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Abstract

This paper explores the role of public investment in the process of economic growth,
in the context of Madagascar’s economy, using the vector autoregressive approach (VAR).
The model also includes monetary supply and exportation. The result show that public
investment has positive effect on growth in short term especially in the second quarter but
the effect slowly goes down in the next quarter. This is due to the impact of investment
on monetary supply which can lead to potential rise of prices. The effect of investment on
growth reaches his highest in the fifth quarter after that its return to his stationary state.
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1 Introduction

Madagascar is a developing country that faces numerous challenges in achieving sustained
economic growth and development. Despite having vast natural resources, a diverse range of
ecosystems, and a rich cultural heritage, Madagascar remains one of the poorest countries in
the world. The country’s economy has been plagued by political instability, weak infrastruc-
ture, and inadequate investment in key sectors such as agriculture, tourism, and manufactur-
ing.

Public investment has long been recognized as a crucial driver of economic growth in de-
veloping countries. Public investment refers to government spending on infrastructure, social
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services, and other public goods that are essential for economic development. Public invest-
ment has the potential to catalyze private sector investment, create jobs, and improve the pro-
ductivity of the economy.

In Madagascar, public investment has played a significant role in the country’s economic
development. The government has made substantial investments in infrastructure, includ-
ing roads, ports, and airports, which have improved the country’s connectivity and facilitated
trade. The government has also invested in social services, such as health and education,
which are crucial for human development and poverty reduction.

However, the effectiveness of public investment in Madagascar remains a topic of debate.
Some argue that public investment has not yielded the expected returns, as evidenced by the
slow pace of economic growth in recent years. Others argue that the problem lies not with
public investment per se, but with the quality of investment, as well as issues related to cor-
ruption and weak governance.

The COVID-19 pandemic has further highlighted the importance of public investment in
driving economic recovery. Madagascar, like many other countries, has been hit hard by the
pandemic, which has disrupted supply chains, reduced demand, and led to a decline in eco-
nomic activity. In response, the government has ramped up public investment in key sectors
such as health, agriculture, and infrastructure to support the recovery effort.

Therefore, it is essential to understand the link between public investment and economic
growth in Madagascar. This paper aims to contribute to this understanding by examining the
impact of public investment on key economic indicators such as GDP growth, employment,
and productivity. By analyzing existing literature and empirical data, we aim to shed light on
the role that government investment can play in promoting sustainable economic growth in
Madagascar. The findings of this study will be useful for policymakers and development prac-
titioners in designing effective public investment strategies to support economic development
in Madagascar.

2 Literature revew

2.1 Theorical approach

Numerous authors have investigated the relationship between public investments and eco-
nomic growth. According to Keynes (1936), public investment is a determining factor and even
a key element in short-term production trends. Post-Keynesian economists also place public
investment at the heart of the economic growth process. They argue that investment influences
growth through production techniques, the nature and composition of production goods, and
capital goods Davenport (1976).

In the view of Harod (1939), a well-adjusted global demand is crucial for public investment
to have a positive impact on economic growth. However, in the case of significant fluctua-
tions, public investment may destabilize the economy. Moreover, Cornwall (1974) claims that
the greater the proportion of production allocated to investment, the more the growth process
will develop.
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The endogenous growth model by Barro (1991) highlights the positive externalities gener-
ated by public services through public spending on infrastructure. Therefore, infrastructure
spending plays an essential role in the growth process. However, the complementarity be-
tween private investment and public investment is necessary because it contributes to the im-
provement of the productivity of private factors Barro et al. (1995).

However, other authors such as Solow (1956) and Burmeister et al (1970) do not share the
same view and have demonstrated that public investments have no place in the analysis of
growth.

2.2 Empirical approach

Empirical studies on the relationship between public investment and economic growth can
be classified into two distinct categories.

2.2.1 Public expenditure has an effect on economic growth

In his research, oriented towards the impact of public investment on the economic growth
of the United States for the period 1949 to 1985, Aschauer (1989 ) opted for an aggregate pro-
duction function composed of three factors: labor (L), capital (K), and the stock of non-military
public infrastructure (S). The results of the analysis led the author to conclude that the produc-
tivity of an economy is influenced by investments, particularly in public infrastructure. Thus,
a 1% increase in public capital leads to a 0.4% increase in productivity. Additionally, the author
found that the decrease in economic growth is influenced by the decline in investment spend-
ing in infrastructure.

Barro (1991) studied the contribution of public investments (consisting of education and
defense) on economic growth, covering 98 countries from 1980 to 1985. The study found a
positive impact, but statistically insignificant. The author estimates that a 1% increase in the
public investment-to-GDP ratio stimulates a 0.1% increase in the average growth rate of in-
come per capita.

