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SENEGAL: Creditworthiness Study

by
H. Ghanem

H. Kharas
R. Myers

ABSTRACT

This paper evaluates Senegal's likely international credit-~
worthiness over the medium and long terms given its present econom-
ic situation, and assesses the likely consequences of projected
levels of indebtedness on growth in real GDP and per capita con-
sumption. It is organized around the fact that a country's ability
to service its debt can be divided conceptually into two components,
one relating to the past and the other relating to the future. In
the first part of the paper, Senegal's historical accumulation of
foreign debt, past patterns of investment and the operation of domes-
tic resource mobilizing procedures are discussed in the setting of
the country's planning processes, domestic consumption levels, cen-
tral government budgetary needs and fluctuationms in the value of
agricultural output. The second part of the paper examines the
likely future availability of foreign financing and the capacity of
the economy to produce and mobilize the additional tradeable goods
required to service both past and expected future debt. In this
part of the paper, projections of the real economy, of public fin-
ances and of the balance of payments are used to assess the finan-
cial implications of a continuation of recent past trends, and to
discuss policy measures that would enhance the country's credit-
worthiness.




Summary and Conclusions

1. Senegal's foreign liabilities, both debt and other financial
instruments, have grown rapidly since the mid-1970s. Combined with severe
~shortfalls in recent export levels, partially reflecting the effects of
drought and partially reflecting the fall in commodity prices associated with
the world recession and with the appreciation of the US dollér, rising debt
service obligations have led to widening curreut account and balance of
payments deficits. Senegal has been forced to reschedule its external
obligations to bilateral official c¢reditors and to private commercial banks.
These developments necessitate a major change in Senegal's external borrowing
and macroeconomic policies. This study views the historical trends and
patterns in Senegal's accumulation of foreign debt, and places it in he
context of the international experience of other, similarly situated,
developing countries. The focus is on public debt as this is most directly
controlled by the authorities and most closely linked to other important
poiicy areas, particularly fiscal policy. The broader development issues of
sectoral, commercial and other public management policies are treated in the
recent World Bank Report, No. 5243-SE (Senegal: Country Economic Memorandum),
which outlines the macroeconomic context within which this study has been

conducted.

The Present Debt Servicing Problem

2, By international comparison, Sengal's debt indicators are similar to
those of other countries that have recently rescheduled their debts.
Rescheduling has reduced immediate debt service ratios. There are, however,
several indications that reschedulings have not resolved Senegal's debt

problems. This justifies a concern over the ability of the economy to-utilize
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forelgn resources in a Beneficia] manner and, hence, over donor willingness to
commit a volume of funds that would permit the implementation of the sixth
developmgnt plan. The study, therefore, places major emphasis on overall
macroeconomic and balance o} payments management in an attempt to identify the
debt~carrying capacity of the economy and the link between the availability of
new external funds and the need for economic adjustment.

3. The first indicator of future debt problems relates to the growth in
outstanding debt. Senegal's experience is unusual in that debt accumulation
has continued at a rapid rate despite the rise in world interest rates (which
are rel~vant for the marginél financing sources, such as the compte
d'operations). In many other countries, domestic adjustment has slowed the
pace of debt accumulation. Second, this rise in external debt stems from
continued imbalances in public finances. Exceptional foreign financing from
the IMF, Kuwaiti deposit and the compte d'operations has further increasedﬁthe
total foreign liabilities of the government. Also, the growth of public debt
has been accentuated by the rescheduling of amortization payments due meaning
the country continues to hold old debt liabilities while incurring large new
lJiabilities.

4, Other important changes have also occurred. The growth in public
debt has occurred alongside a rapid diminution of the net foreign liabilities
of the private banking system. Thus, public borrowing from abroad has
facilitated the private banks' reduction of expensive foreign debt. Fifth,
much of the growth in debt is attributable to large deficits on the
Agricultural Price Stabilization Fund and to transfers to fill the operating
deficits of state enterprises. This reflects inopportune pricing policies
rather than borrowing for investment. Sixth, high public current expenditures

have l1imited the availability of counterpart funds for investment and have
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consequently slowed disbursements of official aid. This has led to a
substitution of expensive, commercial rate money (the compte d'operation) for
cheaper development assistance in financing the balance of payments.

5. This picture is further complicated by the vulnerability of the
Senegalese economy to exogenous shocks. The structural characteristics of the
economy—-—its dependence on primay exports and the concomitant uncertainty in
export revenues, the low share of ménufacturing in GDP, the low historical
growth rates of output and exports——-imply that debt carrying capacity is below
that for other countries in a similar income class Nevertheless, the economy
is likely tc be subjected to shocks in the future. Then, the ability to
smooth adjustment will be reduced by the lack of creditworthiness. Improved
flexibility of demand management will be a critical ingredient of adjustment
to future shocks. |

6. The pattern of public borrowing suggests that muich of the increaé;'in
external liabilities has gone to finance consumption rather investment. In
the recent past, there is direct evidence from the build-up of nonproject
foreign liabilities such as use of IMF resources, of the Kuwaiti deposit, of
compte d'operations drawings and of rescheduling debt service obligations.
Macroeconomic data suggest that this pattern is also true of a longer
historical period stretching over the decade of the 1970s. The share of real
investment in real GDP has been consistently below the 1970-72 average since
1973, while the share of real consumption has been higher. This increase in
consumption appears to hold for both the public and private sectors.
Econometric estimates suggest that about 60 cents of each additional dollar
borrowed was spent directly on consumption goods. This may have been

justifiable had the prospects for future income growth been high But with

101RM-HG/Senegal /7~24-84 /mcc/abe/gjd/pp/dlw/8-31-84 /pp/9-10-84/pp/9-28-84/d1w
/10-04=84/pp




- v -

stagnant growth, these high past consumption levels have left a legacy of
large debt without concomitant increases in the domestic capital stock.

7. There are several mechanisms by which external borrowing has been
dérected into consumption. First, it appears that official lending for
projects to the public sector has been fungible. The share of domestic
resources going to development expenditures has been whittled away to zero.
These freed up resources have instead financed a growing recurrent expenditure
burden, consisting both of high wage and salary bill outlays and of large
transfers to finance state enterprise operating deficits. The inability to
impose adequate financial responsibility on the pervasive state and mixed
enterprise system is a central reason for the growth of public borrowing. It
has also permitted a system of controlled prices to be perpetuated.: This has
led to a sharp rise in real disposable personal incomes. which have also
benefitted from a rise in the share of government spending on items that
directly further private consumption. Thus, the private urban sector received
much of the benefits of public borrowing. Finally, the private rural sector
also indirectly benefitted from external funds because these permitted a
relaxation in government fiscal discipline. This has resulted in the
significant decline in successful efforts to collect rural loans and also
allowed the government to absorb the losses of its rural credit program
without enforcing adjustment elsewhere.

8. Those funds that did go into new investments did not provide the kind
of resources necessary to meet the future debt service obligations that
accompany foreign borrowing. Investments seem to have been inefficient
(relfected in a high ICOR) and geared more towards the production of

nontradeable rather than tradeable output. Over the decade of the 1980s, an

lOlRMwHG/Senegal/7~24°84/mcc/abe/gjd/pp/dlw/8w31"84/pp/9~10¢84/Pp/9~28~84/d1w
/10-04=84/pp




ever smaller share of GDP could be classified as tradeable. It 1s these
foreign exchange resources, however, that are needed for debt service.

9. Many of these problems reflect the inadequacy of the planning process
in which a coherent foreign borrowing strategy could be devised. Authority
for signing new loan agreements was broadly dispersed and adequate figures on
the stock of debt and debt service obligations are not available. Without
restrictioés on the degree of public foreign borrowing, responsibility for
macroeconomic balance has shifted to the need for fiscal control, a commercial
policy of promoting exports and import substitutes and on effective public
resource mobilization. Lacking these, the build-up of debt has been
excessive., Of particular importance, the given link between public
investment, planning and foreign aid commitments has been weakened by the
inability of the government to contribuﬁe domestic resources to development
expenditures. This has weakened the concept of a capital expenditure proérém
partly financed by "budget” resources and reduced the ability of planners to
achieve a desired level and sectoral allocation of investment.

10. Given the concerns identified above, it 1is evident that a more
systematic approach to public foreign borrowing is required to integrate
donor's willingness to lend with the priority investment needs of the country
with an overall program of resource mobilization and with flexible demand
management in the face of uncertainty. Senegal has not yet moved aggressively
in these directions. Until it does so, its prospects for improving

creditworthiness ar« poor,

Projections for the Future

11. The imbalances caused by present policies and trends have been
sustained in the recent past by drawings from exceptional financing sources

and from greater donor commitments. Such assisance is, however, unlikely to
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cornitinue, There are already signs of a more jaundiced attitude by donors
towards Senegal. These attitudes would be reinforced if present trends were
to continue. The prospects are for major financial imbalances if the
intentions in the Sixth Plan are adhered to. First, the government's needs
for exceptional financing, over and above estimated foreign ald disbursements
and new domestic credits, would grow at a rapid rate. Sécond, the current
account deficit will continue increasing and will remain larger than proijected
capital inflows. As a result, the balance on the compte d'operations will
reach unsustainable levels. Third, these developments would limit the
availability of private credit, resulting in a contraction of outpuﬁ growth
and investment.

12, The infeasibility of the scenario”"based on the Sixth Plan implies
that some kind of forced adjustment would occur. One possibility is that
payments to doimestic and foreign suppliers would become subject to
increasingly long delays, import financing would dry up and debt service
payments would fall into arrears. Foreign exchange and import controls would
then be needed but would probably be accompanied by declines in government
maintenance and operation expenditures and in public and private investment.
The result would be severely depressed growth and employment. Real per capita
consumption would also decline.

13. The danger of an unplanned, ad hoc, forced adjustmént reinforces the
contention thét Senegal is not creditworthy at present. It also points to the
pressing need for immediate policy action to implement a compr ehensive
adjustment program. Some additional coordinated assistance from donors would
be valuable in implementing such a program. Precise sectoral policies are
treated in the country economic memorandum. The main outlines of successful

change is as follows. First, new borrowing should be carefully considered in
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terms of its likely contribution to future output relative to the debt serv{ce
costs. It would appear that the country should refrain from all borrowing on
private commercial terms. Measures to reduce planned government expenditure
and restore fiscal balance must be implemented. This may involve a cut-back
in development expenditures. The negative impact of this may be attenuated,
however, by a restructuring of such expenditures towards higher priority
projects. This would be helped by a coherent strategy towards investment
planning and a closer link to a coordinated aid donor strategy. Private
savings must be encouraged by reducing direct and indirect transfers to the
private sector from the government. Effective resource mobilization is
critical. Finally,.a greater awareness of the volatility of the external
environment and its impact on the economy must be incorporated in a more
flexible approach to demand management.

