How Classic Policies Restored Sustainability

"By Sawkut 'Rom%ﬁmtdq‘\ﬁf

=and Emﬂ_o Sacerdotl

_.-_




The Republic of Seychelles

World Bank

Seychelles: How Classic Policies
Restored Sustainability

June 2013



©2013 International Bank for Reconstruction and Development/The World Bank
1818 H Street NW, Washington DC 20433
Telephone: 202-473-1000; Internet: www.worldbank.org

State House, Office of the President of the Republic of Seychelles
Government of Seychelles

Mahe, Victoria,

Republic of Seychelles

Internet: www.statehouse.gov.sc

Some rights reserved

Thisworkis a product of the staff of the World Bank, the Government of Seychelles
with external contributions. Note that the World Bank does not necessarily own
each component of the content included in the work. The World Bank therefore
doesnotwarrant that the use of the content contained in the work will not infringe
on the rights of third parties. The risk of claims resulting from such infringement
rests solely with you.

The findings, interpretations, and conclusions expressed in this work do not
necessarily reflect the views of The World Bank, its Board of Executive Directors, or
the governments they represent. The World Bank does not guarantee the accuracy
of the data included in this work.

Nothing herein shall constitute or be considered to be a limitation upon or
waiver of the privileges and immunities of The World Bank, all of which are specifi-
cally reserved.

Photo credits: © Sawkut Rojid



Preface . . ... . e vii
Foreword. . . ... ... ix
Acknowledgements. ... ............ .. .. ... ... X1
Contributors . . . ... ... .. .. . . e xiii
Abbreviations and Acronyms . . . .. ....... ... XV
Introduction . . ......... .. .. . . . . e Xvil
Chapter 1. Debt-Promoting Economic and Sectoral Policies ... .... 1
The 1970s to the 1990s: From Independence to the End of
theCold War . . ... ... i 1
The 1990s: Early Warning of Structural Imbalances and Attempts
at Private Sector Development . .......................... 5
Late 1990s to Early 2000s: Borrowing from Abroad and
Thinking about Reform .. ........... ... ... ... ....... 9
Late 2000s: External Borrowing Depletes the Economy. ........... 21
Chapter 2. The 2008 Reform Plan in the Making . ............. 23
The Decision to Restructure. . .. ......... ... ... ... ....... 23
Reengineering the Economy: Policy Options and Political Challenges . 24
ComingtoOne Mind ............ ... @i iiiiiinnennnnan. 26

Preparing Stakeholders, the Business Community and the Public . . . . 28
Moving into Action: A Top-Down Approach to Building a

Fiscal Surplus ... ........ .. . i e 30
Continuous Interaction with the People . . .. ................... 31



- Seychelles: How Classic Policies Restored Sustainability

Chapter 3. The Reform Program and Its Results . . . .. .......... 33
The Exchange Rate, Exchange Regime Reform, and Monetary Policy. . 34
2009-12: Budgetary Reforms and Fiscal Performance............. 36
Reforms of the Social Security Fund and the Pension Fund. ........ 43
External Debt Restructuring .............. ... ... ... ...... 43
Strengthening Public Financial Management . . ................. 46

Chapter 4. Medium-term Challenges: A Sound Budget

and Structural Reforms . . ........ ... ... ... .. L 49
Chapter 5. Lessons from the Seychelles Experience ............ 59
Figures
Figure 1.1 Revenue, Expenditure, and Fiscal Balance, 1981-2011 .. ... 4
Figure 1.2 Government Domestic and External Debt, 1981-2010. . . . .. 4
Figure 1.3 Tourism Earnings and Current Account Deficit,
1994-2010. . . oottt e 11
Figure 1.4 Tourist Arrivals (000s) and GDP Growth Rate,
1987-2010. . . .ttt 11
Figure 1.5 External Indicators, 1997-07 . ... ....... ... ... ......
Figure 1.6 Public External Debt, 2000-11. . .................... 13
Figure 1.7 Foreign Direct Investment and GDP Growth,
1990-2011 . . o oot e 16
Figure 1.8 Average Real GDP Growth, 1980-2011................ 16
Figure 1.9 Real GDP Growth, 1980-2011 ...................... 17
Figure 1.10 Real GDP Growth and the Investment/GDP Ratio,
1984-2010. . . .ottt e 20
Figure 1.11 Tourism Earnings and Foreign Direct Investment,
1994-2010 ... oot 20
Figure 3.1 Consumer Price Inflation, 2008-10 .................. 33
Figure 3.2 Consumer Price Inflation and the Exchange Rate,
2008-11. . .o 35
Figure 3.3 Consumer Price Inflation, T-bill Rate, and Bank
Lending Rate, 2008-11. ... ... ... .. . i, 35
Figure 3.4 Current Expenditure, 1994-2010 . ................... 41
Figure 3.5 Employees by Sector. . .. ......... ... ... ... ..... 41
Figure 3.6 Government Personnel Reductions, 2008-09 ........... 42
Figure 3.7 Government Wage Bill, 2003-11 .................... 42

Figure 3.8 Public External Debt and External Borrowing, 2008-15 . . . 46
Figure 3.9 Government External and Domestic Debt, 2005-18 . .. ... 46



Figure B4.2.A GDP, 1990-2011. . . . . . . ... ittt ittt 54
Figure B4.2.B Credit to the Economy, 2005-11 . ... .............. 54
Tables
Table 1.1 Selected Social Indicators, Seychelles and
Comparators, 2003 . . ... ... e e e 5
Table 1.2 External Government Arrears . .. ............cuouu.... 14
Table 1.3 Public Spending, Seychelles and Comparators . . ......... 18
Table 1.4 Spending by Function, 2002-07 . .................... 19
Table 3.1 Government Finances in 2009, 2010, and 2011:
Actual versus Programmed. . .. ......................... 37
Table 3.2 Revision of Taxes on Petroleum Products,
2010 .t e e e 39
Table 3.3 Revision of the Business Tax, 2009-13 ................ 40
Table 3.4 External Debt, 2008-10. ... ........... ... ... .o.... 45
Table 4.1 Budget Outcome and Targets, 2010-14. . ... ............ 51
Boxes
Box 4.1 Public Investment in Seychelles. . . . ... ................ 53

Box 4.2 Banking Sector Developments. . ...................... 54






Preface

uch has been written about the history of Sey-
chelles, but no one has in any significant way ad-
dressed the economic history of our nation. This
book deliberately does not cover all of Seychelles’ history.
It concentrates on the three decades since independence
in 1976, with particular attention to the period leading up
to the 2008 debt crisis and the four years that followed. It
gives a good account of the policies that prevailed during

James A. Michel that time and the decision by the Government to enter
President of the Republic ~ into a historic first IMF-supported adjustment program to
of Seychelles overcome the crisis.

Above all, this book is a riveting account of how Sey-
chelles came together as a nation to transform its economy remarkably in a very
short time. It is a story about the vision of its leaders and the hard work of its civil
servants who helped steer the program through. More tellingly, it is the story of a
people acutely aware of the personal hardships they would have to face and the
sacrifice they would have to make in the short to medium term to secure their
survival, and their future. It is about a small nation’s resilience in the face of over-
whelming odds, of turning challenges into opportunities by accepting and claiming
fullownership of the IMF-supported program of macroeconomic reform. The people
took ownership of the program because they were consulted and they understood
fullywhat it entailed, both at a personal and national level. Once the people of Sey-
chelles took ownership of the program, its success was assured even though hard
times were to be expected.

Readers will no doubt find the build-up to the program interesting. To me how-
ever, the most revealing is the lesson and message that the book conveys. Too of-
ten economies are allowed to slump deeper and deeper into crisis simply because
leaders are reluctant to make tough decisions because they are concerned about
possible social unrest. In 2008 | realized that the time had come for a fundamental

vii
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change in the way oureconomy was managed. | knew | had to put political consider-
ations aside and place the future of my country above everything else. | was aware
that | was taking a massive political gamble, but | was prepared to do it because |
was convinced that it was not only the right thing to do but also the only option
to extract Seychelles from the crisis. | knew that the people of Seychelles needed a
major change in mindset, to move away from a cycle of economic dependency and
reliance on government social services to a new attitude of “get up and do some-
thing for yourself”—"leve debrouye,” as we say in Creole. Events and developments
were to prove me right.

We stayed the course and did not waver, not even when confronted by the exi-
gencies of politics. In 2011, before the presidential election, given what was at stake
| was strongly advised to defer further movement on the program. | refused, stating
that I would stand firm and that the reforms would continue in spite of everything.
Infact, linsisted that I would use the reform program as my re-election platform! My
re-election, with close to 56 percent of the vote, demonstrated clearly the trust of
the peoplein my political and economic direction and their support for the program.
| must pay tribute to them for their trust, their resilience, and their endurance.

Today, less than five years after adoption of the program, we have an economy
built on solid fundamentals and investor confidence. We have faced many challeng-
esand, with intelligence and fortitude, we have overcome them.

Seychelles: How Classic Policies Restored Sustainability is a true story but it is
also a parable about the success that comes from accepting one’s mistakes, aban-
doning what is not working, having the will to transform, having the courage to em-
brace reform and implement tough policies, putting the interests of the country first
above any political considerations, and bringing hope to the people so that they can
enjoy a more prosperous future. | hope that through this book others will find the
inspiration and courage to bring hope and economic prosperity to their people.



Foreword

hisbook documents astory that has never been told.

For a decade before 2008, the Seychelles economy

had been drifting away from basic economic princi-

ples (despite apparent prosperity) until it hit a wall. The

government turned the ensuing balance of payments cri-

sisintoan opportunity. With commitment and leadership

from the highest level, they implemented a complete and

coherent set of reforms: they liberalized the exchange

Makhtar Diop rate, tightened fiscal policy (including layoffs where need-

Vice-President, Africa ed), reduced the role of the state in commercial activities,

Region World Bank Group  and introduced a sound monetary policy framework that

targeted reserves. Thanks towidespread consultations be-

forehand, the reforms enjoyed popular support. More to the point, they worked. In

arecord threeyears, Seychelles fixed its economic fundamentals, secured generous

debtrelief from the Paris Club and other private creditors, and today enjoys rapid—
and likely sustained—growth.

But the Seychelles story is about more than how established economic doctrine
can work today, although that initself is worth telling. It also offers useful lessons
for other countries facing similar difficulties: First, an economy in crisis can be di-
rected onto a sustainable growth path. Second, timid economic reformsin response
towarningsigns—thereaction up to 2008—are not likely to prevent a decline. Third,
inacrisis, reforms cannot be piecemeal—it is better to overshoot rather than under-
shoot. Fourth, the “home-grown” nature of a program can be preserved while put-
ting international technical assistance to good use. Finally, reforms can be painful
and touch the lives of many people, reinforcing the importance of a good safety net.

The Seychelles economy is on track, but the authorities recognize that sustain-
ing the gains will require second-generation reforms to deal with such structural
issues as education quality, reform of state-owned enterprises and public utilities,
and the need to build competitiveness. These may prove difficult precisely because
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the country has already achieved so much—such as universal, free health and edu-
cation—with first-generation reforms. There is a danger that it could become a pris-
onerof success. But the way the government and people of Seychelles managed the
balance of payments crisis of 2008 makes me confident that they will once again
rise to the challenge.
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Introduction

nits three decades of independence, Seychelles has forged a world-class private

tourismindustry that has consistently fortified its economic growth. Yet with an

underlying economic model characterized by extensive state intervention in the
economy and an extensive welfare system, Seychelles accumulated debt that was
unsustainable. Eventually, with its foreign exchange reserves all but depleted, the
country could not honor its obligations to foreign creditors. The global economic
crisis of 2008 exacerbated those conditions, impelling Seychelles to put in place
substantive and fundamental economic reforms. Beyond expectations, those re-
forms turned the crisis around in a record three years—a much-acclaimed success.

Since independence Seychelles’ economic development has been remarkable.
It is a story of steady income growth, significant investment in infrastructure and
tourism, and a steady increase in the welfare of its citizens, who have the highest
per capitaincomeinall of Africa. Owing to the rapid growth of tourism and the high
tax revenues it has produced, the government has been able to firm up infrastruc-
ture and create comprehensive social services and welfare systems.

Thisremarkable growth, however, depended on steady borrowing, especially in
the 1990s and early 2000s, and was accompanied by severe trade and exchange re-
strictions. Borrowing ultimately proved unsustainable as debt reached almost 200
percent of gross domestic product (GDP). Starting in 2008 external debt required
massive restructuring. With vigor, Seychelles undertook comprehensive, deeply
owned macroeconomic reform, supported by the International Monetary Fund
(IMF), the World Bank, the European Union (EU), and other partners.

The economic restructuring gave priority to liberalizing foreign exchange, sig-
nificant and sustained tightening of fiscal policy (backed by a reduction in public
employment), reform of monetary policy to emphasize liquidity management, and
areductionin the state’s rolein the economy to help build the private sector. With
generous debt relief from the Paris Club and other private creditors and with fiscal
consolidation Seychelles managed to achieve a sounder fiscal and debt status than
had prevailed only a few years before. By addressing macroeconomic imbalances,
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Seychelles improved its prospects. In 2010 and 2011 real GDP growth averaged 5
percent, public debt had fallen by more than half compared to 2003, and healthy
primary fiscal surpluses peaked in 2009 at 14.8 percent of GDP.

Although Seychelles may be only a very small country in the context of the
world community, the political economy of reform is as complex there asin any oth-
er country of any size. For that reason, Seychelles’ success in executing challenging
reforms despite economic uncertainty offers useful lessons to all. These lessons
may encourage other countries to embark on ambitious reforms to set, or reset, a
similar course toward stability, growth, and long-term sustainability.

This book describes four decades of macroeconomic policies that eventually
made Seychelles’ debt unsustainable. It highlights the discussions that culminat-
ed in a decision to make drastic changes, and it presents details of the reform pro-
gram. The book concludes with a summary of useful lessons that can be drawn from
the Seychelles experience.



Debt-Promoting Economic
and Sectoral Policies

ed in economic policies enacted in the early decades after independence in
1976. Important features of the Seychelles economy evolved toward crisis
over several distinct periods.

T he bold, ambitious reform program that Seychelles started in 2008 was root-

The 1970s to the 1990s: From Independence to the End of
the Cold War

Seychelles hasacomparatively short history of development as anindependent na-
tion. France laid claim to the islands in 1756, and the first French settlers arrived
in 1770 (preceded by occasional temporary influxes of pirates). In the ensuing de-
cades, more settlers arrived, as did an increasing number of freed slaves from main-
land Africa, the islands’ nearest neighbor. A master-slave mentality arose during
this first known continuous period of habitation.

Since then, much has transpired in Seychelles: Great Britain eventually won
control from France in 1811. This period of colonization saw substantial construc-
tion of churches, schools, roads, bridges, and transport and communication sys-
tems. The country was by then markedly divided by economic class: Descendants of
the original settlers owned much of the land and assets, and the slaves and other
laborers who came after them were relegated to a low-income working class. But
then successive world and economic crises and the evolution of a credible voting
and political system gave birth to a new political orientation.

In 1962 the populist Seychelles People’s United Party (SPUP), formed initially to
advocate more equitable distribution of wealth, demanded independence from Brit-
ish colonial rule. In response the Seychelles Democratic Party (SDP), backed by the
elite—largely landowners and the business community—took a right-wing stance.
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The country became independent on June 29, 1976, and the head of the SDP,
James Mancham, was declared president. Barely a year later,on June 5,1977,a coup
ousted President Mancham while he was in London attending Queen Elizabeth II's
silverjubilee celebration. The SPUP rose to power, and France Albert Rene was even-
tually declared president of a one-party state.

The new regime had one immediate reform in mind: to redistribute wealth, in-
cluding land and capital. Thus began a process in which the government acquired
large tracts of land from the traditional owners, who over the course of two and
a half centuries had amassed extensive holdings. The process was not easy; often
arbitration was necessary. Even today some cases are still pending, in court or in
negotiations for a final settlement.

The administration viewed the land acquisition policy as meeting an economic
need. Land as a resource needed to be fully utilized to support economic activity
and meet growing housing and other development needs. Mahé, the main island,
has very little flat land to support many competing uses: housing, agriculture, and
economic activities such as tourism, services, and manufacturing.

An equally important priority for the new government was job creation. The
government therefore set up new public enterprises the covered a very wide eco-
nomic spectrum: public transport (including air), the hotel and hospitality industry,
retail and manufacturing, import services, agriculture, port and marine services,
energy services, banking services, medical services, schools and education, public
works and utilities, and island development.

