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PREFACE 

Mauritius has been heralded a top economic performer, as it has arduously earned i t s  
place among the  upper middle income economies. Most notable has been Mauritius’ 
particular approach to development: i t ’s home grown approach to growth and i t s  heavy 
emphasis on sharing the gains to the country’s prosperity are being studied worldwide: 
Today Mauritius’ competitiveness i s  being challenged by globalization and other 
idiosyncratic factors. The public debate i s  about how to reorient the economy and to 
redefine the social contract between government, the private sector, and labor, while ensuring 
sustainability and growth. The Economic Agenda for the New Millennium (or New 
Economic Agenda), introduced by the Government in 2001, i s  a response to this debate. This 
Agenda put education first, and initiated investment in several sectors to modernize 
Mauritius’ infrastructure. It also initiated a reform o f  the public sector, to make it more 
responsive to the country’s challenges. 

This report contributes to the ongoing debate in Mauritius about the role o f  the public 
sector. The report has a very simple “bottom-line” message, that Mauritius should be 
cautious about i t s  large deficits in periods when i t s  growth prospects are below the historical 
average. The deficits can undermine the very foundation o f  Mauritius past development 
success, macroeconomic stability, and diminish the country’s credibility. The report suggests 
that a more systematic prioritization o f  expenditures i s  needed, with more open debate about 
where public money i s  placed, and what each Mauritian gets from it. The report also says 
that, Mauritius needs to put back at the center, the policy debates within government and in 
the public arena, so costs and benefits o f  current policies are discussed, as are trade-offs, at 
this time when efficiency gains are critically important. 

Already, during the 2003/4 fiscal year Government has acted to address many o f  the 
concerns raised in this report and to implement public management reforms, particularly 
those discussed in chapter 5, that have long been in the planning. It i s  a privilege for the 
Bank to participate in the dialogue on economic management in Mauritius, at this stage o f  the 
country’s development. 
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INTRODUCTION AND MAIN FINDINGS 

1. In June 2001 , the Government o f  Mauritius presented a new five-year program, the 
New Economic Agenda, to the nation. The Agenda came at a time when Mauritius faced a 
number o f  worrying developments - lowered growth prospects due to unfavorable world 
market conditions and the phasing out of preferential trade agreements, unemployment at an 
all-time high of 10 percent, and a rising fiscal deficits and public debt. The Agenda aims to 
transform the Mauritian economy through important structural reforms and an ambitious 
investment program in education, health, transport, and infrastructure. Implementation of the 
Agenda would imply doubling public capital investments until 2005/2006. 
.. 
11. 
sustainable way. The main finding o f  this report i s  that the Agenda’s expenditure program 
needs to be phased and prioritized. This necessity stems from the large public sector debt, 
which will require a reduction o f  fiscal deficits to around 3 percent o f  GDP in the medium 
term. 

This public expenditure report examines whether the Agenda can be financed in a 

PUBLIC EXPENDITURES IN HISTORICAL PERSPECTIVE 

iii. Mauritius is heralded as an example of successful development. Mauritius 
experienced average annual GDP growth o f  5.5 percent over the past 20 years. I t s  per capita 
income tripled to US$3,800 and poverty has fallen to about 10 percent o f  the population, 
Mauritius has accomplished these gains through (i) political stability, (ii) good fiscal 
management, (iii) aggressive export promotion and extensive support o f  the private sector, 
and (iv) a generous social welfare system. Mauritius’ approach to development included 
significant public sector intervention in the economy, comprising the regulation o f  a core set 
of commodity prices, selective controls on commodity trade, and engagement into a number 
of productive sectors, most importantly sugar. 

iv. 
country’s ability to grow at high rates. Three important trends became apparent at the end 
of the 1990s. First, the traditional growth poles were running out o f  steam. Both the sugar 
and textiles sectors had benefited from important preferential trade arrangements which had 
secured exports to the European market. But these preferences were beginning to be 
threatened - and the process o f  phasing them out started to expose Mauritian industries, with 
their comparatively low productivity, to world competition. Second, the welfare model had 
to be rethought. Unemployment rates reached 10 percent in the year 2000, a large number of 
secondary school students l e f t  school without their diploma, and it became increasingly clear 
that outlays for social welfare programs - most importantly the universal and civil service 
pensions -would likely to be unsustainable in the future. Third, fiscal pressure mounted. In 
2000/01, the fiscal deficit amounted to 5.7 percent o f  GDP, a sharp increase from an average 
of 3 percent in the 1990s. The high deficit was caused by total government expenditures 
remaining stable while tax revenues had been eroded. At the same time, the composition of 

But at the turn of the millennium, several trends emerged, putting into question the 
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expenditures had changed in favor o f  transfers, including those to parastatal enterprises, 
leaving less room for investment expenditure. 

THE NEW ECONOMIC AGENDA 

v. Mauritius formulated a reform agenda in response to the challenges. In September 
2000, Mauritians voted for a coalition government with a strong mandate for change. The 
new government drafted the New Economic Agenda (NEA), a five-year reform framework to 
develop Mauritius into a high-income, high-tech service and knowledge economy. The NEA 
was introduced in June 2001; the f i rs t  year o f  i t s  implementation was fiscal year 2001/2. 

vi. The NEA outlines the need to heavily invest in three broad areas of the Mauritian 
economy.. . First, the Agenda focuses on improving the environment for the private sector, 
particularly given the existing challenges to Mauritius’ traditional export markets. Second, 
the Agenda outlines heavy investments in the social sectors in order to improve sk i l ls  o f  the 
working population, better meet the needs o f  an aging population, and more effectively help 
the most marginalized in society. Third, the NEA emphasizes steps to alleviate the multiple 
pressures on Mauritius’ fragile environment, stemming from the hotel and textile industry but 
also from deficient sewerage in private housing. 

vii. ... while at the same time improving economic management. In the Agenda, the 
Government commits to reducing the overall fiscal deficit to about 3 percent o f  GDP by the 
end o f  i t s  mandate in 2005/6. Further, the program outlines measures to improve budget 
management by prioritizing expenditures to meet NEA objectives and to gradually eliminate 
quasi-fiscal activities. The government would also redefine the role o f  the state so that the 
public sector gradually retreats from the productive sectors as strategic relationships with the 
private sector are established. 

viii. The Government’s reform program includes substantial increases in public 
investment overprevious years In June 2001, the Government’s assessment o f  the total 
investment costs o f  the five-year NEA came to about Rs. 50 billion; this translates into 6 per 
percent of GDP per annum in public capital investments through 2005/6, which would 
double the pre-NEA levels. These estimates are based on sector strategies and action plans. 
A detailed costing o f  the full NEA never took place, however, and the appropriate role for the 
private sector remains flexible. 

ix. The first year of NEA implementation witnessed an unfavorable external 
environment and a high programmed deficit.. . In 2001/2 the economy performed more 
poorly than had been expected when the Agenda was drafted, owing to the global slowdown, 
the Madagascar crisis, and a cyclone. Current and future growth prospects remain 
dampened. The fiscal deficit was high (5.9 percent o f  GDP), while only a limited increase in 
capital investments materialized. Although an overall decrease o f  support to parastatals had 
been planned under the NEA, such transfers remained high. 

X. 

the Government was rolling over about 3 percent o f  GDP a month in short-term debt. At the 
same time, contingent liabilities were increasing as parastatals encountered losses and 

... while a number offiscal risks became morepronounced. By the end o f  2001/2, 
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accumulated debts; in addition, the Bank o f  Mauritius engaged in quasi-fiscal activities to 
support the textile and sugar sectors. Further, central government debt increased strongly, 
largely due to liquidity management operations o f  the Bank o f  Mauritius. Mauritius’ total 
public sector debt reached 77 percent o f  GDP at the end o f  the fiscal year, an all-time high. 

xi. 
program while at the same time confronting rising social expenditures and transfers to the 
parastatal sector. The government i s  committed to undertake the proposed transformation of 
i t s  public expenditures without endangering the stability o f  the public sector and the 
economy. Consequently, in implementing the NEA, the Government has to answer three 
very basic and critical questions: (i) How much can government afford to spend?; (ii) What 
should government prioritize?; and (iii) How to make good public management choices? 

Today, Mauritius still faces the challenge offinancing the Agenda’s investment 

H O W  MUCH CAN GOVERNMENT AFFORD TO SPEND? FISCAL SUSTAINABILITY 

xii. 
while maintaining sustainablefiscal balances. Two factors are currently affecting 
Mauritius’ fiscal stability, and i ts  capacity to implement the Agenda in a sustainable and 
fiscally responsible manner. First, Mauritius has a high level o f  debt and the public sector 
debt carries important risks. Mauritius’ total public debt stands at 77 percent o f  GDP, o f  
which 55.3 percent o f  GDP comes from the central government and 22 percent are owed by 
parastatals. Central government debt i s  mostly domestic and short term, while parastatal debt 
i s  mostly external and long term. In addition, rollover risks from the Government’s short- 
term portfolio, contingent liabilities, and the risk o f  further erosion o f  tax revenues also pose 
significant risks. 

Mauritius’future success lies in the country’s capacity to transform its economy 

xiii. Second, growth prospects are somewhat uncertain and interest rates are likely to 
increase in the medium term. Currently, i t does not seem likely that Mauritius can easily 
attain and exceed a GDP growth rate o f  5.5 percent per annum, i t s  historical average, as 
preferential trade treatment o f  i t s  exports i s  eroding, new sectors will take time to pick up, 
and the international environment i s  less favorable than in the past. At the same time, global 
interest rates are at an all-time low, and are bound to increase. 

xiv. 
consolidatedpublic sector... Although there exists no specific cut-off for what would be a 
sustainable debt rate for the public sector o f  a country, Mauritius may wish to aim for a long- 
term debt target of around 60 percent o f  GDP. This would follow the example o f  the 
European Union accession countries. The proposed target implies that Mauritius’ average 
primary balances for the public sector should be in the neighborhood o f  0.9 percent o f  GDP 
for the next 10 years. There are various combinations o f  attaining such positive primary 
balances but the lower the government outlays to the parastatals, the higher i t s  ability to 
finance the needed capital expenditures in infrastructure, education, and health. 

Mauritius may wish to set a long-term debt target of 60percent of GDP for the 

xv. 
the maturity o f  domestic debt were lengthened (even if that would come at a cost), the 
operational framework o f  the parastatals were strengthened (especially regarding price 

... and to improve the quality of its debt. The quality o f  the debt could be improved if 

... 
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adjustments o f  petroleum and electricity products), and the central government became the 
exclusive entity that could issue i t s  own debt. Furthermore, Mauritius’ debt management 
capacity could be strengthened. 

xvi. The original NEA fiscal deficit targets are sustainable, but it would be very diffult 
for government to finance planned expenditures and meet deficit targets at the same time, 
The “EA framework formulated in June 200 1 provided for an overall fiscal deficit o f  about 3 
percent o f  GDP by 2005/2006. Assuming that this i s  attained and such deficits maintained, 
the outlined target o f  a consolidated public sector debt o f  about 60 percent would be attained 
in 10 years. However, the originally planned expenditure levels o f  the Agenda, especially 
the doubling o f  capital investments until 2005/2006, are not consistent with attaining such 
deficit levels. In part, this stems from the expected slower growth rate o f  the economy and 
the possibility that government might have to continuously support parastatal companies in 
the next years. 

xvii. 
fiscal adjustment necessary for a gradual reduction o f  the fiscal deficit to  about 3 percent o f  
GDP could come largely f i om enhancing revenue collection rather than expenditure 
reduction. The medium-term fiscal framework indicates that total central government 
expenditure can be maintained at the historical level o f  25 percent o f  GDP, but that the 
revenues will have to be increased from the present 20 percent to  22 percent o f  GDP. The 
government has already taken steps in th is  direction. The rate o f  VAT has been raised twice 
in the past two  years. The fol low up revenue measures would include streamlining tax 
exemptions and other tax incentives and improving the tax and customs administration. 

Mauritius should raise revenues and keep expenditures at historical levels. The 

W H A T  ARE GOVERNMENT’S OPTIONS FOR MAINTAINING FISCAL SUSTAINABILITY? 

xviii. Mauritius has many options for implementing the Agenda. Mauritius can increase 
revenues, reprioritize expenditures and phase investments. Mauritius i s  also able to achieve 
the Agenda’s objectives by re-examining underlying policies in these areas and building up 
capacity at the institutional levels. 

xix. 
may wish to broaden the tax base for direct and indirect taxes. Mauritius may also desire to 
quantify tax expenditures, and to  develop a more even-handed tax pol icy between exporting 
and import-competing sectors. 

Although revenue gains can be made from broadening the tax bases... Mauritius 

xx. 
be required. Simple linear projections o f  expenditures suggest that Mauritius will probably 
have to achieve average annual savings o f  about 1.5 percent o f  GDP with respect to current 
expenditures in order to meet the target sustainable expenditure ceiling o f  25.7 percent o f  
GDP for the period 2003/4 - 2005’6. With respect to  capital expenditures, we estimate that 
only about hal f  o f  the planned Agenda investment plan can be financed within a sustainable 
fiscal framework. I t  would be possible for Government to increase capital spending in the 
short run, however, if equivalent savings are made with respect to  current expenditures, 

...exp enditure reprioritization, phasing of investment, and efficiency gains will still 
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going beyond the 1.5 percent cuts already needed. There are several illustrative cases or 
options: 

xxi. 
made outlays t o  parastatals through a variety o f  channels, namely, direct subsidies, capital 
transfers, direct lending, and loan guarantees. I t  has especially used these channels to 
subsidize electricity and petroleum products, to a large extent benefiting industry. Mauritius 
may wish to  reconsider the rationale o f  subsidizing electricity prices and petroleum products 
at a time when scarce public resources are needed to carry out the much needed Agenda 
investments in infrastructure, education, and health. Mauritius may also wish to consider 
gradually, but steadily and credibly, reducing the subsidy to electricity and petroleum 
products. 