14, The change in policy involes a far-reaching effort on the part df the
Senegalese authorities. Even if these policies are implemented, it is far
from clear that creditworthiness will be immediately restored. What is Elear,
however, is that existing trends present no hope for the future. Policy
change, accompanied by additional foreign assistance on concessional terms, is
clearly preferred as a way to mitigate the negative impact on consumption and

employment which Senegal's loss of creditworthiness will have.
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SENEGAL - CREDITWORTHINESS STUDY

L. INTRODUCTION

L. Senegal's external debt has grown rapidly in recent years and in
conjuriction with other domestic occurrences is now causing serious debt
servicing problems. External debt outstanding and disbufsed stood at about
$1.5 billion at the end of December 1982, equivalent to élxpurcent of GNP.
This reflects steady growth at annual rates of 25 percent per annum from 1973
to the present. Annual commitments have risen tenfold over the past decade.
Despite these substantial capital inflows, GNP per capita has been stagnant,
such that debt service has bécome an ever growing burden on the econoumy.

2. There is, furthermore, little evidence to suggest that this trend
will be broken in the near future. The past three vears have been witness to
a dramatic rise in non-debt foreign liabilities (use of IMF. Kuwaiti and
French treasury resources) to almost $500 million. These are not associated
directly with productive investments but have been geared more towards
budgetary and balance of payments support. In 1982, the central government
financed 38 percent of its current and development expenditures with funds of
external origin, relative to just 7 percent in 1971. The government no longer
makes any contribution to its development expenditures from intermaily
generated resources. In addition, most public enterprises are increasingly
relying on foreign financing, n»oth directly from creditors and indirectly wvia
their drawings on the government budget. The resulting public sector deficit
is, in the last analysis, financed by a French Treasury credit to the Central

Bank, the "operations account”.
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3. One consequence of Senegal's heavy recourse to foreign borrowing has
been the growing burden of debt service payments on the government budget and
balance of payments. By 1980, the local currency equivalent of publicly~owed
foreign debt service payments amounted to over c.f.a. 40 billion compared to
public ‘current revenues of c.f.a. 126 billion and recﬁrrent expenditures of
cefoa. 152 billion. This same debt service figure constituted 113 percent of
foreign capital inflows to the budget of c.f.a. 35 billion in 1980.
Obligationé due in 1981, 1982 and 1983 would have been still higher. Howaver,
since the governument was unable to meet these latter payments, the authoritieé
sought a rescheduling of their debts with the Paris Club for each of these
three years. In addition, arrangements were made in early 1984 to reschedule
commercial bank debt.

4, Despite these debt servicing problems. the goverument has assigned: a
substantial role for forelgn borrowing in the revised Sixth Plan. Plan
estimates suggest that Senegal expects to finance some two-thirds of its
future investments (or around $1.06 billiom) with foreign funds. As there 1s
still, however, a large portion of the financing requirements not identified
by source in the Plam, it is inevitable that reliance on foreign borrowing
will be even greater than tpese numbers indicate. Indeed, it is quite
possible that rescheduling plus these new capital requirements would cause
debt to grow even faster than in the past.

5. This program of desired future foreign financing, however, has not
been reconciled with the Iikely availability of funds. Debt servicing
problems, manifested in the annual rescheduling exercises of the past three
years, lowered creditor perceptions of Senegal's creditworthiness. This
changing attitude of donors could portend a slowdown in the magnitude of new

commi tment offers, unless important changes in dowmesti. economic policy can
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reverse the trend decline in creditworthiness. The central question addressed
in this paper is how this existing inconsistency between the demand and supply
of foreign funds can be reconciled. Given the high existing stock of extermnal
debt, what level of new borrowings can the Senegalese economy hope to

support? What would be the domestic measures needed to relieve donor concern
over creditworthiness to sustain a matching level of new commitments?

6. Senegal's current precarious situation is primarily the result of two
problems in the economy. One is the low yield and inappropriate patterm of
existing (and several proposed) investments. The second is the repeated
occurrence of large deficits on the govermment's recurreant and capital
accounts. The former problem has contributed to low real growth rates of
tradeable GDP while the latter provides potential foreign donors with evidence
that even with better growth, the government might be unable to reduce
consumption in the economy in order to mobilize sufficient domestic resources
to repay foreign obligations and/or finance future investments. In thenface
of past relatively slow growth, the recent inability to increase domestic
resource mobilization has been particularly costly. Recurrent and capital
expenditures have both been cut, affecting the efficiency of existing public
capital and the prospects for growth from new public investments. Since it is
mainly the latter which attracts foreign financing, commitments of new foreign
loans could be affected, and disbursements for ongoing projects hkave been
slowed down.

7 This paper evaluates Senegal's likely intermational creditworthiness
over the aedium~ and long-term given its present, perilous economic

situation. It assesses the likely consequences of projected levels of
indebtedness on growth in real GDP and per capita consumptioﬁ. The paper has

been prepared as an input to the country economlc¢ memorandum, report

lOlRM~HG/Sénegal/7-24—84/mcc/abe/gjd/pp/dlw/8-31—84/pp/9-10—84/pp/§-28~84/dlw




¥o. 524=SE and should be read in conjunction with this document. The focus is
uniquely on Senegal even though the country is a member of the West African
Monetary Union, a union in which, technically, the deficit of one country can
be automatically financed by a surplus in another. Unfortunately, the other
member countries in the unidn, notably Ivory Coast,; are also exﬁected to
remain in deficit, something which precludes such financing and forces each
country to look outside the union for financing to cover its deficits.

8. The paper 1s organized around the fact that the ability of a country
to service its debts may be divided conceptually into two components, one
relating to the past and the other relating to the future. The next part of
this paper (Section II) recognizes that a country may be able to service its
debts if past debt buildups occurred alongside capital formation in the traded
goods sector sufficient to generate the resources necessary to service the
debt. Such an outcome would depend both on appropriate amounts of efficient
investment in tradeables production and on the existence of domestic resource
mobilization mechanisms which can appropriate this traded output for servicing
debt. The section concentrates on Senegal's historical accumulation of
foreign debt, past patterns of investment, and the operation of domestic
resource mobilizing procedures. These are discussed in the setting of ther
cguntry*s past planning processes, domestic consumption levels, central
government budgetary needs and fluctuations in the value of agricultural
output.

9. Section II1 of the paper recognizes that future creditworthiness also
depends on Senegal's likely accumulation of foreign: debt in the years ahead

and its ability to produce enough tradeable output to cover both past and
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future debt servicing obligations. 1/ The section therefore examines the
likely availability of future foreign financing and the capacity of the
economy to produce and mobilize the additional tradeable goods required to
service both past and likely future debt. The section looks ahead, through
medium~ and long-term projections of the real economy, of public finances and
of the balance of payments, to assess the financial implications of projected
trends and new policy directives. The analysis is set in the context of the
political economy of the international aid community and its likely reactions
to varlous domestic policy initiatives in Senegal.

10. The major conclusion of the second or historical section of the paper
is that investment in efficient (mainly agricultural) enterprises for the
production of tradeable output was too low to support past amounts of foreign
borrowing and domestic consumption. This appears to have been the case for
two reasons. First public investments were inefficient and private
investments repressed while both were geared AOre toward non-tradeable
production. The result was that rates of growth of GDP in general and traded
output in particular were low. The second is that the government increased
borrowing from abroad and its own consumption and investment without
anticipating the need to establish and administer new mechanisms for
mobilizing resources from the private and parapublic sectors to meet the
concomitant debt service obligations. As a result, not only was the
goverument unable to dampen private sector demand to make‘room for its own
expenditure requirements but it was also unable to adjust total demand to

accommodate intermationally induced (e.g., terms of trade) shocks which

i/ A third point of view, the ability to repay new debt ounly =-- assuming old
debt is written off =-— 1s not examined here.

101RM-HG/Senegal /7-24~84/mcc/abe/gid/pp/dlw/8-31~84 /pp/9-10~84/pp/9-28-84/d1lw




occurred during the period. This lack of adequate adjustment mechanisms can
be seen both in the expansion of income transfer mechanisms and cousequent
lack of suppression of private demand and in the inattention to the
possibility of changing output and income patterns via appropriate price and
eﬁchange rate incentives. Instead, the government has relied too heavily on
excessive money and credit creation which in turn has resulted in ‘the need for
extensive drawings on the French treasury. This has led to further external
debt servicing needs and has strained the relationship between the central
bank (BCEAO) and the commercial banks in Senegal.

11, Section III, which presents projections for the future, indicates
that the historical problems identified above are likely to continue in the
foreseeable future. If present policies as reflected in the revised Sixth
Plan were to continue, there would be a tendency towards growing financial -
imbalances. Outstanding debt would increase sharply, from 61 percent of GDP
in 1983 to 150 percent by 1995. A similar pattern would be observed for the
debt/export ratio. The deficit on the operations account would amount to
$3,265 million. The public sector would have to rely exclusively on foreign
resources for its investment program and would still be forced to accumulate
extraordinary resources (from outside the aid community and the central bank)
in an amount of about 10 percent of its total expenditures. These resources
would have to come from either additional debt service relief, from further
aid flows, from the asccumulation of domestic arrears or a further
consolidation of domestic debt, such as a complete write off of ONCAD payments
due in existing arrears,

12, These imbalances are likely to occur even in the relatively favorable
world economic environment currently anticipated. Clearly, if the assumptious
made here concerning export and import prices prove overly optimistic, trends

would be even gloomier. On the other hand, there are certain measures which
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could be taken to enhance creditworthiness. These would'iqyolve a reduction
of government transfers to pubiic enterprises and to the rural sector, a
reduction in the scope of investment and the reorientation of resources
towards more extensive use of existing capital capacity. Agricultural pricing
and commercial policy changes will be critical for improving the efficient use
of existing resources. Sharp cutbacks in the rate of expansion of wage and
salary outlays and a coherent strategy towards investment planning and debt
accumulation are also needed. Furthermore, the government must undertake
successful adjustment to any future external shocks and reduce cruedit creation
in the economy. All these meacures, if implemented, would end the explosive
growth of new debt and ensure that future resources can be allocated to the
service of external debt. Borrowing at commercial terms would be highly
undesirable for the economy. However, limited amounts of non—concessionalg
official aid, with its longer maturity and lower interest rates, would be
useful in supporting such a program. The simulations indicate the order of

magnitude of such flows.

