decide
whether to proceed with further roads project depeient. The following sections provide a
further description of some of the key issues askkrthat pertain to the feeder roads.

Key Issues and Risks for the Feeder Roads Project

Program Rationale/Program Logic: Overall, MCC found that the logic surrounding th
objective of reducing transport costs on feederdordestic roads is clear, and it is likely that
upgrading of such roads, coupled with policy imgnments in the road haulage sector, could
reduce transport costs significantly. The Coné&yer does not, however, clearly explain the
basis for the individual roads selected nor howrtasl selection fits into Malawi’s larger road
sector program and national transport strategyos&guent discussions with the MCA, World
Bank’s Spatial Analysis Team, Ministry of Transpantd Public Works (MoTPW), Ministry of
Finance (MoF), Road’s Fund (RF) and National Roaakhority (NRA) revealed that the road
segments were selected based on 1) prioritiesifiehby NRA, 2) a desire to promote regional
equity in terms of new investments, 3) prioritipatiof areas with a potential to diversify the
economy into new sectors, and 4) connecting istlateas with high economic potential to
international corridors. MCC'’s July 2009 missioitl wontinue to diligence these issues.

Assessment of Expected Economic Impact: MCC found that the economic viability of upgnagdi
the roads to the high design standard proposdteioncept Paper is most likely not viable,
given the traffic counts of 100 - 120 motorized ietds per day. It does not appear that the cost
of a fully engineered roads would be justified luhse vehicle operating and time cost savings
alone (although the exact standard envisioned biasaen well communicated to MCC to date),
even if one included the benefits to non-motorizaffic (e.g. bicycles). However, upgrading to
some lesser standard suited to the likely typesvaihuimes of traffic prevalent on these roads
may be a viable approach. In principle, an upgradg also open up the impact areas to more
motorized transport which could be more cost-effector transporting goods long distances,
connecting producers to markets, and citizensdergml social services. Nonetheless, MCC
usually finds that even with these benefits fubyptured and quantified, an expensive upgrade to
a rural road with low traffic volumes is not jugd economically. Hence, it is critical for MCA-
Malawi and the DRA to consider whether the mosbMaoad segments and appropriate design
standard have been proposed to MCC for consideraiide would welcome alternative
proposals, but such a decision must be made eatheiJuly 2009 mission to permit MCC staff
and consultants to complete requisite due diligdrefere the Investment Committee makes a
final decision on whether to proceed with additictesign work on this project.
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Based on sector studfesnd expert opinion, moreover, the potential reidncdf domestic
transport costs may not be fully enjoyed by thennied beneficiaries without addressing the
structure of the road haulage market, includingsfids policies and practices affecting
competition in this sector. This is a criticaluesgshat MCC and MCA-Malawi, MOTPW and
NRA need to assess together; MCC will also disthisswith other donors supporting the
transport sector in Malawi.

Implementation risks: By the GoM’s own admission, the country’s implenieg capacity is
low. Provided road projects are successfully idiext for investment, the Roads Authority and
Ministry of Transport and Public Works will likelyeed significant support in carrying out the
projects to MCC standards, and project implemantanay require MCA-Malawi eventually
hiring an “employer’s representative” (also knovatlae “Engineer”) and an external Project
Management Consultant to manage the project. MAlaordinate closely with the GoM and
other donors currently working in the sector incléag a decision on this matter.

Level of preparedness. There are no completed and current feasibility isgidr environmental
impact assessmefitor the roads proposed for upgrade; thereforestamtial project preparation
work is required prior to a compact investment sieci. Of particular concern is the issue of
resettlement, which based on initial field visésexpected to be significant given the proposed
design criteria and right-of-way (18m ROW eithatesof center). The Concept Paper timeline
significantly underestimates the potential time uiegd to prepare and implement the
Resettlement Action Plans (RAPs), while the buddeés not include any allocation for
resettlement, project administration, monitoringd agvaluation, and other associated MCC-
required project costs. In order to make a fimakestment decision in mid 2010, MCC would
need key technical and financial information fronfeasibility study. The process of planning
and procuring an integrated feasibility study/EAapproximately 150 days and the consulting
assignment itself typically takes up to an addaiob50 days. So, it is critical that we identify
three — five road segments that have a high likelihof satisfying MCC due diligence criteria,
and that procurment of this work then begin immesdya

Sustainability: Overall, MCC found that the feeder roads projequires a great deal of further
analysis and development on issues of financial amlitutional sustainability. Road
maintenance, in particular, has historically beenissue for the sector and the GoM has
struggled to clear its maintenance backlog in @&.p The Ministry of Finance has reported that
the fuel levy used to fund road maintenance has bemeased by over 100% and the GoM has
started moving toward a performance-based routgeperiodic maintenance. MCC will need
to due diligence the Road Fund, its cost recovaany, the history of road maintenance funding in
Malawi. MCC also noted that the distribution ofe®and responsibilities for road maintenance