Outlays to parastatals (utilities and importing monopoly). Historically Mauritius has 

xxii. Pensions. Demographic pressures will lead to a doubling o f  basic pension payments 
over the next 20 years, which already amount to 3.9 percent o f  GDP today. 
find it important to limit the pension expenditures by either targeting the basic pension to the 
most needy, or by moderating pension payments to al l  and introducing complementary 
assistance programs for the elderly and vulnerable. 

Mauritius might 

xxiii. Housing. Most o f  Mauritius’ housing expenditures through 2000 were geared 
towards the middle class, while since then, expenditures have focused on very l o w  income 
housing. Mauritius can reduce housing expenditures that do not directly support very l o w  
income groups. Mauritius may wish to reconsider i t s  polices o f  subsidizing interest on 
housing loans and guaranteeing debt o f  housing parastatals. In addition, it may wish to 
intensify monitoring and evaluation o f  the very l o w  housing schemes formulated in recently 
under the NEA, which are aimed exclusively at the very poor. 

xxiv. Education and health care. Mauritius’ development strategy, which rests o n  building 
up the country’s human capital, and Mauritius’ aging population suggest that the demand for 
education and health services i s  bound to increase. Therefore, the government may wish to 
(i) accompany development programs with precise plans for cost saving; (ii) ask its citizens 
to pay for an increasing share o f  tertiary level education and health services, and (iii) 
consider that the public sector’s role might switch f rom provider to regulator for selected 
services. 

xxv. As a next step to identvying expenditurepriorities, the Government may wish to 
assess the extent to which the current set of expenditure programs correctly reflects its 
strategic priorities. This would include (i) clearly identifying the pol icy objectives currently 
supported by the budget and by quasi-fiscal activities; (ii) undertaking a transparent and 
comprehensive costing o f  existing policies; and (iii) identifying the beneficiaries o f  the 
support programs. Such a general, backward looking program review would also be a key 
ingredient for development o f  a Medium-Term Expenditure Framework. 

xxvi. 
management strategy that takes into account central government andparastatal debt and 
establishes debt level and risk benchmarks. Mauritius may wish to  try to reduce risk rather 
than minimize expected cost. Mauritius would need to  build up its capacity to implement 

On debt management, the government might consider to develop a debt 
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this new strategy. Mauritius may also wish to keep central government debt issuance as a 
prerogative to  the central government and allow the central bank to  benefit f rom the issuance 
o f  i t s  own debt. Similarly, the government may also wish to benefit from the deepening o f  
the secondary market for government paper. 

H O W  TO MAKE GOOD EXPENDITURE CHOICES? 
INSTITUTIONS FOR BETTER BUDGETING AND RESULTS FOCUS 

xxvii. I n  order to achieve its sustainability and prioritization objectives, and in order to 
improve efficiency in its programs, the economic management system would need to be 
modernized. Mauritius' existing economic management system has demonstrated i t s  good 
capacity, over the past 20 years, to maintain fiscal discipline at the central government level. 
However, Mauritius needs to be better able to  monitor i t s  fiscal framework, link allocations 
to priorities, engage in comprehensive costing and risk assessment o f  the public sector, 
engage in more detailed expenditure planning, and improve capacity for program design, 

xxviii. The Medium-Term Expenditure Framework is a useful tool around which 
prioritization of expenditures can take place. .. Mauritius needs an adequate framework to 
plan, manage, and monitor the implementation o f  government policies and the allocation of 
resources. This framework should support strategic decision-making and the prioritization o f  
activities in l ine with overall government policies. These government priorities should be 
adequately reflected in the government budget. Budget implementation should be monitored 
against these targets. The Medium-Term Expenditure Framework (MTEF) can be a useful  
tool to plan and manage public resources. The MTEF would enable the Government to  
strengthen the focus on results and to improve service delivery and efficient use o f  public 
resources. This will be achieved by moving from a focus o n  inputs to  assessing outcomes in 
line with the NEA's strategic priorities, fol lowing the principles o f  results-based management 
(" 

xxix. ... but it needs to be comprehensive to have value-added for Mauritius. Mauritius 
uses a broad set o f  policies and instruments to achieve i t s  development objectives. The 
policies range from price supports o n  energy usage, to  incentives for  growth sectors, and to 
free education and health care. The instruments include tax exemptions, preferential interest 
rates, loan guarantees, government loans, public private partnerships, and direct government 
expenditures to central government and parastatal entities. An MTEF for Mauritius needs to  
include al l  these financing mechanisms (and risks) to  present a thorough costing o f  existing 
programs. I t  also needs to facilitate the evaluation o f  tradeoffs between competing pol icy 
objectives. 

xxx. The ministries of Finance and Economic Development could bring their skills 
together more effective&. The Mauritius' Ministry o f  Finance has developed expertise in 
running a tight budget preparation process, based o n  the existing budgetary system, and 
excellent expenditure monitoring. However, it falls somewhat short o n  development pol icy 
and sectoral program design, as well as monitoring and evaluation o f  outcomes. On the other 
hand, the Ministry o f  Economic Development has ample experience in policy analysis, and in 
evaluation o f  capital investments. A comprehensive approach o f  the government to  

vi  



expenditure management will require that the talents o f  both ministries be used in tandem. 
The government may even wish to consider merging the ministries. 

xxxi. However, improvements in public management require more than the MTEF. In 
order to improve fiscal sustainability and the efficiency o f  Mauritius’ public sector, Mauritius 
needs to make a cross-sectoral assessment o f  i t s  system o f  economic management. Mauritius 
needs to also address capacity gaps in public administration. Capacity must exist at the 
technical leve l  to translate government priorities into specific, time-bound activities and 
monitorable outcomes to enable government to assess the implementation o f  i t s  policies. 
Technical capacity i s  also important to evaluate implementation progress in priority areas. 
Management capacity i s  required to make necessary adjustments in the course o f  the 
implementation o f  government policies. 

THIS PUBLIC EXPENDITURE REVIEW 

xxxii. The present report forms part o f  the analytical and advisory services o f  the World 
Bank to the Government o f  Mauritius. The report looks at historical trends in public 
expenditures (chapter l), the foundation and costing o f  the New Economic Agenda (chapter 
2), fiscal sustainability in times of rising public debt (chapter 3), necessary expenditure 
choices (chapter 4)’ and finally the institutional set-up for economic management (chapter 5). 
The report does not provide an in-depth sectoral expenditure analysis of, for example, the 
transport, education, health, and environment sectors, which are all core investment areas of 
the New Economic Agenda. Such sectoral reports are planned for the near future and can 
come together under a subsequent Public Expenditure Review. The present report also does 
not address broad financial sector issues because a Financial Sector Assessment Program 
(FSAP) report was completed in March 2003. Some elements o f  the FSAP coincided with 
the fiscal risk work undertaken in this report and are indeed discussed. 
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1. PUBLIC EXPENDITURES IN 
HISTORICAL PERSPECTIVE 

1.1 Since independence, Mauritius' economy has performed strongly and the standards o f  
living o f  i t s  population have improved significantly. The economy grew at an average o f  5.5 
percent er annum from 1980, tripling per capita income o f  the population to  US$3,800 in 
200 1/2. Mauritius outperformed sub-Saharan Afr ican countries which grew at an average of 
3 percent per annum over the period 198 1-2000 and i t s  historical growth record compares 
wel l  with high-performing Asian economies, which grew at an average o f  6.5 percent per 
annum over the same time period.2 Importantly, while incomes increased, inequality f e l l  and 
poverty, both absolute and relative, decreased strongly: relative poverty decreased from 28 
percent twenty years ago to about 10 percent today. Similarly, literacy rates improved from 
74 percent o f  the population in 1980 to 85 percent in 2000, l i fe expectancy increased from 66 
years in 1980 to 72 years in 2000, and non-communicable diseases have been eliminated. 

P 

1.2 
began to r ise during the 1990s, with parastatal enterprises becoming more indebted. 
Domestic debt edged up, unemployment reached about 10 percent o f  the population, and 
preferential trade arrangements in sugar and textiles were about to  be phased out. 

But at the turn o f  the millennium, several worrying trends emerged. Fiscal deficits 

1.3 
development strategy, the New Economic Agenda, which the Government o f  Mauritius 
formulated in June 200 1. The chapter begins with a brief description o f  the Mauritian 
development model, and then examines public finance and debt trends in the 1990s. It 
concludes with a description o f  the parastatal sector, which has played a very important role 
in the development o f  the country. 

The historical trends described in this chapter gave rise to  the formulation o f  a new 

DEVELOPMENT POLICIES 

1.4 Mauritius chose a unique path to economic development. The path has been 
characterized by a commitment to stabilization in the early 1980s; a strong pol icy shift 
towards export orientation in the mid-1980s; and reliance o n  a strong welfare system, which 
emphasized redistribution. The present section briefly reviews this path given its relevance to 
the public finance situation of Mauritius today. 

1.5 After independence, the Government took important measures to stabilize the 
economy. At the time o f  independence, Mauritius faced a number o f  macro-imbalances: high 
fiscal deficits (stemming in part f rom an overblown public sector), high external deficits, and 
an overvalued exchange rate that undermined competitiveness o f  the local industry. To 
stabilize the external account, the Government o f  Mauritius devalued the Rupee twice, in 
1979 and in 1981. Beginning in 1983, the Government floated the Rupee by linking it to an 
undisclosed basket o f  currencies. To stabilize the fiscal account, the Maurit ian Government 

' In purchasing power parity terms, per capita income even reached US$9,330 in 2000. 
The average includes Hong Kong SAR, Indonesia, Korea, Malaysia, Singapore, and Taiwan, 
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imposed a surcharge on sugar profits, cut public sector wages and transfersY3 and removed a 
number o f  pr ice controls. By 1983, Mauritius had successfully stabilized i ts  economy and 
brought external and internal balances under control. 

1.6 Stabilization paved the way for adoption of export-promotion polices. With the 
stabilization o f  the economy wel l  underway in the early 1980s, Mauritius sought to  undertake 
structural reforms in strategic sectors in order to promote exports and diversify i t s  economy. 
The adjustment followed the realization that the country’s small domestic market and import 
substitution polices initiated in 1964 offered few opportunities for sustained growth. The 
Government implemented important reforms in four sectors: (i) agriculture: to improve 
profitability of the sugar sector export taxes were reduced, sugar processing was rationalized, 
and as a consequence, the public sector labor force in agriculture shrank; (ii) export-oriented 
industrialization: the Government created a number o f  promotional institutions, double- 
taxation treaties were concluded, tar i f fs were rationalized: quantitative restrictions were 
eliminated, and price controls were markedly relaxed (but a total o f  fifty price-controlled 
commodities were left in place); (iii) tourism: air l i n k s  to Europe were created, the transport 
policy was reformed, and the development o f  a domestic shopping service center increased 
expenditures per tourist; lastly, (iv) public management: the Government reoriented the 
investment rogram, improved i t s  debt management, and started divestiture from selected 
parastatals. A s  part o f  the policies to promote the private sector, the Government also 
subsidized fuel and electricity prices. 

? 

1.7 
sugar and texti le exports, which were protected through preferential trade agreements. 
Mauritius’ membership in the Commonwealth came with a guaranteed sugar quota for 
exports to  the European Community at a guaranteed price, which has turned out to be about 
30 percent higher than the world market price.6 Similarly, the Mult i-Fiber Agreement 
provided duty free access to the European textile market, which shielded i t s  Export 
Processing Zone from the competition from lower cost producers in Asia. As a consequence, 
sugar exports were maintained and textile exports increased in the second hal f  o f  the 1980s. 

The export promotion policies were highly successful because they aimed to support 

1.8 
system i s  closely modeled after the British Beveridge system. Whi le individual welfare 
policies have changed over time, the basic components o f  the system have remained 
unchanged over the past decade and comprise: (i) direct transfer schemes to  households, most 
important among those are the basic (non-contributory) pension scheme which guarantees an 
income to the entire old-age population; (ii) the provision o f  free education and health care at 
a l l  levels, financed out o f  general tax revenues; and (iii) an important (and over time 
growing) system o f  housing subsidies. In parallel, the public sector (central government and 
public enterprises) has traditionally been very large, offering employment to 16 percent of 

Mauritius has invested in a comprehensive welfare system. The Mauritian welfare 

Mauritius tried to remove the rice and flour subsidies in 1979, but the Legislative Assembly reinstated them. 
Fiscal, customs, and stamp duties and surcharges were consolidated into a uniform tariff, A more uniform 

tariff structure was created to lower to the ERP and increase the tariffs with negative Ems. ’ The Development Works Corporation downsized from 14,000 to 4,000 workers, employment in the Tea 
Development Authority fell by 5 percent, and the Central Housing Authority was closed down and workers 
were absorbed by other sectors. 
This was the case from 1978-1987. 
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the work force (2001). The Government also used extensive price controls and commodity 
subsidies for basic foodstuff (e.g., low quality o f  rice) and basic services. 

1.9 The costs o f  the welfare system have increased substantially since the mid-1980s. 
Table 1.1 compares the major components o f  the welfare system in 1985 and 2000. Over 
these f i f teen years, the total outlays for transfers, social expenditures, and subsidies have 
increased from 10.7 to 15.1 percent o f  GDP. 

Table 1.1 
Snapshot o f  Some Direct Costs o f  the Welfare System (percent o f  GDP) 

1985186 2000101 
Subsidies (on commodities) 0.3 0.6 
Transfers to households 4.9 7.2 
(including pension) 
Education and healthcare 5.2 5.6 
Housing and comm. amenities 0.3 1.7 
Total 10.7 15.1 

Source: Government o f  Mauritius. 