Numerous empirical studies have proposed the existence of a positive relationship between
economic growth and investments in road infrastructure in developing countries.

For example, Canning et al. (1999) devoted their studies to analyzing the impact of paved
roads and electricity on growth. They used two production functions, one of the Cobb-Douglas
type and the other of the translog type.

Using cross-sectional and panel data, ? concluded that transport capital has a positive and
significant effect on the economic growth of Sub-Saharan countries.

Based on the Ordinary Least Squares method, Bosede et al. (2013) deduced that the im-
provement of transport infrastructure has a positive and significant impact on the economy of
Nigeria for the period 1981 to 2011.

Morley et al. (2000) affirmed the long-term positive impact of total public spending on
Egyptian growth. Analyzing the impact of public infrastructure on competitiveness and eco-
nomic growth in Senegal, Dumont et al. (2000) found that an increase in public spending on
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infrastructure promotes economic growth and improves commercial performance.

Veganzones (2001) revealed a positive link between public investments in infrastructure
and growth in a sample of 87 countries and demonstrated the complementarity of public and
private investments. To do this, he tested 25 Sub-Saharan African countries based on the Triple
Least Squares method.

In an empirical study using time-series data conducted in Uganda, Reinikka et al. (2004)
also found that economic growth was significantly justified by public expenditures.

According to a study by Banque mondiale (2005) conducted in Senegal for the period 1966-
2000, the effect of public investment is delayed over time and its positive impact, estimated
at 2.47 points, appears after two years. One of the few contributions to our knowledge on
the impact of public spending on growth in Benin was carried out by CAPOD in 2011 using a
Sequential Dynamic Computable General Equilibrium Model (MEGC) that takes into account
the externalities of social infrastructure spending and is based on the Social Accounting Matrix
(MCS) of Benin built for the year 2007: Do infrastructure expenditures stimulate growth and
productivity in Benin? The simulations performed show that the effects of public spending on
macroeconomic and sectoral variables, as well as on poverty, can vary significantly depending
on the direction given to these expenditures. Thus, the report suggests directing investments
towards sectors that have a higher potential for productivity gains, such as infrastructure and
education. It also emphasizes the importance of proper allocation of public funds in order to
achieve optimal economic growth and poverty reduction.

2.2.2 Public spending does not have an effect on economic growth

On the other hand, some empirical studies have suggested that public spending does not
have a significant effect on economic growth. For instance, Dhanasekaran (2001) and Martinez-
Lopez (2005)found no significant evidence to support the idea that public investment in infras-
tructure affects the growth rate of the South African economy.

Similarly, Zahira et al. (2015) investigated the impact of public investment in infrastructure
on economic growth in India over the period 1951-2010. The study used a vector autoregres-
sion (VAR) model and found that public investment in infrastructure did not have a statisti-
cally significant impact on economic growth.

Koffi Yovo (2017) also investigated the relationship between public investment and eco-
nomic growth in Latin America and the Caribbean using panel data from 1980 to 2010. The
results of the study suggest that public investment does not have a significant effect on eco-
nomic growth in the region.

In summary, while some empirical studies have suggested a positive relationship between
public investment and economic growth, other studies have found no significant evidence to
support this idea. The findings of these studies highlight the need for more research in this
area to better understand the relationship between public investment and economic growth.
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3 Madagascar’s investment public

The Malagasy economy is generally disjointed. Economic growth has been on a roller-
coaster path punctuated by cyclic crises occurring almost every five years (1991, 2002, 2009,
and recently the Covid-19 crisis in 2020).

Figure 1 – Evolution of real GDP and public investment in Madagascar in billions of Ariary

Public investment has also seen a similar trend in Madagascar. According to the World
Bank, budget allocations in Madagascar were among the lowest compared to other sub-Saharan
African countries in 1984.

However, from 2006 to 2008, there was an upward trend in public investment, surpassing
that of other African countries. State spending increased from 531.5 billion Ariary in 2006 to
1244 billion Ariary in 2008. This trend was also observed in the country’s Gross Domestic
Product (GDP).

In 2009, there was a sudden halt in public investment due to a coup d’état that led to a new
crisis. All external financing, including budgetary aid and project financing, was suspended.
This was due to a disagreement between the government and international donors. As a re-
sult, a significant amount of financing intended for public investment was canceled.

From 2012, public investment began to increase exponentially, reaching a peak of 3,300 bil-
lion Ariary in 2019. This was a result of a democratic transition that led to good conditions
for the economy to recover, particularly through the return of confidence from economic and
financial partners. This recovery was reflected in the upward trend in investment during this
period.