II. THE MAKING OF THE PRESENT DEBT SERVICING PROBLEM IN SENEGAL

Comparative Perspective

13. Senegal's debt indicators are not unlike those of other African
countries (Zaire, Sudan, and Ivory Coast) which have rescheduled recently due
to debt servicing troubles. The debt to GNP ratios tend to be quite high in
these countries while debt service ratios have been rescheduled downward in
receut years (Table 1). The lower debt service ratios and the extent of
concessionality of loans are both quite favorable at present, again because of
rescheduling., However, the extent of councessionality, as indicated in columns

(5) and (6) of Table 1 relate more to the past than to the future. Recent
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Table 1: COMPARATIVE DEBT INDICATORS
for year ending Dec. 31, 1982

Debt a/

Debt Out- Interest b/ Roll LT Concess- Average 1981
Standing Service Service Over sional Interest Average
Disbursed/ Ratio Ratio Ratio loanus Rate Spread
GNP. over LIBOR
V) (2) (3) (4) (5) (6) (7)
Senegal 55.0 12.9 8.2 5.6 42.7 4.3 2.0
Tanzania 30.4 94.0 31.5 3.6 76.4 2.3 0.0
Zaire 78.3 14.3 7.3 &b 31.% 2.2 k¥
Sudan 71.2 21.3 2.9 6.1 4602 3,6 1.6
Ivory Coast 63.4 44 .9 20.3 1.8 8.6 15,5 1.5
Cameroon 28.8 27.2 12.4 1.3 42.6 9.2 0.0
Sub Sahara 24.5 L R 2.8 39.9 8.5
All LDC's 23.5 *% ®% 2.5 26,5 11.0
a/

DekLt service on medium and long term loans (excluding private non~guaranteed debt)
divided by exports of goods and services.

3/ Interest payments on medium and long term loans divided by exports of goods and
services

E/ Disbursements of medium and long term loans divided by principal repayment on such
loans.

Source: World Bank staff estimates.

buildups of short-term foreign liabilities (drawings on IMF, Kuwaiti and
French funds) would, if included, make the concessionality of Senegal's
borrowings move much closer to those of the Ivory Coast.

14, Growth of public and publicly guaranteed medium— and long-term debt
in Senegal during the 70s averaged 21 to 25 percent per annum (Table 2). With
the exception of the 1980-82 period, these rates of growth are similar to
those of other countries, both in sub-Saharan Africa and throughout the deve-
loping worid. 1In 198C-82, however, the growth in developing countries’

external indebtedness was sharply reduced, and is expected to remain at a
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lower 10-12 percent per year grwah through the 1980s. Senegal has been able
to péstpone the need to adjust to these new lower rates of growth by
rescheduling the amortization of debt. Thus during 1980-82, outstanding debt
continued to grow at 21 percent. For the future, however, the need to adjust
remains pressing.

Table 2: SENEGAL'S GROWTH IN EXTERNAL INDEBTEDNESS 2/

COMPARED WITH SELECTED AFRICAN CCUNTRIES
(percent per annum)

1971-80 - 1971-75 1975-80 1980-82

Senegal 25.0 25.0 25.0 21.0
Tanzania 18.0 27 .0 11.0 9.0
Zaire 31.0 47.0 19.5 -1.8
Sudan 28.0 38.0 21.0 28.0
Ivory Coast 32.0 27.0 36.0 3.1
Camer oon 30.0 23.0 37.0 3.7
Sub=Sahara 22.0 22,0 23.0 11.0
a1l Lpcs 2/ 22.0 22.0 22.0 12.0
a/ Public and publicly guaranteed outstanding debt disbursed omnly.

EJ Data starts 1973

Source: World Debt Tables: Bank staff estimates.

15. The comparative debt data presented in graphs 1 and 2 (over)
generally show Senegal as "high normal” in 1981 when debt service data across
a sample of countries are compared. For the developing countries shown, per
capita income and dubt service per capita rise together (Fig. 1), although
with substantial variation. Senegal's debt gervice to GNP per capita ratio is
in the cluster for the sample of developing countries altﬁough gsomewhat above
most of the countries in the $400 - $500 per capita income range. A similar

plcture emerges from the stock ratios (Fig. 2).
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16. These comparative data suggest that Senegal's indebtedness and debt
service indicators were only slightly abéve “average”. This is not, hawvever,
grounds for complacency. Structural characteristics of Senegal's economy ==
its dependence on primary exports and the concomitant uncertainty in export
revenues, its low share of manufacturing in GDP, its historically low growth
rates of output and exports == imply that its debt carrying capacity is
substantially lower than the average for its income class. Along with other
counfqies with similar characteristics, this suggests that extensive
reschédulings, and significant internal economic adjustmenﬁs will be required
to regagn growth momentum and access to the non=-concessional, international
capital market. Indeed, over the past two years, Senegal's external position

has deteriorated significantly compared with other countries.

The Dimensions of Senegal's Debt Service Crisis

17. Until the first rescheduling in 1981, Senegal's debt crisis can be
most clearly seen by reference to the size of debt service payments relative
to total debt outstanding and disbursed, exports and government revenue. |
Thereafter, because of the nature of the reschedulings of 1981, 1982 and 1983,
it is the rise in the stock of debt relative to GNP, population and exports
that suggest the magnitude of the problem. By 1980, debt service payments as
a percentage of commodity exports, had risen to 36 percent (Table 3) and were
projected to remain at this higher level. Debt service as a share of total
debt had risen to 21 percent in 1980 from just 3 percent in 1974, meaning that
the country had experienced a marked rise in borrowing costs and a shortening
of maturities.

18, Since 1981, Senegal had to reschedule its debt service obligations
four times. In 1981 and 1982, 77 and 84 million dollars were rescheduled at
the Paris Club. 1In early 1984, a 92 million dollar commercial bank

rescheduling was agreed upon while the Paris Club rescheduled 81 million
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dollars. The focus of the reschedulings was short term: on how to reschedule
debt service falling due during the following year. The terms on the 1983
Paris Club agreement were almost identical with the two previ§us accords: 90
percent of principal and interest falling due in the year ending June 30, 1984
are to be consolidated and repaid over 8-1/2 years, including four years of
grace (measured from the end of the comsolidation period). The remaining 10
percent noné;nsolidated portion will be paid during the grace period, with the
first payment falling due one month after thé end of the consolidation

period. Previously rescheduled debt is excluded.

19. The reschedulings have given temporary relief from immediate debt
servicing requirements, bringing down the actual debt service to export ratio
to 22 percent (8 percent compared to the stock of debt) by 1982. Similar
dramatic reductions in government budgetary debf service compared to the sﬁbck
of debt requirements occurred as such payments as percent of current revenue
dropped from 32 percent in 1980 to 20 percent in 1982 (Table 3).

20. While they have brought relief in the cash-flow position the re-—
schedulings caused the stock of debt to rise very rapidly because of the
removal of the natural brake on this growth, the regular amortization of
principal. As a result, Senegal's debt to GNP ratio and per capita indebt-
edness figures have risen from 37 percent and c.f.a. 35,000 in 1980 to 88
percent and c.f.a. 75,000 in 1982. During the same time span, debt out-
standing and disbursed compared to exports has risen to 2.9. Total debt ex-
ceeded the non-service component of GDP by a factor of 1.7. These figures
suggest that the reschédulings have brought only temporary relief of debt
servicing problems. Such problems will reappear in the future as a result of
the increase in the gtock in the debt., This finding is borume out by the
projection exercise in Section III of this paper which incorporates the impact

of the reschedulings on future debt service requirements.,
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Table 3: GSENEGAL: FOREIGN DEBT SERVICE BURDEN

1974 1980 1982
Debt Service Burden 2/ as a percent of
Total revenue 8.0 32.0 19.5
Current expenditure 9.0 26 .4 18,0
Government development expenditure 40,6 105.3 125.5
External financing 85.0 113.3 83.0
Debf Service Burden.EJ as a percent of
Commodity exports 1.7 36.0 22,2
Debt Outstanding and disbursed (DOD) —J 2.8 20.3 7.6
Memo item: 2/
DOD/exports 62.4 183.0 287 .4
DOD/GDP 17.3 37.0 88 .4
DOD/Non=service GDP 39.7 68.3 167.5
DOD/Population 12.0 34 .6 75.2
2/ Denominated in domestic currency (billioms of CFAF).
b/ Denominated in US$ millions.
e/ Medium and long term publie, publicly guaranteed and private non-
guaranteed debt.
The Causes of the Debt Service Crisis
Excessive Buildup of Foreign Debt and Hardening Terms of Repayment
21, Senegal’s foreign 1iabilities at the end of 1982 consisted of about

$1.5 billion of “formal"” debt outstanding and disbursed (DOD) — of which $1.3

billion is medium=- and long-term publicly owed debt =— plus $500 million of

"balancing item" capital inflows called "other foreignm 1iabilities (OFL) =-

(Table 4). The latter are short-term liabilities considered to be repaid

quickly either by running surpluses oun the current account or by refinancing

them with formally negotiated longer—term debt.

in Senegal, however.

Neither has occurred recently
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Table 4: SENEGAL USE OF FOREIGN RESOURCES

in millions of USS (as of end Dec.)

1979 1980 1981 1982
Debt Outstanding & Disbursed (DOD)
public and publicly guaranteed 79202} 863.4 945 .4 1328.5
private non-guaranteed 7n37 , 9.0 8.2 12.4
short-term (maturity vne year :
or less) 134.C 145,0 171.0 132.0
Total debt 933.5 1017 .4 1124.,6 1472.9
Other Foreign Liabilities (OFL) |
Use of IMF credit 60.7 97.9 147.8 184.0
Kuwait deposit k& *% ®¥% 95.2
French Treasury 84.4 149.3 207 .6 156.8
Net liabilities of the private
banking system 121,.7 96.5 8l.4 38.5
Total Others 266 .8 343.7 436.8 494.5
GRAND TOTAL ¢ ¢ ¢ o o o ¢ o o o 1200.3 1361.1 1561.4 1967 .4

Source:

DRS, IFS




22. - Differentiation betwsen formal debts (DOD) and other foreign
liabilities (OFL) is useful primarily because, in the absence of
reschedulings, they can indicate Senegal's changing creditworthiness. For
DOD, hardeniﬁg of borrowing terms, by increasing debt servicing requirements
suggest reduced creditworthiness. As Senegal gained greater access to
commercial creditors, its borrowing terms hardened (Fig. 3), peaking in

1276, Thereafter, borrowing from official sources substituted for private
capital and terms eased. However, the net impact was the crgation of a sharp
bunching of repayment obligatious as the grace period on commercial loaus
expired after 1979.