PUBLIC FINANCE TRENDS THROUGH 2000 

1.10 
much o f  the 1 9 8 0 ~ ~  this situation changed markedly over the last decade. The public sector 
deficit increased steadily, reaching an all-time high o f  almost 6 percent in 2000. This was 
mainly due to declining revenues coupled with expenditures that remained high, albeit a 
considerable change in composition. As a consequence o f  the higher deficits, total 
Government debt increased steadily. Simultaneously, both the composition o f  debt (from 
foreign to domestic) and the maturity (from long to short term) changed significantly. 

While Mauritius was able to limit i ts  fiscal deficits to below 3 percent o f  GDP during 

1.1 1 
expenditures led to increasing deficits. 
Figure 1.1 shows the development o f  total 
public revenues and expenditures (bars) 
and the resulting fiscal deficit (line) from 
the mid-1980s to 2000. As can be 
observed, the revenue-to-GDP ratio fe l l  by 
almost 4 percent o f  GDP, from 23 percent 
in the mid-1980s to 18.2 percent in 
2000. While in the early years this was due 
to a proliferation o f  exemptions, in the late 
1990s this was a consequence o f  tariff 
liberalization in l ine with the free trade 
agreements Mauritius signed, such as 
COMESA. This large drop in revenues was 

Declining revenues and high 
Figure 1 .I: Rev, Exp, Def as % GDP 
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only partially offset by an increase in taxes on domestic goods and services (see Table 1.2). 
At the same time, expenditure fluctuated only slightly and remained at around 23 to 25 
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percent o f  GDP throughout the entire period. Consequently, fiscal deficits show a rising trend 
over the fifteen years considered, reaching an all-time high in 2000. 

1.12 Recurrent and capital expenditures 
fluctuated littZe. Total, current, and capital 
expenditures were kept within a range o f  23-25, 19- 
21, and 3-5 percent of GDP in the late 1980s and 
throughout the 1990s. Figure 1.2 shows minor 
fluctuations in aggregate and functional 
expenditures over this time period. Within current 
expenditures, however, a modest functional shift 
occurred as the share o f  wages was reduced while 
the importance o f  subsidies and transfers increased 
(see Table 1.2). Capital transfers to parastatals have 
averaged about 1 percent o f  GDP since the late 
1980s, directly funding some o f  parastatals' 
investment and indirectly other items such as debt 
service. 

1.13 During the 1990s, Mauritius prioritized 
social over economic spending. Mauritius 
allocated resources to the social sectors at a rate 
much faster than economic growth, leading to an 
increase in the share o f  social sector expenditures 
while spending on other sectors was reduced in 
importance. Figure 1.3 shows the development o f  
different functional expenditures, including social 
expenditures, general Government expenditures 
(administration), and outlays for economic 
services from the mid-1980s to 2000. Social 
sector expenditures (defined as comprising 
outlays for health, education, housing, public 
pensions, and directed transfer schemes) increased 

Figure 1.2: titpendiures 
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from 9 percent of GDP in the mid-1980s to almost 13 percent in 2000. Concomitantly, the 
Government strongly reduced expenditures on economic services (comprising agriculture, 
transport, and communication) over the same time period. 
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Table 1.2 
Summary o f  Budgetary Central Government Balances (percent o f  GDP) 

1986-88 1989-91 1992-94 1995-97 1997198 1998199 1999100 2000101 
Average Average Average Average 

Total Revenue and Grants 

Tax revenue 
Income and profit 
Dom. goods, services 
Imports 
Nontax revenue 
Grants 

Total Expenditure 

Current Expenditure 

Wages and salaries 
Purchase o f  goods, services 
Interest payments 
Subsidies and transfers 

Capital Expenditure 

olw Fixed assets 
olw Capital transfers 
olw N e t  lending (parastatals) 
Other' 

Fiscal Balance 
Primary Balance 

Financing 

Domestic 
Foreign' 

Memo Items: 

Total Debt Stocks 

Domestic 
Foreign 

23.1 

20.5 
2.3 
5.1 
9.4 
1.7 
0.9 

24.9 

20.1 

7.3 
1.9 
4.8 
6.1 

4.9 

1.8 
2.0 
1 .o 

(1.8) 
2.9 

1.8 

0.9 
0.9 

59.9 

37.1 
22.7 

23.0 

21.5 
3.3 
5.5 
9.9 
1.3 
0.2 

25.3 

20.4 

7.7 
2.1 
4.2 
6.4 

4.8 

2.8 
0.9 
1.1 

(2.3) 
2.0 

2.3 

3.1 
(0.8) 

54.9 

39.0 
16.0 

21.5 

19.4 
2.8 
5.8 
8.7 
1.9 
0.1 

23.8 

19.4 

7.0 
2.3 
3.1 
6.9 

4.5 

3.1 
1 .o 
0.4 

(2.4) 
0.7 

2.4 

2.9 
(0.5) 

41.3 

30.9 
10.4 

19.8 

17.3 
2.7 
5.7 
7.7 
2.2 
0.2 

23.8 

19.4 

7.2 
2.2 
3.2 
7.2 

3.8 

2.1 
0.8 
0.9 

(4.0) 
(0.8) 

4.0 

3.1 
1 .o 

44.9 

33.9 
11.0 

19.6 

16.7 
2.6 
6.6 
6.6 
2.6 
0.2 

23.4 

20.5 

6.8 
2.1 
3.7 
7.9 

2.9 

2.0 
0.7 

2 .o 
(1.9) 

(3.8) 
0.1 

3.8 

4.1 
(0.3) 

48.4 

37.0 
11.5 

20.1 

16.9 
2.6 
8.0 
5.8 
2.4 
0.1 

23.4 

20.6 

7.1 
2.1 
3.5 
8.3 

2.8 

2.3 
1 .o 

0.1 
(0.6) 

(3.3) 
0.4 

3.3 

4.4 
(1.1) 

49.2 

39.5 
9.7 

20.9 

18.1 
2.6 
8.0 
6.1 
2.0 
0.1 

24.7 

20.8 

6.8 
2.2 
3.4 
8.3 

3.9 

2.0 
1.2 
0.1 
0.6 

(3.8) 
(0.3) 

3.8 

4.2 
(0.4) 

50.4 

41.6 
8.8 

18.2 

16.1 
2.4 
7.6 
5.1 
2.0 
0.2 

23.9 

21.4 

6.5 
2.2 
4.4 
8.3 

2.5 

2.8 
1.2 

2.9 
(4.4) 

(5.7) 
(1 -5) 

5.7 

3.5 
2.2 

48.5 

43.1 
5.5 

Source: Government o f  Mauritius 
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1.14 The composition of social 
spending changed markedly between 
the mid-1980s to 2000. Recurrent 
social spending increased from 8 
percent o f  GDP in the mid- 1980s to 
nearly 11 percent o f  GDP in 2000. 
Figure 1.4 shows the composition o f  
recurrent social spending. Social 
assistance expenditures were the most 
important spending item within this 
category and at the same time 
responsible for practically the entire 
increase in total social spending. In 
turn, the r ise in social assistance 

10 - 
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6 -  

4 -  

2 -  

O +  

1 Figure 1.4 Recurrent Social Expenditures as 
a % of GDP, by sector 
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expenditures i t s e l f  i s  almost entirely 
due to the rising outlays for the basic 
pension scheme which grew to 4.9 percent of GDP in 2000. Recurrent expenditures on health 
and education stayed consistently at jus t  under 2 percent o f  GDP and slightly above 3 percent 
o f  GDP, respectively. 

Source: Government o f  Mauritius 

1.15 Social capital expenditures are 
small compared to social current 
expenditure outlays, but they have 
doubled in importance (as a percentage 
o f  GDP) since the mid-1 980s. Figure 
1.5 shows developments o f  total social 
capital expenditures as well as i t s  main 
components (education, housing and 
health). Public housing and community 
amenities (environment and public 
uti l i t ies) investment was the fastest 
growing sector, enlarging from under 
0.5 percent o f  GDP in the mid-1980s 
to 1.2 percent o f  GDP in 2000. 

1.16 Mauritius’ central government 
debt has increased significantly since 
the early 1990s. Figure 1.6 compares 
the development o f  the (central 
government) debt to GDP ratio (left 
scale) with the GDP growth rate (right 
scale). The debt stock contracted by an 
average o f  1 percent a year in real 
terms between 1986-91, with GDP 
growing at an average 6.6 percent. 
Consequently, the debtdGDP ratio 

Figure 1.5 Social Capital Expenditures as a 
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decreased significantly from around 56 percent in 1986 to 40 percent in the 1992-1994 
period. However, with increasing government deficits in the 1990s came a reversal o f  this 
situation: in this decade, the debt stock grew at rate o f  7.5 percent, outpacing the growth rate 
o f  the economy (5.5 percent) in almost every year. Hence, the most important debt indicator, 
the debt/GDP ratio, increased throughout the decade and was close to 50 percent o f  GDP in 
2000. 

1.17 
During the mid-l980s, the fiscal deficit was financed by domestic (60 percent) and foreign 
borrowing (40 percent). Motivated partly by the desire to avoid exchange rate risk, the 
government increasingly relied on domestic financing. As a result, the stock o f  outstanding 
foreign debt f e l l  from 22.7 percent o f  GDP in the mid-1980s to 5.5 percent in 2000/01, while 
the domestic debt stock rose from 37.1 percent o f  GDP to 43.1 percent in the same period. 
Today, about 90 percent o f  Mauritius’ central government debt i s  domestic, up from about 62 
percent in the late-1980s (see Table 1.2). 

The Government increasingly used domestic sources to finance rising deficits. 

1.18 
much shorter. In parallel with a shift in 
the composition o f  the total debt stock 
towards domestic financing sources 
came a marked shift towards shorter 
maturities. While short-term debt 
represented 30 percent o f  total public 
debt in the mid- 1980s, it represented 73 
percent in 2000 (Figure 1.7). This poses 
a substantial rollover risk for 
Government. 

The maturity of debt became 

THE PARASTATAL SECTOR 

Figure 1.7 : CG Total Deb 
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1.19 
public enterprises managing, at times, the airport, port, public housing, water and electricity 
services, and meat processing. Parastatals in Mauritius are usually founded (and their legal 
position defined) in separate acts that also outline their “raison d ’&tre.” Parastatals are in 
principle managed by associated “parent” ministries. The parastatals’ legal status requires 
them to be audited on an annual basis with the audits submitted to the National Assembly for 
discussion. However, prior to a major policy shift in 2001, Mauritius has not systematically 
collected and centralized information on the performance o f  individual parastatals. This 
section attempts to give a broad indication o f  the importance o f  parastatals prior to the 
formulation o f  the New Economic Agenda in June 2001. Chapter 2 discusses developments 
in the parastatal sector subsequently. 

The parastatal sector has played an integral part in Mauritius’ development, with 

1.20 The parastatal sector is extensive. Mauritius has thirty-four non-financial public 
enterprises, or parastatals, and employs about 16,000 workers, or about 3 percent o f  the labor 
force. Their activities spread over almost all economic sub-sectors. General information 
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about the largest sixteen enterprises i s  provided in Annex 1 .7 The economic and financial 
performance o f  public enterprises has significant implications for service delivery quality, 
government finances, and the degree o f  competition in the economy.* 

1.2 1 Parastatals benefit from substantial central government funding. Table 1.3 includes 
subsidies, lending, and capital transfers to parastatals in the most important sectors, Over the 
three-year period 1998 to  2000, an average o f  about 0.7 percent o f  GDP per annum was spent 
o n  subsidies, about 1 .O percent o f  GDP per annum has been spent o n  capital transfers, and 
about 0.3 percent of GDP per annum has been spent o n  gross lending. Capital transfers and 
net lending refer to outlays to non-financial public enterprises, not extra-budgetary units or 
ministries. Taken together, the three categories have been to a large extent directed at 
housing and community amenities, 37 percent, followed by agriculture, 19 percent, and 
transport 17 percent. Interestingly, repayment o f  lending has come from sectors that are not 
major recipients of funds in 1998- 2000 period. 

Table 1.3 
Parastatal Subsidies, Capital Transfers, Lending, and Government Repayments 

(3-Yr average, 1998/99 - 2000/01, as a percent o f  GDP and share o f  total) 

Current Capital Share of Total 
Subsidies Transfers Lending (1)+(2)+(3)/ Repayment 

3-year 3-year 3-year 3 -year 
Parastatal Sector average average average Percent average 
Gen. Public serv. 0.03 2 
Education 
Housing & comm. amenities 0.03 0.6 0.1 37 0.07 

Fuel & energy 
Agricultural etc. 0.1 0.2 0.03 19 

Transportation etc. 0.1 0.2 0.05 17 1.4 
Other econ. affairs 0.4 20 0.7 
TOTAL 0.7 1 .o 0.3 100 2.2 
1. Lending i s  project lending, not subsidies, to parastatals. “-”denotes less than 0.005 percent. 
2. Parastatal operations for defense, public order, health, social security and welfare, and 
other expenditures amounts to less than 0.005 percent o f  payments. 
Source: Government o f  Mauritius 

Sum (I, 2,3) 

Recreational, etc. 0.0 

Mining etc. 0.03 0.07 5 

’ Mauritius also has e&$t Public Financial Institutions (Bank o f  Mauritius, Development Bank o f  Mauritius Ltd, 
Mauritius Housing Company Ltd, Post Office Savings Bank, State Bank o f  Mauritius Ltd, State Insurance 
Corporation o f  Mauritius Ltd, Sugar Insurance Fund Board, Mauritius Cooperative Bank) and fom-five Extra 
Budgetary Units (EBUs) (see Digest o f  Public Finance Statistics 2001, Central Statistical Office, Republic o f  
Mauritius, April 2002). The EBUs function as detached government departments whose budgets are financed 
entirely by the parent ministries. EBUs operate primarily, but not exclusively, in the education sector. 

information on the major public enterprises was collected from enterprises individually with exceptional 
assistance from the Ministry o f  Finance. 