The government thus soon became the principal economic actor in Seychelles;
it was not only chief regulator but also a very large employer. It considered its role
to be investing in new businesses, particularly in manufacturing, to create jobs.
Government policy was oriented to tight state control of all parts of the economy,
includingimporting and marketing consumer products through the Seychelles Mar-
keting Board (SMB). Eventually state-led monopolies produced canned tuna, juice,
milk, bottled water, yogurt, coconut cream, snacks, animal feed, prawns, fresh and
frozen fish, and blocks, aggregate, and other construction materials (although this
last industry always had private competition).

Tourism had started to grow even beforeindependence, when the Seychelles In-
ternational Airport became operational in 1971. The airport allowed jets to land on
Mahé and gave (primarily European) visitors convenient access to the islands. The
state nationalized some large hotels and the service industry and also controlled
many hotels through the state-owned Compagnie Seychelloise de Promotion Ho-
teliere (COSPROH). Not surprisingly, the private sector shrank, losing capacity to
produce and compete as resources were diverted to state-driven activities.
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At that time, copra, cinnamon, and vanilla were the main exports, and the Sey-
chelles competitive edge was the price of its labor. Jobs were abundant. After 1977,
however, as the state raised wages within the civil service and public enterprises,
the labor advantage evaporated. Exports fell drastically and tourism became the
principal source of hard currency.

The state viewed its investment in a new tuna cannery, managed by the para-
statal Conserverie de I'Ocean Indien (COl), as a way to mitigate the decline in tra-
ditional exports. But given the technology needs and the international competi-
tion in the tuna export industry, combined with COI’'s minimal marketing prowess,
the cannery struggled to make ends meet and came to rely on state subsidies to
survive. Many other state-driven enterprises also became dependent on subsidies.
Nevertheless, per capita debt was still comparatively low.

Since the 1980s the government’s commitment to building a comprehensive
social service system and extensive infrastructure, with the support of forceful
revenue mobilization, has been remarkable for a developing country (the 1981 rev-
enue-to-GDP ratio was 41 percent). The government intervened heavily in the func-
tioning of the financial system and borrowed extensively from banks, with the help
of arestrictive foreign exchange system that ensured a captive market for govern-
ment securities. In allocating foreign exchange, the government also gave prece-
dence to its own programs.

The dark clouds of the Cold War hung over Seychelles as the major powers
jostled to take maximum advantage of its strategic location. The presence of a
United States satellite tracking station at La Misere proved economically help-
ful; Seychelles benefitted not only from a direct U.S. contribution of some USS8
million a year (enough to cover annual fuel imports) but also from spillovers from
U.S. military personnel based on Mahé and their operations. Western govern-
ments, Eastern bloc countries, Cuba, and some Maghreb countries offered schol-
arships and concessional balance of payments support, loans, and grants, as well
as from time to time supplies of military and related hardware. These relation-
ships helped to offset the country’s expanded spending; and low indebtedness
at first allowed Seychelles to borrow to sustain its ambitious public investment
program.

The decade from 1980 to 1990 was marked by the heavy influence of the cen-
tral bank (which bankrolled large deficits), shortages of foreign exchange, and the
consequent emergence of a parallel market for U.S. dollars. Although the 1990s saw
some privatization, the system of importing and allocating foreign exchange con-
tinued to be restrictive until the mid-2000s, with essential imports in the hands of
the Seychelles Marketing Board (SMB).
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The economy grew rapidly from the
mid-1980s through the 1990s, averag-
ing 6 percent in the second half of the
1980s and 4.9 percent in the 1990s as
tourism became established and the
government embarked on ambitious
infrastructure projects. During this pe-
riod two public finance phases can be
discerned (figures 1.1and 1.2):
= Expansionism from 1982 through

1986. Sluggish growth of govern-

ment revenue, from 41 percent of

GDP in 1981 to 46 percent in 1985,

was accompanied by a surge in gov-

ernment spending from 51.5 per-
cent of GDP to 64.3 percent. As a re-
sult, the deficit-GDP ratio rose from

8.8 percent in 1981 to 14.9 percent

in 1986, financed mainly by borrow-

ing from the banking system, and
government domesticdebt reached

30 percent of GDP. In this period,

the government received substan-

tial assistance from Eastern Euro-
pean countries and Cuba, especial-
lyinthe social sectors (forinstance,
provision of medical staff).

= Relative restraint from 1987
through 1992. During this period,

the deficit plunge and in 1990 a

small surplus was generated as

expenditure and net lending de-
clined from 52 percent of GDP

in 1987 to 49.4 percent in 1990,

while revenue and grants rose

from 45.3 percent of GDP to 49.6

percent. In 1991-92, as spending

Figure 1.1 Revenue, Expenditure, and Fiscal
balance, 1981-2011
(Percent of GDP)
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Figure 1.2 Government Domestic and
External Debt, 1981-2010
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rose only slightly, domestic debt stabilized at about 43 percent of GDP.



Debt-Promoting Economic and Sectoral Policies _

The 1990s: Early Warning of Structural Imbalances and
Attempts at Private Sector Development

Precursors of Structural Imbalances

The Seychelles economic system ensured positive results for social indicators,
which in the 1990s already far surpassed the average for sub-Saharan Africa (able
1). But excessive government spending and borrowing sent total public debt spiral-
ing to unsustainable heights.

After the Cold War ended, in the early 1990s the effects of perestroika rever-
berating through Eastern Europe and the emerging world order left Seychelles
vulnerable. Advances in technology made the U.S. satellite tracking base unnec-
essary, and the United States announced its withdrawal. Western aid dwindled
and both cash and capital grants plunged. The winds of political change also
swept through Seychelles, heralding a new era of multiparty politics. Government
budgets, which were already in deficit, were further burdened in 1993 when Sey-
chelles committed to hosting the Indian Ocean Games. This required investment
in new sports infrastructure to the tune of nearly USS30 million (nearly US$S400
per capita).

As assistance from both Western and Eastern blocs evaporated, instead of
confronting the new reality Seychelles expanding its borrowing because of both
growing requirements for hard currency and fiscal deficits—all omens of major

Table 1.1 Selected Social Indicators, Seychelles and Comparators, 2003

Sub- Trinidad
Saharan and
Seychelles  Africa  ECCU* Barbados Tobago Mauritius
Population (millions) 0.1 704.7 0.6 0.3 14 12
GDP per capita (US$) 8,404 505 5,609 10,000 8,603 4,588
Net primary enrollment ratio (% 99 — 68 92 89 89
of relevant age group)
Under-5 mortality rate (per 15 171.2 174 19 30 16
1,000)
UNDP HDIP ranking (out of 173 36 = 73 47 62 77
countries)
Life expectancy at birth (years) 73 45 74 76 68 72

Source: IMF, World Bank, and UNDP.
2ECCU = Eastern Caribbean Currency Union. Members are Antigua and Barbuda, St. Kitts and Nevis, St. Lucia, and St. Vincent and the Grenadines.
®United Nations Development Programme Human Development Index.
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structural imbalances. Signs of strain in the supply of foreign currency began to
appear. For the first time a black market for dollars emerged.

The Central Bank was still heavily influenced by the government, and the laws
allowed the government to control monetary policy. The principal Secretary of the
Ministry of Finance was also the governor of the Central Bank, a practice that per-
sisted for several years. After the Cold War it was virtually impossible to keep gov-
ernment spending in check, and the Central Bank was bankrolling large deficits.

After 1992 Seychelles returned to an expansionary stance. Spending consider-
ably exceeded revenue, and there was a dangerous buildup of debt, both external
and domestic. The revenue ratio declined in 1995-98 to about 45 percent of GDP,
while in 1994 spending reached 60 percent in response to the first multiparty elec-
tions in 1993 and the Island Games the same year. Spending went down in 1996-
97 as revenue dropped because the U.S. satellite tracking station was closed. But
spending was renewed in 1998-99, reaching an average of 65 percent of GDP owing
to capital outlays for large investment projects, such as the East Coast Land Recla-
mation Project (ECP), roads, power generation, sewerage, water desalination, and
water distribution, as well as housing.

The capital budget included grants to public enterprises like the Public Utility
Company (PUC) and the Seychelles Public Transportation Company. After the mid-
1990s, a significant part of the capital budget had also been allocated to land rec-
lamation and housing. Cumulative costs of these projects from 1995 to 2008 aver-
aged about USS130 million, about 1 percent of GDP a year. Tunding was assured by
domestic budgetary resources.!

Capital outlays, which had averaged 11 percent of GDP for 1990-94, reached
13.7 percent of GDP in 1998-2000, and current expenditure exceeded 45 percent
of GDP as the civil service expanded. As a result, government deficits reached 11.6
percent of GDP in 1996 and 1997 and 22 percent in 1998, financed by a heady rise
of government domestic debt, in the form of treasury securities purchased mainly
by the banking system. Thus domestic government debt jumped from 45 percent of
GDPin 1991 to 97 percent of GDP in 1999 (figure 1.2).

At that time the Seychelles rupee (SR) was pegged to a basket of currencies.
This essentially entailed rate fixing, which inevitably (given recurring budget defi-
Cits) meant as astopgap arunonthereserves andincreased state borrowing. After
1992 expansionary fiscal policies weakened the balance of payments. The current
account deficit exceeded long-term capital inflows, and the excess was financed by

1 Thelandreclamation projects centered onllesde la Providence and lle Perseverance. The main capital
projects of the 1990s and 2000s are analyzed in chapter 4.
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drawing down reserves and accumulating arrears. Since the early 1990s, tourism
receipts have accounted for 70-75 percent of national foreign exchange earnings.

Despite the increasein arrivals in the early 1990s, tourist receipts were limited
by leakage into the emerging parallel market for foreign exchange. Throughout the
1990s the chronic shortage of foreign exchange increased the queue at commercial
banks: Clearly worried about the deterioration in current accounts and about for-
eign exchange shortages, the government had instituted a new pipeline scheme in
1994 It required buyers of hard currency to queue at commercial banks until their
demands could be met and deposit local currency against their requests. The sys-
tem tied down precious capital forlong periods, damming up business investments
and cash flow. It did little to attract new investors, especially because repatriation
of hard currency was by then seriously in question. By 1994, public finance pres-
sures on the external position led to a very restrictive system of foreign exchange
allocation that could not be alleviated, despite efforts from the late 1990s on to
mobilize more foreign loans.

Private Sector Development

In the early 1990s there was a major expansion of economic sectors that earned
foreign exchange, such as tourism and fisheries. As an alternative to addressing
its monetary and exchange issues, the government started to offer incentives for
private development, including privatization of some tourism and manufacturing
activities. Private schools and clinics were also allowed. An ambitious policy was ad-
opted to privatize government-controlled hotels and use appropriate incentives to
attract new investment. Industrial fishing and processing increased with the 1991
opening of the Japanese-built quay in Mahé and expansion of the capacity of the
tuna cannery (COIl), which tripled production between 1987 and 1991 from 1,000 to
3,500 tons.

The government’sstrategicdecisionintheearly1990s toliberalize and privatize
the hotel and tourism sector grew into a five-year tourism plan designed in 1993-95
to revamp the image of Seychelles tourism and increase annual arrivals. The first
step was the 1991 reorganization of COSPROH, the state-owned hotelier, as a hold-
ing company comprising 14 subsidiaries, which each owned a hotel. The second was
for COSPROH to withdraw from the management of larger, less profitable hotels,
offering them on long-term leases to private management companies. In 1992, Le
Meridien Hotels took over management of the Fisherman’s Cove (48 rooms) and
the Barbaron Beach (122 rooms) on Mahé. Similarly, the Reef Hotel (150 rooms),
the Cote d’Or Lodge (38 rooms), and the Northolme Hotel (19 rooms) were leased
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to private hotel management companies. The management companies were both
local and foreign. In 1993 COSPROH entered the third phase of liberalization. Three
large hotels—the Mahé Beach (173 rooms), the Beau Vallon Beach (183 rooms), and
the Praslin Beach (173 rooms)—were acquired by the Malaysian Berjaya Hotels
Group, which assumed full ownership of the first two and a 20 percent share of the
third. Since the early 1990s COSPROH had reduced its share of hotel room capacity
from about 60 percent to 20 percent.

The five-year tourism plan also sought to maximize foreign exchange earnings
by increasing yearly tourist arrivals from 100,000 to about 250,000, while keep-
ing in mind Seychelles’ environmental limits. One instrument of the policy was
an independent Tourism Promotion Board. Established in early 1995, the board
had representatives from hotels, tour operators, car hire agencies, and other
tourism-related businesses. Its objective was to promote Seychelles as a tourist
destination for a wider range of consumers, not just high-end. The new tourism
policy was supported by tax incentives. The 1994 Tourism Promotion Act granted
a number of tax concessions and allowed hotels and tourism operators to retain
more foreign exchange.

Inan attempt to diversify the economy and relieve the clearly worsening eco-
nomic situation, in 1994 a new offshore financial services sector was born. Sey-
chelles International Business Authority, a new government-controlled body, was
appointed regulator. Laws were passed allowing for registration of international
business companies and trusts and licensing of free-port companies geared to ex-
port markets. These businesses were exempt from exchange controls and virtually
tax-free.

These measures had some success. Reduced taxes and favorable long-term op-
tions forrepatriating hard currency attracted newinvestors. Financial services grew
rapidly as offshore companies domiciled in the Seychelles. But domestic shortages
were still not resolved.

In 1996, the Investment Promotion Act was passed to attract new capital.
Geared especially to foreign investorsin tourism, it offered a series of concessions,
such as exemption from import taxes, and reduced business tax rates and contri-
butions on wages. It also gave some leeway on exchange controls in that compa-
nies with an Investment Promotion Act certificate of approval could retain some
hard currency at levels approved by the authorities. The act resulted in a two-tiered
system—companies that earned hard currency and those that did not. Again the
results were marginal. Severe shortages of hard currency persisted.

The tuna cannery was again expanded after U. S. conglomerate H. J. Heinz in
1994 acquired a 60 percent stake in it, with the government holding the minority
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stake. The cannery was renamed Indian Ocean Tuna, Ltd., and production expanded
substantially, from 45 tons a day in 1994 (12,400 tons a year) to 170 tons a day by
mid-1998 and 230 by mid-1999. The number of foreign vessels licensed to fish in
Seychelles waters had reached 50 by the mid-1990s; most were European but some
were Russian and East Asian.

Late 1990s to Early 2000s: Borrowing from Abroad and
Thinking about Reform

Expansionary Fiscal Policies and Exchange Tightening

The surge of government investment in the second half of the 1990s markedly af-
fected GDP, which grew on average by 11 percent in 1996 and 1997, a time when
private investment was also buoyant. GDP growth then slowed to 2.1 percent on
average in 1998 and 1999 but reversed to 4.2 percent in 2000. Growth rose in the
mid-1990s, in conjunction with a resurgence in the investment ratio, which exceed-
ed 30 percent for 1993-98, and then declined in the early 2000s, when both private
and publicinvestment dampened.

The expansionary fiscal stance of the 1990s brought on major balance of pay-
ment difficulties and severe shortages of foreign exchange, which were addressed
by restrictive regulations on the purchase of foreign exchange in 1994 (the pipeline
system) and a complex system of surrender requirements and priority allocations
in 1995 (see chapter 4 for details). Expansionary policies were funded by bank fi-
nancing, which absorbed the bulk of loanable bank funds.

The foreign exchange system was based on the principle that all foreign exchange
earners had to surrender a large part of those earnings to commercial banks, which in
turn had to surrender 45 percent to the Central Bank forimports of essential goods by
the SMB, government debt servicing, and airlines servicing Seychelles.2 Initially major
foreign exchange earners could retain 25 percent of their earnings, but this was cut
to 20 percent in January 1997 and then to 15 percent in 2000. Banks also had to allo-
cate 10 percent of receipts to clear arrearsin a “frozen pipeline.” Banks could use only

2 By 2000, the Central Bank was using proceeds of the 45 percent surrender requirement as follows:
27 percent was allocated to SMB for essential imports, 13 percent was destined to meet the gov-
ernment’s external debt service requirement, and 5 percent was transferred to non-resident airlines
servicing Seychelles. In addition banks had to sell 2.5 percent of their foreign exchange earnings to
the Seychelles Tourist Board for its foreign promotion activities.
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the remaining foreign exchange (35-40 percent) to meet customer demands, based on
specified priorities.’