23, It is likely that the period from 1970 up to the first rescheduling
(1981), can be considered a period of normal negotiating interchange between
the Senegal government and its creditors. During that period the government
needed varying amounts of commitments (and disbursements) which it sought in a
credit market characterized by an array of lenders each offering pre-
determined amounts of commitments. The lenders varied with respect to their
credit terms, with those offering concessional money at one end and those
offering short term non-~concessional money at the other. Since the lenders
apparently tended to establish lending targets independently of the terms
Senegal was willing to pay, it can be assumed that Seniegal could expand its
borrowing, not by expanding the size of loans from a fixed nqumber of suppliers
but by increasing the number of lenders from whom it borrowed. In the
relatively normal years of the early '70s, the goverument borrowed "normal”
amounts from lenders offering mainly concessional money. Beginning in late
1974, however, the government's credit meeds and its receipt of commitments

rose rapidly (Fig. 4) to abnormally high levels. This forced the goverument
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to seek loans from less concessional lenders, given the fact that vendors of
concessional credit are umwilling to expand their commitments. The government
reversed the trend in 1978 - 79 by cutting back the amounts of newly
negotiated loan commitments but terms hardened again in 1980. It was not
until the first rescheduling in 1981 that the terms softened substantially.
24, Other debt data substantiate indications in Figures 3 and 4 that the
government's borrowing practices changed significantly beginning in 197%.
Central government and public corporation borrowing fell from about 96 percent
to 92 percent of total DOD between 1971 and 1980. Then it rose to 97 percent
of DOD in 1982 when other government agencies and private borrowers ceased to
seek external credits guaranteed by the government. Foreign currency borrow-
ing ty Senegal also became much more intermationally held. 1In the '60s and
early '70s, three quarters of all external borrowing was denominated in French
(25 percent) or c.f.a. (50 percent) francs (Table 5). By 1975, U.S. dollar
denominated debt comstituted 32 percent of total DOD while French and‘c.f.a.

franc obligations fell to 40 percent.

Table 5: SENEGAL: CURRENCY DISTRIBUTION OF DEBT OUTSTANDING DISBURSED 3/

1970 1974 1979 1981 1982
CURRENCY ($ mil) (%) ($ mil) (Z) ($ mil) (%) ($ mil) (%) ($ mil) (%)
US Dollar 0 0 85.1 32  285.3 31 345.1 32 519.2 39
French Franc 21.4 25 79.1 35 245 .4 36 299.4 36 475.1 36
CFAF 43,7 50 12.3 5 41.5 S  30.4 3 244 2
Other B/ 22.4 25 70.0 28  220.0 28 270.4 29 309.8 23

TOTAL 87.5 100 246.5 100 792.2 100 945.4 100 1,328.5 100

g/ Medium and long term public and publicly guaranteed debt.

E/ Includes loans denominated in multiple currencies and all other single currency
loans.

Source: DRS Data.
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25. The government's movement into the interuational private capital
market occurred just as internationai interest rates and repayment terms were
hardening. Senegal found itself borrowing needed foreign exchange increments
from higher cost lenders who were themselves experiencing increasing costs of
borrowing. As a result, the interest cost of Senegal's marginal borrowing
rose from about 8 percent in the ea;ly "70s to 13 ~ 15 percent in the 1979-81
period.
26, The second reason for the increase in the cost, however, was
creditors' increasing concern over Senegal's potential to repay its debt.
Thus, the average spread over LIBOR of Senegal's Euro~borrowing rose to 2
percentage points above that of most other developing countries. This
reflects a more jaundiced impression by lenders of Senegal's ability to repay
debt rather than simply rising international interest rates. In addition,
lenders were increasingly unwilling to extend fixed interest rate loans. The
shift to variable interest rates (Table 6) increased the vulnerability of the
debt position.

Table 6: SENEGAL: DISTRIBUTION OF DEBT OUTSTANDING DISBURSED a/

BY TYPE OF INTEREST RATE
(as of end December)

Type of 1969 1974 1979 1981 1982

Interest Rate (S wmil) (%) (S mil) (%) (S mil) (%) (S mil) (%) (S mil) (%)

Fixed g7.5 100 177.3 72 631.0 80 833.4 88 1,178.9 89
Variable 0 0 69,3 28 16l.2 20 111.9 12 149.6 11
TOTAL 87.5 100 246.6 100 792.2 100 945.4 100 1,328.5 100

a/ Medium and long term public and publicly guaranteed debt.

Source: DRS Data.
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Excessive Consumption

27, A second reason for the debt servicing crises is the country'’s use of
foreign borrowing to support consumption rather than investment in tradeable
productive capacity. The general logic of foreign borrowing by developing
countries is that it increases the nation's welfare over time by smoothing
consumption and fostering growth. The process essentially enables the country
to borrow against future (higher) GDP in order to support higher present
consumption and/or investment levels.}.,/° A government's successful use of
foreign borrowing entails successfully addressing two issues. The first is
that the rate of growth of GDP with foreign borrowing must be sufficient to
sustain higher levels of present and future consumption after allowance of for
debt service payments. The second is that the goverument must be able and
willing to effectively adjust consumption as needed to accommodate shocks éhd
ensure the repayment of foreign debt. Planners in Senegal were not successful
in either of these areas. As a result, foreign borrowing supported higher
levels of consumption than was warranted. ' The cost of this, assuming, as we
shall, that debt must be serviced, will be lower future consumption than
otherwise would have been possible if the‘levels of foreign borroﬁing and

domestic spending had been lower in the past.

ij The detailed rationale for borrowing as well as the description of over
borrowing is prowvided in the forthcoming paper by H. Kharas and H. Shishido
entitled, "Optimal borrowing and overborrowing : some simulatiomns”.
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28, A decomposition of the annual changes in foreign net resource
transfers is presented in Table 7. Technical details of the methodology are
presented in the Annex. A comparison is made between the net transfers in
each year from 1973 to 1981, to the average transfer during the base period
1970/72. Real foreign resource tranfers are defined a§ the difference between
domestic expenditures (consumption plus investment) and GDP multiplied by the
real exchange rate, in order to be expressed in coanstant dollars. Therefore
changes in the ratio of real foreilgn transfers to GDP can be decowposed into
its various components which are: changes in the real consumption and
Investment shares of GDP (structural change), changes in consumption and
Investment goods prices relative to the GDP deflator (price change), changes
in real GDP (growth effects) and changes in the real exchange rate (exchange
rate effects). Since this exercise consists >f simply decomposing an

Table 7: SENEGAL: DECOMPOSITION OF INTERNAL ADJUSTMENT

as a % of Adjusted Counstant GDP
(Base Year 1970/72)

79

73 74 75 76 77 78 80 81 82 83

1. Change in net

Resource Transfer 5.7 1.3 0.8 5.2 1.6 12.6 17.0 20.1 33.4 18.4 22,1
2. Structural Change 3.3 1.5 =2.2 =3.1 6.9 22,0 20.5 24.7 36.4 18.4 21.3
3. (Consumption Share) 1.2 =1.9 =1.2 =3.8 7.2 22.0 19.7 30.3 41.2 26.0 27.9
4. (Investment Share) 2.1 3.4 =1.0 0.7 =-0.3 0.0 0.8 -5.6  =4.8 7.6 =6.6
5. Price Change 2.3 0.4 2.4 7.6 =5.5 =9.1 =-4.,2 ~=5,7 =2,4 =0.1 0.2
6. (Consumption Share) 1.5 =3.8 =0.8 8.1 ~7.6 -11.0 -7.6 =-8.8 =7.4 =6.,2 =7.3
7. (Investment Share) 0.8 4.2 3.2 =0.5 2.1 1.9 3.4 3.1 5.0 6.1 7.5
8. Growth Effects -0,1. 0.2 0.7 1.4 1.8 1.4 2.3 2.4 2.6 4.8 6.2
9. Exchange Rate Effects 0.2 =0.8 =0.2 =07 =1.6 =1.7 =l.6 =1.3 =3.2 =4,7 =5,6
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identity, its results cannot be used to imply any causal relationship between
the different variables. They do, however, illustrate the mutual
interdependence of key variables in a quantitative fashion.

29, Row 1 in Table 7 above presents the difference between real foreign
transfers in the current year and that in the base period as a perceuntage of
the current year's GDP. For example, the real resource gap in 1981 was higher
than the gap in the base period by 33.4 percent of real 1981 GDP. L/ Rows 2
to 9 break down this increase into changes in the various components of the
resource gap. Note that the sum of rows 2, 5, 8 and 9 1is exactly equal to row
1. By moving across the years in row 1, it can be seen that with the
exception of 1974, 1975 and 1977, Senegal's borrowing from abroad was very
high both with respect to the 1970-72 base year and with respect to GDP.

There are no negative numbers in row 1, indicating that real inflows never -
fell below those in the 1970-72 period, which averaged around 5% of GDP.

30. A breakdown of the structural demand for foreign borrowing strongly
suggests that such borrowing supported consumption rather than investment.

Row 3 indicates that in every year after 1976, the rise in counsumption's share
of GDP necessitated additional foreign resource iunflows. The opposite is true
for investment demand which fell relative to GDP in every year after 1976

except 1979. These results seem to indicate that foreign inflows have been

1 Let Fy, F, and Y, be the resource gap in 1981 and the base period and real
GDP in 1981, respectively. This statement means t at F;- F, = 14.6%.

Y
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assoclated with higher rates of consumption rather than higher
investment. lf‘
31, Further evidence that foreign borrowing in Senegal has been

associated with an increase in consumption and a decline in savings can be

derived from regression analysis..gf Econometric estimates of the consumption
function indicate that foreign borrowing was directly associated with an
increase in both public and private consumption. Those estimates show that
about 60 cents of each addit19n31 dollar borrowed were directly speut oun
consumption goods. A comparison between the magnitude of the effect of
borrowing on consumption and its effect on GNP indicates that a one dollar
increase in foreign borrowing has roughly lead to a 50 cent decrease in
domestic savings. Moreover, an upwards structural shift in the consumption
function occurred during the period of "high”™ borrowing after 1974; when the
marginal propensity to consume debt rose by ;round 0.33.