Mauritius does not possess centralized information or a database for public enterprises in Mauritius. The 
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1.22 
loan guarantees to parastatals, especially at 
times of high deficits. At the end o f  June 2000, 
the Government held parastatal loan guarantees 
amounting to about 14 percent o f  GDP. Figure 
1.8 shows new guarantees to the parastatal 
sector and the fluctuation o f  the public sector 
deficit from 1986 to 2000. The two curves show 
a very strong negative correlation, suggesting 
that the Government issues more guarantees to 
parastatals at times when deficits are high 

The Government made extensive use of 
~~~~ 

Figure 1.8: Guaruntees and Central 
Govsmment Deficits 
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compared to when deficits are low. Over time, the financing o f  the guarantees has shifted 
from external to domestic sources, similar to the borrowing pattern o f  the central government 
observed aboveeg 

1 -23 Nevertheless, thefinancialperformance of parastatals was disappointing. In the 
1990s, public enterprises accumulated large financial losses. In 2000, the total revenues o f  
the largest 16 parastatals came to only about 1 percent o f  GDP, even though several price 
adjustments had been undertaken that year. Consequently, in 1999/00 alone, the losses o f  the 
three largest parastatals alone, Central Electricity Board (CEB), State Trading Corporation 
(STC), and Developments Works Corporation (DWC), amounted to about 3 percent o f  GDP. 
Short-term borrowing from the banking sector and the accumulation o f  arrears, particularly 
to the central government, largely financed these losses. The main cause for these public 
enterprise losses was the failure to adjust a number o f  key prices (particularly oil, electricity, 
bus fares, and water rates) in l ine with increasing costs and world market prices. For 
example, electricity ta r i f f s  were not adjusted between 1992-1 999 and o i l  prices were kept 
constant between 1996-2000. I t  i s  not surprising to find that Mauritian parastatals had also 
accumulated payment arrears and overdrafts o f  about 2-5 percent o f  GDP by the end o f  
2001/2. 

THE NEED FOR CHANGE 

1.24 
orientation, extensive government assistance, partnerships with the private sector, and a 
generous welfare system. This strategy was successful during much o f  the 1980s and 1990s 
when the economy was growing due to preferential market access in industrialized countries, 
while increasing public expenditures in social sectors assured that the benefits from growth 
were widespread. 

Mauritius’ development strategy aimed to support economic growth through export 

1.25 
growth sustainabilitv: Mauritius’ export markets (and i t s  growth) were threatened by the 
imminent deterioration o f  the preferential treatment o f  Mauritius’ exports and the advent o f  
globalization - both o f  which make Mauritius’ export markets more contestable. Second, 
welfare sustainabilitv: despite increasing welfare expenditures, a core part o f  the population 

But at the turn o f  the millennium, the country faced a number o f  challenges: First, 

The Government does not directly meet debt service obligations o f  parastatals. However, the Government 
supports some parastatals through subsidies that enable them to meet their debt service obligations. 
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remained poor and unemployment reached record high levels o f  nearly 10 percent. Finally, 
fiscal sustainabilitv: Mauritius’ fiscal balance had been deteriorating in the 1990s while debt 
levels increased. 

1.26 
challenges. 

The New Economic Agenda, designed in 2000/2001, set out to address these three 
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2. THE NEW ECONOMIC AGENDA 

2.1 A new Government was elected in Mauritius in September 2000. It came to power at 
a time when the growth rate o f  the economy had fallen to 2.6 percent, down from an average 
of 5.7 percent over the previous two years, and unemployment had reached 8 percent, the 
highest since 1986. Additionally, the growth rate for private investment had been dropping 
since 1997. Externally, petroleum prices had reached US$30 per barrel, contributing to 
losses o f  parastatals; the State Trading Corporation, STC , and the Central Electricity Board, 
CEB, together accumulated losses o f  US$lOS million in 2000 alone. 

2.2 
financial crisis in 2001. Upon taking office in September 2000, the Government cancelled a 
planned civi l  service wage increase and implemented a one-time adjustment in the retail 
prices o f  petroleum products and electricity to prevent greater losses being amassed by the 
State Trading Corporation and the Central Electricity Board. 

The new Government took early actions to stabilize the public finances and avert a 

2.3 Apart from addressing short-term stabilization needs, the new Government also 
started to formulate i t s  strategy for dealing with the longer-term structural problems affecting 
growth, welfare, and fiscal performance outlined in chapter 1. A New Economic Agenda 
(NEA) was developed and presented to parliament in June 200 1 , along with the new 
Government’s f i r s t  budget. It followed a report on “The Present State o f  the Economy” 
(2001), which laid out the primary challenges facing the country. This chapter examines in 
detail the reform program outlined in the New Economic Agenda, i t s  cost implications, and 
the underlying assumptions required to finance the Agenda’s reform program. This chapter 
also discusses the financing and functioning o f  parastatals, which, as we will see, play an 
important role in the NEA’s implementation.” 

THE NEW ECONOMIC AGENDA: PROGRAM 

2.4 
and inclusive economic growth in Mauritius by addressing the economic and social 
challenges the country faced. The Government’s primary concern was the reversal o f  the 
rising trend in unemployment. The NEA was designed to act as a set o f  policy guidelines that 
would lead Mauritius to become a “high-tech and high income service and knowledge 
economy” in a five-year period. The Agenda has four pillars: (i) improving competitiveness, 
(ii) investing in human capital, (iii) preserving the environment, and (iv) modernizing 
economic management. Table 2.1 presents the objectives and outputs or outcomes, as 
available, for pillars (i) through (iii) which involve substantial costs. Pillar (iv), economic 
management, i s  discussed in detail in chapters 3 through 5. The table illustrates the 
ambitious nature o f  the NEA, and the government’s commitment to lay the groundwork for 
restructuring the Mauritian economy. 

At i t s  presentation to parliament in June 2001, the Agenda’s aim was to achieve high 

lo The present chapter builds on  the Budget Speech o f  2001/2 and that o f  200213, as the latter was used to refine 
the NEA. 
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Table 2.1 
N e w  Economic Agenda Obiectives 

Objective Outputs I Outcomes 

Overall 
Maintain growth at 5.5 percent per annum 
Reduce unemployment from 9 percent 

Reduce national poverty headcount index by 
2 percentage points between 2002 and 2006 

Private sector 
Reduce production costs in sugar 

Decrease connectivity costs in I T  
Promote SME growth and employment generation 
Restructure textile sector and ensure maximum use 
o f  AGOA 
Maintain good road network 
Reduce congestion on PL-C Corridor 

8,000 workers retrenched; 6 o f  14 processing plants 
to close by 2008 
Telecom services liberalized 
600 SMEs to benefit from program over 4 years 
Increased exports to the U S  

Continue investment and maintenance 
Introduce alternative mass transport 

Human capital 
Increase enrollment in secondary schools 

Improve quality and equity o f  education system 

Meet health needs of population, especially rising 
demand for interventions for non-communicable 
diseases 
Reduce poverty by extending micro credit schemes, 
as well as providinglimproving housing facilities 
and training programs by 200516 
Assure sustainability o f  the pension system 

Increase enrolment o f  12-1 6 age group to 100% by 
2008 
Achieve 60% CPE pass rates in low performing 
schools (ZEP) by 2005, up from 40% in 2001 
Introduce health insurance scheme 

Extensive coverage o f  micro credit schemes; 
construction o f  1500 very low income housing units 

Curtail expenditures by targeting the basic pension, 
improve asset management, strengthen supervision 
and regulation o f  voluntary schemes 

Environment 
Protect public health and the environment 
Reduce environmental risk by better managing 
liquid waste 

Source: World Bank. President’s Report: Public Expenditure Reform Loan to the Republic o f  Mauritius - 
Schedule 2 Mauritius’ Reform Program 2002-2004; April 3, 2002. 

Connecting houses to the sewerage system. 
Construction o f  incinerator 
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Table 2.2 
Investments in NEA Flagship Sectors: 

Expenditures and Indicative Commitments (% o f  GDP) 
~ 

Investment 
Actual Budget Remaining Total Type of 
200112 200213 Projected Costs Expend.3 

Private sector competitiveness 
Air transport 
Port 
Roads & Traffic management 
Light Rail Transport system 
Tourism 
IT Sector 
Textiles Modernization 
Sugar Sector Modernization 

Human capital 
Education (pre-prim, prim & sec) 
Education (tertiary) 
Hospitals 
Housing very low income+ rehab 
Housing other 
Poverty 

Environment 
Water & Wastewater 

SUBTOTAL 

OTHER SECTORS (in 200213 in Budget) 

INDICATIVE NEA INV. COSTS 
Memo: Electricity 

- 2.0 
0.0 
0.0 
0.3 
0.0 
0.0 
0.1 
0.6 
0.9 

- 1.5 
0.2 
0.3 
0.2 
0.2 
0.4 
0.2 

- 1 .o 
1 .o 
4.3 

1.4 

5.7 
0.1 

- 1.3 
0.1 
0.0 
0.3 
0.0 
0.0 
0.4 
0.0 
0.5 

- 2.3 
0.9 
0.3 
0.2 
0.2 
0.4 
0.3 

- 0.9 
0.9 

4.4 

1.6 

6.0 
0.1 

- 3.9 
0.1 
0.0 
0.9 
1.7 
0.4 
0.9 
0.0 
0.0 

- 5 .O 
1.2 
0.6 
1.4 
0.6 
0.6 
0.7 

- 3.9 
3.9 

12.6 

9.0 

21.7 
0.2 

- 7.2 
0.2 
0.0 
1.5 
1.7 
0.4 
1.4 
0.6 
1.4 

- 8.8 
2.3 
1.1 
1.8 
0.9 
1.4 
1.2 

- 5.8 
5.8 

21.3 

12.1 

33.4 
0.4 

Notes: ' This table uses the current yearly GDP as denominator for 200112 and 200213 and the Remaining 
Balance was assumed to be executed over 3 years (from 2003104 to 2005106). 
'These are total costs since 2001/2, the first budget under the NEA. Some projects had incurred costs prior to 
200112, which are excluded from this table. 
3Types o f  Expenditure: M: Ministry investment budget, E: Equity purchase in parastatal, L: Loan to 
parastatal, S: Subsidy to parastatal, BOM: Bank of Mauritius line o f  credit to commercial banks, guaranteed 
by central government, not in budget. 
Source: Budget 200213; Bank o f  Mauritius Annual Report 200 1; Ministry of Finance. 

Improving the competitiveness of the private sector 

2.5 The NEA describes important reforms that aim to increase private sector 
competitiveness. The Agenda outlines improvements in the private sector's operational 
framework and the functioning o f  factor markets by revising company legislation, 
modernizing and streamlining public-private sector interfaces (such as the Board o f  
Investment), and developing a new supervisory structure for the private sector. The 
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Government also announced that it would carry out an in-depth analysis o f  the labor market 
to improve i t s  flexibility. 

2.6 
plans for substantial public investments - either direct or via existing parastatal companies - 
in key transport infiastructure (maritime ports, airport, roads, light rail system) in order to 
lower transportation costs for the private sector. For the textile and sugar sectors, the 
Government plans to continue the preferential treatments currently accorded with respect to 
the allocation o f  credit demands.” Similarly, preferential treatment for income tax and 
import tariffs will be continued. To foster strategic and “future growth” sectors, financial 
incentives are planned to attract investments into the information technology sector. The 
Agenda also includes plans for important equity investments and direct lending to Business 
Parks of Mauritius Limited (BPML), an information technology project. 

Plannedpublic investments target current and future growth sectors. The NEA 

Investing in human capital 

2.7 
One o f  the Government’s priorities, as described in the NEA, i s  to focus on skill training (in 
order to close the gap between labor market needs and the existing sk i l l  leve l  o f  the 
workforce) and education at all levels, with an emphasis on ensuring that all Mauritian 
children obtain a secondary education. Although the package has not been fully costed, the 
majority o f  investment in secondary schools i s  expected to be completed in 2004/5, while 
teacher training, information technology, and tertiary education investments are ongoing. The 
NEA also focuses on the need for higher quality (and greater quantity) o f  tertiary health care 
services, which are in high demand as the disease and age profile o f  the population changes. 
The Government has decided to introduce a contributory health insurance scheme to pay for 
the rapidly rising costs, but the costs and implementation modules have yet to be worked out. 

The New Economic Agenda seeks to increase service quality in the social sectors. 

2.8 
i s  publicly funded and managed. Reform plans, which are under discussion, would reduce 
pension expenditures overall without reducing assistance to the most needy. Finally, the NEA 
makes a concentrated effort to reach out to the very poor with low-income housing schemes, 
micro-credit schemes, a special education program for poor areas, and the existing welfare 
programs presented in chapter 1. 

The aging population will put pressure on the pension system, a large share o f  which 

Preserving Mauritius ’fragile environment 

2.9 
Given Mauritius’ high population density and the importance o f  the country’s pristine 

The NEA aims to promote development in an environmentally sustainable manner. 

The Bank o f  Mauritius (BOM) made a special line o f  credit (LOC) available to the banking sector for on- 
lending to the EPZ in November 2000 (Rs. 500 million); the LOC was supplemented in July 2001 (Rs. 300 