Exchange restrictions were joined in 1998 by trade restrictions to limit imports
of goods and services. Import permits had to be requested for each shipment of
commodities, and import quotas—set at a percentage of the previous year’s im-
ports—continued. The new rules banned imports of second-hand vehicles and re-
duced the number of expatriate workersin order to limit foreign exchange outflows
related to employee compensation.

Tighterrestrictionson trade and foreign exchange did not attenuate foreign ex-
change tensions because ambitious national construction projects in 1998-99 had
high import requirements. The government pursued the Victoria Modernization
and Expansion project, the ECP, the airport in Praslin, the highway to the Mahé air-
port, expansion of the PUC power plant, and the Victoria sewage treatment plant.
At the same time, the private sector made substantial investments, financed with
capital inflows, in expansion of the tuna cannery, construction of the Orion Mall
business and retail complex, and construction of luxury hotels, including the Lemu-
ria Hotel in Praslin and others on the outer islands.

The stable nominal exchange rate against the US dollar in 1994-99 caused
the rupee to appreciate significantly in relation to currencies of nearby countries
that were also tourist destinations, such as Kenya (19 percent), Mauritius (33 per-
cent), and South Africa (63 percent). Between 1994 and 1999, external arrears rose
to USS54 million, while gross Central Bank official reserves held steady at about
USS30 million, which corresponded to less than one month of imports.

To stem the growth of the parallel market in foreign currency that had sprung
up in the mid-1990s, in April 1999 an amendment to the Foreign Exchange Regula-
tion Act, 1996, required tourists to settle bills in foreign exchange, and an amend-
ment to the Exchange Control Act made it illegal for residents to possess foreign
exchange not obtained through the banking system.

To attract investment in tourism despite the exchange restrictions, the gov-
ernment granted foreign investors very attractive tax conditions. The Invest-
ment Promotion Act of 1994, followed by the Tourism (Incentives) Act of 2003,
provided such incentives as long tax holidays, accelerated depreciation of 150
percent for expenditures on buildings and equipment, and exemptions from
trade taxes, fuel taxes, and the goods and service tax (GST). Investors were al-
lowed to retain part of the foreign exchange earned. These incentives achieved

3 |tis estimated that by 2000 the unsatisfied demand for foreign exchange ranged between USS 50
million and USS 150 million.



their objectives: investment in hotels
averaged USS40 million a year for
1996-2000 and exceeded USS50 mil-
lion a yearin 2000-04.

Because of the rapid increase inim-
ports, the current account deficit rose
from 11 percent of GDP on average in
1995-97 to 18 percent in 1998-2001,
with a peak of 30 percent in 2001 ow-
ing to the long-term lease of aircraft
by Air Seychelles. The deficit only part-
ly reflected a rise in foreign direct in-
vestment (FDI). But because tourism
earnings through the banking system
were stationary, partly because of the
exchange restrictions, pressures on of-
ficial reserves persisted and external
arrears rose significantly (see figures
1.3and1.4).

Debt Accumulation and
Borrowing on the Capital
Market to Refinance

By the mid-1990s all official interna-
tional creditors had suspended lending
to Seychelles. At that time, the govern-
ment was confronting two challenges:
paying for spending it wanted to do,
and managing an increasingly difficult
foreign exchange situation, which was
the consequence partly of fiscal policy
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Figure 1.3 Tourism Earnings and Current
Account Deficit, 1994-2010
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Figure 1.4 Tourist Arrivals (000s) and GDP
Growth Rate (%), 1987-2010

200 - R 1421
180 - B 10
160 - -8
- -6
140 4
120 - -2
100 - - 02
80 - -4
60 -6
M~ D ™ N W M~ DD~ MW M~ D
ST S88 88
FFFFFFF N N N N N
— Tourist arrivals, left scale —— GDP growth, right scale

Source: National Bureau of Statistics, Ministry of Finance, and Central
Bank of Seychelles.

and partly reluctance to let the exchange rate adjust to a market-determined level.

The authorities then ventured into a new financing arena—commercial bor-
rowing on the international money market. A first syndicated bond of USS30 mil-
lion was issued in 1998 with Citibank, generating much local publicity. As expect-
ed, given the country’s precarious economic state, fees and interest charges were

high and the tenure short-term.
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Problems with hard currency supply and demand were intensifying because in
mid-1998 the country had embarked on a massive USS75 million reclamation proj-
ect, ECP Phase Ill, in mid-1998. The project sought to reclaim almost 360 hectares
off the eastern coast of Mahé, the main island, and create over 3 million cubic me-
ters of coral fill. The coral fill was to be used primarily in construction and backfill-
ing, which had previously relied on the environmentally detrimental extraction of
beach sand. The reclaimed land was designated for port development, industrial
fishing, and other commercial uses, including waterfront development. The injec-
tion of cash from the $30 million loan syndicated with Citibank alleviated some of
the short-term demand for hard currency, but the high cost of servicing the loans
quickly diluted their benefit, and it became necessary to refinance. ABN AMRO or-
ganized a second bond issue in early 2000 to repay the first, and a few years later
there was a third, through the Bank of Tokyo-Mitsubishi. Each refinancing transac-
tion was larger than the previous one.

The government was trapped in a debt-arrears cycle in which unpaid debt led to
accumulated unpaid interest, and the arrears caused more arrears. By 1999-2001
net credit to government accounted for nearly 85 percent of domestic credit from
the bankingsystem, leading torapid growth of the money supply (12 percent a year)
and a rise in consumer price inflation to 6 percent after stable prices in 1994-98.4
Government funding by the banking system was secured via the loan asset ratio
(LAR) requirement, which forced banks to invest a set part of their assets in gov-
ernment securities. To encourage mortgage lending, the LAR was reduced from 70
percent to 50 percent in August 2001.°

By the end of 2001, public external debt had reached the equivalent of US$320
million, 50 percent of GDP, including arrears on debt and other items of about
USS54 million, 9 percent of GDP (figures 1.5 and 1.6). Of this, USS15 million was
owed to multilateral creditors, USS33 million to bilateral creditors, and USS$6 mil-
lion to commercial creditors (table 1.2). Substantial arrears to the private sector
compounded the problem because of the impediments erected by the foreign ex-
change allocation system, with its limitations on the repatriation of dividends and
management fees.

To limit the accumulation of arrears, in 2001 the authorities again tightened
foreign exchange restrictions. They required permits for all imports, heightened
monitoring to detect over- and under-invoicing of imports, and increased control

4 Annual year-on-year rates were 1.8,-0.3,-1.1, and 2.7 percent for 1994-98, after which they jumped
above 6 percent for the next three years.
5 The LAR was raised again to 65 percent in August 2006 to absorb a liquidity buildup.



over hotels receiving and depositing
foreign exchange in the banking sys-
tem. Rules on bank allocation of for-
eign exchange for 10 categories of im-
ports were tightened, and banks were
not allowed to use foreign exchange
for customer claims predating June
2000. Even though it kept 45 percent
of all foreign exchange surrendered,
the Central Bank had trouble meet-
ing the government foreign exchange
requirement for debt service and the
extensive public works program. In
November 2001, the decision to allo-
cate to each citizen USS300 in foreign
exchange for travel abroad further
limited what was available for private
imports. As a result, many of them be-
gan to be financed from accounts held
abroad, while consumers increasingly
shopped abroad rather than using do-
mestic retailers.®

Despite these measures, as short-
falls of foreign exchange mounted,
arrears continued to accumulate on
public debt and on what was owed to
private suppliers. Foreign exchange
receipts in the next few years contin-
ued to be inadequate to service exter-
nal debt, so that by the end of 2005
external arrears had risen from the
equivalent of USS54 million to USS184
million, 25 percent of GDP. To limit the
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Figure 1.5 External Indicators, 1997-07
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Figure 1.6 Public External Debt, 2000-11
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6 The new foreign exchange regulations strengthened the position of the SMB in relation to the private
sector. The allocation systemin effect afterJune 2001 enabled it to obtain foreign exchange both from
the Central Bank (for imports of essential goods) and from many categories instituted for the banks.
This advantage allowed SMB to expand its new manufacturing operations, displacing competitors.
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Table 1.2 External Government Arrears (US$ millions)

2002 2003 2004 2005 2006 2007

Total arrears 53.9 814 1041 136.6 1842 1235 1625 3167
Multilateral creditors 131 25.2 33.3 39.6 57.7 0.3 3.0 0.0
African Development Bank 10.0 20.2 27.3 30.9 48.9

World Bank 0.0 05 0.8 15 0.9

Others 32 45 52 72 79 6.6

Bilateral creditors 342 50.1 56.8 798 1035 1038 1349 1788
Paris Club 332 46.7 495 67.9 796 1002 1198 1218
Others 1.0 34 7.3 1.9 239 36 15.1 56.9
Commercial creditors 6.2 6.1 14 171 22.9 19.4 246 1379
Banks 19.4 24.6 15.6
Securities 0.0 0.0 0.0 0.0 0.0 0.0 00 1223
External debt to GDP (%) 48.7 51.9 52.4 54.3 44.0 51.4 7.9 79.2
Of which: Arrears to GDP (%) 8.6 11.7 14.8 195 255 14.8 14.8 14.8
Nominal GDP (US$ millions) 1037.6 10388  957.6

Source: IMF Staff Reports.

growth of external arrears, starting in 1998 the Central Bank turned to commercial
loans, the terms of which gradually became more onerous. Lenders required that
part of government and Central Bank foreign exchange earnings be deposited in
blocked escrow accounts controlled by the creditor banks.

Attempts to Relax Exchange Restrictions

There werereforms and adjustmentsin the early 2000s, but they were only partial.
Apurely fiscal reform did not address distortions and constraintsin the real sector.
The monetary system could not adjust to the imbalances because they were driv-
en by restrictive policies imposed largely through the government. Inflation was
also measured at artificial prices—the real prices people paid through the black
market were not properly accounted for. The incomplete reform program was
unsuccessful.

Gradually the authorities came to recognize the severe adverse effects of for-
eign exchange controls and rationing. The downturn of GDP from 2000 to 2003
was abrupt, and while the reduction in tourist arrivals after September 2001 con-
tributed to the GDP decline, economic activity was hemmed in by the foreign ex-
change shortages and restrictions. The authorities became convinced of the need
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to significantly tighten the fiscal stance as a move toward relaxing exchange re-
strictions and stimulating private activity.

The government attempted to secure support from the IMF, the World Bank,
and the African Development Bank. The program’ discussed included an exchange
rate adjustment toward the parallel market indicative rate in the form of a crawl-
ing peg, along with fiscal tightening and structural measures, such as downsizing
the public sector. Preparations for a program were advanced and a final draft of a
Memorandum of Economic and Financial Policies had been prepared for signature
in the second quarter of 2001. Discussions were protracted and at times difficult.
The authorities alternately recognized the need for fundamental reform and feared
theinflationary impact of devaluation.

By July 2001 the authorities had abandoned plans for reform and reintroduced
exchange controls. The full-blown exchange control regime involved, in addition to
the pipeline, athree-pronged approach thatregulated new foreign earnings, imports,
and banking. Each prong was managed by a “controller,” and all were supervised by a
powerfulcommittee headed by theeconomicadvisortothe presidentof the Republic.

Aspecial Foreign Earnings Regulations Division was created in the Central Bank
to focus on the unprecedented level of currency controls, which proved both highly
bureaucratic and very difficult to implement. Once again, the results were limited.
Although more hard currency entered the banking system, it was still not enough
to meet national demand. The Central Bank’s controls on banks had only minimal
impact. Unofficial transactions on the flourishing black market had become the
norm rather than the exception. The black market prevailed; shortages persisted.

Tax and exchange concessions facilitated major new investments in tourismin
the early 2000s. They included construction of the Lemuria Hotel in Praslin and of
major hotels on Mahé, such as the Four Seasons at Anse Soleil, the Plantation in
Baie Lazar,and Banyan Tree at Intendance. Although hotel capacity increased, tour-
ism earnings through official banking channels rose only slowly, from US$S100 mil-
lionin 1994 to USS111 million in 2001 (figure 1.5).8In 2001, growth turned negative
(figures 1.6 and 1.7). Modest growth of 1 percent was achieved in 2002 (figure 1.8),
but a deep economic downturn that beganin 2003 continued in 2004 as Seychelles
became less competitive as a tourist destination. The fixed exchange rate and ex-
tensive exchange rate restrictions made the country less attractive to visitors.

7 The proposed program did not differ significantly from the one Seychelles eventually implemented,
successfully, in 2008.

8 Onlyafter2003did they startrising significantly, exceeding USS200 million, when a second wave of new
hotels came on stream (discussed later). Tourist arrivals increased from about 130,000 a year in 1996-
2005 t0 160,000 in 2007-09; in 2011, with the opening of more new hotels, arrivals reached 194,000 .
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Figure 1.7 Foreign Direct Investment and The pressure the expansionary fis-
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Bank of Seychelles tion in mid-2003 of a broad-based GST.

In addition to fiscal measures, the pro-

Figure 1.8 Average Real GDP Growth (%), gram included adoption of the 2003
1980-2011 Tourism (Incentives) Act.

The GST imposed a turnover tax on

2 specific tourism businesses.? The GST
4 was also applied at the retail level on
2 some manufactured products and at
0 the point of entry on imported goods.
j An important element of its success

was that it did not allow for discre-
tionary exemptions, unlike practices
related to the trades tax, another im-
port-related law. These measures did
help to bring down the deficit but were
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Source: National Bureau of Statistics

9 The GSTis applied at varying rates of 10, 12, and 15 percent on specific goods manufactured in Sey-
chelles, imported goods, and services. For tobacco, alcohol, and petroleum products, the tax is ap-
plied at a specified rates. The 15 percent rate applies to professional services, telecommunications,
insurance, and rental income. The rate on tourism services was set initially at 7 percent and was
raised in January 2009 to 10 percent, and in November 2010 to 12 percent. GST on imported goods
wassetat 12 percent;imports of capital equipment, construction goods, and goods for the water and
electricity sector, for educational and medical institutions, and the medical sector were exempt. The
base for the GST was somewhat narrow, as all sectors not specified as taxable were exempt, including
activities of the construction sector, financial service feesand commissions, property and casualty in-
surance, water and electricity, and public transport. Adiscussion of the GST structure and limitations
and the need for reforms is presented in Chapter 6.
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not sufficient toincrease confidenceor  Figure 1.9 Real GDP Growth (%),
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The abrupt budgetary adjustment
helped to reduce the external current
account deficit from 12 percent in 2001 to near balance in 2003 and it stabilized the
public debt-to-GDP ratio—though at 200 percent it was still among the highest in
the world. Tourism earnings picked up significantly in 2004-05 as exchange restric-
tions were relaxed. However, the spending cuts could not be sustained; they were
not accompanied by an adjustment of the overvalued exchange rate. The overval-
ued rupee, the import restrictions, and a decline in public investment slowed eco-
nomic activity; real GDP fell by 6.3 percent in 2003 and 2 percent in 2004. However,
inflation plunged.

The fiscal tightening succeeded in reducing domestic debt as a share of GDP
from 135 percent in 2002 to 65 percent in 2007. Despite the fiscal tightening, ar-
rearsonexternal publicdebt kept accumulating, reaching the equivalent of US$185
million by the end of 2005, up from US$136 million a year earlier. Of this USS30
million was owed to the African Development Bank, USS1.5 million to the World
Bank, and USS75 million to bilateral creditors (table 1.2). The exchange rate had
been stable in relation to the US dollar since February 2003, which led to a steady
depreciation against the euro and a depreciation of 15 percent of the real effective
exchange rate. While this benefited the tourism sector, it did not offset the com-
petitiveness Seychelles had lost to other tourist destinationsin previous years. The
tightening of public finances in 2003 led to a slowdown in imports and a modest
risein gross official reserves, which reached the equivalent of 4.7 weeks of imports
at the end of 2005, up from 3.7 weeks a year earlier.

By 2005, the authorities were more or less resigned to the fact that it was vir-
tually impossible to fight the black market. The state was finding it difficult to
meet its daily obligations. The reform program was widened to encompass mea-
sures for relaxing the price, trade, and exchange restrictions that were impeding
growth. Specifically, prices of food products were liberalized, and a tender system

Source: National Bureau of Statistics
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for imports of essential goods was introduced, replacing the SMB monopoly. Im-
port licenses were removed early in 2005, and in December 2005 trade taxes on
all raw materials, specified capital equipment, and a range of consumer products
were reduced to zero.