32, The above analysis shows the strong relationship between the
expausion of foreign borrowing and the expansion of real consumption. It does
not "prove” that the consumption éupported by the foreign borrowing was
necessarily excessive. Conceivably "reﬁerse shocks” such as particularly
favorable weather for agriculture, rapid improvements in the terms of trade or
a sudden, costless jump in the efficiency of capital use could raise the
growth in GDP and income sufficiently to justify past consumption. However,

improvements of the magnitudes required are highly unlikely suggesting that

1/ A discussion of the price, growth and exchange rate effects is beyound the
scope of this section and iIs presented in the techuical appendix.

2/ See Chhibber and Ghanem (1984). “Impact of Foreign Borrowing On
Consumption: An Econometric Analysis of Six Developing Countries.”
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past consumption was excessive and that the value of future counsumption in
Senegal will be substantially lower than it otherwise would have been had a
more cautious foreign borrowing strategy been followed during the "70s.

The Increase in Transfers to the Private Sector

33. The rise in consumption associated with foreign borrowing occurred in
both public and private consumption. Public consumption rose from 15 percent
of GDP in 1975 to 21 percent in 1980, while private consumption rose from 72
percent to 77.4 percent. The positive correlation between foreign borrowing
and public consqmption is not surprising. Public foreign borrowing for
investment enabled the government to utilize domestic resources to expzad
consumption. TIn later years, public borrowing directly filled the
government's financing requirement, caused by continued consumption growth.
34. Since private consumers do not have access to the internatiomal
capital markets one would not expect foreign borrowing to have a direct effect
on their consumption behavior. However, in many LDCs the government has used
foreign borrowing as a substitute for domestic resource mobilization

efforts. Foreign borrowing in those countries was associated with a decline
in tax collection and a rise in the ratio of disposable personal income to GDP
which led to a rise in the ratio of private consumption to GDP. It seems that
in Senegal foreign borrowing was not associated with a slackening of the
fiscal effort, which, at 21 percent of GDP in 1980, remained strong. However,
foreign borrowing has led to a sharp rise in disposable personal income via an
increase in transfers from the public to the private sector. The main
transfers occurred either through the budget or through the banking system.
Items of government spending that directly benefit the private sector

rose from 11 percent of GDP in 1975 to 18 percent in 1980. That is, while tax
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revenues rose at an average annual rate of 15 percent, government transfers
were rising at 20.4 percent.

35, The defiecit of public enterprises is another channel through which
public funds are transferred to the private sector. The rapid increase in
this deficit is evidenced by the increase in short term borrowing by public
enterprises which reached CFAF 92.8 billion in 1980. This rapid increase
naturally led to a rise iu private consumption. At the same time, the banking
system transferred wealth to the rural areas. Credit to the agricultural
sector soared. This usually takes the form of one-year loans where the
farmers obtain credit during the planting season and repay their debts after
the sale of their crop, so that at the end of any given year the rural sector
would have no debt outstanding. The mid and late seventies, however,
witnessed a significant decline in the efforts to colleét rural loans. The
rural sector's debt outstanding rose from zero at the end of 1972 to CFAF 9
billion in 1975 and CFAF 24 billion in 1980. The failure to collect those
loans cannot be explained by poor harvests caused by droughts, since the value
of uncollected loans rose steadily throughout the period even during years
when the harvest was good. The agricultural credit situation is clearly a
case where the public sector (the banks) has been transferring wealth to the
private sector (rural dwellers).

36. The above analysis indicates that the Senegalese goverument has used
a major portiom of its foreign borrowing to subsidize private consumers. This
policy led to a rapid rise in private consumption and had a negative impact on
the country's ability to service its debt. The burden is still felt by the

fiscal obligation to repay debt in arrears of ONCAD.
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Inefficient and Poorly Structured investments

37. Inefficient investment, excessively oriented toward production of
non~-tradeables is a significant-reason why Senegal now faces a debt servicing
crisis. An important maxim in pursuing an appropriate foreign borrowing
strategy is to ensure that rates of return on investment exceed the cost of
borrowing. This should be the case both for average and marginal costs.
Unfortunately, shocks and uncertainties make the prediction of likely returns
and cosfs and, therefore, the successful application of this rule,

difficultl However, in analyzing Senegal's foreign borrowing in the
seventies, it is desirable to try to separate the goverument's success or
otherwise in applyiﬁg this rule from its success in anticipating and reacting
to economic shocks. 1In Senegal, it appears that even abstaining from the
impact of the various shocks, the goverument applied the general foreign
borrowing rule poorly. That is, it seems likely that even had the shocks unot
occurred, the marginal returns on investments were below the marginal cost of
borrowing suggesting that even without the shocks the country would have
experienced some debt servicing difficulties.

38. The main problem began in the mid and late '70s. Before that it
appears that the government applied the rule effectively. In the earlier
years, the incremental capital output ratio (ICOR) was just below 8. The
reciprocal of this number or 12.5 percent shows an average gross rate of
return on investment. This, although lower than in many other developing
countries in the seventies, was still above Senegal's average cost of
borrowing during the period of about three percent. Although it is somewhat
more difficult to.analyze marginal cost and benefits during the early '70s,
the relative stability 6f the investment levels in the early years suggests

that marginal returns were close to the averages or, in other words, nearly
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equal to 1Z.5 percent. This is still somewhat above, though much closer to
the marginal cost of foreign borrowing, which was 8 percent during the period,
or the amount charged on commercial credits during that period.

39. Beginning in the mid-seventies it appears that marginal returns to
investment declined dramatically, at the éame time that the.marginal cost of
foreign borrowing was rising rapidly. The rise in the cost in foreign
borowing is easy to document since it occurred throughout the worids It is
more difficult to ascribe the decline in returns on investment to the
investments per se rather thamn to economic shocks. However, it appears, on
the whole, that even without the shocks marginal returns would have fallen
below the marginal cost of borrowing. This is suggested by the fact that the
level of investment increased rapidly beginning in 1976, apparently beyound the
country'’s absorptive capacity. The average gross returms to investment, as |
measured by the reciprocal of the ICOR, fell to 6 percent for the late '70s
and early '80s. Marginal returns were probably below this. During this same
period the marginal cost of borrowing rose to 13 = 15 percent aund the average
cost, including that on other foreign liabilities (OFLs), moved above seven
percent.,

40, The above suggests that even in the absence of ‘shocks, the government
should have borrowed less than it did from abroad in the late '70s and early
"80s. Instead, more investment should have been financed domestically.
Whether or not the government would have succeeded in this would have depended
upon whether domestic consumption could have been suppressed effectively at
domestic iuterest rates well below those which prevailed internationally. Had
this not been possible, the goverument should have lowered the rate of
investménto Thg negative effect on growth would have been offset by increased

yields.,
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41, It has been argued that the main reason for the decline in the
efficiency of domestic investment in Senegal during the 1970s was the rapid
expanéion in the volume of investment. There was, however, another important
occurrence during the period. The composition of investment shifted markedly
toward public investment generally and investment by parastatal companies in
particular. It appears quite likely that this is a second, important
explanation of why the yields on investment drop so markedly.

42, The government's expansion of foreign borrowing should have been
accompanied by a shift in the investment pattern to increase the capacity to
produce more tradeable goods to finance debt service obligations. Instead,
foreign borrowing financed an expansion in the production of non-tradeable
output relative to the past. In 1970, 43 percent of GDP could be considered
tradeable, while the other 57 percent consisted of services and

construction. In 1980 a somewhat smaller 37 percent of GDP could be
clagssified as tradeable while 63 percent was construction and services.
Although these measures are aggregate approximations, they indicate that
during the time when investment in and production of tradeables should have
been rising because of the rapid increase in foreign borrowing, it was
actually declining. In view of the concomitant shift in investment toward the
public sector, which is less price sensitive, it is likely that these pattermus
reflect the preferences of planners. However, it is also the case that the
foreign borrowing supported demand for non-traded goods. Without this, a
greater amount of private sector investment may have been diverted towards

tradeable items.
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/
The Inadequacy of the Present Planning 1/ Process

43, The decline in the efficiency of domestic investment reflects thg
inadequacy of the present planning process which results in a four year
planning document. A major problem in this area is that Plan investment is
not clearly related to Senegal's public investment in a budgetary sense. The
national investment budget appears annually in a document which includes both
budgetary allocations for capital expenditure (Budget Natiomale d'Equipment
BNE) and estimates of tiie foreign-financed elements of capital investment.
These investment levels are generally much lower than the annual tranches of
the Plan.

b4, Goverument's capital expenditures are actually financed totally by
foreign funds, as are a portion of current expenditures. This makes the
concept of a capital expenditure program partly financed by "budget” resources
and partly by direct foreign lending somewhat academic. The "budget” share of
capital expendituré has been declining in recent years, falling to around 15
percent in 1982. Foreign grants and loans made specifically for investment
projects have made up the difference. However, since nonproject foreign aid
greatly exceeds the budge;ary portion of capital expenditure, it can be
concluded that in fact all central government capital spending is financed
from abroad, whether on a project or nonproject basis. Therefore, the
usefulness of future Plan documents will be greatly enhanced by linking the
Plan investment and the choice of projects to be executed durinog the Plan
period to the projected availability of foreign funds and the costs of those

funds.

Y For more details see "Senegal Review of the revised Sixth Plan” or "La
Prevision Macioeconomique et Le Besoin d‘'une Concertation Entre Finance et
Plan dans Les negocliations internationales.”
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45, It must also be noted that only small portioms of the budgetary
investment are in fact spent. For example, the 1982 investment budget
indicated a budgetary contribution of CFAF 21.2; but, only CFAF 4.3 billion of
budgetary resources were spent. As these resources are required for
counterpart funding of projects, among other purposes, the figures underscore
the di“ficulty noted by Senegal's foreign aid partners in obtaining the
release of needed domestic project funds on a timely basis. Part of the
difficulty in linking the Plan and the budget may stem from the fact that
different ministries are responsible. However, it is clearly a shortcoming of
the Plan document that it is not translated more clearly into annual budget
allocations in support of agreed upon investment projects.

46, The current austere economic environment emphasizes the importance of
rehabilitation investment: d the completion of projects underway as opposed
to the initiation of new projects. Therefore, it would be useful for the plan
document to include a special secﬁion highlighting projects viewed as having
particularly high priority, for which execution is underway with limited
resources, and which require additional financing. These projects may often
offer a high rate of return and the opportunity to achieve rapid disbursement
of funds. Senegal's internatlonal donors might react favorably to the chance
to achieve rapid results in this fashion.