% The following are some of the studies consult8dmkik Lall, Hyoung Wang and Thomas Munthali,
“Infrastructure Investment in Malawi: Insights fraarSpatial Analysis,” Malawi Country Economic Meraodum,
Volume Il Background Papers, 2008. “Competitiosulss in the Transport Sector in Malawi: PasseBgerices
and Road Haulage Draft Report,” submitted to théaMaCompetition and Fair Trading Commission by TAG
Consulting Economists, October 2007. “Malawi Tgzors Cost Study,” submitted to Ministry of Transpand
Public Works, International Bank for Reconstructaomd Development, Road Maintenance and Rehalslitati
Project IDA Credit 3239 MAI, by TERA Internation@roup September 30, 2004.

* There was an EIA done for the Monkey Bay Roadd@32 but it will likely need to be updated.
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amongst the Roads Authority and national and distgovernments has been vague and
problematic in the past.

Institutional and policy reforms.  Apart from some capacity-building for a transpagulator,
the Concept Paper lacked analysis of institutiomadl policy issues identified in previous
studied such as the structure of the transport marketsibles anti-trust/cartel behavior, road
asset preservation (axle load control), licensing permitting, possible transport sector policies
restricting entry and competition, hidden barrigrsrade (road/custom checkpoints), inadequate
institutional arrangements for ensuring sector gremince and financial sustainability, and
maintenance of transport assets in the pricingasfsport services. The World Bank’s recent
study on landlocked countries has shown that sactoffs have a far greater impact on transport
costs than does road condition. Recent sectoiestuduch as the draft World Bank Country
Economic Memorandum (jointly prepared with MCC, i&ém Development Bank, and DfID) in
Malawi also validate these assertions and inditizdé the market / ownership structure of the
trucking industry is perhaps a significant conttdsuto high import costs and domestic transport
rates’ The report notes that “average unit transpdoep(per ton, per km) is 228.4 kwacha
from rural areas to the country’s main cities -eamparison transport prices range between 10-
12 kwacha per ton per km on routes linking the ¢guio international markets.” The MoTPW
has recently indicated that Malawi is in discussiat the Southern Africa Development
Community (SADC) level to liberalize the sector amltbw for the free movement of trucks
within SADC countries. The GOM is also introducingw legislation to Parliament for the
creation of an independent Road Safety and Traffiihorities. These policy changes require
further diligence by MCC and dialogue with MCA-Mala MoTPW, MoF and other major
stakeholders, including other donors supportinggéetor. MCC may link progress with or
implementation of the above policies to MCC fundinghe transport sector.

Environmental and social safeguards. Based on an initial site visit to a portion oéthroposed
roads, the primary areas of concern include: deseént and land acquisition, road/rail safety,
HIV/AIDS, and other common issues concerning drigénand sediment control, borrow areas,
and the protection of sensitive ecosystems. Wsame of these issues were identified, the
potential significance, cost, and risk of enviromtad and social issues are generally understated
and not well described in the Concept Paper, pdatity with respect to resettlement and road
safety. Clearing the right-of-way to accommodate phoposed upgrading and rehabilitation of
roads will undoubtedly affect many small subsistefarmers, as well as owners of small stores
and other structures that have encroached in th& R@ppropriate design and implementation
options will need to be examined to minimize laa#lings. Road safety is another important
concern given the high levels of pedestrian andmotorized traffic along the proposed roads,
and the proximity of small shops, schools, cropsl ather social services along the road. In
addition, HIV/AIDs must also be carefully consideie any civil works project given Malawi’s
14% prevalence rate. MCC expects to work closelth wwEPFAR to assure appropriate
HIV/AIDS risk mitigation and management plans an¢ ip place.

® See footnote number 5.
® Somkik Lall, Hyoung Wang and Thomas Munthali, thstructure Investment in Malawi: Insights fromasal
Analysis,” Malawi Country Economic Memorandum, Ve Il Background Papers, 2008.

14



3) Governance

Overall Assessment

MCC has decided not to proceed with further devalept of the proposed governance
investments as a stand-alone project given thahthestment Committee did not find the stated
economic rationale for activities persuasive, castee deemed exceptionally high, and the
number of sub-projects would create significantlenpentation challenges. As stated earlier,
MCC will support further design of targeted investmentsuiplic financial management that
could strengthen fiscal capacity during compactl@mgntation and enhance the sustainability
of MCC'’s investments.