Recurrent expenditures were significantly higher as a ratio to GDP than in
comparable middle-income countries, such as Mauritius (table 1.3). While public
expenditures increased across countries as per capita GDP rose, according to the
World Bank between 2000 and 2005 public expenditure in Seychelles was about 20
percent higher than could be justified by per capita income.? The relatively high
level of expenditure is explained by a fairly generous welfare system and transfers
to publicenterprises (table 1.3). Spending on education, health, housing, defense,
and security was quite stable (table 1.4). Spending on health and education as a
percentage of GDP was in line with that of comparator countries.** Transfers for
the operation of independent public agencies fulfilling regulatory, social, develop-
mental, and communication functions absorbed 2.6 percent of GDP in 2006 and
3.7 percentin 2007.

The investment code adopted at the end of 2005 conformed to best practices
and provided for a unified legal framework. It guaranteed repatriation of foreign

Table 1.3 Public Spending, Seychelles and Comparators (Average 2000-05)

Government Percent of Spending on

Recurrent

Spending Subsidies and Employee Goods and
Country ( % of GDP) Transfers Compensation ~ Services  Interest
Barbados 211 18.5 43.0 16.5 14.0
Estonia 24.3 437 21.3 17.3 0.0
Fiji 26.7 22.5 43.0 16.0 10.0
Maldives B3 3.0 24.8 67.5 5.0
Mauritius 282 33.0 38.8 12.8 13.0
Seychelles 36.1 29.8 29.3 21.5 15.3
Trinidad and Tobago 36.6 317 36.0 16.0 15.3
Group average 29.5 26.0 33.7 23.9 10.4

Source: World Bank, Seychelles Public Expenditure Review, 2009.

1o World Bank, Public Expenditure Review, 2009.

11 Spending on education as a percentage of GDP in Seychelles in the 2000s was close to that in South
Africa, Morocco, and Ukraine (about 5 percent). Spending in the health was comparable to Mauritius,
Morocco, and Peru.
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Table 1.4 Spending by Function (% of GDP), 2002-07

pAV 2003 2004 2005 2006 2007

General public services 14.4 14.9 121 124 9.8 8.4
Defense 24 25 2.7 15 19 2.6
Public order and safety 2.5 2.9 2.6 19 2.3 32
Economic affairs 5.1 46 47 2.1 3.1 48
Housing and community amenities 1.7 0.7 05 0.4 1.0 16
Health 42 59 53 39 39 47
Recreation, culture, and religion 0.8 2.6 18 12 1.7 12
Education 6.6 6.0 5.0 36 43 6.5
Social protection 9.4 8.1 7.2 6.5 14.8 6.7
Unallocated 10.7 0.0 0.0 5.4 43 12
Total 57.7 48.2 41.9 38.9 47.0 40.9

Source: World Bank, Public Expenditure Review, 2009, and Government of Seychelles.

income and the right to convert earnings in local currency to foreign currency, but
in practice such transactions still had to be carried out through the pipeline. Al-
though the state had begun to relinquish some of its commercial activities, there
was still pent-up demand for hard currency. The state was accumulating arrears in
financing recurrent needs as well as long-term debts. Multilateral institutions still
would not provide long-term loans, and traditionally receptive countries were re-
luctant to lend to Seychelles, either because of the risks associated with any new
lending or because of their own economic problems.

Although by then thestateasborrowerundoubtedly had littleif any credibility,
the international market somehow reacted positively to what would now be con-
sidered potentially toxic financing. The market may have been responding to a very
flattering rating by Standard and Poor’s, issued despite the fact that all economic
fundamentals pointed to serious imbalances in the Seychelles economy and au-
gured disaster if there were no major adjustment program. At this point, national
debt had assumed alarming proportions. Reserves of hard currency had been drawn
down to only weeks of imports, and Seychelles was finding it virtually impossible
to access credit.

The fiscal adjustment was largely reversed in 2006, leading to significant
deficits, and public debt did not decline at all in 2006 and 2007. In 2006, the au-
thorities launched yet another bond, this one for US$200 million, payable in a
single balloon payment in year five (2011). The interest coupon was 9.125 per-
cent. Lehman Brothers arranged the bond issue. Another USS$S30 million bond
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issue followed in August 2007, and
then a separate issue for €55 million.
Seychelles’ finances were thus ex-
tremely vulnerable to the external
shock of 2008, when oil prices tripled,
external reserves were almost non-
existent, and scheduled debt service
was high 1213

In 2005-07, the completion of
large new hotels revived tourist arriv-
als and caused growth to pick up sig-
nificantly (7.5 percent on average in
those three years). General growth re-
sumed only in 2005, after two years of
recession, and lasted for three years,
with average growth of 7.5 percent.
The strengthening economy was again
related to an uptick in investment,
by the government in infrastructure
and the private sector in hotel con-
struction (figure 10; see also chapter
3). Tourist arrivals are also correlated
with growth. Growth years 1996-97
were marked by a new peak in tourist
arrivals, at 130,000 per year. Arrivals
stabilized until 2005 and then grow
again in 2007-09, when they reached
160,000 a year, with the correspond-
ing earnings contributing to higher
GDP growth in 2006-07 (figures 1.10
and 1.11).

12 While external debt was stable between 1990 and 1998—close to 30 percent of GDP—it soared in
1999 and 2000 and then again in 2002, reaching 74 percent of GDP by the end of 2002 (see figure 2).
After declining in 2003-05, external debt raced up again in 2007-08 to 84 percent of GDP, when bond
issues were placed oninternational markets. By mid-2008, the external oil price shock forced the gov-
ernment to request a debt moratorium followed by comprehensive debt relief.

13 Comprehensive foreign exchange liberalization started only in 2004-05, but foreign exchange restric-
tions were maintained until the regime was completely liberalized at the end of 2008.
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Late 2000s: External Borrowing Depletes the Economy

In 2006 and 2007 a resurgence of tourism receipts resulted from the completion
of additional hotels and the increased availability of foreign exchange, enabling
the government and the private sector to repay about USS70 million of external
arrears and to relax exchange restrictions. Tourism earnings jumped from US$S191
million in 2005 to USS$284 million in 2007 with the opening of the Four Seasons
and the Eden Island resort complex, among others. A Eurobond issue for US$200
million launched in 2006 allowed the Central Bank to repay previous debts and in-
crease gross official reserves. In two years (2005 and 2006), gross reserves rose by
USS76 million to USS111 million, the equivalent of 1.1 months of imports, up from
0.4 months at the end of 2004.

To reinforce their medium-term strategy, in 2007 the authorities launched the
medium-term development plan, Seychelles Strategy for 2017, with the objectives of
doubling per capitaincome and reducing public debt to 60 percent of GDP. Reflecting
againinconfidence,inlate 2007 the governmentissued a private placement note for
€54.7 million and a USS30 million supplement to the Eurobond to pay for clearing a
backlog of unremitted profits by foreigninvestors. In order to move gradually toward
alessrestrictive foreign exchange system, the authorities let the rupee depreciate 45
percent, from SR 5.5 to USS1 at the end of 2005 to SR 8 at the end of 2007. The com-
bination of new external borrowing and depreciation of the exchange rate brought
public external debt to USS720 million, 72 percent of GDP, in 2007, up from USS$487
million, 47 percent of GDP at the end of 2005 (see figures 1.5 and 1.6).

Despite some improvement, the external situation was still very tenuous. The
global economic crisis of 2008 exacerbated the economic imbalances accumulated
in the years before. The external position worsened over 2006-08, first as a result
of rising global energy and food prices and then when the global crisis weakened
Seychelles tourism in late 2008.* The external deficit widened to 20.3 percent of
GDP. Foreign exchange resources were rapidly being exhausted and shortages again
became the norm. Anumber of state-owned enterprises were operating well below
efficiency, and foreign exchange reserves fell to less than one month of imports. By
late 2008 the government was unable to honor a coupon payment on a US$230 mil-
lion bond. Growth in GDP plunged, from 9.9 percent of GDP in 2007 to -1.0 percent
in 2008.

In October 2008 the authorities announced that they would approach ex-
ternal creditors to seek agreement on comprehensive restructuring of the debt,

14 Tourism earnings fell by 15 percent in 2009.
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which by the end of 2008 amounted to USS800 million, equivalent to 87 percent
of GDP, of which 42 percent (USS333 million) was in arrears. In mid-2008 the gov-
ernment had initiated discussions with the IMF and multilateral institutions like
the World Bank to develop a homegrown reform program. The next chapter dis-
cusses this bold economicrestructuring program and its impact on the Seychelles
economy.



The 2008 Reform Plan
in the Making

y the end of 2006, queues could often be seen at banks as people sought

to purchase hard currency. Shops ran short on basic items, including food,

because overseas suppliers had not been paid. Local manufacturers were
unable to produce effectively because they could not pay for raw materials. Al-
though fuel never ran short, payments to suppliers had become irregular, and
sometimes suppliers almost missed critical delivery dates. The government hos-
pital, which often sent medical cases overseas for specialized treatment, was
failing to pay its bills, and foreign medical centers were threatening to stop re-
ceiving its patients. In domestic hospitals, delays in paying drug suppliers creat-
ed shortagesortotal stock-outs of critical medical supplies. The education sector
fared equally poorly.

Thesituationwasrapidly becominguntenable,and the Ministry of Finance desper-
ately needed new solutions. The financial credibility of the government was at an all-
time low. Senior government figures and even executives in the private sector fought
daily to obtain hard currency to cover the rising costs of imported fuel and food and
meet Seychelles’ basic needs. International suppliers now insisted on cash payments
before delivery; they would not accept letters of credit drawn on local banks.

The Decision to Restructure

By 2007 a new Minister of Finance and Trade, Danny Faure, and a new Principal Sec-
retary of Finance and Trade, Ahmed Afif, had put together a dynamic team, which,
with support from the IMF, was determined to address the challenges facing Sey-
chelles. The team began to plan one of the most fundamental economic reforms
Seychelles had seen in more than two decades.

23
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In mid-2008, as major international financial institutions were bankrupted
and a protracted world recession began, the Government of Seychelles was forced
to look for alternative strategies to put the economy right. Currency controls and
state intervention had clearly failed. It was also clear that Seychelles would get no
new aid unless a serious, credible reform, backed by local and international parties,
was enacted to address the fundamental imbalances in the economy.

Discussions thus began in earnest on an IMF-supported reform strategy for an
all-encompassing reform program that would leave nothing undone to reverse the
free fall of the Seychelles economy. Soon after, Seychelles had discussions with
other institutions, like the World Bank and the African Development Bank, about
support for the program.

Reengineering the Economy: Policy Options and Political
Challenges

At that economic crossroads for Seychelles, a number of facts were evident:

= Anysolutionwould have to feature a devaluation. The black market was paying
a 50 percent premium on the U.S. dollar.

= Pricecontrols were ineffective, and market-driven mechanisms were needed to
replace state controls and monopolies.

= Imports and trade needed to be liberalized so that competition would thrive
and keep prices in check.

= A serious effort was needed to eliminate budget deficits by, e.g., improving
receipts, attracting new receipts, privatizing state-owned enterprises, elimi-
nating universal subsidies, and reforming the civil service and its methods of
operation. Public enterprises that might burden the public debt by requiring
additional government financing had to be overhauled.

= It wasvital to reevaluate how Seychelles’ natural resources, especially its ma-
rine resources, were being exploited and determine whether Seychelles could
improve its trading relationships.

The Ministry of Finance championed the reform program and identified, with

the assistance of the IMF, the immediate priorities:

= Restore confidence in the economy by removing currency and price controls
and allowing market forces to drive trading and other economic activity.

= Reverse budget deficits and create a surplus, primarily to repay accumulated
debt.
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= Restore confidence in Seychelles overseas by clearing both private and com-
mercial arrears and especially by reducing its external indebtedness.

Politically, all of these actions had serious implications: (1) Another failed eco-
nomic reform would be catastrophic. (2) Politicians needed to be ready for the reac-
tiontoanumberof majordecisions, such asdevaluation, which had previously been
touted as inappropriate or unsuitable for a small island economy. (3) The removal
of price and import controls and of trade restrictions could also be seen as a failure
of past policies that had been adopted to protect poorer citizens. A major concern
was to reassure the poor that they would not be abandoned as reforms proceeded.
Another concern was that elimination or reduction of inefficient state activities
would cause unchecked unemployment that could lead to political turmoil. Surging
unemployment, coupled with rising inflation after a rupee devaluation, would be
not just politically unpopular but potentially explosive.

The authorities recognized that forgiving or restructuring the debt was a pre-
requisite for successful reform. With its longstanding arrears, Seychelles had a
complicated relationship with creditors. Would they oppose the request for debt
relief, given the magnitude of relief required to get the debt to a sustainable foot-
ing? At this stage, creditors were relatively unaware of what Seychelles was dealing
with. Many creditors, especially those who had invested in international market
securities, had never visited the islands, except perhaps a high-end hotel.

Asits problems mounted Seychelles had not communicated much with bondhold-
ers. Would the country’s history of accumulating arrears and inexperience in negoti-
ating with the IMF cause some to doubt its capacity to execute reforms or normalize
relations with creditors? Given that creditors were highly fragmented, especially in
the case of the Eurobond, how would the state conduct a consensus-driven approach?

The only middle-income countries to benefit from a debt write-off from the Par-
is Club had major geopolitical influence, such asraq and the former Yugoslavia. The
Paris Club’s Evian Approach was largely untested with severely indebted middle-in-
come countries. How could Seychelles, which had little geopolitical clout, expect
to fare? How should the government phase its approach to official bilateral and
commercial creditors, since the first group of creditors would effectively set the
parameters for others?

The September 2008 bankruptcy of Lehman Brothers—Seychelles’ single larg-
est commercial creditor—would complicate restructuring of the commercial debt.
How would negotiations be conducted with administrators motivated by different
factors than other creditors? The presence of insurers behind a number of other
facilities created a similarly complex dynamic.
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Coming to One Mind

The biggest fear—one that was well-founded—was that as part of the reform
the government would request that some debts be written off or rescheduled. It
was fortunate thatin the final analysis all parties agreed that debts contracted
inlocal currency would be spared such haircuts, but all debts contracted in hard
currency would be subject to an equitable and transparent process of resched-
uling. Rescheduling would clearly be painful. Some local banks floated the idea
that a free market would substantially erode the country’s reserves through cap-
ital flight.

The government thus had to hold very firmly to the line that at that point debt
rescheduling was necessary for national economic stability. Banks were encour-
aged toview the problem from a long-term perspective and do their fairsharein the
difficult reconstruction period. The stage was thus set to end the long economic
impasse and usherin a new era.

The Minister of Finance, with the support of the President and the Cabinet of
Ministers, played a pivotal role throughout the process by managing the growing
momentum associated with planning for change. Thisis what had to be done:
= The state needed to speedily reverse a situation of primary deficits to one of

moderate primary surpluses to pay debts, though in any case they needed to

be rescheduled and reduced to amounts compatible with a realistic projection
of what the country was able to pay.

= The authorities would need to remove all foreign exchange restrictions and
float the rupee.

= The authorities also would need to introduce a new monetary policy, using
market-driven instruments to achieve the desired liquidity management.

Time was running out. Decisions needed to be made fast. Every passing day
brought new arrears and new unsolved problems. The highest decision-making
body had to step in. Technical experts from the Ministry of Finance and the Cen-
tral Bank were asked to prepare a set of options for the government to consider,
and the technicians were told, “All options may be considered and presented.”

After the Ministry of Finance talked with the IMF and the World Bank on pos-
sible collaboration on a major reform program and was assured of support, the au-
thorities formally invited the IMF to Seychelles to field a mission to examine possi-
ble scenarios. Soon after the World Bank fielded a mission soon after to assess the
situation and discuss possible support. Discussions at that time covered such areas
asassistance tothe tunaindustryand benchmarkingits performance against other
tuna-exporting countries.
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The IMF mission, led by Paul Mathieu, held discussions with President James
Michel and his team, senior cabinet ministers, and the Governor of the Central
Bank. The issues facing Seychelles were not new to the IMF, which had fielded
countless missions to Seychelles over the previous two decades. This time, it would
appear, the IMF’s objective was to ascertain the political will for reform and assess
the abilities of the technical teams that would be responsible forimplementing the
ground-breaking decisions ahead.