The Minimal Role Played by the Banking System in Financing Productive Investment

47, Senegal's investment program has been heavily biased towards public -
investment in the nontradeable sectors. Many of the problems with the public
investment program have been due to the inadequacies in the planning

precess. On the other hand, the inability of private firms to obtain adequate
funding for their projects from domgstic financial institutions has

constrained the rate of growth of private productive investment. Senegal's
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financial apparatus has not been used to ianfluence the rate of accumulation of
physical capital in the productive sector. In periods of normal economic
activity the productive sector has in general madé very little use of domestic
credic facilities, and did not rely on the financial sector except as a safety
valve in ﬁimes of recession.

48, Senegal's mometary institutions are based upon the 1973 treaty
forming the Wes% Africa Monetary Union (UMOA). Hence, monetary aggregates are
controlled by the Union's Central Bank (BCEAO) The commercial banking systenm
consists of 10 banking institutions. The state directly or indirectly \
coutrols around 50 percent of the stocks of those institutions. In the UMOA
system most iunterest rates are independent of loan maturities. Instead, they
are determined according to end use. Under such a system banks maximize
profits and minimize risks by obtaining credit on a long-term basis while
providing their customers with short-term loans. As a result, in 1980, 83
percent of the credit provided to the productive sectors was on a short=-term
basis while only 17 percent can be classified as medium— or long- term

loans. Most firms undertaking fixed investments were, therefore, unable to
match the maturities on their loans with the expected returns on their
investments. Instead a large portion of productive private investments had to
rely solely on equity finance.

49, It is clear that this bias towards the provision of short-term 1oans
has had a negative impact on the volume of in;estment in the productive
sectors. Senegal's current crisis has made it even more difficult for private
firms to obtain domestic ecredit. Due to the scarcity of funds from other
sources, public companies have increased their share of the domestic credit

market, and thus tend to crowd out private investment. The share of private
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enterprises of the total amount of credit provided to the productive sectors
has fallen from 52 percent in 1980 to 45.5 percent in 1982,

Inadequate Perception of and Reaction to Product and Income Shocks

50. The above discussion of efficiency and patterns of investment is
couched in terwms of departures from desirable levels and patterns of
investment in the absence of shocks. It concludes that even in the absence of
the droughts and terms of trade shocks which Senegal experiencéd, investments
were too inefficlent and too heavily skewed towards the production of rnon-
tradeables. The government should have borrowed less during the decade and
reduced domestic expenditures. The extent of the reduction in consumption as
opposed to investment expenditures should have been determined by the
country's evaluation of present versus future consumption.

51. The implication is that the government made incorrect decisions about -
desirable amounts of foreign borrowing. Given the level, efficiency and
pattern of investﬁent this allowed excessive consumption. 1In effect,
consumption was determined passively, after foreign borrowing and investment
decisions were (incorrectly) made. An alternative would have been to actively
control the amount of consumption expenditures, through taxes, public
expenditure and domestic borrowing policies. This latter or active adjustment
of consumption expenditures is required in adjusting to economic shocks. The
government did not follow such an active strategy and comsequently did not
adjust effectively.

52, Due to the heavy dependence on groundnut exports, Senegal's foreign
exchange earnings are extremely vulnerable to exogenous random shocks. The
degree of uncertainty associated with Senegal's export earnings is higher than
the average for other LDCs. 1In general an increase in uncertainty would lead

to a reduction in borrowing., This implies that, in cross country comparisons,
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the country facing greater risks should have lower DOD/GNP and TDS/XGS

ratios. This has not been the case for Senegal where both those ratios have
been above the average for all LDCs and for Sub-Saharan Africa.

53, This look at the evolution of Senegal's debt indicates that the
government increased borrowing beyond “normal” aﬁounts by becoming more
involved in intermational credit markets gemerally and by raising borrowing
from non-concessional lenders, predomimantly at variable interest rates.
‘Harder borrowing terms, coupled with excessive consumption, rising transfer to
the private sector, inefficient iuvestment, inadéquate planning and
underdeveloped banking ensured the emergence of the debt servicing crisis in
the long-run. They also increased Senegal's short-term susceptibility to
international economic shocks. In doing so, they created the need for a
series of adjustments in the domestic economy accompanying the rise in wor 1d
interest rates and the fall in grouundnut prices in 1981-83. WNotable among
these was the need to shift investment toward production of more tradeables.
Second was to alter spending and domestic resource mobilization practices and
procedures so as to improve flexibility of demand maéagemen; in the economy.
Unfortunately, in Senegal, virtually none of these accompanying adjustments
took place. Indeed, as the buildup of OFLs suggests, the situation actually
got worse. These other foreign liabilities financed gaps or unarranged
financing on the balance of payments and, more importantly, on govenment
accounts. The goverument buillt up OFLs in order to postpone adjustments which
should have been occuring as a result of intermational price shocks (petroleum
and groundnut prices) and domestic droughts. These now present a burden on

future debt carrying capacity.
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III. PROJECTIONS FOR THE FUTURE

54, It is clear from the analysis of Senegal's persistent crisis given in
Section II that past trends ‘are unsustainable. The situation inherited from
the past is already bad enough: without a clear change in direction it can
only be expected to get worse. Adjustments to those realities is therefore
not an option, but a necessity.

55, This section begins with a presentation of the future based upon a
continuation}of recent past trendsn. Those projections are derived from a
macroecononic model which was constructed using historical data provided by
the goverument's “groupe macroeconomique”, the revised Sixth Plan of 1983,
earlier official documents, and more racent government estimates. It is
concluded that an extrapolation of presenthtrends does not constitute a
feasible scenario. If current trends continue, three types of financial
imbalances will occur: (i) the government's financial requirements will rise
at a very high rate; (ii) the current account deficit will continue increasing
and hence the balance of the compte d'operations will reach unsustainable
levels; and (iii) the above developments would affect the demand and supply of
credit and therefore could have serious implications for the money markets.
The projected financial imbalances imply that present plans are not intermnally
consistent, and, if carried out, would worsen Senegal’s creditworthiness even
further.

56, The infeasibility of the first scenario provides further evidence
that adjustment to new economic realities is a necessity. Therefore we
present an alteruative scenario in which Senegal is forced to adjust to the
changing economic circumstances. Under this "forced adjustment"” scenario, as

the financial situation became more and more difficult, payments to domestic
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and foreign suppliers would become subject to increasingly long delays, import
fihancinéawould become impossible on normal terms, interest payments on
external debt would fall iuto arrears, strict foreign exchange controls and
import licensing arranggments would have to be imposed (thus raising costs of
imports for local producers and consumers), government revenue for maluatenance
of essential public services, not to mention investments, would become still
more scarce and the ability of public énterprises to raise funds for renewal
or expansion of their equipment would be severely curtained,

57, Some private enterprises could still in theory borrow from abroad to
finance expansion, but in practice few would judge it worthwhile. The rate of
new foreign direct investment would also decline. Investment would uot dry up
completely as Senegal would continue to receive a certain level of aid for
public Sector projects. However, this investment would be insufficient to.
raise GDP growth to a rate at which even present consumption levels and urban
employment could be maintained. Finally, the rural sector would not be
spared, since farmers would_find it harder and buy to inputs, such as
fertilizer, even on cash terms. Irrigation investments would be threatened by
power shortages and lack of spare parts for pumping equipment, tractors, etc.
Crop marketing would become increasingly disorganized as farmers have to wait
longer and longer to receive cash payment for their groundnuts and other
produce.

58, In order to avoid the implications of this involuntary adjustment the
government should embark on a planned and sustained adjustment program. Such
a managed adjustment program would make it easier for Senegal to obtain

official credit aund would enhance the country's creditworthiness.
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The Simulation Exercise Based on a Continuation of Past Trends l/

59, If recent past trends continue in the future, official committments
of foreign loans would remain constant in nominal US dollar terﬁs at their
average 1980-83 levels. No new commitments by commecial banks are likely,
because of the country's loss of creditworhtiness. It is assumed that these
capital inflows would be accompanied by present policies, as these are
described by the revised Sixth Plan. Uander this scenario total investment
expenditures in constant 1979 CFAF's will grow at an average annval rate of
3.1%Z. Thus,.the investment share of constant GDP would rise to around 18.5%
in 1985 and remain stable at this level until 1995.

60. This level of investment, compared with detailed projections of
certain sectoral outputs imply an aggregate ICOR ‘of about 6, the same level
that has prevailed in the 1960-83 period. Real GDP growth would amount to 3
percent annually, or approximately equal to the target aggregate long=-term
growth rateaembodied in the revised Sixth Plan.

Total imports are projectd to grow at 3.2% per annum, implying an
overall import elasticity of around 1.l1. Exports are projected to grow at an
average rate of around 3.3% , assuming the real value of exports of fish
products, ferlizers and phosphates grow rapidly, while the real value of other
exports remains relatively stable. Those assumptions may prove to be overly

optimistic, however.

1/ This and the two following simulation exercises are set in a relatively
"shock free"” atmosphere. Expectations regarding longer runs Terms of trade
and international interest rate development, are included but consideration of
the likelihood and impact of extermnal and internal shocks to the economy as
well as of the Govermment's own risks characteristics is omitted. Tt 1is
intended that these be the subject of a later study.
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Table 8: SENEGAL: PROJECTIONS OF SOME SELECTED INDICATORS
(Percentage Constant of GDP)

1981 1982 1984 1985 1988 1990 1995
Total Exports 28.0 28.5 26.5 27 .7 28.1 28,1 28.3
Total Imports 39.4 35.8 33.8 34.8 34.9 35.0 35.3
Private Consumption 79.7 79.3 73.6 70,1 70.0 70.1 69,9
Gov't. Consumption 20.7 18.9 19.7 ° 18.5 18.4 "18.4 18.6
Total Investment 15.2 14,2 14.0 18.6 18.5 18.5 18.5
61, Some slected indicators under this scenario are presented in Table

8. This table presents the various macroeconomic variables in real terms as a
percentage of GDP. Those figures differ from ratios of the nominal variables
due to assumptions concerning movements in Senegal's external and intermnal
terms of trade. For exémple, in real terms exports are projected to rise
slightly from 27.7 percent of GDP in 1985 to 28.0 percent in 1990, whereas in
nominal terms they rise from 30.9 to 32.8 percent. This implies that export
prices are projected to rise at a higher rate than the GDP deflator. The
ratio of imports to GDP remains nearly unchanged in real and nominal terums.
That is, import prices are assumed to rise roughly at the same rate as the GDP
deflator. This is an indication of the assumption that Senegal's extermnal
terms of trade will improve. As for the intermal terms of trade, between
consumption and investment goods, we note that while in real terms private
cousumption'’s share of GDP remains unchange between 1985 and 1990 (70.1)
percent; its share in nominal terms declines slightlr from 71.6 to 70.1,
implying an expectation that consumer prices will rise at a slightly lower

rate than the GDP deflator. In other words the our projections assume that

101RM~HG/Senegal /7-24-84 /mee/abe/gjd /pp/d1w/8-31~84 /pp/9=10-84/pp/9-28-84/d1w




- 39 -

capital goods prices will rise at a faster rate than those of consumer goods .
The main feature of this scenario is that real per capita consumption remains
constant at about 96.2 thousand CFAF (Using 1979 as a base period).