million). The LOC was designed to assist companies exporting to the Euro zone (and at the time o f  a weak 
Euro) and companies seeking to improve their position in the U.S. market under AGOA. B O M  also introduced 
a special LOC for the sugar sector in November 200 1 (Rs. 1.5 billion) to support the restructuring o f  the sugar 
industry in the context ofthe Sugar Sector Strategic Plan. In the year 2001/2, about Rs.1.5 billion was disbursed 
to both sectors. If the overall fiscal balance for 200112 had included the lines o f  credit under the BOM, it would 
have come to about 7 percent GDP, compared to the actual o f  5.9 percent o f  GDP. 
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environment t o  quality o f  l i fe and the tourism industry, Mauritius i s  improving regulation and 
supervision o f  the sector and also supporting an important waste management program. 

2.10 
although consumers and industry will contribute more than they have in the past. The 
Government currently underwrites large investment costs in the environment sector for liquid 
waste created from the construction o f  housing connections. Disposal facilities for solid 
waste have been partially funded by the Government, but new investment costs will be 
shared with the private sector. In addition, cost recovery for drinking and wastewater from 
households and industry will be set by parastatals and regulated by the ut i l i t ies  regulator, 
which Mauritius i s  in the process o f  developing. 

The financing package for the environment sector i s  to be supported by public funds, 

Improving economic management 

2.1 1 
stabilize the economy (because the budget deficit had reached 6.5 percent o f  GDP in 2000/1); 
second, improve budget management; and third, redefine the role o f  the state. 

The Government set three priorities for economic management under the NEA. First, 

2.12 
reducing Mauritius’ central Government deficit to about 3 percent o f  GDP by 2005/6, which 
coincides with the end o f  the present electoral mandate. 

Attaining stabilization. When the Government introduced the NEA, it committed to  

2.13 Improving budget management. To achieve the NEA objectives in a tight fiscal 
framework, the Government aims to  introduce a Medium Term Expenditure Framework 
(MTEF) suitable for Mauritius that will help better align priorities with expenditures and 
make expenditure trade-offs more transparent. The Government also aims to  extend the 
scope o f  budget management beyond expenditure controls to include results assessments and 
program evaluations. 

2.14 Redefining the role ofthe state. The Agenda seeks to have the public sector 
gradually retreat from the productive sectors as strategic relationships with the private sector 
are established and the Government limits itself to the role o f  regulator. During this process, 
the NEA includes support for key parastatals such as the Central Electricity Board and the 
State Trading Corporation. 

THE COST OF THE NEA AND ITS FISCAL FRAMEWORK 

2.15 The NEA includes substantial increases in public investment expenditures over five 
years. The Government’s ini t ial  assessment o f  the total investment costs o f  the five-year 
NEA came to approximately Rs. 50 bi l l ion or about 6 percent o f  GDP per annum. This report 
estimates, as shown in Table 2.2, that o f  the Rs. 50 b i l l ion about two thirds would be in the 
“flagship” NEA areas outlined above (infrastructure for private sector develo ment, human 
capital, environment) while about one third would be for other expenditures. ’’ These 
programmed capital expenditures represent massive increases compared to  the pre-NEA 
levels. In the f i rs t  two years o f  NEA implementation capital expenditures rose by 32 percent 

’* The budget does not specify the precise time horizon for the expenditures, so the investments could be made 
before or afier the five-year mandate o f  the present government. 
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in 2001/2, and are planned to increase by 58 percent in 2002/3. O f  the three flagship areas, 
investments in human capital (education, health, and housing) are expected to be the most 
costly, about 8.8 percent o f  GDP, followed by investments to foster private sector 
competitiveness, 7.2 percent, and investments in the environment (community amenities), 
about 5.8 percent (see Table 2.2). 

2.16 The fiscal framework underlying the NEA was contingent on several assumptions. 
For a number o f  reasons, the fiscal framework underlying the NEA was based on a number 
o f  strong assumptions. Table 2.3 recaps the key ingredients o f  the initial fiscal framework in 
which Government aimed to finance significant increases in capital expenditures and at the 
same time reduce the fiscal deficit from 6.5 to about 3.5 percent over a five-year period. 
First, the Government planned a significant increase in fiscal revenues from 18.3 percent o f  
GDP in 2001/2002 to 20.5 percent in 2005/06; however, concrete measures to realize this 
elevated revenue level  were not outlined, although several options were available. Second, 
overall expenditures were projected to remain, more or less, at their pre-NEA levels o f  
around 25 percent o f  GDP; this implied that a strong shift from current to capital 
expenditures was required if NEA investment targets were to be met. Third, the underlying 
growth assumptions were very optimistic given the economy’s downturn at the onset o f  the 
NEA. Fourth, the fiscal projections assumed that parastatals would be financially viable and 
impose minimum burden on the public purse. 

Table 2.3 
Illustrative NEA Fiscal Framework 

Supporting Approx. Rs. 50 Billion in Capital Investment and Deficit Reduction 
2001102 2002103 2003104 2004105 2005106 

GDP growth 5.3 4.6 5.5 5.3 5.5 
Gross Domestic Investment 25.1 25.8 26.0 26.3 26.3 

Total gov. revenue 18.3 19.2 19.6 20.1 20.5 
o/w new net revenue effort .. 0.9 1.4 1.9 2.6 
Total gov. expenditure 24.8 25.2 25.1 24.6 24.0 
olw capital and net lending 4.9 6.6 6.6 6.0 5.8 

Fiscal balance after grants -6.5 -6 -5.5 -4.5 -3.5 

Domestic debt 
External debt 

50.9 52.8 53.7 53.6 52.5 
6.0 7.4 8.5 8.1 7.7 

Cap Expend. (curr. Rs. bill.) 7 10 11 11 11.5 
Source: World Bank. President’s Report: Public Expenditure Reform Loan to the Republic of 
Mauritius; April 3, 2002 

IMPLEMENTATION OF THE NEA TO DATE 

2.17 I n  200112, the economy performed weaker than had been expected in the initial 
NEAfiscal framework. Table 2.4 compares the planned (budget) and actual economic and 
fiscal indicators. The economy grew at 4.4 percent, about 0.9 percent less than expected, 
primarily because o f  Cyclone Dina’s devastating impact on sugar crops, the impact o f  the 
Madagascar crisis on Mauritius’ EPZ, and the dampening impact o f  the September 11 events 
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on international tourism. Concurrently, and very importantly, investment did not pick up as 
anticipated, but continued i t s  declining trend from previous years, reaching 21.9 percent o f  
GDP, a full 3.2 percent below the initial targets formulated in the NEA. Imports were also 
lower than anticipated, contributing to a positive external current account balance at the end 
o f  June 2002. The overall fiscal deficit came to about 6 percent o f  GDP, somewhat lower 
than had been planned, owing to overall expenditures falling short o f  plans. 

Table 2.4 
NEA Fiscal Indicators 200112 and 200213: Budget and Actual 

(As % o f  GDP) 

2001102 2001102 2002103 
(Budget) (Actual) (Budget) 

GDP growth 5.3 4.4 4.9 
Gross Domestic Invest. 25.1 21.9 22.8 
External CAB 1.7 5.2 3.5 

Total gov. revenue 18.3 18.5 20.0 

olw capital + NL 4.9 4.1 5.0 
Fiscal bal. after grants -6.5 -5.9 -5.5 
Central gov. debt 50.9 55.3 57.3 

Total gov. expenditure 24.8 24.4 25.9 

olw external 6.0 6.1 6.6 

Source: Govemment o f  Mauritius 

2.18 
to public investments and transfers to parastatals. Table 2.5 shows that while the executed 
overall current expenditures (and their 
composition) were quite close to plans, 
the investment program f e l l  short o f  
forecasted levels. Instead o f  the 2000/0 1 2001102 200213 
programmed strong increase (of 30 Act. Bud Act. DifJ Bud. 

Recurrent expend. 20.5 20.2 20.3 0.1 20.3 “flagship” areas o f  the NEA, actual 
capital spending decreased slightly. Communily &social I O  10.3 10.5 0.2 10.1 

Education 3.1 3.1 3.0 -0.1 3.0 
1.8 1.8 1.9 0.1 1.8 2.19 This was mainly due to Health 

education investment - one o f  the Social services 4.5 4.6 4.8 0.2 4.6 
centerpieces o f  the NEA - falling Otherexpenditure 10.5 9.9 9.8 -0.1 10.2 

considerably behind budgeted amounts Capital exp. (excl. NL) 3.8 5.1 4.1 -I. o 5.6 
due to implementation delays. Community&social 1.9 3.4 2.5 -0.9 3.1 

2.20 The second important Otherexpenditure 1.9 1.6 1.1 -0.5 2.5 
divergence between plan and realization 
in the f i rs t  year can be found in the 
parastatal sector. Subsidies and transfers to public enterprises in 200 1 /2002 were sizeable, 
despite the fact that the NEA had provided a path on which such transfers would decrease 
and the parastatals would become s e l f  sustaining. Table 2.6 indicates that the parastatal 
sector received a total o f  about 1.6 percent o f  GDP in 2001/2 in subsidies (0.6 percent), 

Implementation of the plannedprogram fell somewhat short of targets with respect 

Table 2.5 
NEA Implementation Expenditure Composition 

percent) in capital investment in the Total Expend. 24.3 25.2 24.4 -0.8 25.9 

Education 0.4 1.4 0.5 -0.9 1.2 

Source: Govemment o f  Mauritius 
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capital transfers (0.4 percent), and direct loans (0.6 percent), or 1.4 percent o f  GDP if 
repayments are netted out. This represents about one third to one half of  the amount that 
the Government invested in the acquisition o f  fixed assets for the year. In addition, table 
2.6 illustrates that by end June 2002, the Government issued outstanding guarantees o f  about 
12.9 percent o f  GDP for parastatals. 

Table 2.6 
Parastatal Subsidies, Capital Transfers, Lending, 

and Government Repayments for  2001102 
Government 
Guarantees 

Subsidies Capital Government Outstanding, 
Transfers Lending Repayment June ‘02 

Water and wastewater - 0.7 
Education 0.0 
Housing & comm. 0.2 0.1 0.1 2.9 
Fuel & energy 0.1 - 2.5 
Agricultural etc. 0.1 0.1 0.0 
Mining etc. 0.1 0.0 
Transportation etc. 0.1 0.0 0.2 0.0 3.1 
Other econ. Affairs 0.5 0.1 0.1 
Other expenditures - 3.7 
TOTAL 0.6 0.4 0.6 0.2 12.9 

1. Lending i s  project lending, to parastatals. “-”denotes less than 0.005 percent. 
2. Parastatal operations for general public services, defense, public order, health, social 
security and welfare, recreational and other expenditures amounts to less than 0.005 percent 
o f  payments. 
Source: Government o f  Mauritius 

2.21 Despite Government support, the parastatal sector is in poor condition. The 
emergency measures taken in the past years contributed to an improved position o f  the 
parastatals. However, sixteen largest parastatals s t i l l  posted operational losses in 2000/1 and 
2001/2. The historically poor management o f  the sector i s  s t i l l  reflected in the existing debts 
and arrear position o f  the parastatals at the end o f  2001/2. The outstanding debt (excluding 
arrears) o f  all parastatals stood at about 20 percent o f  GDP, while the outstanding debt 
(excluding arrears) o f  the sixteen largest parastatals at end June 2002 stood at 10.5 percent o f  
GDP (see annex table A.6). In addition, arrears for the sixteen largest parastatals stood at 1.5 
percent o f  GDP at the end o f  June 2002 (see annex table A.7). 

2.22 
companies, the Government continued to support the textile and EPZ sectors through Bank o f  
Mauritius directed credit programs (about 1.5 percent o f  GDP disbursed in 2001/2). This 
subsidized credit had several negative spillovers as they may have reduced credit available to 
other sectors o f  the economy, led to an underreporting o f  the true public deficit by the central 
government, and blurred the distinction between monetary and fiscal policy which the Bank 
of Mauritius i s  expected to maintain. 

Quasi-fiscal activities were substantial. Apart from the direct transfers to parastatal 
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2.23 
f i r s t  year o f  Agenda implementation was also marked by a substantial increase in central 
government debt to 55.3 percent o f  GDP in 2001/2002. This compares with a planned 
debt/GDP increase from 49.1 percent (June 2001) to 52.5 percent at the end o f  the NEA 
period (2005/2006). Table 2.7 shows that the stock o f  Central Government debt increased 
strongly, by 6.5 percent in 2001/2. The table suggests that the rising debt to GDP ratio i s  
owed significantly to deteriorating primary balances. The table also indicates that GDP 
growth has helped to suppress the debt relative to GDP; this suggests that a prolonged 
slowdown in GDP could have a significant adverse impact on the debt ratio, especially in the 
presence o f  deteriorated primary imbalances. The Government financed the 200 1/2 deficits 
by borrowing about 5.1 percent o f  GDP from domestic sources and about 0.8 percent o f  GDP 
from external sources. However, central government debt increased even more strongly 
because the Bank o f  Mauritius issued Government o f  Mauritius Treasury bills as part o f  i t s  
open market operations to meet inflation targets. 

Government debt rose substantially in the first year of NEA implementation. The 

Table 2.7 
Change in Central Government Debt: 

Decomposition (% GDP) 
199718 199819 199910 200011 200112 

Stock o f  debt 48.4 49.2 50.4 48.8 55.3 
Change'in debt 1.3 0.8 1.2 -1.6 6.5 
Primary deficit 0.1 -0.1 0.4 1.5 2.6 
Interest 3.7 3.5 3.4 4.4 3.3 

(-) Seigniorage 0.3 .. -0.1 0.1 0.1 
Change in gov. DD .. 3.7 

(-) Privatization rev. ,. -5.7 
(-) Other items 0.1 -0.5 -0.1 .. 
(-) Growth effect -2.5 -2.3 -1.2 -3.3 -2.1 
(-) Inflation effect -1.9 -1.8 -2.3 -1.1 -2.5 
(-) Revaluation effect 1.2 -0.7 -0.4 1.4 -1.2 

Source: Bank Staff calculations based on Government o f  
Mauritius data 

Error in Prediction -0.2 -2.7 -1.4 -1.3 -1.8 

2.24 Three important short-termfiscal risks have emerged. At the end o f  the f i rs t  year o f  