In August 2008 12 experts from the IMF arrived in Seychelles to work with local
technicians on a comprehensive master plan for reform. They included specialists
in fiscal matters, monetary and exchange systems, debt restructuring and manage-
ment, and banking stability. At this point, it was clear to the Ministry of Finance
and the Central Bank that devaluation was imminent and serious fiscal reforms
would need to kick in.

The Finance Minister coordinated with his technical and managerial staff to
carefully design a new fiscal plan that would reflect the changes required: more rev-
enue and less spending. Further work would be needed to plan structural reforms,
including privatization, and enhance the governance of state-owned enterprises.
Since another central objective was debt reduction, a team was prepared to begin
active discussionswith creditors and pave the way fordebt reduction negotiations,
starting with the Paris Club.

These plans needed to be backed by realistic assumptions, dates that would
trigger events, and indicators to measure performance. The ministry was also re-
quired to ensure that all of these actions were in sync with the monetary reforms
to be managed by the Central Bank. A major policy move was to repeal the Foreign
Earnings (Regulation) Act, which had imposed the exchange controls. Next would
comeafloatoftherupeeandthe advent of anew monetary policy, which would use
anumberofindirect instruments to manage liquidity.

The support of international institutions, especially the multilateral ones, was
crucial in catalyzing belief in the coming reforms at the highest level in Seychelles.
Senior staff of those institutions spoke to the country’s political leaders, encourag-
ing them to forge ahead despite perceived risks and focus on the long-term benefits
of revising economic policy. Support from the multilaterals came not only through
technical assistance but through direct balance of payments financing: In Novem-
ber 2008, the IMF approved a Stand-By Arrangement (SBA) of SDR 17.6 million, equiv-
alent at the time to US$28 million, front-loaded with a 70 percent disbursement.*

15 Within a year of the reforms being implemented the World Bank and the African Development Bank
pledged USS15 millionin total. Other countries also pledged support: Abu Dhabi USS15 million, China
USS1.5 million, and South Africa USS3.4 million. Seychelles used a large proportion of these grants to
clear domestic arrears.
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This support had another significant advantage: it gave the Seychelles reform
program considerable credibility. Seychelles was suffering from one of the lowest
possible credit ratings, Select Default, for having failed to make a Eurobond pay-
ment due in mid-2008. This was the time to address one of Seychelles’ major bur-
dens—the large overhanging debt burden.

The Ministry of Finance pressed ahead with meeting creditors while the mul-
tilateral organizations were on hand to guide the reform. The effort made by Sey-
chelles and the case in its favor were thus seen to be consistent, realistic, and gen-
uine in the eyes of the international community.

The momentum grew with each passing day. The business community indicated
its full support for change, once it knew the IMF would back the country. President
Michel began sensitizing world leaders, especially those from supportive countries,
to the fact that Seychelles would be embarking on major reform. The intention was
to seek their political and financial backing where possible.

Serious reform was inevitable. It spelled the end to indecisiveness and inertia
in economic initiatives.

Preparing Stakeholders, the Business Community and the
Public

Within the ruling party, there were several schools of thought; some, for instance,
thought that a socialist course had never been fully charted. Questions surfaced:
Was the population ready to embrace change? Would a devaluation unleash infla-
tion? Where would devaluation end, and ultimately how much would a dollar cost?
Would the international community recognize this sacrifice and assist, for exam-
ple, in bridging financing gaps? What if the measures created more problems and
put political stability at risk? What were the backup options? Would the popula-
tion have any faith in the government thereafter?

It was time for technical experts to come to the fore to answer these probing
questions. They did soin televised debates and face-to-face meetings with political
influencers to bring about a better understanding of the economic stakes. It was
crucial that the authorities had convincing answers to the larger questions that
most perturbed everyone.

The Ministry of Finance prepared presentations that clearly explained what
was being considered. The most senior technical experts participated in ques-
tion-and-answer sessions at the senior party, parliamentary, and government lev-
els. In some cases, small group discussions were held, because some participants
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would pose questions only privately or with a small audience. As the days passed,
momentum built in favor of the reforms, not only in the ruling party but even
among the opposition.

Externally, Seychelles encountered little if any opposition. Foreign allies were
encouraged to hear of Seychelles’ new momentum for change, which in fact many
of them had advocated. But creditor nations and some financial institutions clearly
saw red flags. Areal reform would have to ensure more equity among creditors and
more transparency about what Seychelles owed.

Local financial institutions had their own concerns. The history of government
budget deficits had caused banks to lend a large part of their deposit base to the
state, with the usual guarantees and securities, thus making the state their pre-
ferred borrower. Thissituation was about to change. Banksincreasingly would need
tolend to the private sector, which would assume the commercial activity previous-
ly pursued by the state.

Exchange controls had also benefited the banks by limiting the number of
traders in hard currency and encouraging uncompetitive practices. For example,
the banks used their leverage in legally handling hard currency to impose banking
charges that would have been uncompetitive if there were no controls. A potential
advantage of reforms for bankers, however, was the prospect of financial gain as
the value of the Seychelles rupee fell.

On the political front, the ruling party quietly crafted a large-scale mobilization
plan. The minister of finance kept other cabinet ministers and parliamentarians
updated on the policies being considered and how they would need to be defend-
ed politically. High-profile TV programs invited as guests senior Ministry of Finance
officials, bank managers, private businessmen, and academics to discuss the eco-
nomic issues and the need for reform. Care was taken to use terms and messages
consistently to ensure broad support.

The state newspaper carried special features on economic issues, the possible
need for a radical departure, and unprecedented levels of debate from different
points of view. District politicians mounted door-to-door campaigns to raise public
awareness about the need for change given the evolving global recession.

The private sector, through the Chamber of Commerce, actively backed a pro-
gram of real reforms, and politicians were all asked to lend the country their sup-
port as it went through the difficult reform period soon to come. The minister of
finance met with private sector leaders, especially in tourism, to tell them about
the serious changes being contemplated and seek their views.

Within government, the minister of finance and his principal secretary briefed
all chief executive officers and principal secretaries, along with their head planners,
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about the need to think differently and to plan for a period of rejuvenation. They

were asked many probing questions that often required detailed answers. The

meetings emphasized the following messages:

= Theeconomy would be driven by market forces.

= Government would now have a much smaller role in industry and would con-
centrate on regulation.

= Universal subsidies would be eliminated; every entity would have to fend for
itself.

= Thestate would protect the poor and vulnerable through a means-tested wel-
fare agency, funded from savings generated by more efficient government op-
erations and cuts in subsidies.

Another point emphasized was that reforms were being enacted because they
would eliminate shortages of hard currency, severely curtail bureaucracy, and fos-
ter a new business environment that could generate growth. The winds of change
could clearly be felt. It was evident—perhaps because no major protests arose—
that broad-based support was coalescing around a realisticand serious reform plan.

Moving into Action: A Top-Down Approach to Building a
Fiscal Surplus

If reforms were to succeed, stakeholders needed to believe in them. The measures
needed to be presented forcefully, because they were so extensive that their ef-
fects would be felt nationwide. The reforms needed both technical and political
champions.

At the technical level the Ministry of Finance took the lead. The sequence of each
task related to the reforms, and who would be responsible for them, were naturally
central questions. The first task was to create a large primary surplus. That effort
would dovetail with even more challenging tasks: curbing liquidity while freeing the
exchange system.

Naturally there were drawbacks and difficulties. The members of the Ministry
of Finance and Central Bank teams were young, dynamic professionals, but they
had never had to manage change on such a scale, let alone worked within a macro-
economic framework that factored in the complexities of a small economy. Their
jobrequired thinking that was aradical departure from the past. It was not entirely
unexpected when some key personnel were changed a few months into the plan-
ning period.
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Restructuring at the Central Bank

A month before the reform program was launched, Francis Chang-Leng, the gov-
ernor of the Central Bank, resigned. Pierre Laporte replaced him. Mr. Laporte, a
Seychellois working for the IMF, was no stranger to the issues. When he had left
Seychelles only six years previously, the economic problems were already fairly
acute. Having worked for the IMF, he completely understood the urgency of re-
form and could interact on technical issues with the IMF and other development
partners. Mr. Laporte was not only respected within technical circles but also got
on extremely well with his counterparts, which reinforced the team championing
the reforms.

Not Much Turnover Elsewhere

Thereform program had received popularacclaim within as well as beyond the pub-
lic service. The solutions, belated though they were, were well communicated and
had broad political support. Except for the governorship of the Central Bank, the
government saw no reason to shuffle any senior positions. The decision-makers in
all ministries and public enterprises were prepared to do their job to ensure the
reforms rolled out with vigor at the necessary speed.

Continuous Interaction with the People

The pace was unrelenting. The authorities rolled out successive waves of actions. Al-
though at firstinflation rose, the reforms were generally well accepted by the people,
largely because of how carefully they were undertaken. For example, when the govern-
ment needed to entice almost 17 percent of the public service workforce to resign or
retire voluntarily, teams were set up to explain the measure and its purpose to both
public servants and the population at large. An important message was that the goal
was to redeploy those leaving public service—the idea was not to create unemploy-
ment but to reduce the size of the public workforce. The government set up teams
to help those leaving to find new jobs in the private sector. Publicizing this measure
reinforced the sense that everyone was togetherin the reform effort.®* People united

16 However, it should also be noted that the labor reforms were painful for some employees. Some em-
ploymentrisks were shifted to them when they joined the private sector, and some claimed that their
salaries were lower.
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and gained a sense of ownership of what was happening. Nobody would be left on
their own.

In difficult times, what can be very detrimental to smooth and gradual change
are sudden negative surprises. In Seychelles, there were price increases but almost
all came about only after everyone had plenty of warning. As increases were an-
nounced, the media, particularly the state media, explained their rationale and
where necessary provided details on how increases were calculated. Notably, the
increases were timed to follow not only receipts as budgeted but also systematic
increases in either wages or the budget of the welfare agency.

The authorities stayed close to the people through district consultations. The
president personally led town hall meetings to discuss developments, especially
the economic reforms. Ministers usually flanked the president, and where specif-
icissues had been identified in advance, knowledgeable technicians or executives
were alsoin attendance. People were encouraged to speak freely in the presence of
national media.

It was a time to share experiences, gather new information, understand expec-
tations, and really feel the pulse of the population. Such feedback gave the author-
itiesagood sense of how the reforms were being perceived and how to tackle weak-
nesses promptly. The Seychellois were able to be reassured from the highest level
that reforms were not being done at the people’s expense. These considerations,
which minimized resistance in both the institutional and public arenas, were criti-
cal to maintaining the pace of the reforms.



The Reform Program and
Its Results

eychelles has come a long way since 2008. With the support of the IMF, the

World Bank, and other partners, the government embarked on structural re-

forms to address fiscal, debt, and external imbalances. Economic restructur-
ing began with a fundamental liberalization of the exchange rate regime, signifi-
cantand sustained tightening of fiscal policy, reform of monetary policy to focus on
liquidity management, and a boost to private development by reducing the state’s
role in the economy. The spending adjustment centered on slimming government
employment. The IMF approved an 18-month standby arrangement in the amount
of SDR 17.6 million, equivalent to 200 percent of the Seychelles quota in the Fund.
Budget support followed from the World Bank and African Development Bank for
an amount exceeding USS30 million.

Although a float of the currency on November 1, 2008 caused a nominal depreci-

ation of more than 50 percent, monthly
inflation was reduced from close to 25 Figure 3.1 Consumer Price Inflation,
percent that month to virtually zero 2008-10 (Month on Month)
by February 2009—in just four months

25
(Figure 3.1).% The 2009 budget removed 20 ’A\
universal subsidies and tax loopholes, 18 I
effecting a tightening of 11 percent of 5 \ A

GDP. On the finance side, all exchange 0 MAV‘WAVM—-

restrictions were lifted, interest rates SE5855 5385
were freed, and a simple reserve mon- |
ey policy was quickly put in place. The

publicdebt portfolio with the Paris Club Source: National Bureau of Statistics, Seychelles.

7 In November annual inflation exceeded 60 percent, following the huge monthly 25 percent price
shock.
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and other private creditors was restructured. Seychelles received generous debt re-
lief, which together with fiscal consolidation has vastly improved its fiscal and debt
profile. The generous system of income support for low-income households and indi-
viduals without income was maintained throughout.

The Exchange Rate, Exchange Regime Reform, and
Monetary Policy

The decision to approach creditors for restructuring external debt was followed, on
November 1, 2008, by the float of the exchange rate and elimination of exchange
controls.t® These bold steps were designed to purposefully move the economy away
from administrative controls and let market forces freely determine the exchange
rate. This meant all economic agents had to have free access to foreign exchange.
Credit conditions were tightened, at least initially, to promote capital reflows and
contain demand-side inflationary pressures.

When the exchange rate was liberalized, many local prices already reflected the
parallel exchange rate. For thisreason, price increases were expected to be modest.
Other policy changes, such as liberalization of imports and elimination of import
licensing requirements, were expected to contribute to modest price increases by
improving domestic supply. Yet consumer prices, which had already risen by 32 per-
centinthe first 10 months of 2008 as commodity prices shot upin theinternational
market, jumped by another 24 percent in November after the exchange rate float.
By the end of the year, prices were up 63 percent for the year. Fortunately, the move
to the floating rate coincided with steep drop in international prices for petroleum
and petroleum product prices, which limited the local price increase.

To stimulate capital inflows and support the exchange rate, in the last quarter
of 2008 monetary policy was tightened. The Central Bank discount rate increased
sharply, and indirect market-based instruments were adopted to regulate monetary
conditions. For instance, in September 2008 weekly auctions for a liquidity deposit
facility at the Central Bank were introduced; banks could deposit funds for 7, 14, and
28 days, and weekly T-bill auctions were open to both banks and the non-bank public.

In December 2008 foreign exchange bureaus were licensed to facilitate the buy-
ing and selling of foreign exchange for small operators and tourists. To deepen in-
terbank transactions, Central Bank interventions in the foreign exchange market

18 The IMF also provided extensive technical assistance in support of the revised exchange law, formu-
lation of the new monetary policy, and more forceful banking supervision and debt management.



were strictly limited to preventing
exceptional volatility and ensuring or-
derly market conditions. In early 2009,
Central Bank instruments were wid-
ened by standing credit facilities and
repurchase (repo) and reverse repur-
chase transactions, using the Central
Bank’s T-bill portfolio. Significant sales
of T-bills to the non-bank public helped
tosterilize liquidity and support the ru-
pee. In the course of 2009 the liquidity
assetratio was gradually phased out.
The initial steep depreciation
brought the exchange rate well below
what had prevailed in the parallel mar-
ket right before the float decision. By
mid-2009 the exchange rate appreciat-
ed to SR 14 per USS1 by mid-2009 and
by year-end to SR11.1 per USS1 (figure
3.2), as the liquidity sterilization oper-
ations took effect; the successful sale
of T-bills led banks to sell their foreign
exchange holdings and also induced
residents to repatriate capital from
abroad. The initial spike in weekly auc-
tion T-bill rates, which peaked at 29
percent in January 2009, was reversed
within six months as confidence in the
rupee returned. By mid-2009, the T-bill
rate had fallen below 15 percent and it
continued the slide, to less than 10 per-
cent, in the second half of 2009 (figure
3.3). In the first quarter of 2009 price
inflation abated substantially, after
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Figure 3.2 Consumer Price Inflation and the
Exchange Rate, 2008-11

70% - - 20
60% - e
50% 14
40% - - 12
30% - - 10
20% - 3
10:/0 - 4
0% - -9
0% . 0

232 865 2885 28 8

S5 O 5333 535S

= =
2008 2009 2010

—— Exchange rate SR/USD, end period, right scale
—— Consumer price inflation, 12 month rate, left scale

Source: Ministry of Finance.
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international food prices declined and the rupee appreciated at the end of 2008.
During 2009 consumer prices fell by 2.5 percent. In 2010 the exchange rate was fair-
ly stable, moving from SR 11.1 per USS1 to SR 12.2 per USS1, which helped keep

consumer price inflation close to zero.
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Solid budgetary performance in both 2009 and 2010, with a primary surplus
that exceeded IMF program targets, allowed the government to retire much of its
domestic debt, leaving the banks with excess reserves that amounted to about 4
percent of GDP at the end of 2010. Because this caused some concern, it was decid-
edearlyin 2011 to mop up reserves through a slight increase in the reserve require-
ment. Bank credit to the private sector, which had declined despite sustained infla-
tionin 2009, rebounded in 2010, but at 25 percent of GDP it was still low in relation
to comparable countries. The bank lending rate was raised to about 15 percent at
the end of 2008 and then gradually declined, with periodic adjustments, to 12 per-
cent at the end of 2010 and closer to 11 percent through 2011 (figure 14). Chapter
5 examines how credit for small and medium enterprises and mortgage lending to
households were expanded.