In recent years, Madagascar has been working to improve its investment climate, imple-
menting reforms and initiatives to attract more foreign direct investment (FDI) into the country.
According to the United Nations Conference on Trade and Development (UNCTAD), FDI in-
flows into Madagascar reached a record high of 464 million USD in 2019, up from 365 million
USD in 2018.
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However, the COVID-19 pandemic has had a significant impact on global investment flows,
and Madagascar has not been immune to this. According to the International Monetary Fund
(IMF), FDI inflows into Madagascar declined to 316 million USD in 2020, a drop of around 32%
from the previous year.

Overall, Madagascar’s investment climate has seen some improvement in recent years, but
there are still challenges that need to be addressed, such as corruption, weak infrastructure,
and a lack of skilled labor. The government has taken steps to address these issues, and it
remains to be seen how the investment landscape in Madagascar will develop in the coming
years.

4 Methodology

We used quarterly data from the Ministry of Economy and Finance, particularly from the
General Directorate of the Economy and Planning (DGEP), as well as data from the National
Institute of Statistics (INSTAT). The study period spans from the first quarter of 2009 to the last
quarters of 2020.

4.1 Basic Model and Variables Used

In order to establish the relationship between public investment and economic growth, the
following variables were chosen: real GDP, public investment, exports, and money supply.
Thus, the equation of our model can be written as follows:

GDPt = f (PubInv, Exp, M3)

where:
— GDP: Real Gross Domestic Product or proxy for economic growth
— PubInv: Public investment
— Exp: Exports
— M3: Money supply (M3)
Exports were included because Madagascar is a country that is more outward-oriented.

Thus, the integration of this variable is necessary in the context of this analysis. Money supply
was taken into account in the sense that public investment leads to a massive injection of
money that will undoubtedly lead to an increase in the money supply, which could result in a
generalized price increase.

4.2 Model Determination

In order to study the relationship between public investment and GDP in Madagascar, it
is necessary to determine the model to be used in order to conduct the analysis properly. This
process is done through a stationarity test on each variable and a cointegration test on the
entire series. If the results show that the variables are integrated of the same order and that
there is a cointegration relationship between them, we use the Vector Error Correction Model
(VECM). However, we use the Vector Autoregressive Model (VAR) if these variables are in-
tegrated of the same order, but there is no cointegration relationship between them. Finally,
we use the Autoregressive Distributed Lag Model (ARDL) if the variables are all integrated at
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different orders.

In this work, the stationarity tests (Philip-Perron and Augmented Dickey-Fuller) and coin-
tegration test showed that the variables GDP, public investment, money supply, and exports
are all stationary at the first difference. Therefore, we deduce that we will use the Vector Au-
toregressive Model (VAR) to study the relationship between public investment and economic
growth in Madagascar

5 Results and Discussions

The variables are expressed in logarithm and then differenced to have data in growth rates.
The result of the lag selection (AIC and SBIC test) displays an optimal lag equal to 3.

The impulse response function or IRF (figure 2) shows the effects of a standard shock of
endogenous variables on GDP. In the case of public investment, the response of the economy
varies over time. Indeed, its impact on GDP is positive during the second period, namely
the second quarter, which reflects a good performance of the recovery plan. However, it is
worth noting that the trend shows a decline in the third period. This situation is relative to
the backlash from the increase in the money supply generated by the massive injection of
money from the investment, which could lead to a generalized price increase slowing down
the economy but also have effects on exports. This would then require the intervention of the
Central Bank in the regulation of the economy to cushion the shock of inflation on investment.
In the longer term, the effects reach their maximum in the fifth period, or the fifth quarter, to
gradually fade away and return to the stationary state.

Figure 2 – Résult of the IRF
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6 Conclusion

The relationship between public investment and economic growth has been extensively
studied by various economists such as Keynes (1936) and Barro (1991). These scholars attest
that public investment has a positive influence on the economy. However, some empirical
studies have concluded in some cases a negative correlation between these two aggregates.

In this study, the VAR approach was used to model this relationship for the case of Mada-
gascar. The results show that in the short term, public investment has a positive effect on
economic growth. The effects of public investment are mainly seen in the long term, after five
quarters. However, these effects fluctuate in an undulatory manner, as an increase in public
investment has consequences on other aggregates. Therefore, public investment is a good tool
for stimulating economic growth in Madagascar, but it must be accompanied by sound mone-
tary policy to limit its effects.

In conclusion, this study provides evidence that public investment can have a positive
impact on economic growth in Madagascar, but policymakers need to carefully consider its
effects and ensure that it is accompanied by effective monetary policies. Future research can
explore the dynamic relationship between public investment and other economic variables in
Madagascar to better inform policy decisions.
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