NEA implementation, three important fiscal risks are present. First, with a large part o f  the 
(increasing) Central Government debt stock consisting o f  short-term domestic liabilities, the 
rollover and interest rate risk i s  substantial. Approximately Rs. 4 bil l ion o f  treasury bills are 
issued per month to accommodate debt service payments. Second, a substantial credit risk 
stems from liabilities (both guaranteed and non-guaranteed) o f  parastatal companies, which 
have accumulated a large debt stock (around 18 percent o f  GDP) themselves. Lastly, a 
revenue risk exists as Mauritius has tapped a good part o f  i t s  revenue sources at times when 
additional fiscal pressure i s  likely to arise in the medium term as social expenditures are 
poised to increa~e.'~ 

l3 The possible fiscal risk emerging from the financial sector in Mauritius i s  being covered by the FSAP mission 
report. 
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FUTURE IMPLEMENTATION OF THE NEA 

2.25 
program necessary to underpin the country’s future growth, while at the same time 
con fronting rising social expenditure trends owed to the existing welfare system. Mauritius 
must undertake the implementation o f  the Agenda without upsetting the fiscal balances. 
Consequently, in implementing the NEA, the Government has to answer three very basic and 
critical questions: 

Today, Mauritius faces the challenge of meeting the need for a costly investment 

H o w  much can the Government afford to spend in the coming. years? The 
Government’s sustainable expenditure level will depend o n  the economy’s expected rate 
o f  growth, the starting level and quality o f  existing debt, tax revenues, and fiscal risks. 
Chapter 3 will assess the sustainable, feasible expenditure envelope, taking into account 
the new baseline after the first year o f  NEA implementation. 

What should the Government prioritize? In the event that the Government cannot 
afford to spend the Rs. 50 bi l l ion that is required to implement the NEA, it will have to 
prioritize expenditures. Chapter 4 will look at the major tradeoffs the Government faces 
over the next several years in implementing the NEA. 

tradeoffs involves having the necessary analytical and institutional capacity. Chapter 5 
will examine the Government’s decision-making capacity and identify areas for 
improvement. 

H o w  can the Government make good public management choices? Making the right 
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3. A SUSTAINABLE FISCAL ENVELOPE 

OBJECTIVES OF THE ANALYSIS 

3.1 
while maintaining sustainable fiscal and external balances. The public sector has a large role 
to play in this transformation, partly because o f  tradition, partly because o f  the leadership o f  
the central government in implementing programs, and partly because o f  the need to stabilize 
the parastatal sector. The critical question for Mauritius i s  to determine h o w  much its public 
sector can afford to spend over the next few years to implement the NEA. In responding to 
this question, it i s  important to consider an envelope that will comprise the entire set o f  fiscal 
and quasi-fiscal activities. 

Mauritius’ future success lies in the country’s capacity to transform i t s  economy 

3.2 
incorporating the central government and parastatal sectors. The expenditure envelope o f  
this framework i s  then used to assess the affordability o f  the “EA in the next chapter. The 
fiscal framework and the resulting expenditure envelope depend critically o n  the starting debt 
position o f  Mauritius and on the growth rate o f  the economy. Other important factors are the 
real interest rate and the relative importance o f  seigniorage in financing the fiscal deficit. 

This chapter develops a sustainable medium term fiscal framework for Mauritius, 

3.3 We adopt the approach that sustainability i s  achieved when the levels o f  domestic and 
external borrowing necessary to finance the budget deficit are not likely to  lead to a debt 
crisis overtime and/or rising interest rates that could crowd out private investment and reduce 
growth, W e  try to determine the level o f  debt-to-GDP ratio that would assure the above and 
look at the quality o f  the debt as well. While choosing a specific “cut-off’ level for the 
debt/GDP ratio i s  somewhat arbitrary, it does provide a useful  benchmark against which 
policies can be assessed. 

STARTING CONDITIONS 

3.4 Mauritius’ total public sector debt is relatively high. Mauritius’ total consolidated 
public sector debt both external and domestic) amounted to about 77 percent o f  GDP at the 
end o f  June 2002.’‘ O f  th i s  amount, about one quarter i s  the external debt and the remaining 
three quarters i s  the domestic debt. The central government owes almost three quarters o f  the 
total consolidated debt, while the lion’s share o f  the remaining one-quarter belongs to the 
parastatals. (Table 3.1 provides details, while box 3.1 discusses the rationale for including the 
parastatal sector in the discussion). Interest payments o f  the central government accounts for 
21 percent o f  i t s  total revenue (4 percent o f  GDP). 

l4 Judged by i ts  external debt only, Mauritius i s  classified as a moderately indebted country by the World 
Bank’s Global Development Finance Report 2002, as the present value of external debt relative to Gross 
National Income (GNI) for 2000 stood at 56 percent. This i s  a few points above the 48 percent cut-off between 
less indebted and moderately indebted countries. 
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Table 3.1 
Public Sector Debt End-June 2002 (Percent o f  GDP)’ 

Guar. Non-G Total Guar. Non-G Total Guar. Non-G Total 
Domestic External Total 

Total Debt 
Long 
Short 

Central Gov. 
Long 
Short 

Parastatals 
Long 
Short 

Private sector 
guarantees’ 
Long 
Short 

55.1 
14.6 
40.7 

49.2 
8.6 

40.6 

4.7 
4.5 
0.1 

1.5 

1.5 

2.2 
0.9 
1.4 

2.2 
0.9 
1.4 

0.0 

0.0 

57.6 14.5 
15.5 14.2 
42.1 0.3 

49.2 6.2 
8.6 6.2 

40.6 

6.9 8.3 
5.4 8.0 
1.5 0.3 

1.5 0.0 

1.5 0.0 

5.3 
4.6 
0.7 

5.3 
4.6 
0.7 

0.0 

0.0 

19.8 69.5 
18.8 28.5 
1 .o 41.0 

6.2 55.4 
6.2 14.8 

40.6 

13.6 13.0 
12.6 12.5 
1 .o 0.4 

0.0 1.5 

0.0 1.5 

7.5 
5.4 
2.1 

7.5 
5.4 
2.1 

0.0 

0.0 

77.4 
34.3 
43.1 

55.4 
14.8 
40.6 

20.5 
18.0 
2.5 

1.5 

1.5 

Notes. Long: Long-term debt; Short: short term debt; Guar. Government Guaranteed debt; Non-G: 
Government Non-Guaranteed debt. 
The table excludes parastatal arrears to central government, pension funds, supplies, and others, as 

this information i s  not centrally available. The arrears o f  the largest parastatal amounted to 1.4 percent 
of GDP at the end o f  2001/2. 

Bank o f  Mauritius Lines o f  credit for sugar and textile sectors, guaranteed by government. Includes 
only 2001/2 disbursements. 
Source: Government o f  Mauritius. 

3.5 
2002, short-term debt accounted for 56 percent o f  total consolidated public sector debt. 
Central government owes over 90 percent o f  the short-term debt (all to domestic creditors) 
and rolls over an average o f  3 percent o f  GDP in short te rm debt per month. With Mauritius’ 
open capital account, domestic interest rates are subject to domestic public sector borrowing 
needs and world market trends. Should world interest rates increase (see discussion further 
in this section), there would be an immediate impact on interest payments o f  the central 
government. Second, two thirds o f  the parastatal debt (13 percent o f  GDP) i s  guaranteed by 
the central government. Although government rarely has had to meet debt service 
obligations o f  parastatals, chapters 1 and 2 showed that subsidies, capital transfers and 
lending to parastatals can reach 2 percent o f  GDP annually; therefore, given the fungibility o f  
money, it would be fair to claim that government has been subsidizing the debt service o f  
para~tata1s.l~ It seems that any reduction in central government outlays to parastatals could 
raise the risk that the central government would need to meet debt service obligations o f  the 
parastatals - or risk reduction in parastatal services. Finally, parastatals face a foreign 
currency risk: two thirds o f  their debt (1 3.6 percent o f  GDP) i s  external, while their revenues 

Mauritius’ totalpublic sector debt carries considerable risk. First, at the end o f  June 

l5 The debt service o f  guaranteed parastatal debt came to about 1.5 percent o f  GDP in 2001/2, roughly 
equivalent to the totality o f  subsidies, capital transfers, and lending to parastatals by central government in the 
same year. 
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are in domestic currency indicating a currency mismatch o f  revenues and debt payment 
obligations. 

3.6 
Mauritius’ economy over the past twenty years, Mauritius may not be able to maintain the 
high average growth rate o f  the past 20 years, 5.5 percent per annum, into the medium and 
long term as i t s  external environment i s  poised to change rapidly with the elimination o f  the 
MFA after December 2004 and the reduction o f  the preferential treatment for sugar in 2008 
(as discussed in chapter 1). Indeed, even though the ongoing efforts to restructure the sugar 
sector and the texti le efforts are expected to pay off, as are the efforts to motivate the IT  
sector, the current international environment poses substantive r isks to those sectors as well 
as to tourism and to the financial sector. Hence, a growth rate o f  4.5 percent per annum i s  
considered for the medium term sustainability analysis. (Sensitivity analysis i s  undertaken 
with economic growth rates o f  5.5 percent growth per annum and 3.5 percent per annum). 

Growth prospects are uncertain in the medium term. Despite the success o f  

Box 3.1 Why shouldparastatal debt be included in an analysis of sustainability of central 
government expenditures? 

Parastatals are enterprises owned by the central government. The main reason to include parastatal 
debt in the sustainability analysis o f  central government expenditures i s  because creditors to 
parastatals anticipate that the central government wi l l  honor their obligations should parastatals be 
unable to repay them. For Mauritius, there are two additional reasons. First, the financial 
performance i s  in part determined by utility prices which are regulated by government. Second, in 
the past, the central government has honored parastatals’ debts, hence a track record exists. Not 
taking the existence o f  parastatal debt into account would be imprudent, as it would result in an 
understatement o f  existing potential central government obligations. This also recognizes that there 
i s  a problem o f  moral hazard with parastatals (as well as large private companies) in that there i s  
anticipation that the government wi l l  bail them out if necessary. 

3.7 
world over are low owing to the relatively poor outlook for the global economy. Short-term 
rates, in US. dollars, are 1.9 percent for 6 month Libor while interest rates on 10-year U.S. 
government bonds are 4.6 percent. The prospects are that interest rates will increase by 2.6 
and 1.7 points in 10 years for short- and long-term rates, respectively; similar trends are 
forecasted for interest rates in Europe and Japan. l6 With Mauritius’ open capital account, 
Mauritius will have to adjust interest rates upwards as this happens. Consequently, 
Mauritius’ short-term public debt faces substantial interest rate risk, as it gets rolled-over. 
This will be explicitly considered in the sustainability analysis, as will the possible impact o f  
gradual shifts in the composition o f  the debt from short- to long-term maturities. 

Interest rates are likely to increase in the medium term. Today, interest rates the 

How DEBT CAN INCREASE 

3.8 Factors determining debt developments. Public finance contains a very simple 
equation which i s  useful to focus our discussion o f  debt sustainability. l7 It posits that debt, 
relative to GDP, (i) increases when the primary deficit (as % o f  GDP) increases, (ii) increases 

l6 Source: World Bank, Development Economics Research Group. 
I’ For further discussions on government solvency and fiscal policy sustainability refer to Buiter, William H. “A 
Guide to Public Sector Debt and Deficits,” Economic Policy, Vol. l(November 1985). 
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when the real interest rate i s  greater than the rate o f  growth o f  the economy, and (iii) 
decreases as seigniorage i s  collected. More formally, the following equation applies: 

Change in Primary Real Growth 
Debtl = deficit, + interest * Debb - rate of * Debb - Seigniorage, 

ratel economyl 

The equation i s  expressed relative to GDP. Naturally, the equation can be expressed in the 
reverse, i.e. primary surpluses would lead to debt reduction, and GDP growth rates greater 
than real interest rates contribute to  debt reduction. Seigniorage enters the equation because 
governments can print money to finance their debt and, through inflation, undervalue the 
existing debt. 

3.9 
factors determining the long-term evolution o f  the debt/GDP ratio are currently showing 
unfavorable developments: the primary deficit, real interest rates, and the growth rate o f  the 
economy. First, we have analyzed earlier that primary deficits are currently rising. Through 
2000/1 this had happened because tax revenues had eroded (exemptions, regional 
commitments); in the future, the rise in expenditures, partially stemming f rom pensions (due 
to the aging population) and partially from NEA expenditures (on the recurrent and capital 
side), are l ikely to put additional pressure on the primary balance. Second, interest rates 
globally are o n  the rise; with the current tight monetary policy, real rates are l ikely to  rise in 
Mauritius. With about one hal f  o f  Mauritius’ debt being short term, rising rates will l ikely 
lead to  higher interest payments very soon. Third, prospects for the economy are more 
moderate than previously, with rising pressure o n  the EPZ and on the sugar sectors, and with 
uncertainty in international travel affecting tourism receipts. 

I n  Mauritius the projected trends in key variables are rather unfavorable. All those 