2009-12: Budgetary Reforms and Fiscal Performance

The government recognized that the exchange reforms of 2008 had to be accom-
panied by comprehensive modernization of public finances, in both tax and bud-
getary procedures, to mobilize resources more fairly, improve spending efficiency,
and tighten controls. The intent was to attain the budgetary surpluses needed to
reduce the public debt.

The goal of the 2009 budget was a large primary surplus of 6.2 percent of GDP
in order to limit the pressure of aggregate demand on domestic prices and the
exchange rate and allow for reduction of domestic debt. The surplus was to be
amassed by limiting government capital investments while protecting allocations
to priority sectors, such as health, education, and welfare transfers. The wage bill
was programmed to decline significantly as ashare of GDP, from 7.9 percent in 2008
to 7.1 percentin 2009.

In the event, the macroeconomic aggregates were better than expected. The
primary budget surplus, equivalent to 14.3 percent of GDP, was more than double
what was targeted, partly because in 2008 the Seychelles Petroleum Company re-
paid a large loan from the government (representing 3 percent of GDP), but also
because revenue exceeded forecasts by a wide margin (1.2 percent of originally
projected GDP), and external grants were higher by 4.1 percent of GDT than pro-
grammed (table 3.1).

Current expenditure was kept below programmed levels (by 2.3 percent of
originally projected GDP) because of lower interest outlays; other expenditure
components were as expected. The wage bill rose by only 11 percent, despite the
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adjustment given to offset the consumer price increase, because the number of
civil servants staff had declined by 15 percent (see chapter 2). The government pro-
tected allocations to social programs, which rose by almost 50 percent, to reflect
needs related to the dismissal of personnel, but transfers to autonomous public
entities were reduced because they had fewer personnel. Capital expenditures,
which had been cut by almost 50 percent in 2008, were almost tripled to allow for
necessary outlays for housing, roads, and maintenance. In particular, capital grants
to the Public Utility Corporation (PUC) were increased. The large surplus achieved
(SR 600 million, 5.2 percent of GDP), in addition to net external financing, allowed
the government to redeem almost SR 800 million of T-bills from domestic holders;
partly as aresult,domestic debt plunged, from 47 percent of GDP in 2008 to 31 per-
cent in 2009. To ensure sound debt management and ensure that public agencies
could not contract debt without the consent of the central government, a Public
Debt Management Act was adopted early in 2009.
Tax reforms were not neglected:
= A personal income tax (PIT) was introduced in mid-2010 to replace the social
security tax.
= Goods and services tax (GST) rates were harmonized and cascading effects
eliminated.
= The business tax was streamlined to reduce differences between sectors and
types of taxpayers.
= Thescope of excise taxes was broadened and exemptions limited.
= The VAT replaced the GST.

These reforms started in 2010 and proceeded through 2011 and 2012 until the
VAT wasintroduced onJanuary 1,2013. Reforms also included centralizing cash bal-
ancesbyadoptingsettingupa Treasury Single Account, bringing budget-dependent
agenciesinto the central government budget, and reinforcing budget execution.

The objectives of comprehensive tax reforms were to eliminate distortions and
differential treatment of sectors, limit exemptions, and avoid cascading effects.
Many of the exemptions had been given to attract new investment and compen-
sate for the overvalued exchange rate. The GST, introduced in 2003, was a very im-
portant revenue producer, accounting between 2004 and 2008 for 40-50 percent
of revenue. However, the GST was designed very differently from broad-based
consumption taxes like those in Canada, Australia, and New Zealand. Instead, it
combined a turnover tax on selected goods and services with an excise tax on im-
portsandonlocally manufactured alcohol, petroleum products, and tobacco. Many
goods, services, and activities were exempt.
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In 2008 the Ministry of Finance prepared a detailed list of GST exemptions: They
were granted for goods and services provided by utilities, for public transport, and
for construction. They were also granted for some imported goods, depending on
why they were imported—for instance, goods used in production of certain other
goods, such as tap water and electricity, were exempt, as were imports for capital
equipment and the construction materials used by certain economic agents, such
as licensed telecommunication providers, medical service providers, educational
institutions, and transport operators. They were also granted for certain finished
products, such as solar panels, a variety of foodstuffs, and energy-saving light
bulbs. Finally, there were the exemptions and concessions granted under the Agri-
culture and Fishery Act of 2005, the Tourism (Incentives) Act of 2003, and the Fish-
eries (Incentives) Act of 2005.

While the normal rate of GST was 15 percent, the GST on tourism services had
been set originally at 7 percent and was raised to 10 percent in January 2009. GSTs
on alcohol, tobacco, and petroleum products were also fixed.

Theintent of reforming the GST system was to reduce wide-ranging exemptions
and harmonize the rate at 15 percent. The GST on the tourism sector was raised to
12 percent on November 1, 2010, and to 15 percent on November 1, 2011. After Jan-
uary 2010, the GST was extended to all consultancy and corporate service providers.
To avoid cascading effects, starting on January 1, 2010, all products used as inputs
in sectors whose goods and services were subject to the GST at the consumption
level were exempt from GST at the import level. The retail markup to calculate GST
was alsoeliminated effective January 1,
2010.Tosimplify the system, the specif- ~ Table 3.2 Revision of Taxes on Petroleum
icrateon petroleum, alcohol, and tobac- Products (SR per liter), 2010
coproductswaseliminated at the same

time, and these products were covered 2008
by specific excises. At the same time, Trades Trades
s Product  GST  Tax GST  Tax
the specific trade tax on these products
was reduced; this change reduced the Avgas 20 0 20 0
. . Motor spirit 2.0 6 40 4
scope of tax exemption, for instance,
Kerosene 2.0 6 40 4
on the petroleum consumed by tour —
operators, hotels not connected to the uéﬂgﬁ:ng 2 2 AL 4
electricity grld, and f|§hermen, because Gas o 20 6 40 A
the exempt|‘ons applied only to trade PG 05 0 05 0
tax, not excises (Table 3.2). Also, PUC, Heavy fuel 10 3 05 3

previously fully tax exempt, was sub- oil
ject to the excise on heavy fuel. Source: Ministry of Finance.
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The business tax was reformed to lower the tax rate while reducing the
threshold under which businesses were tax-exempt, which at SR 250,000 was
considered too high. The tax rate for companies was brought down from 40 per-
cent to 33 percent effective January 1, 2010. A lower rate of 25 percent was in-
troduced for companies with turnover of less than SR 1 million; the threshold
for tax exemption was eliminated for companies but maintained at a lower level
forsole proprietors and trusts. These were subject to the PIT rate for turnover of
less than SR 1 million (table 3.3). Tax concessions under the Investment Promo-
tion Act of 1994, the Tourism (Incentives) Act of 2003, amended in 2008, and the
Agriculture and Fisheries (Incentives) Act of 2005, which provide for a profit tax
rate of 15 percent, were not modified because it was felt that changes could not
be applied retroactively to businesses that had received concession certificates.
Those certificates also provide for generous accelerated tax depreciation allow-
ances of up to 150 percent of development costs on hotel buildings, plant, and
machinery.

In 2010 budgetary policy was again directed at achieving a significant primary
surplus to further reduce debt. The good performance of revenue made it possible
to preserve priority sectors from excessive cuts and protect capital spending for
housing, roads, and grants to the PUC. Revenue again exceeded projections (equiv-
alent to 34.5 percent of GDP, compared with the projected 31.4 percent). Business
tax receipts exceeded expectations by almost 2 percent of GDP because in the first
few months of 2009 telecom companies earned high profits and banks profited
from high T-bill rates and the low exchange rate for the rupee.

Table 3.3 Revision of the Business Tax, 2009-13

Revisions 2009 2010 201112 2013

Sole traders and partnerships

Threshold on turnover (SR) 250,000 150,000 150,000 150,001

Below threshold (tax rate, %) 0 0 0 0

Between threshold and SR 1 million (tax rate, %) 40 18.7514 15 15

Above SR 1 million (tax rate, %) 40 33 33 30

Companies and trusts

Threshold on turnover (SR) 250,000 0 0 0

Between threshold and SR 1 million (tax rate, %) 40 25 25 Replaced by a 2.5%
tax based on turnover

Above SR 1 million (tax rate, %) 40 33 33 30

Source: Ministry of Finance.
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Introduction of the PIT to replace the social security tax, effective July 1, 2010,
was amajorstep in modernizing the tax system and eliminating differential treatment
of categories of taxpayers. Until September 30, 2010, the PIT was 18.5 percent, the ef-
fective rate of the social security tax levied on employees; effective October 1, the PIT
rate was lowered to 15 percent. The old social security tax was levied at 10 percent on

tourism workers and was not levied at all
on expatriate workers; for these two cat-
egories, the PIT was again at 15 percent
sothatby2011thePIT rate would be uni-
fied across all categories.

Preparations for the VAT started
early. The bill was introduced in the Na-
tional Assembly in December 2010, with
a view to having the tax go into effect
in July 2012. This reform required ex-
tensive consultation with the business
community, retailers associations, and
civil society organizations to ensure
wide dissemination of the concepts un-
derlyingit. The government adopted the
regulations, including rates, thresholds,
and exemptions, in the second half of
2011. With externally funded technical
assistance, a detailed operational man-
ual was prepared. Ultimately, to better
prepare taxpayers, the VAT did not enter
into effect until January 1, 2013.

The public service was downsized in
2010 (figures 3.4-3.7). The downsizing
was achieved with a successful man-
power budgeting exercise conducted
in the first quarter of 2008, an early

Figure 3.4 Current Expenditure, 1994-2010
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19 The social security tax, levied up to 2009 at 20 percent on all wages (paid by the employer), with a
lower rate of 10 percent on tourism employees, supplemented by a 2.5 percent levy on employees,
has always yielded sufficient revenue to cover outlays. In fact by year-end 2009 the system had accu-
mulated a surplus of about SR 300 million (3 percent of GDP). At that point the social security system
was replaced by a PIT, and benefits began to be paid out of general government revenue.
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retirement scheme, and a voluntary de-
parture program. These three schemes
saved 10 percent of the wage bill (3 per-
cent of primary spending). Of the total
wage bill savings, 3 percent was due to
the manpower budgeting scheme and
7 percent to early retirement (390 em-
ployees) and voluntary departure (1,002
employees; figure 3.4).These departures
made it possible tointroduce a wage ad-
justment to offset the inflation in 2008
without increasing the total wage bill.
The wage bill fell significantly as a share
of rapidly increasing nominal GDP, from
10.6 percent of GDP in 2007 to 6.7 per-
cent in 2009, and in 2010 it fell further,
to 6 percent (figure 3.5).

The notable element of this reform
is that it was carried out without dam-
age to key services. Yet as a share of the
total population, government employ-
ment fell from 15 percent in 2006 to 11
percentin 2009.

In 2011 the primary surplus reached
5.6 percent of GDP, comfortably above
the target (4.5 percent of GDP), and
revenue exceeded the target by a wide
margin (6 percentof GDP). The addition-
al resources were used to temporarily
stabilize energy prices and support the

national airline. Air Seychelles had incurred large operational losses, equivalent in
2011 to 2.5 percent of GDP, of which the government covered two-thirds. Transfers
to social programs were kept below target. Measures to curtail the airline’s losses,
mainly by cutting routes and reducing the fleet, were identified in October 2011 and
put into effect in early 2012. All in all, macroeconomic outcomes in 2011 exceeded

the government’s targets.

The Budget Law for 2013 brought further changes to widen the tax net and de-
terevasion. The profit tax for enterprises with turnover of less than SR 1 million was
replaced by a flat tax of 2.5 percent on turnover. The law cut the corporate tax rate
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from 33 percent to 30 percent (except for banks, insurance companies, telecom com-
panies, and tobacco manufacturers). It also introduced a corporate responsibility
taxof 0.5 percent of turnover forall businesses with turnover exceeding SR 1 million;
the proceeds will be channeled to small-scale community infrastructure projects. Fi-
nally, the 2013 budget law levies a tourism marketing tax of 0.5 percent of turnover
on tourism-related establishments and bank and telecom companies, with proceeds
channeled to broaden the activities of the Seychelles Tourism Marketing Board.

Reforms of the Social Security Fund and the Pension Fund

The National Assembly approved a new Social Security Act in July 2010 that
merged the Social Security Fund Administration into the Seychelles Welfare
Agency to avoid duplication of services and improve administrative efficien-
cy. The Welfare Agency was revamped to better target the social safety net to
those in need and better link benefits and wages to incentives for training and
job search. The reform also gives the Social Security Fund an independent board
of trustees to ensure professional and independent management of its assets,
which include both financial assets and real estate. The board, appointed in De-
cember 2010, was charged with formulating investment objectives for managing
those assets by September 20, 2011, based on recommendations from a World
Bank report.

The Seychelles Pension Fund, established in 2005 as the successor to the Pen-
sion Scheme created in 1991, pays a pension to retiring employees in an amount
related to their final salary. This pension is a supplement to the fixed amount paid
to every resident citizen by the Social Security Fund. Because of concern that the
flat contribution paid by employers and employees (SR 50 a month each from Janu-
ary 1, 2008, up from SR 25 contributed by employees before 2008) was inadequate
to cover pension fund needs, in 2010 an international accounting firm prepared an
actuarial study. The study recommended moving to contributions as a percentage
of salary. The rate was set at 1 percent for 2011 and was increased to 1.5 percent in
2012, with a further increase to be introduced in 2014 to ensure the actuarial equi-
librium of the Seychelles Pension Fund.

External Debt Restructuring

Seychelles began to contact creditors in the second half of 2008 in order to restruc-
ture external debt, which at 79 percent of GDP (about US$750 million) was not only
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mostly in arrears but was in any case unsustainable.”? Official creditors agreed to
consider a restructuring their claims if the IMF SBA program was carried out in a
satisfactory manner, as evidenced by successive reviews, and if other creditors, both
bilateral official and private, would agree to comparable terms.

The Paris Club creditors met in April 2009 and agreed to grant exceptional
treatment to Seychelles using the Evian Approach, in which arrears were normal-
ized, the stock of debt reduced by 45 percent, and the residual amount resched-
uled over 18 years with a 5-year grace period. The 45 percent cancellation was
scheduled in two tranches. Half of the cancellation, 22.5 percent, became effec-
tive in June 2009 after the second review of the SBA and the other half in June
2010, after the first review of a successor IMF arrangement. Debt relief was grant-
ed in recognition that Seychelles had limited capacity to repay debt and needed
torestore longer-term debt sustainability; it was predicated on other official and
private creditors extending comparable treatment. In October 2009 the World
Bank finalized an Interim Strategy Note that laid out an approach to restarting
a lending program, subject to satisfactory review of the government’s stabiliza-
tion program and the entry into force of the debt restructuring agreements with
the Paris Club and commercial creditors. The program consisted of two Develop-
ment Policy Loans (DPLs) that would carry a maximum exposure of USS18 mil-
lion, equally divided between FY10 and FY11Amonth later,in November, the Bank
approved the first DPL for USS 9 million, $6.4 million of which was disbursed in
January 2010.

At the conclusion of extensive negotiations with non-Paris Club official credi-
tors, commercial banks, and external holders of Seychelles securities, the govern-
ment was able to obtain comparable debt restructuring. Commercial banks that
had extended credit to the government converted their claims into credits with a
very long maturity and grace period and a low interest rate. The external bonds (the
Eurobond issued in 2006 and due in 2011 and a private placement in mid-2007, for
a total amount of USS 315 million) became part of a debt exchange: they were ex-
changed for new bonds, with a 50 percent debt cancellation. The remaining debt
will be repaid over 16 years with a step-up interest rate structure and 6 years grace
on principal repayments. An extensive presentation was made to private debt hold-
ersinvarious financial centers, and participation in the debt exchange was close to
100 percent, so there was no residual holdout creditor problem.

With these debt agreements, external public debt was reduced to an estimated
USS483 million by the end of 2010, about 49 percent of GDP (Table 3.4). External

20 Eighteen percent of the total was in arrears; see Chapter 2, Table 2.
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public debt is projected to decline to about 48 percent of GDP by 2015, taking into
account some borrowing by the government and the PUC for priority infrastruc-
ture, for which new agreements should be limited to a maximum of USS 40 million
a year entailing annual disbursements of about US$S15-20 million (Figure 18). Even
if there are negative shocks to growth and the exchange rate, external debt seems
sustainable.