PROPOSED USE OF FUNDING UNDER SECTION 609(G) OF THEMILLENNIUM
CHALLENGE ACT

MCC will use program funding under section 609(assist the GoM with the following
compact development activities:

» Technical feasibility studies;

» Economic analysis and data / information gathering;

* Analyses of institutional capacity, sector policiasd legal and regulatory issues;
» Environmental and social assessments;

* Training; and

* Some detailed project design.
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These activities include:

Party Cost
Descrintion Estimated Date of Responsible (US$ ‘000)
P RFP Launch for Contract
Management
Energy Project:
Technical Feasibility Studies and EIA, inc for POBA Q4FY09 MCC 2,800
Power Sector Master Plan (subject to funds availtdyl feasibility Q2FY10 GOM 1,200
study)
Cross-cutting Natural Resource Management (NRM) Components:
NRM Technical Assistance, Catchment Study, and Wésdester EIA Q1FY10 MCC 750
Transport Project [contingent on IC decision in Sepember 2009]:
Technical Feasibility, EIA and Detailed Design QuRY MCC/MCA 2,500
Cross-cutting Public Financial Management Investmets Q1FY10 MCC/USAID 300

Monitoring and Evaluation Support:
Enterprise Census, Poverty Surveys, Data Qualityeite During CIF Period 1,450
Implementation Start- up Support:

Procurement Agent Q2FY10 1,000
Fiscal Agent Q2FY10 1,500
Accountable Entity Start-up Q3FY10 1,500
Procurement Training Completed MCC 1,200
Project Management Training Q4FY09 MCC 300
Monitoring and Evaluation Training Q4FYQ9 MCC 300
TOTAL 14,800

MCC also will provide funding for compact implemation start-up support. These
preparations will include:

* Initial funding for the procurement advisor/agenddiscal agent contracts, to the extent
necessary;

* Funding for advisory support to help define andrdowate design for impact evaluations;
and

 Initial funding for the establishment and staffioigthe accountable entity, to accelerate
implementation planning and start-up activitie®pto signing and thereby support a
more seamless transition from development to implaation.

NEXT STEPS

During the July 2009 MCC mission to Malawi, MCC ad@€A-Malawi will focus on the
following objectives to further compact development

* Present the results of the Investment Committeeweio high-level GoM officials.
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» Discuss key policy issues that must be addressedahn sector and the timeline for
addressing these issues.

» Conduct further diligence on the proposed feedadsdo provide MCC'’s Investment
Committee additional information for their investmelecision in September 2009.

» Gather and collect additional data / informationtlo@ proposed sector and potential
beneficiaries.

* Refine other projects and key milestones of prajestelopment.

* Visit project sites.

* Refine the 609(g) budget.

» Determine human resources needed by MCA-Malawihferemainder of the compact
development period, particularly in regards to @&MNspecialist and social specialist.

» Continue donor discussions on the energy and toahsectors.

» Continue capacity assessment of potential impleimgmentities.

» Discuss issues related to procurement training.

Pending the successful attainment of key policy@nmject development milestones, MCC is
optimistic that a FY10 compact signing can be agtde See Annex Il for a notional timeline.
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Annex Il
Notional Compact Development Timeline and Reso&Ga®edule

Malawi Transaction: Notional Timeline and Resource Schedule (June 2009 -- August 2010)

I June I July | August ISeptemberI October I November I December January February I March I April May June July August

Track 1: Overall Compact Development

and Approval Process Program Development and Appraisal Compact Negotiations and Compact Signing

Track 2: Project Development : : :
Endof CNPeriod | | 1
Compact Negotiations (Technical) Completed
a) Energy Project project Submit IM to IC
Procurement of 609(g) Studies 609(g) and DD-funded Studies Conducted Finalization / Peer]
Review
IC Meeting
Board Approval
Submit CN
Compact Signing
b Roads Project 609(g) and DD-funded Studi Project
. g) an -funded Studies
Procurement of 609(g) Studies Conducted Finalization / Peer]
Review
c) Governance Project 609(g) and DD-funded Stud Project
) g) and DD-funded Studies
Procurement of 609(g) Studies Conducted Finalization / Peer]
Review
d) Cross-cutting Natural Resource Project
Management Issues Procurement of 609(g) Studies | 609(g)-funded Studies Conducted Fma“zanjon/peer
Review
Track 3: Selection of Fiscal Agent (FA) FA/ PA Assessment Develop RFP for FA/ PA Procurement of FA / PA FA / PA Mobilized
and Procurement Agent (PA)
10 i
Track 4: Establlslhment of MCA-Malawi 0GC and MCA Start to Discuss Tax Issues and AE Structure Develop Key Staff Positions Hire Key AE Staff
Accountable Entity
I T
[ 1
[ 1
[ 1
P !
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