3.10 The composition of debt contains substantialfiscal risks. Mauritius’ debt stock can 
change (increase) quite abruptly. Table 3.1 indicated that the level o f  total public sector debt 
i s  77 percent o f  GDP. Certain categories o f  that debt are risky in that they can lead to the 
accumulation o f  more debt: first, parastatals may not be able to service some o f  their debt 
(which could be exacerbated in the presence o f  rising o i l  prices or exchange rate 
depreciation) and may need to borrow more to cover operational losses; and second, there is 
uncertainty in the level o f  central government debt as the Bank o f  Mauritius i s  able to issue 
such debt independently. l8 In addition, the central government faces directly the interest rate 
risk associated with i t s  short-term debt and the exchange rate risk (indirectly in most cases) 
o f  parastatal debt. 

3.1 1 The present section demonstrated that the components in the equation above are 
l ikely to change in a direction that will lead debt to  increase (owing to the primary deficit and 
interest rates increasing, GDP growing less that historical average and, and the debt stock 
possibly increasing). The next section discusses what may a reasonable target level o f  debt 
for Mauritius given the current state o f  its development o f  the economy. 

Since October 2003, after the drafting o f  this report, the Bank o f  Mauritius began to issue i ts own bills for the 
conduct o f  monetary policy. 
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A LONG-TERM TARGET FOR CONSOLIDATED PUBLIC SECTOR DEBT 

3.12 
the central government to manage and coordinate total public sector debt. The present 
section addresses the establishment o f  a benchmark for the total public sector debt while 
taking into consideration important aspects o f  debt composition. 

Some benchmark on the level o f  debt and o n  the composition o f  the debt i s  needed for 

3.13 
benchmark for  the level o f  total public sector debt i s  that the benchmark (i) i s  sustainable, 
(ii) does not consume too many public resources (debt service relative to  tax revenues), 
(iii) does not contribute to escalating pressure on interest rates, and (iv) limits a potential 
negative impact on the private sector (crowding out). 

Benchmarks are somewhat arbitrary. What is especially important in discussing a 

3.14 
using the debuGDP ratio as the sole indicator offiscal sustainability is too simplistic. 
Fiscal risks stemming from debt maturity, currency composition, or interest rate composition, 
as well as large contingent liabilities can have destabilizing effects. Note that the size o f  
government debt itself, but difficulties in i t s  refinancing (rolling over) have triggered recent 
fiscal crises, such as those o f  East Asia, Russia, Turkey, Brazil, and Argentina. N o t  fiscal 
fundamentals, but market sentiment, confidence, and liquidity may become the leading 
factors o f  fiscal difficulties. If investors suddenly refuse to  r o l l  over debt, the government 
must pay higher interest rates to attract lenders. And if the liquidity crunch lasts long 
enough, higher interest rates can damage fiscal accounts and threaten to  become a solvency 
problem. 

The composition of the government debtportfolio is as important as its size, and 

3.15 
ratios o f  alternative debt targets for the public sector (central government and parastatal) o n  
various debt ratios i s  shown in table 3.2. The table shows average debt ratios for a 10-year 
period consistent with a ceiling revenue o f  22 percent o f  GDP and growth rates o f  4.5 
percent. The table suggests that Mauritius would not face substantial problems with greater 
indebtedness from the external sector particularly because the share o f  external debt in total 
debt i s  small. The debt service/exports ratio would increase to  a relatively comfortable 13 
percent even in the case where the debt/GDP ratio i s  100 percent. However, Mauritius could 
face problems from the fiscal side, where debt service could consume an increasingly larger 
share o f  domestic resources. In the case o f  a 100 percent debt/GDP ratio, interest payments 
would absorb more than one third o f  total government revenue. 

Implications of alternative debt targets for thepublic sector. The impact o n  the debt 

3.16 For Mauritius, a reasonable long-term debt target for the consolidatedpublic 
sector may be around 60percent of GDP. Although there exists no specific cut-off for what 
would be a sustainable debt rate for  a country’s public sector, the European Union chose a 
cutoff rate o f  about 60 percent o f  GDP for central government debt for its accession countries 
who are mostly middle income or ~ e a 1 t h i e r . l ~  The average tax base o f  those countries was 
about 30 percent of GDP in 1995. Given Mauritius’ l o w  tax base (1 8 percent o f  GDP in 
2001/2), it may be prudent to consider applying the 60 percent debt target to  total public 

The EU debt target includes central government, local government, and outstanding pension debt, and applies 
to short and long-term obligations. I t  does not include unfunded pension obligations or parastatal debt. 

25 



sector debt. Then, as Table 3.2 shows, interest payments would be limited to 20% o f  central 
government revenues. In addition, Mauritius has no outstanding explicit pension debt, so a 
60 percent o f  GDP benchmark may provide reasonable leeway for the government to adopt 
it. We proceed with a ratio o f  60 percent o f  GDP in the present analysis as a reasonable 
starting point for discussion.20 

Table 3.2 
Target Publ ic Sector Debt  Stock Scenarios - Simulat ion o f  Deb t  Service Ratios 

(4.5 percent economic growth assumed)' 
Target Long Run Debt / GDP (YO) 

In percentage 55 60 80 100 

Interest / Central Gov Revenue 18.3 20.0 26.9 33.7 
External debt service /exports 0.9 0.9 0.9 0.9 
N P V  of interest / Cent Gov Rev. 163.5 178.8 240.1 301.3 
N P  V of external debt service / exports 7.5 7.5 7.5 7.5 
N P  V of D e j c i t  / GDP -27.0 -29.5 -39.7 -49.8 

' The effective real interest rate i s  3.5 percent on the projections while the real interest 
rate on new debt that has been used i s  4.5 percent. The N P V  i s  for 10 years 
calculation, with a discount rate o f  8 percent. Debt service assumed average 
amortization rate o f  0.3 for the 10-year period. For improved comparability across the 
debt scenarios, the fiscal account gapfill has drawn on the domestic sector. 
Source: World Bank staff calculations. 

3.17 I n  order to decrease total public sector debt from 77 to 60 percent of GDP in 10 
years, the public sector would need an average primary surplus of 0.9percent of GDP for 
the period. Table 3.3 provides an illustration o f  the primary balance o f  the public sector 
needed to attain convergence to a debt rate of 60 percent o f  GDP in 10 years, depending o n  
the average growth rate o f  the economy and the real interest rate. The table suggests that 
with a GDP growth rate o f  4.5 percent (compared to  the historical 5.7 percent), the public 
sector will, on average, need a primary surplus 0.9 percent o f  GDP for the ten-year period. 

Table 3.3 
Average 10-Year Pr imary Balance Necessary to  Reduce Total Publ ic Sector Deb t  

from 77 percent o f  GDP t o  60 percent o f  GDP in 10 years 
GDP I Effective real  interest rate 
Gr. I 1.5 2.5 3.5 4.5 5.5 
3.5 I 0.3 0.9 1.6 2.2 2.9 
4.0 ~ 0.0 0.6 1.2 ::: :.: 
4.5 -0.4 0.3 1.5 2.2 
5.0 -0.7 -0.1 0.6 1.8 
5.5 -1.0 -0.4 0.3 0.9 1.5 
6.0 -1.3 -0.7 -0.1 0.6 

Note: Effective real interest rate i s  based on new 
debt and existing o f  pipeline debt; real interest rate 
on new debt i s  4.5 percent; seigniorage set at 0.1 
percent o f  GDP. 
Source: World Bank staff calculations. 

2o The analysis implies a tax elasticity o f  one; if tax revenues increase by less that the percentage increase in 
GDP, then the proposed debt ceiling would be too low. 
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3.18 Note that higher interest rates and/or lower growth wi l l  require higher primary 
surpluses ,while lower interest rates and higher GDP growth rates will permit a lower 
primary balance. For example, the required primary surplus would be 1.9 percent o f  GDP if 
the growth rate i s  4.0 percent and the real interest rate 4.5 percent. Note also that each 
combination o f  the growth rate and the real interest rate in Table 3.3 would define a different 
fiscal path to reach the targeted debt/GDP ratio - and a different expenditure envelope with 
implications for the affordability o f  the NEA. 

3.19 
should be noted. First, because we are working with consolidated public sector debt, a 
reduction in the debt/GDP ratio can be achieved by a combination o f  reductions in the debts 
owed by the central government and the parastatals. For example, the sustainable fiscal 
framework scenario presented later in this chapter shows a decline in both central 
government and parastatal debt (Table 3.4). 

Three important tradeoffs inherent in the sustainability analysis presented above 

3.20 
i s  consistent with a primary deficit in the initial one or two years and a primary surplus in 
later years. This flexibility i s  essential to meet the need for substantial investment in 
infrastructure in the next few years to facilitate the economic transformation the economy i s  
going through. 

Second, the primary surplus o f  0.9 percent o f  GDP i s  an average over 10 years, which 

Table 3. 4 
Illustrative Average 1 0-Year Primary Balances 

o f  the Public Sector Necessary to Reduce Public Sector Debt  
f rom 77 percent o f  GDP to 60 percent o f  GDP in 10 years 

Illustrative 
Primary balances (% GDP) 

Public Sector primary bal. 0.9 - 0.9 - 0.9 

Central Gov primary bal. -1.2 0.9 +3 .O 
Parastatal operational bal. 2.1 0.0 -2.1 

Note: GDP growth rate at 4.5 percent, effective real interest 
rate at 3.5 percent, seigniorage set at 0.1 percent o f  GDP. 
Source: World Bank staff calculations. 

3.21 Third, the primary deficit o f  0.9 percent of  GDP refers to the consolidated public 
sector. That is, it i s  an average of the central government and the parastatals, and can be 
achieved by a combination o f  fiscal outcome o f  the central government and the parastatals. 
Table 3.4 illustrates this trade off. For example, an average 0.9 percent primary surplus 
could be achieved by an average 0.9 percent primary surplus by the central government and 
zero operational balance by the parastatals. An operational surplus in the parastatals sector 
would allow the central government to run higher deficits. Similarly, a deficit in the 
parastatal sector would necessitate the central government to achieve higher primary surplus 
to meet the target debt/GDP ratio o f  60 percent. The strength o f  adjustment in both the 
central government and the parastatals sector will depend on the options the government 
selects with regard to these three trade offs. 
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A FISCAL FRAMEWORK FOR THE CENTRAL GOVERNMENT 

3.22 In this section the findings o f  the fiscal sustainability analysis, which are expressed in 
1 0-year averages, are translated into a detailed illustrative fiscal framework for the central 
government using annual data (Table 3.5). The resulting fiscal scenario i s  broadly consistent 
with the NEA’s two main quantitative objectives: reducing the central government deficit to 
about 3 percent of GDP by 2005/6 and room for reasonable investment spending through 
2005/6, spending about Rs. 50 bi l l ion on the capital projects over five years. 

Table 3.5 
Indicative NEA Fiscal Framework (average GDP growth 4.5 percent): 

A Sustainable Programmable Expenditure Envelope 

Actual Est. Proj. Proj. Proj. Avg. 2003- Proj. Proj. Proj.Avg. 2006- 
01/02 02/03 03/04 04/05 05/06 2005 08/09 10/11 12/13 2012 

Revenue 
Expenditures 

O/w Interest 
Overall deficit 

Primary balance 

Memo 
Debt stock 
Interest / Tax revenue (%) 
External debt service / Exports 
(“/.I 
Real non-int expend (02103 Rs. 
Bill) 

(In Percent o f  GDP, unless otherwise stated) 
18.5 20.5 20.7 21.1 21.7 21.2 
24.4 26.4 26.2 25.6 25.2 25.7 

3.3 4.3 4.0 4.0 4.1 4.1 
-5.9 -5.9 -5.5 -4.5 -3.5 -4.5 
-2.6 -1.6 -1.6 -0.5 0.6 -0.5 

22.1 22.1 22.1 22.1 
25.2 25.1 25.1 25.1 

3.9 3.8 3.7 3.9 

0.9 0.8 0.7 0.9 
-3.0 -3.0 -3.0 -3.0 

55.3 56.5 57.5 57.4 56.3 57.1 
21.1 21.1 19.3 19.3 19.2 19.3 

1.0 1.0 1.0 1.0 1.0 1.0 

30.1 33.4 34.9 35.4 36.1 35.5 

52.6 50.5 48.7 51.6 
17.9 17.3 16.6 17.6 

0.9 0.8 0.7 0.8 

41.5 45.5 49.9 43.6 

Note: (1) The real interest rate on new debt used i s  4.5 percent. Simulations with a real interest rate o f  6 percent 
yielded a primary balance that was about 1 percent o f  GDP worse than that presented in this table. (2) Real non- 
interest expenditures are in 200213 Rupees. 
Source: Government o f  Mauritius and World Bank estimates and projections. 

3.23 The main building blocks o f  this scenario are the following. The reduction o f  the 
debt/GDP ratio from the present 77 percent to the target 60 percent will be achieved by a 
reduction o f  both central government and the parastatals debts. As the Chart 3.1 suggests, 
the central government and parastatals debts will be reduced to  about 49 percent and 11 
percent o f  GDP, respectively. This would be achieved by a combination o f  a zero 
operational balance for parastatals and 0.9 percent o f  GDP for the primary surplus for the 
central govemment, indicating substantial fiscal adjustment in both sectors. In the central 
government, the primary balance needs to be improved from a deficit o f  1.7 percent o f  GDP 
to a surplus o f  0.9 percent o f  GDP as quickly as the current conditions allow. As discussed 
in chapter 2, mainly enhancing revenue collection with some moderation and better phasing 
in capital expenditure could make this adjustment. 
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3.24 
level o f  about 22 percent o f  GDP and total expenditure i s  kept around 25 percent o f  GDP. In 
other words. the burden o f  fiscal adjustment will fall on revenue enhancement rather than 

This scenario requires that the central government revenue i s  raised to the historical 

expenditure reduction.*l This wouid allow 