Total public debt, which in 2010 fell to 75 percent of GDP after domestic debt
was retired thanks to the primary surpluses in 2009-10 and external debt was re-
structured, is expected to continue falling, to about 60 percent of GDP by 2015 and
50 percent by 2018 (figures 3.8 and 3.9). This is to be achieved by primary surpluses
in the government budget of about 4-4.5 percent of GDP a year.

Table 3.4 External Debt, 2008-10

2008
US$ millions % of GDP US$ millions % of GDP
Total external debt , including arrears 750.6 79.2% 470 42.2%

Multilaterals 52.2 5.5% 90 8.0%
African Development Bank 16.2 1.7% 3 2.8%
BADEA 15 1.3%
IBRD 24 2.2%
OPEC Fund 125 1.3%

Bilateral 239.5 25.0% 1415 12.7%
Paris Club 137.5 14.4% 81 7.3%
Others 102.0 10.7% 81 7.3%

Commercial 467.2 48.8% 68.4 6.1%
Commercial loans 345.0 36.0%

Bonds and notes 122.2 12.8%
External debt arrears 3335 34.8% 0 0.0%

Multilaterals 0.0

Bilateral 178.8
Paris Club 121.8
Others 56.9

Commercial debt 137.9
Commercial loans 20.0
Bonds and notes 85.5

Nominal GDP (US$ millions) 957.6 1113

Source: Ministry of Finance.
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Strengthening Public
Financial Management

Toensure that the adjustment program
moves ahead efficiently and improve
management of public resources, the
Ministry of Finance needed to build up
its capabilities for forecasting and bud-
getary monitoring. It also needed to
reinforce controls on public enterprises
and budget-dependent autonomous
public agencies. A forecasting and anal-
ysis branch was established in the min-
istry to prepare revenue forecasts. As
for monitoring public enterprises, the
legal basis was parliamentary approv-
al in mid-2010 of the Public Enterprise
Monitoring and Control Act, mandat-
ing more comprehensive reporting and
setting uniform rules for governance,
including appointment of a chief exec-
utive officer and board of directors and
specifying therole of supervisory minis-
tries. The ministry set up a unit tasked
with closely monitoring the financial
and operational data of public enter-
prises and conducting periodic audits.
To further tighten controls on public

enterprises, the monitoring unit has now been transformed into an independent
commission, with a chief executive, which started up early in 2013.

Closerattention wasalso given to preparation and monitoring of the capital bud-
get, especially requests for capital grants to public enterprises to execute priority
infrastructure projects. Beginningin 2013, the capital budget is presented in a Public
Sector Investment Program (PSIP) framework which lays out the five-yearinvestment
program.In the 2011 budget, all tax resources from budget-dependent agencies were
included in government revenue and expenditures in central government outlays.

The main results were better budget preparation, with careful analysis of sec-
toral growth prospects that could affect revenue, and closer monitoring of public
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enterprises. In particular, the capital needs of PUC and Seychelles Transport Com-
pany were kept under review, and these companies remained in close contact with
the Ministry of Finance regarding their financial results. The PUC’s need for succes-
sive tariff adjustments as fuel costs rose was especially closely monitored, with a
series of adjustments in 2011-12. The tariff adjustments were mainly limited to
government and business, with tariff increases for households limited because of
social concerns. To place the tariff on a sound economic footing (one that would
cover PUC’s capital costs), a comprehensive study was carried out in 2012 with the
support of the World Bank.?

Despite the closer monitoring of public enterprises, the financial difficulties of
Air Seychelles, which came to the fore at the end of 2010 and required large loans
guaranteed by the government, were unexpected because of opacity rather than
transparency in management.?

2 Implementation of the recommendations will be gradual, as the study calls for a substantial increase
in the tariff for households.

2 |n January 2012, a solution to the airline’s weakness was found in a long-term strategic partnership
with Abu Dhabi-based Etihad Airways. The agreement included a capital injection from Etihad of
USS20 million in exchange for a 40 percent stake in the company and provision of a USS25 million
shareholder loan on aas-needed basis. For its part, the Seychelles government assumed liabilities to
domestic banksand suppliers equivalent to USS 21 million, assumed the cost of downsizing and lease
termination (USS 8 million), and agreed to inject USS20 million of capital in two equal tranches in
2012 and 2013. Because the airline performed well in 2012, these capital contributions have been de-
ferred. The debt assumed is equivalent to 2.3 percent of GDP and raises the public debt to GDP ratio
for the end of 2012 modestly, to 82 percent.






Medium-term Challenges:
A Sound Budget and
Structural Reforms

ith the first phase of adjustment well underway, Seychelles must now

stayon the economic path to long-term stability and growth, renewed in-

frastructure, and higher productivity. At the same time, it must continue
itscommitment to making public debt sustainable.?

While major reforms have has been completed, the reform agenda is still unfin-
ished. Carrying the reform momentum through the second generation of reforms is
essential; reversing course could quickly put all the achievements at risk. It is also
vital to fight complacency toensure that Seychelles does not become a victim of its
Own success.

With the global economic environment still uncertain, especially in Europe, and
given the predominance of tourism in the Seychelles economy and the largely Euro-
pean tourist population, the primary threats to this small, open economy are the
fiscal and the external positions. Slower global economic growth could depress do-
mestic growth and tax revenues, but pressures for government spending would like-
ly continue. The fiscal position is still tenuous; public debt is still high and projected
to decline only slightly in the medium term though the target for 2018 is 50 percent
of GDP. This objective requires keeping the primary surplus in the government bud-
get at about 4.5 percent of GDP for the foreseeable future. So far, current account
deficits, although high, have been financed mostly through high FDI, but that flow
could quickly reverse if international financial markets deteriorate.

23 The second generation reforms are being supported by the IMF’s Extended Fund Facility (EFF) and
the World Bank’s Development Policy Operation (DPO). The three-year EFF arrangement (SDR 19.8
million, 182 percent of quota) was extended for one year on December 17,2012 and access augment-
ed by SDR 6.6 million, 60.6 percent of quota. The DPO is a three-year series for a cumulative amount
of USS21 million.
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This situation highlights the need to substantially improve public sector effi-
ciency, enhance private sector competitiveness, invest in human development and
publicinfrastructure (information technology, utilities), and ensure that social pro-
tection programs better cushion poor and vulnerable people. Major countercyclical
fiscal policy would be difficult to implement if external threats have a substantial
impact on Seychelles.

The budget challenges are thus to sustain an adequate tax effort and manage
spending prudently. To a great extent, tax revenues depend on two factors. The
first is good performance in the tourism sector and the indirect taxes it supports.
The secondis performance of the private sectorin general and the revenue that will
be generated as the VAT threshold is lowered. Over the medium term, it is expected
that total government revenue will hold steady at about 36 percent of GDP, sup-
plemented by external grants of about 2 percent of GDP. Table 9 shows recent and
targeted budgetary outcomes to 2014.

Sustained spendingdisciplineis critical, along with improvements in how public
services are delivered. Ensuring that public investments support national priorities
is also vital (see box 4.1). There is currently pressure to meet expanding needs for
housing, rehabilitate school and health facilities, and continue the capital grants
to the PUC, which cannot borrow directly to support its capital program. Over time,
however, the private sector could fill a larger share of the housing need, with gov-
ernment involvement targeted to supporting the needy. With improvements in the
accounts of some public enterprises (for example, PUC and Air Seychelles), fiscal
pressure may be reduced, but monitoring of public enterprises need to be closely
monitored in the future.?* Over the medium term, primary current expenditure is
expected to be held to at about 25 percent of GDP, the level achieved in 2011 and
2012. Capital expenditureis expected to stabilize between 8 and 9 percent of GDP (it
was 11 percentin 2012), to achieve the primary balance of about 4.5 percent of GDP.

Building up publicinfrastructureiscritical for long-term, sustained growth, but
the government should not be heavily involved. The PUCand other publicenterpris-
es need to be financially independent and able to borrow on their own strength.
Similarly, port and airport facilities should be allowed to retain earnings for capital
investment and borrow prudently without government guarantees. It is possible
to envisage an expansion of port services in a number of ways, such as ship repairs,
that have more value added. The industrial zone in Victoria is gradually offering
more services and products, especially for the construction trades, and is assem-
bling a variety of products that previously were imported.

2+ Creation of the Public Enterprise Monitoring Commission in 2013 is a step in the right direction.



Medium-term Challenges: A Sound Budget and Structural Reforms _

Table 4.1 Budget Outcome and Targets, 2010-14 (Percent of GDP)

2010 2011 2012 o013 2014

Actual Actual  Program  Actual Projected Projected
Total revenue and grants 35.0 38.2 39.1 42.7 1.1 38.3
Total revenue 341 35.8 35.9 37.2 36.9 36.2
Tax 30.1 31.8 316 323 32.7 32.5
Non-tax 4.0 4.0 42 49 42 3.7
External grants 0.9 2.4 3.2 5.6 43 21
Expenditure and net lending  32.5 35.7 37.2 41.0 39.3 36.6
Current expenditure 272 27.6 282 29.1 292 21.7
Primary current expenditure 211 24.7 25.4 25.0 25.4 24.9
Wages 59 6.8 7.6 7.2 75 7.4
Goods and services 7.2 7.6 8.0 8.2 8.0 7.9
Transfers 8.0 10.1 97 9.4 96 9.3
Interest payments 6.1 29 2.8 41 3.8 2.8
Capital expenditure 8.6 8.1 8.4 1.3 9.2 7.9
Net lending =83 0.1 -0.1 0.0 0.6 0.8
Contingency fund 0.0 0.0 0.6 0.5 0.3 0.3
Primary balance 8.6 5.4 4.7 5.9 5.6 4.5

Source: IMF Staff Report, January 2013.
#Includes contingency fund in 2010-11.

Sustained growth also requires continued stable macro policies, and monetary
policy is still a work in progress. The Central Bank’s reserve money target was very
successfulinimposing monetary discipline and pulling back inflation and exchange
rates during the crisis. However, now that things are calmer it has become more
difficult to use monetary aggregates to anchorinflation expectations, and at times
policy interest rates, inflation, and the exchange rate have been unnervingly vola-
tile. To better transmit monetary policy signals, it will be necessary to address the
structural excess liquidity in the banking system and promote emergence of an in-
terbank money market. This would give the interest rate a larger role in controlling
liquidity and make it possible to gradually substitute reserve money as the nominal
anchorwith a credible commitment to low and stable inflation.

Steady growth of the economy requires not only sound policies but also diver-
sification in the main economic sectors. The concentration of national exports on
only a few markets (in Europe) and products (tourism and fisheries) could cause
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further deterioration in both the current account deficit and the fiscal position
should the economy again suffer from external crises. Accelerated reforms to in-
crease competitiveness and position the economy to diversify into new markets
and new products could make the Seychelles economy more resilient in the medi-
um to long term. Tourism will remain central to the country’s medium-term eco-
nomic prospects. However, the fact that so many tourists come from Europe means
that prospects for continued healthy growth depend heavily on what happens in
the euro zone, although diversification into non-traditional markets (within and
beyond of Europe) will help. Longer term the policy of developing more of the outer
islands for tourism will also help. There is also room to enhance tourism revenue by
gradually expanding hotel capacity and improving services.

For sustained growth and for Seychelles to reap long-term benefits of the re-
forms, itwill be crucial toimprove the business climate toencourage private sector-
led growth. Accordingly, over the medium term it is planned to streamline the fore-
closure process; speed up the process of obtaining a construction permit and cut
the cost; make transfer and registration of property titles more efficient and less
costly; introduce online land registration and planning permission applications by
linking all relevant agencies; improve access to credit by allowing more flexible use
of collateral;reduce the administrative burden on companies to comply with tax re-
quirements;introduce electronic payment options for government services; reduce
thenumberof documentsand the time it takes to processimports and exports; and
minimize the time, costs, and procedures involved in enforcing a contract.

To ensure a vibrant private sector, the financial sector needs reinforcement
and the difficulties enterprises of all sizes have in securing financing must be ad-
dressed. Although the authorities and the Central Bank have already done a great
deal, the financial sector still suffers from the limited (or reluctant) capacity of
commercial banks to serve micro and small enterprises; the lack of incentives for
commercial banks to get out of the comfort zone created by investments in high-
yield Treasury bills; budding competition among commercial banks; lack of a co-
herent vision and strategy for integrating the financial sector; and the fact that
non-bank finance has been largely untapped (see box 4.2 for an overview of the
banking sector).

As the economy evolves toward expanding services exports, growth will depend
more heavily on a more qualified and skilled labor force. Despite efforts to promote
technical and vocational training, the low percentage of professionals with techni-
caltraining hasled toaskillgapinsuchsectorsastourismand construction that has
been filled in large part by expatriate workers. Seychelles is doing relatively well in
terms of school enrollments, but education outcomes are quite poor, partly because
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Box 4.1 Public Investment in Seychelles

In Seychelles, state involvement and management of investment in the last decade or so has had mixed results. On
the one hand, there have been enormous achievements, such as the airport and the East Coast Land Reclamation
Project; on the other, government has crowded out a private mortgage market, and there are persistent difficulties
at the Public Utility Company [PUC].

Traditionally capital spending was planned as part of of a three-year rolling National Development Plan, which
included a list of the investments required by all ministries and government entities. By 1994, the requests
amounted to an unrealistic SR 1.5 billion—equivalent to 75 percent of GDP—up from annual public capital
expenditures in 1990-94 averaging about SR 220 million a year, 10 percent of GDP. In 1995 the authorities
decided to replace the National Development Plan with a rolling three-year public sector investment program
(PSIP), which had a shorter list of projects chosen on the basis of affordability and priority. Given the endemic
shortage of foreign exchange, priority was given to projects that could earn foreign currency.

Budgeted capital expenditure, after falling to just 7.7 percent of GDP in 1995, crept up in 1998-2000 as a share of
GDP to 13.6 percent on average. The rise reflected the launch of a number of ambitious projects. The government
also continued to channel funds to public housing, through direct construction and through construction loans to
builders and households. Private investments included expansion of the tuna cannery and construction of the Orion
Mall and luxury hotels. After 2002 budgeted capital expenditures declined as a share of GDP as the government
tried to smooth outlays to relieve its balance of payments and external reserve problems.

The East Coast Land Reclamation Project: The first phase of the ECP had started in 1985 with land close to
the Mahé airport; the second phase, begun in 1991, involved the recovery of land north of the airport. The total cost
for dredging and other activities was about US$30 million; official export agencies financed some of the dredging.
The third phase of the ECP, launched in 1999, was the largest public sector project in the country’s history. It aimed
to reclaim 360 hectares off the northeastern coast of Mahé Island, including the new Ile Perseverance, lle Aurore,
Eden Island, and Romainville Island. For the last threg islands, the project relied on private sector involvement.

Housing: The constitution enshrines access to housing as a basic right for the Seychellois. The government has
always provided some housing; a recent estimate indicates that out of a stock of 28,000 units, the government
rents 4,750 units (about 17 percent). About 66 percent of the private housing units in the country are owner-
occupied and the rest are rentals. Since 2008, the main public housing project, on lle Perseverance, is to build
about 2,050 units; through 2011 478 units had been completed and assigned.

The Public Utility Company: PUC has long received capital grants from the budget because its own revenues
barely covered operating costs. Delays in passing on to consumers the increases in fuel costs since 2008 have
squeezed PUC margins. In 2011 and 2012, electricity tariffs for commercial users were raised significantly, but
increases for households were capped at a cumulative 15 percent. The water sector, the pipes of which need
substantial upgrading to cut down on water losses, will benefit in 201317 from European Investment Bank loans
of about US$40 million, with accompanying technical assistance. A seven-year phased rebalancing of household
and commercial tariffs to achieve a more efficient energy market, is scheduled to start in 2013.

there is little incentive for good teachers (including foreigners) to stay in the sys-
tem. It will be critical to enhance educational facilities.® Education, including edu-
cation beyond skill development, is among the highest priorities in the Seychelles.