Implications for Public Finance

62, The nominal public finance projections (Table 9) indicate that the
rate of growth of total government revenues will slow to an average of 9.3
percent per annum, while current expenditures including interest service
payments, will grow at an average of 11.3 percent per annum. The rate of
growth of development expenditures will fall to 7 percent per annum.

Table 9: SENEGAL: SUMMARY OF PUBLIC FINANCE PROJECTIONS
(CFAF Billiom)

1981 1982 1984 1985 1988 1990 1995
Total Revenue 146.5 170.9 210.8 242.2 327.5 389.4 590.9
Current Exp. 174 .9 182.8 235.9 262.1 374.3 464 .3 762.8
Dev. Exp. 30.4 34,4 43,2 48.2 67 .4 81.1 124.8
Elimination of

Arrears 5.0 19.6 5.0 5.0 5.0 5.0 5.0

As a result, total goverument revenue will fall from 19.6 percent of GDP, in
1985 to 17.7 .percent in 1995, while expenditures will rise from 25.4 percent
of GDP in 1985 to 26.8 percent in 1995. Development expenditure's share of

GDP will remain stable at around 3.8 percent.
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63, This scenario implies an unacceptable deterioration of the
government's financial position. The government's financial requirements rise
from 72,2 billion CFAF in 1985 to 301.7 billion CFAF in 1995 (Table 10).

Thus, the financial gap will rise from 0.3 percent of GDP in 1985 to 5.2
percent of GDP in 1995. Consequently, interest payments in 1995 will amount
to 26,2 percent of current expenditures and 33.8 percent of total revenue.

Table 10: SENEGAL: IMPLICATIONS OF THE CURRENT PLAN ON PUBLIC FINANCE
(CFAF billion)

1981 1982 1984 1985 1988 1990 1995
Gov't. Financial
Requirement 63.8 65,9 73.3 72.2 119.1 161.0 301.7
Ext. Finance 50.1 64 .9 79.6 62.3 53.1 86.3 120.5
Domestic Borr. - 58,7 4.0 6.3 6.3 6.2 9.5
Financial Gap - = =10.3 4,2 59.7 68.6 172.2
Interest/Gov't,
Revenue 14.3 11.7 27 .4 25.0 25.2 26.9 33.8
Gov't. Financial
Gap/GDP - - Qloo 003 304 302 502

Implications for Creditworthiness

64, Although the above scenario implies no increase in real per capita
consumption, Senegal’s creditworthiness deteriorates dramatically. As would
be expected, the imbalance in the fiscal accounts is associated with an

imbalance in the trade accounts. Dﬁring the period 1985-95, Senegal's

101RM-HG/Senegal /7~24~84/mec/abe/gjd/pp/dlvw/8=31-84/pp/9~10-84/pp/9=28-84/d1w




resource balance L/ is projected to decrease at an average annual rate of 9.3
percent, while the current account deficit including interest charges on the
“compte d'operations” is projected to increase at an average of 10.3 percent
per annum during the same period. The true gap.g/ is projected to rise from
$19.3 million in 1984 to $544.2 million in 1995 (Table 11). As a result, the
balance of the compte d'operations will rise from $179.8 million in 1984 to
$3,265 million in 1995. As the compte d'operatons is expected to provide
short-term balance of payments finaning and not long-term development capital,
it 1s unlikely that the authorities will permit it to grow to these levels.

The debt service ratio will also rise from 13.7 in 1981 to 25.2 in 1995, §J

Tal“)le_ Ll_ SENEGAL: SELECTED CREDITROWTHINESS INDICATORS
($ million)

1986 1987

Resource Bal. -250.9 ~285.9 -305.7 -325.2 -352.8 -434,2 -698.0
Current Acct. '

Balance &1 -375.9 ~439,.4 ~473,5 -508.9 ~554.0 -685.3 =1167.9
Debt Serv}ce

Ratio 2L 25.4 27 .1 26.3 26.6 23.9 25,2

29.6
True Gap 2L 19.3  1l4.1  146.2  170.1  216.0  242.4  S5k4.2
Balance of Compte
d'Operagions 179.8  293.8  440.0  610.1  826.1 1302.0.5 3264.9
DOD/GDP BL 76.1 73.0 73.3 73.3 73.2 76.9 90.9

- 3] Includes interest charges on the compte d'operatioms.
b/ Includes the balance of the compte d'operations.

1/

~' Defined as the value of total exports of goods and non-factor services
minus the value of  imports of goods and non-factor services.

2/ Defined as the current account deficit (including interest charges on the
compte d'operations) minus expected disbursements on existing and new
commitments.

3/ This includes the costs of servicing the compte d'operations. '
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65. The preceding analysis indicates that under this “"continuatin of past
trends” scenario, Senegal's capacity to service its debt will continue to
deteriorate even further. In the simulation the debt service ratio remained
below 30 while the balance of the compte d'operations grewo.l/ The results
show that the compte d'operations will grow to unsustainable levels and would
have drastic financial consequences by reducing money supply. Altermatively,
the size of the compte d'operations could have been kept at a manageable level
by allowing for a larger amount of debt repayment at the expense of imports.
However, this would have entailed a dramatic increase in debt service costs,
and a decrease in per capita consumption to below feasible levels.

Implications for the Monetary Aggregates

66, Projections for the future, based on the current plan, suggest that
government domestic credit demands may destabilize local financial markets;
thus further compromising creditworthiness. The rapid growthvin public
borrowing from the banking system will lead to restrictions in bank ecredit o
the private sector. Should public credit demand not be offset, then inflatiom
and/or even larger than projected drawings from the compte d'operations will
result. Rising inflation will lead to an appreciation of the real exchange
rate which will have a negative impact on the growth of the tradeable goods
sectors. However, the UMOA would probably consider an even higher growth of
the compte d'operations to be undesirable, and would try to restrict the
growth of the money supply. Such a development would complicate the
relationship between Senegal and the BCEAO, and could have s devastating
impact on the growth of output and employment, especially in an econmy such as

Senegal's where commerce plays a major role.

1/ This implies that in effect debt service obligations are being
capltalized.
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67. The overall conclusion of this first simulation exercise is that a
continﬁation of past trends is infeasible. All the creditworthiness
indicators deteriorate drastically. The balance of the Compte d'Operations,
in particular, grows far too rapidly to be realistic. To reduce it, but still
maintain investment, would require excessive surpressicn of consumption.
Furthermore, even if the foreign financing can be found, the domestic credit
marketé would be in disarray. The conclusion, therefore, if the Government
continues as in the past, is that Senegal be denied further commercial lending
and rely instead on grants and concession loans ounly.

A Forced Adjustment Scenario

i

68. The above analysis has indicated that a plan for the fuéure based
upon a coutinuation of past trends is infeasible. In the absence of a
consistent adjustment program aiming at curing the imbalances in the economy
and enhancing the country's creditworthiness, Senegal will be faced with an
uncoutrolled sharp deflationary adjustment where ianvestment and the rate of
growth of GDP will decline. The speed at which this will occur cannot be
reliably forecast. It is possible that with good harvests and plentiful fish
landings (and no fall in export prices), the status quo could be maintained
for a few years.

A9. Under the forced adjustment scenario, financial imbalances will lead
to lower Investment. This will occur both because of a reduction in official
commd tments, assocliated with the loss of creditworthiness, and because of the
likely restrictions on private credit. The fall in investment would, in turnm,
bring about a decline in the resource gap. If total investment does not
exceed 13% of GDP and the ICOR remains stable at a value of about six, this
scenario projects GDP to grow at an average anmual rate of less than 2
percent. The uncontrolled recession would have a negative impact on

consumption levels. Under this scenario real per capita private counsumption




is projected to fall from 79.9 thousand CFAF in 1985 to 75.4 thousand CFAF in
1980 and 70.2 thousand CFAF in 1995. Other indicators (Table 12) under the
forced adjustment scenario are equally bleak. This projected decline in per
capita consumption and its possible implications for Senegal's social cohesion
leads to the conclusion that the Senegalese government has no choice but to
embark on a managed adjustment progt ati.

Table 12: A FORCED ADJUSTMENT SCENARIOQ, SELECTED INDICATORS

1985 1990 1995

GDP (1979) CFAF Billion 697.5 770.2 844 .8

Percentage of curent GDP

Total Exports ‘ 31.7 34 .4 38.1
Total Imports 39.6 39.9 41.1
Total Investments 12.9 12.9 13.0
Goverument Consumption 17.6 16.8 16.3
Private Consumption 77.3 75.8 74.5
Resource Gap 7.9 5.5 3.8

Policies to Enhance Creditworthiness

70. As mentioned previously, the efficient use of foreign borrowing
entails ensuring that the expected marginal cost of borrowing is less than the
expected return on investment. Senegal's past use of foreign borrowing to
support excessive consumption was one of the factors that led to éhe present
crisis. This should, therefore, be avoided in the future. In the medium
term, Senegal should not use any commercial borrowing to finance

cousumption. In a year where natiomal income falls due to a transitory

external shock, Senegal should maintain acceptable levels of consumption
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elther by resorting to more concessional borrowing or, if that is not
possible; by cutting development expenditures. Commercial borrowing for such
purposes should not be undertaken.

71, The conclusion that, in the medium term, additional commercial
borrowing should be avoided, implies that Senegal will have to depend entirely
upon grants and official concessionary aid. This aid would be useful to the
economy since its longer—term maturity would correspond with the completion of
iavestment projects, and its lower rates of interest may be less than the
return on Senegal's investments. |

72, The first policy measure to enhance Senegal's creditworthiness is to
refrain from further commercial borrowingf Au accompanying policy package
should include: L/

(a) Measures to reduce planned govermment expenditure over the near
and medium terms. This will most likely be brought about by cutbacks in the
rate of expansion of the public wage and salary bill and lowering the rate of
expansion of the development expenditures. The reduction in the rate of
expansion of wage and salary outlays should be achieved by limiting the growth
of employment in the public service. Therefore, the goverument should plan to
strictly enforce existing hiring procedures by not £illing vacancies in the
civil service and limiting entries into the public service training schools.
The reduction in the scope of the investment program may imply a further
decrease in the GDP growth rates. However, the impact of this policy on
growth could be ameliorated by a reorientation of resources towards a more
extensive use of existing capital capacity, and by channeling the limited

resources into the most efficient, productive sectors.