25 Results of exams for the Cambridge International General Certificate of Secondary Education (IGCSE)
are not good, particularly in science.
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Box 4.2 Banking Sector Developments

The Seychelles banking system comprises seven commercial banks; the state-controlled Development Bank of
Seychelles (DBS); the state-owned Seychelles Savings Bank; and the state-owned Housing Finance Corporation
(HFC). Total deposits at the end of 2011 were SR 6.9 billion, 55 percent of GDP; broad money, including currency
in circulation, constituted 60 percent of GDP. The ratio of broad money to GDP (bank deposits and currency in
circulation) rose steadily through the 1990s and peaked at 110 percent at the end of 2003 (Figure A), because of
large government deficits in the 1990s and increased bank holdings of treasury bills, imposed by the government
through a liquidity ratio. The broad money—GDP ratio then fell to about 68 percent at the end of 2007, as the
government debt held by commercial banks and the Central Bank fell. The devaluation in 200809, which

accelerated inflation, brought the ratio down by another 10 percentage points.

As a share of GDP, net bank credit to the government from the Central Bank and commercial banks grew

steadily through the 1990s, reaching 105 percent
in 2002—03 as the government established a
liquidity reserve requirement that banks had to
meet by purchasing T-bills. This requirement was
raised in 1998 to 70 percent of deposit liabilities.
Liberalization in 2002—-03 and reduction of the
deficit rapidly reduced the government paper
held by banks as government domestic debt fell.
Credit to the economy as a share of GDP grew
steadily through the 1990s and 2000s but peaked
at just 33 percent of GDP in 2008 (Figure B)—
low in relation to other middle-income countries.
After the devaluation of 2008, the ratio declined.

Traditionally, the high exposure of banks to
government securities undermined their incentives
to cut lending rates (as did prudent lending
standards). With devaluation in November 2008
and the following months, and the concomitant
surge in interest rates on T-bills rates to above
20 percent, bank profits also surged. By mid-
2009 the T-bill rate had fallen below 10 percent
and slid further to below 5 percent in 2010
as the government budget balance moved to
surplus and far fewer T-bills were issued. In these
circumstances, it was natural that banks would
become more active in lending to businesses
and households. To protect their margins in 2010
and 2011, banks were reluctant to cut the lending
rate, which declined only slightly, from 12 percent
at the end of 2010 to 11.3 percent a year later (a
rate equivalent to almost 8 percent in real terms).
Credit to the economy, which peaked in 2008
(Figure B), shrank in 2009. Although it reversed in
2010 and 2011, by the end of 2011 it was only 18
percent above the amount at the end of 2008, while
nominal GDP had risen by 39 percent.

Figure B4.2.A GDP, 1990-2011
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To meet the economy’s human resource requirements, Seychelles promotes
vocational, managerial, and service skills, and since 2008 it has emphasized ear-
ly childhood development and tertiary education. Among immediate tasks the
country needs to undertake are better utilizing teachers by increasing current pu-
pil-to-teacher ratios; reviewing current limits on class size; increasing teacher-pupil
contact hours;and minimizing teacher absenteeism. In the medium term, priorities
are to make education planning, policy, and management more efficient and effec-
tive, and set up an education managementinformation system. Gradual expansion
of secondary and tertiary facilities and those for professional qualifications are en-
visaged, with private participation.

Afirst-class health systemis also critical to a robust labor force. Seychelles has
significant achievements in the health sector and has largely achieved the Millen-
nium Development health goals.?® Over the years, Seychelles has built up a robust
network of primary care facilities and has achieved virtually universal coverage of
services, which are accessible to the community. Facility-based services are com-
plemented with school health program and home visits. However, while the con-
stitution grants free access only to primary care services, in practice all services are
provided free of charge, raising questions about long-term fiscal sustainability and
efficiency.?” While the number of patients treated abroad is declining, the cost per
overseas treatmentisincreasing.

There is room to both improve the system and reduce costs by, for example,
reinforcing the referral system between the satellite health centers and region-
al centers; task-shifting—specifically, allowing nurses to provide basic services at
the lower level; and defining the service package to be provided at the different
levels of service delivery. Another challenge is that recently, noncommunicable dis-
eases, injuries, and mental health problems have been the main causes of death.
Contraceptive use is low, teen pregnancy is a major issue,”® and the prevalence of

% |nfant mortality was 14 per 1,000 live births, and for many years, Seychelles has recorded zero mater-
nal mortality. Skilled health personnel attend close to 100 percent of births, and over 99 percent of
women receive prenatal care.

27 “The state recognizes the right of every citizen to protection of health and to the enjoyment of the
highest attainable standards of physical and mental health, and with a view to ensuring the effective
exercise of this right, the state undertakes: a) To take steps to provide for free primary health care in
state institutions for all its citizens; b) To take appropriate measures to prevent, treat and control epi-
demic, endemicand otherdiseases; c) To take steps to reduce infant mortality and promote the healthy
development of the child; d) To promote individual responsibility in health matters; e) To allow, subject
to such supervision and conditions as are necessary in a democratic society, for the establishment of
private medical services” (Article 29, Constitution of the Republic of Seychelles, pp. 33-34, 1994).

28 Thirty-two percent of all first pregnancies occur among those aged 15-19.
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HIV-AIDS continues to rise. Private health services may expand alongside public
services over the longer term.

Improving efficiency and governance will enhance the social protection system.
Recently, policy and institutional changes, supported by better information technol-
ogy, have improved governance and efficiency. Now Seychelles plans to streamline
and tighten disability benefits and reduce incentives to remain listed as disabled.
Although comprehensive and generous social protection and assistance helps the
population respond to both aggregate and individual shocks and cushions the poor
effectively against economic hardships, the system’s efficiency and sustainability
could improve through tighter monitoring, reduced discretion, and better targeting.
Seychelles also has to tackle the long-term fiscal risks of its pension system, which
are related to its generous benefits and limited contributions. This issue can be ad-
dressed by a combination of measures, such as a gradual increase in the contribution
rate and refinement of the benefit formula and conditions for qualifying.

Reducing price distortions and ill-targeted subsidies and fostering competition
will help build up the housing finance sector. There is significant overlap between the
Housing Finance Corporation (HFC) market and that of private financiers. Consider-
ing HFC’s subsidized interest rates, the overlap means consumers are not motivated
to see home financing from the private sector, so the private sector is not motivated
to provide it. Consumers also face affordability problems: only 5 percent of house-
holds earn the requisite SR 15,000-20,000 a month required to access mortgage fi-
nancing of SR 750,000-SR 1,000,000. Housing finance policies should target service
to the vulnerable (for example, the aged, those unable to secure employment, and
disabled people); low-income households (such as those headed by single parents
and people in very low-wage employment); and middle-income, first-time homebuy-
ers (such as double-income young couples wishing to purchase their first home).

Recent exploration for oil has mainly confined to acquiring seismic data. If ex-
ploration succeeds and exploitation takes off over the next five to seven years, the
impact on the small Seychelles economy (GDP of about US$900 million) would be
dramatic. Government revenue generated from the royalties and taxes of a single
petroleum project could range from USS500 million to USS2 billion annually for
10-15 years. Seychelles has started to put in place the necessary structures and
frameworks for managing oil revenues, including legal and fiscal. The government
alsointends to commit to transparency by adopting the Extractive Industry Trans-
parency Initiative (EITI) principles. Longer term, when oil production starts, the dy-
namics of the economy may change.

Overall, keeping to a satisfactory growth path will require a careful balance be-
tween prudent budgetary policy and support for priority investments in a climate
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conducive to active private sector involvement and risk-taking. Although the path
may not be easy, eliminating the exchange and trade restrictions that prevailed be-
fore the reform of 2008, resolution of the debt overhang, and closer integration
with the world economy all enormously increase the chances that Seychelles can
move forward successfully. The Seychelles experience constitutes an example of
how eliminating restrictive policy regimes, adopting sound macroeconomic poli-
cies, and moving forcefully on structural reforms can unleash energies and revive
prospects for economic growth relatively quickly.






Lessons from the Seychelles
Experience

he secret of the successful Seychelles reform was the very high degree of own-
ership of the reform package and the coherence and speed at which the com-
plete package of reforms was putin place.

One of the major lessons learned is that reform is painful and ultimately the
economy must be brought back to economic fundamentals. That is why it is pref-
erable that crises be prevented by adherence to prudent fiscal and debt policy and
by moving early to address any structural impediments to long-term sustainability.

If a crisis does arise, it should be used as an opportunity to do as much as pos-
sible as soon as possible. Delaying reforms will only cause more damage. Dragging
out major changes once the heatis off will compromise any hard-won gains.

Another important lesson is that the results are seen only when the critical
mass of reforms is completed. The benefits are not a linear function of reform. In-
cremental reforms made slowly are difficult to sustain because results are not visi-
ble, so political support fades with time.

Anotherkeylessonis that even when their fiscal trajectories are unsustainable,
countries canstill find financial intermediaries willing to help them—but they need
to be careful when trying to fill big holes not to dig bigger holes.

A combination of factors and policy measures made the Seychelles transition
from crippling debt to economic stability a success—among them clear objectives
and priorities, leadership and political commitment, support of both stakeholders
and the people of Seychelles, evidence-based policy making, and assistance from
multilateralinstitutionsand the donorcommunity. The following sections distill les-
sons learned from the way the crisis built and the subsequent reforms in Seychelles.

Assess the situation realistically and design a complete reform package: The
reforms worked well because the new program was clearly based on an accurate as-
sessment of the situation. The authorities and agencies like the IMF and the World
Bank had a solid basis of actual facts towork with. This permitted a careful, realistic

59



- Seychelles: How Classic Policies Restored Sustainability

evaluation of economic problems and possible solutions. The evidence made it pos-
sible to target the most important problemsimmediately and pursue solutionsin a
coherent and coordinated way.

In the Seychelles this approach meant,among other things, that fiscal policy had
tobecompletely recast to generate alarge primary surplus and support a float of the
currency, which was necessary to achieve a real depreciation, anchored by a new and
untested monetary policy. Unlike earlier partial reforms, in this instance the author-
ities worked first with a team of experts from the IMF and later from the World Bank
and other partners as well to putin place a comprehensive package of measures.

Build strong ownership and explore homegrown solutions through partner-
ships and communication: It is critical that all the players support reform. The
political hierarchy, the top technical people within the state apparatus, and the
most influential members of the private sector must understand the necessity of
the reform program and offer unconditional support. Only when all the political
elements are convinced of the need for reform and the value of the action plan, is
it possible to get the public fully on board and support galvanized. And only then
will the planned actions be supported and defended. That synergy is often achieved
through dialogue, participatory planning,and well-articulated implementation and
monitoring of reforms.

In Seychelles, President James Michel, then-Finance Minister Danny Faure, and
other prominent persons were fully committed to complete reform. Each and every
reform measure, no matter how small, was carefully explained to as many people as
possible. When measures were to be announced was also thought through careful-
ly. As soon as decisions were taken but before they led to action,, signals were given
about what would happen, followed by formal announcement about the about the
details. This process allowed the population to anticipate and plan accordingly and
kept expectations realistic. It is far preferable to under-promise and over-deliver
than over-promise and under-deliver.

Callin international experts for assistance: In asking how to get out of a crisis,
importantrelated questionsarewhat and how much to do—and whether whatever
isdone will eventually lead to better economic conditions. Institutions like the IMF
and the World Bank can draw on experiences with other countries table that can
help to build confidence that reforms will work.

As soon as they realized Seychelles needed support to recover from decades of
failed policies, the authorities held frank discussions first with the IMF and soon
afterward with other partners. Although there was considerable skepticism in the
international arena, the IMF became a forceful advocate, and its advocacy rallied
support from other partners.
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The IMF provided extensive technical support on the monetary, exchange, and
financial supervision; management of public debt; and debt restructuring. Signif-
icant technical assistance on tax administration, tax policy reform, and public fi-
nancial management also proved valuable. The support was so extensive that some
thought it was excessive. The IMF had a technical and financial assistance package,
covering a range of monetary and financial issues, long before the reforms were
launched, and it had people on site for the currency float. The main banks were
stress-tested before the reforms to ensure that the financial system would survive
the transformation. The World Bank provided assistance to clarify how the public
expenditure system functioned and worked with the authorities to improve gover-
nance and efficiency. The authorities also benefited greatly from lobbying by other
partners, which helped attract international support.

Seychelles found multilateral institutions almost indispensable in fostering
support forits reforms and for debt restructuring. Often external creditors require
a third-party assessment before they agree to requested conditions. In fact, the
most important consideration is to ascertain whether the reforms will succeed in
laying the foundation for debt sustainability.

Multilaterals also help raise credibility locally level. The public is comforted to
see large organizations associating themselves with a reform. The technical input
from such organizations is also an element that helps to build local skills as well as
local foster ownership. In challenging economic times, having local staff trained in
public finance and macroeconomic management can ensure not only good perfor-
mance but sustained initiative and agility.

Support technical staff and encourage teamwork: Reforms must be champi-
oned, and those willing to stick their necks out need to be supported and applaud-
ed. Initially reforms usually require structural changes, followed by institutional
changes. Institutional change is often the more difficult; in some organizations re-
formers need to tackle influential senior personnel and in others the way business
is conducted.

In the end, all changes proposed must be consistent with the country’s mac-
roeconomic reform program and with the need for financial stability and fiscal
prudence. It may seem simpler at the most senior level to ease into tackling pro-
fessional incompetence, corruption, or misconduct or simply ignore what may be
wrong—but taking the easy course will erode the technical drive to lead change and
thus undermine reform efforts and ultimate success.

Those implementing reforms must be motivated, well trained, and fully famil-
iar with their responsibilities. Reform means change, and change demands extra
energy to maintain forward momentum and fight the temptation to fall back on
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old practices. Energy for reform can be sustained only if all of those charged with
getting change through operatein harmony and complement one another’s efforts.
Teamwork matters particularly at the institutional level to ensure that messages
related to reforms are consistent.

In seeking debt relief, keep the process transparent and make sure that the
burdens are shared equitably: To convince creditors about the need for debt “hair-
cuts,” equitable treatment of all is vital. No creditor wants to sacrifice for another
creditor. One point to be made is that although creditors lose an asset, the borrow-
er is also making a sacrifice (the reform process itself), and thus all parties can be
assured of a better future.

In fostering trust and encouraging debt relief, it is crucial that for all creditors
be aware of how other creditors are being treated. Countries are encouraged to re-
lease to the public the terms of renegotiated loans and to ensure consistency in
how successor conditions are applied.

The 2008 financial crisis remind everyone in the financial world and beyond of
starkrealities, such as thelimited optionsopen tocountriesstricken by adebtover-
hang. Seychelles, with a debt-to-GDP ratio of almost 150 percent, and much of its
debt owed to non-Paris Club creditors, was a clear demonstration of willingness to
compromise on the part of all parties.

Obviously, it is possible to make the case for writing off some debt and re-
scheduling the balance, but the story underpinning that case must be credible.
Ultimately all institutions make decisions to minimize their losses. The Seychelles
experience with sovereign debt restructuring has made it possible today to present
options that are well-supported, particularly by multilateral creditors, and backed
by a borrower’s proven record of reform.

The world’s large institutions, among them the Paris Club, understand and sup-
port heavily indebted countries that have the will to undertake real reform and are
committed ultimately to debt sustainability. For instance the Paris Club applied
the Evian Approach, which had not traditionally been applied to middle-income
countries like Seychelles. The support of multilateral institutions—the IMF, World
Bank and the African Development Bank—was vital in paving the way for the Paris
Club to write off 45 percent of Seychelles’ debt.



I warmly welcome this telling of
Seychelles’ remarkable transforma-
tion since 2008 from a highly
distorted and restricted economy in
crisis to an open, prosperous, market
economy. This success story merits
being told as it has many useful
lessons for other countries facing
daunting reform agendas. Seychelles’
macroeconomic reform success is
remarkable—it must be one of the
fastest, most comprehensive, and
most successful transformations in
modern history. As IMF mission chief
from mid-2008, when discussions or
a comprehensive reform strategy we
initiated, through early 2010, I {
a government that desperately w.
to be free from the legac
macroeconomic imbalance
not quite know exactly
how much to do, and
dence that they would
IME, the World Ba
agencies brought global e
experience, but the very
of ownership of the refor
and the determination of the S
lois leadership is, in my eyes,
secret of the Seychelles reforn
success.

I look back with fondness to the
collaborative and open relationship
with the Seychelles authorities that
helped produce these results. And I
wish the people of these uniquely
beautiful islands continued success
and prosperity.

Because of the global financial crisis
of 2008, sovereign debt in the Euro
zone, and the economic slowdo
emerging markets, standard
economics  is

throughout the
vigorous debate o
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