1/ More detall on each of these policy recommends’.ions 1s included in the
relevant sections of the forthcoming Country Econumic Memorandum (Report No.
5243-8E).
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(b) A coherent strategy towards investment planning is clearly
needed. Previously it was argued that inefficient investments, excessively
oriented towards the nontradeable sectors are significant reasons wny Senegal
is now facing a debt service crisis. Therefore, it is imperative that the
financial and economic viability of new investments be studied carefully. A
policy based on sound investment planuing and stressing the importance of
making a more extensive use of the existing capital stock could result in a
decrease of the aggregéte ICOR to below the figures used in the projections.
Such a decrease would imply that the targeted GDP growth rates could be
achieved with a lower level of development expenditures, énd a lower level of
new borrowing.

(¢) Even if new investments are efficient, past experience indicates
the government's inability to capture a significant portion of the benefits “
accruing from the increase in the capital stock. Therefore, policy measures
and institutional changes that would enhance the goverument's revenue
collecting ability are clearly uneeded. Careful budgeting of new recurrent
expenditures is also needed if the government is to be able to capture part of
the benefits from new investments to meet debt service requirements.

(d) The high level of borrowing in the past financed excessive
consumption and had a negative impact on domestic savings. In the future, it
would be necessary to finance a larger portion of the investment program from
doemstic resources. Thus, the need for foreign borrowing would. diminish.
Therefore, efforts that would increase private savings and enhance the
government's ability to mobilize domestic resources should be a vital part of
any adjustment program.

(e) The above similation exercises assumed a favorable external
environment. If our projections for the increase in the price of groundnuts

and for the growth rates in the OECD countries do not materialize, Senegal's
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debt situation will be aven worse than that which 1s envisioned here.
Therefore, in formulating its investment and borrowing strategies the
government should be aware of the risks associated with the international
economic environment. An awareness of those risks should lead to a more

cautious foreign borrowing strategy.
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Annex

A Decomposition of Net Resource Transfers from Abroad

The change over time in a country's use of net resources from abroad
is reflected intermally in changes in macroeconomic aggregate variables. The
objective of the exercise outlined below 1s to identify the very domestic
variables that have been associated with the change in net external resource
inflows. The approach is to decompose the basic accounting identity of the
balance of payments into constituent elements whose magnitudes are readily
available from the national income accounts. By working with an identity,
there is no assumption of causality in this framework. Rather, we wish to
identify what variable shifts have been associated with changes in resource
inflows, in order to focus the normative discussion of whether such iuflowé
should be considered as tramsitory or permanent phenomena, and whether they
form part of a stable long-run adjustment to exterunal shocks or, by accommo-
dating the financial impact of these shocks, merely conceal and perpetrate
" fundamental imbalances in the economy.

The real external resource inflow 1s defined as the differénce-fa—
tween expenditure on consumption and investsment and gross domestic product.

F = (P ¢ + PI

I ~1) ¥R (1
where F = Net resource inflows in constant U.S. dollars
P¢ = the ratio of the Consumption price index to the GDP deflator
Pl = the ratio of the investment price index to the GDP deflator
¢ = real consumption’s ghare of real GDP

I = real Iinvestment's share of real GDP
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y = real GDP )
R = the real exchange defined as éy/PwE , where Py, P¥ and E are
the GDP deflator, an ianternational price index and the nominal

exchange rate (CFAF/$), respectively.

Equation (1) is a basic accounting identity defining real foreigm resource
flows as a function of four ilmportant components: the price of the
expenditure elements relative to the GDP deflator; the ratios of real
consumption and investment to real domestic product; a scale factor given by
the size of real GDP; and an exchange-rate to convert a CFAF deficit into an
equivalent US dollar amount.

For the purpose of the decomposition, we choose a base period, the
average of the years 1970 to 1972, against which all future years from 1975 to
1981 are compared. We then identify the change in net resource inflows with
the change in each of the four components, by differencing equation (1) and

then dividing both sides by the current period’'s real GDP to get:

-

%E,s (P°Cc + pl 1 - 1) R1éz,+ (PCC + pl 1 - 1) AR (2)
€ €

L

(e AP +TAP) R+ (S 4 c+PraI)R

where we have defined:

1) The Change in net resource transfer = -%E
£
2) Structural change = (P Ac + PL A I) R

where RP® A ¢ i3 consumpt lon share and RPI A I 1is investment share.

3) Price change = (¢ APS + T 4 Pt) R where RC A P® 1ig consumption share

and RI A ?I is investment share.
] I AY
4) Growth effects = (P° C+ P~ I - 1) R-wfw

Annex-Sene/July 24, 1984/H.Ghanem/DLW/draft




- 50 =

I

5) Exchange rate effects = (P c+p I~ 1) AR

o

The results of this exercise ware presented in table 7 of the text which is
reproduced below to assist in interpretation. Thus, for 1980 for example,

AF was 20.l percent. Because we are dealing with an identity, this increase

4

is precisely equal to the impact on net resource use, relative to supply,

given the right hand side terms; 20.1 = 24.7 = 5.7 + 2.4 - 1,3,

SENEGAL: DECOMPOSITION OF INTERNAL ADJUSTMENT
as a % of Adjusted Counstant GDP
(Base Year 1970/72)

Table 7:

73 74 75 76 77 78 79 80 81 82 83

Change Iin net

Resource Transfer 5.7 1.3 0.8 5.2 1.6 12.6 17.0 20.1 33.4 18.4 22.1
Structural Change 3.3 1.5 =2.2 =-3.1 6.9 22.0 20.5 24.7 364 18.4 21.3
(Consumption Share) 1.2 =-1.9 -1.2 =3.8 7.2 22,0 19.7 30.3 41.2 26.0 27.9
(Investment Share) 2,1 3.4 -1.0 0.7 =0.3 | 0.0 0.8 -5.6 =4.8 7.6 ~6.6
Price Chaqge 2.3 O.é 2.4 7.6 =5.5 =9.1 =4.2 =57 -2.4 =-0.1 0.2
(Consumption Share) 1.5 -3.8 =-0.8 8.1 =-7.6 =11.0 =7.6 =8.8 ~=7.4 =6.2 -7.3
(Investment Share) 0.8 4.2 3.2 =-0.5 2.1 1.9 3.4 3.1 5.0 6.1 7.5
Growth Effects -0.1. 0.2 0.7 1.4 1.8 1.4 2.3 2.4 2.6 4.8 6.2
Exchange Rate Effects 0.2 -0.8 =0.2 =-0.7 =1.6 =1.7 =-l.6 =-1.3 =3,2 =4.,7 =5.6

The decomposition highlights key aspects of the foreign resource
requirements. There are two positive terms, which tend to increase demand for
foreign resource inflows. The first of these, labelled "structural change”,
shows the magnitude of extra resources needed by raising real expenditure

relative to real GDP. In terms of equation (1), the two elements of
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structural change show the resource fequireﬁénfs of increasig shares of
investment and'éansumption of GDP in 1980 relative to the base period.
Measured in constant prices, real consumption rates rose, while real
investment rates fell, The absolute value of the former effect was greater -
than the latter. Thus, in 1980, there was an expansicn in the volume of
consumption activity. The second positive term is the "growth effect.” Th?s
term simply notes that, for a given ratio of forelgn resource requirements to
GDP, as the denominator expands, the numerator will grow as well. That is,
the growth effect is a scale variable.
The effect which is hardest to interpret, is labelled "price

17

effects,” and incorporates the movement between the prices of consumption
(investment) relative to the GDP deflator. This effect incorporates both
external terms of trade movements and internal relative price changes steﬁﬁing
from exchange-rate movements. In addition, while the expenditure price
indices reflect changes in final commodity prices, the “price” of GDP is a
statistical abstract, without immediate observability. Nevertheless, these
price movements do reflect real economic developments. For example, imggine a
' fall in.the price of én exporé crop which is noc'a ma j or combonent of domestic
consumption (such as groundnuts). The price of GDP will fall to reflect this,
while the prices of consumption and investment will remain unchanged. The
“price effect” will then be positive (the ratios of the consumption and
lnvestment price indexes to the GDP deflator will rise), showing the extra
foreign resource requirements necessary to offset the decline in the export
crop price. Alternatively, imagine a rise in the price of crude petroleum.
This will enter more heavily into consumption and investment than into the

"peice” of GDP because Senegal is an importer of crude petroleum. Therefore,

the price effect will again be positive. It can be shown algebraically that
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when an external terms of trade movement 1s the only price change, then when
an external terms of trade movement is the only price change, then this
measure of the "price effects” used in Table 7 is identical to the
conventional measure of the terms of cfade loss,

One advantage of the "price effects” measure over the conventional
terms of trade approach is that it takes into account the ability of the
domestic economy to react to the new price. Say, for example; there {8 a rise
in the price of imports. Then, consumers will be tempted to switch away from
consumption of imports towards non-traded goods. In order to generate a
greater supply of non-traded goods, the exchange-rate will have to
appreclate. The greater the extent of this substitutability, the lower is the
welfare loss caused by the rising import prices. The conventional calculation
of the terms of trade ignores the economy'’s capacity to adjust. The moveﬁénts
of the "price effects” term mirrors these two aspects: external terms of
trade and real exchange rate movements. The negative numbers in row 5
demonstrate a an component in the external terms of trade, while the positive
numbers imply a deteriorationm.

An important feature of the "price effects" component is the
distinc;ion between effects due to consumption price changes and those due to
investment price changes. These have had opposite signs, indicating that the
burden of extermnal terés of trade movements is being passed through into
higher investment prices to a greater extent than the pass=through into
consumption prices. In 1979, for example, the rise in consumption prices
implied an added resource need of 3.4 percent of GDP, while investment price
increases had fallen below the GDP deflator, implying a savings of 7.6 percent

to maintain real consumption shares unchanged.
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The exchange-rate effect, shows the impact oun forelgn resource
requirements of changes in the real value of the CFAF relative to the US
dollar. 1Its negative sign implies a depreciation in the real exchange-rate.
("Real,” in this case; is defined by reference to nominal exchange-rates
adjusted by the World Bank's dollar Intermnatiomal Price Index and the domestic
GDP deflator.) This implies that to £1ill a given resource gap in CFAF less US
dollars are required. By 1979, this depreciation ;ou1¢ have reduced the

foreign borrowing requirement by 1.6 percent of GDP.
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