real non-interest expenditures to increase 
by about 4.5 percent per annum, at the rate 
of economic growth. The required 
adjustment in the parastatal sector would 
be equally challenging. I t  would involve 
initially maintaining an operational 
balance in the sector by adjusting prices to 
cover the costs. In the medium term, a 
comprehensive program i s  needed to 
restructure, commercialize, and privatize 
the enterprises as appropriate. 

Ch 3.1 Public Sect Debt Stocks I 
80 

70 

60 1 50 

30 40 i I _ _  I I  

’ - - Total public sect I - Centr Gov NEA I 

0-0 
2001/02 2005/06 2009/10 2012113 

3.25 
government to own debt higher than 49 

It i s  possible for the central Source: Government o f  Mauritius and World Bank staff 
projections 

percent o f  GDP if parastatal debt i s  further 
reduced. This could be achieved by selling o f f  some o f  i t s  equity in parastatals or by selling 
individual parastatals that are in good standing, such as the State Investment Corporation, 
with i t s  holdings in gambling and tourism sectors, and using the revenue to retire the 
parastatal debt. Although such a strategy was followed in 2000/1 when Mauritius Telecom 
shares were sold, equivalent to about 5.5 percent o f  GDP, it would be currently advisable 
only as an integral part o f  the fiscal adjustment package.22 

3.26 
primary balance does not become positive before 2005/06. This means the debtlGDP for the 
central government would increase a couple o f  percentage points initially before it converges 
to 52 percent. This gradualism i s  necessary to allow the government to undertake the 
necessary investment in human and physical infrastructure in the coming years to facilitate 
the ongoing transformation o f  the economy towards to a “high-tech and high value added- 
services and knowledge” economy. 

Note that fiscal adjustment o f  the central government follows a gradual path. The 

3.27 The potential impact of high-riskparastatals. Chapter 2 discussed the significant 
role o f  parastatals in the economy. The table 3.6 presents the projected debt service o f  high 
risk parastatals on the stock o f  debt available as o f  June 2002. Should the central 
government be required to pay this debt, that would reduce the expenditure envelope 
available to implement the NEA by about 1 percent o f  GDP a year for the medium term. The 
impact o f  such additional expenditures on the resources available for other programs forms 
the basis o f  the expenditure analysis o f  chapter 4. 

” Chapter 4 discusses options for raising revenues. ’’ Mauritius has in fact set up the privatization find in the mid-1990s and borrowed to meet investment needs 
against future privatization revenues. The fund was closed and i ts activities were integrated into the budget in 
2001/2. 
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Table 3.6 
Projected D e b t  o f  Selected Parastatals - Highest R isk  to  Central Government; Stock o f  debt as 

o f  June 2002 
200213 200314 200415 200516 2008109 2010111 2012113 

Debt Stock 

Interest 
Principal 

Memo 
Primary balance 1/ 

Debt service 

4.1 3.3 2.4 1.9 0.8 0.2 0.1 

0.3 0.2 0.2 0.1 0.1 0.0 0.0 
1.4 0.7 0.6 0.4 0.2 0.2 0.0 
1.7 0.9 0.8 0.5 0.3 0.2 0.1 

-3.3 -2.5 -1.3 -1.1 0.6 0.6 0.6 
Expend. Envelope 

Notes: 11 Primary balance o f  table 3.5 after transfers equivalent the debt service o f  high risk parastatals 
has been accounted for as subsidies. 21 Expenditure envelope o f  table 3.5 after transfers equivalent the 
debt service o f  high risk parastatals has been accounted for as subsidies. 
Source: World Bank staff calculations. 

(real 02103 Rs Bill) 21 30.8 33.5 34.1 35.3 40.9 45.1 49.7 

3.28 Additional debt incurred by the high-risk parastatals from 2002/3 onwards i s  
excluded from the exercise; this means that the debt service associated with that new debt i s  
paid out o f  operating surpluses through price adjustments or efficiency gains. The high-risk 
parastatals include CEB, STC, DBM, MHC, NHDC; refer to Annex 3 for details. 

C o N c L u s I o N 

3.29 
deficits are sustainable but that Government will likely not be able to finance planned 
expenditures and meet deficit targets at the same time. The NEA framework formulated in 
June 2001 provided for an overall fiscal deficit o f  about 3 percent o f  GDP by 2005/2006. 
Assuming that this i s  attained and such deficits maintained, the outlined target o f  a 
consolidated public sector debt o f  about 60 percent would be attained in 10 years. A debt 
target o f  60 percent would imply that about one fifth o f  revenues would be used for interest 
payments. However, the originally planned expenditure levels o f  the Agenda, especially the 
doubling o f  capital investments until 2005/2006, are not consistent with attaining such deficit 
levels, In part, this stems from the expected slower growth rate o f  the economy and the 
likely need for central Government to bail out several parastatal companies in the next years. 

The analytical work in the present chapter suggests that the original NEA target fiscal 

3.30 
percent o f  GDP should come largely from enhancing revenue collection rather than 
expenditure reduction. The medium-term fiscal framework indicates that total central 
government expenditure can be maintained at the historical level o f  25 percent o f  GDP, but 
the revenues have to be increased from the present 20 percent to 22 percent o f  GDP. The 
government has already taken steps in this direction. The rate o f  VAT has been raised twice 
in the past two years. The follow up revenue measures would include streamlining tax 
exemptions and other tax incentives and improving the tax and customs administration. 

The fiscal adjustment necessary for gradual reduction o f  fiscal deficit to about 3 

3.3 1 
would have to face should it maintain the proposed fiscal framework. 

The next chapter looks at the nature o f  the tradeoffs facing the central government 
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4. POLICY OPTIONS 

4.1 
affordable to  Mauritius?” and explored the implications o f  different debt levels o n  public 
finances. Using a sustainable path o f  indebtedness and an assumption o f  improved tax 
collection, the chapter found that a reduction o f  the fiscal deficit to  about 3 percent o f  GDP 
by 2005/06, as was assumed in the initial NEA baseline, would provide for an expenditure 
envelope amounting to approximately 25 percent o f  GDP. 

The previous chapter addressed the question o f  “how much government spending i s  

4.2 The objective o f  the present chapter i s  to examine the pol icy options available to 
Mauritius in expenditure, revenue, and debt management that would enable Mauritius to 
implement the NEA within the framework explored in chapter 3. On the expenditure side, we 
employ a linear projection technique and find that (i) the room for capital expenditures is 
significantly smaller (by about one half) compared to programmed investment spending; and 
(ii) the current expenditure envelope i s  more in l ine with projected spending but that some 
prioritization and savings would have to take place as well. Given these results, the chapter 
analyzes a number o f  sectors that offer options for the Government to achieve some o f  the 
needed savings. On the revenue side, we explore the set o f  revenue options that would 
enable Mauritius to  meet the revenue objectives in the sustainable fiscal framework. The 
critical issue i s  the extent and speed with which Mauritius wishes to part with the past 
practice o f  segmenting the economy. Similarly, in terms o f  debt management, we look at 
potential institutional improvements that could mitigate risks to the sustainable expenditure 
envelope. 

4.3 
solution to the public finance challenges that Mauritius faces. There are, however, many 
policy options that deserve to  be explored closely for their (i) consistency with the NEA 
objectives o f  reorienting and modernizing the Mauritian economy, (ii) efficiency in meeting 
those objectives, and (iii) priority standing given budgetary constraints. The present chapter 
aims to  illustrate some existing policy options and to  point to  potential tradeoffs. The chapter 
seeks to pose the type o f  questions that the Government is l ikely to face in the future and i s  
intended to suggest areas for further analysis. 

This chapter i s  writ ten under the premise that there is no single recommendation or 

EXPENDITURES 

Baseline projections 

4.4 
overall l ikely expenditure level (given current trends) and i ts composition. We can then 
compare the aggregate spending estimate to the sustainable aggregate derived in chapter 3. 
Further, we can then also map the NEA planned expenditures (especially for  capital goods) 
to the available resource envelopes. As such, the exercise does not represent the medium- 
te rm Budget o f  Mauritius. The exercise aims to  examine potential expenditures that are likely 
to materialize and look at the type o f  choices facing Government. For the baseline 

We use simple linear projections for the different expenditure categories to derive the 
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expenditure projections, we use two alternative classifications o f  the budget - the economic 
and the functional classification. 

4.5 
sub-categories, but they do not take into account the planned NEA investments. Table 4.1 
provides the resulting projections o f  recurrent and capital expenditures based o n  this “no 
pol icy change” scenario. The table incorporates the existing expenditure categories found in 
Mauritius’ budgetary tables for 2001/2 and 2002/3 together with projections for sub- 
categories. Assumptions underlying the projections included: (i) interest payments are based 
o n  rising interest rates globally; (ii) wages assume a 15 percent wage increase for c iv i l  
servants; (iii) “goods and services” expenditures are increased to meet the higher recurrent 
costs resulting f rom higher investment; (iv) pension outlays are calculated based o n  the 
recipient population; and (v) subsidies include government coverage o f  the debt service o f  
high risk parastatals (presented in table 3.6). The projections do not, though, include the 
specific capital investment plans o f  the New Economic Agenda. 

Expenditure projections are based o n  historical trends and forecasted expenditures for 

4.6 
restraining total expenditures. The average 
annual expenditure (calculated on the basis o f  
past trends and l ikely future demands) for the 
period 20031’4 - 2005/6 could reach 27.0 
percent o f  GDP. Table 4.1 shows that this 
spending level (which does not yet take 
account o f  the specific New Economic 
Agenda investment plans) i s  high compared to 
the sustainable envelope o f  25.7 percent o f  
GDP. The exercise assumes an average 
annual capital expenditure o f  4.3 percent o f  
GDP (less than the approximate 6 percent o f  
GDP pew annum assumed in the fiscal 
framework o f  table 2.2) and required savings 
of about 1.3 percent o f  GDP from the 
recurrent side. 

The projections suggest a need for 

4.7 
it indicates that an average capital investment 
o f  4.3 percent o f  GDP for the three year 
period 2003/4-2005/6, i s  equivalent to  about 
12.9 percent o f  GDP for the three year period; 
this i s  much less than the programmed (not 
yet implemented) NEA capital expenditures o f  
21.7 percent o f  GDP (discussed in table 2.1). 
This suggest that the planned capital outlays 
of the NEA would have to be considerably 
phased and prioritized. Obviously, it would 
be possible for Government to increase capital 
spending beyond the 4.3 percent o f  GDP used 

Table 4.2 extends this analysis. First, 

Table 4.1 
Breakdown o f  the Indicative Sustainable 

Expenditure Envelope (2003/4-5/6) 
(As % o f  GDP) 

Ann. 
Actual Estimate Avg. 

01/02 02/03 05/06 
03104- 

SUSTAINABLE 
EXPEND. ENVELOPE 

PROJECTED TOTAL 
EXPENDITURES ON A 
“NO POLICY CHANGE” 
BASIS 
PROJECTED CURRENT 
Interest 
Wages & salaries 
Goods and services 
Subsidies and transfers 

PROJECTED CAPITAL I/ 
Acq. o f  fixed capital 
Purchase of land 
Capital transfers 

NET LENDING 

SAVINGS NEEDED 

24.4 

24.4 
- 20.4 
3.3 
6.4 
2.2 
8.4 

- 3.7 
2.8 
0.1 
0.9 

- 0.4 

0.0 

26.4 25.7 

26.4 27.0 
20.8 21.3 
4.3 4.1 
6.1 6.7 
2.1 2.3 
8.3 8.2 

- 5.0 4.3 
4.0 3.3 
0.1 0.1 
0.9 0.9 

0.6 0.1 - -  

0.0 -1.3 

11 Breakdown of capital expenditures was based on original 
budget shares. 
Source: Government of  Mauritius and World Bank staff 
estimates and projections. 
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as a baseline for the projections. Then, however, equivalent savings would have to be made 
on the current expenditure side since the overall expenditure envelope i s  going to be 
exhausted. 

Table 4.2 
Capital Expenditure Projections for a Sustainable Fiscal Envelope 

(as a percent o f  GDP) 
Remaining 

3-year 3-year Project 
average' total' Balances 

Total Capital 4.3 12.9 21.7 

General pub. services 0.4 1.3 1.3 
Defense 0.0 0.0 0.8 
Public order 0.2 0.6 1.4 
bducation 0.8 2.3 2.3 I 
Health 0.2 0.6 1.4 

pousing & Comm. 1.7 5.0 6.2 I 
Recreational 0.1 0.5 0.9 

Agriculture 0.2 0.5 1.3 

/Transport. & comm. 0.4 1.3 4.2 I 
Other econ. services 0.1 0.4 0.8 

Other 0.0 0.0 0.0 

SOC security, welfare 0.1 0.2 1 .o 

Fuel and energy 0.0 0.0 0.0 

Mining etc. 0.0 0.1 0.0 

Local government 0.0 0.1 0.0 

Linear Projection o f  Capital Expenditures 200314 - 200516 (by 
composition o f  200213 Capital Budget). Based on GDP growth o f  
4.5 percent. 
Remaining Project Balances in 2002/3 Capital Budget for 200314 
Onwards (as appear in 200213 Capital Budget). 

Source: Bank staff estimates. 

1 

4.8 
percent o f  GDP for the three year period 2003/4-2005/6 and applies to it, again for 
illustrative purposes, a breakdown using the public investment composition o f  the 2002/03 
budget. Table 4.2 includes a comparison between the current composition o f  public 
investment spending and the remaining NEA costs. The table suggests that the resulting 
capital expenditure spending pattern i s  not in l ine with NEA flagship areas. The transport 
and communication sector, for example, would require an additional 4.2 percent o f  GDP in 
order to implement the remaining investments, whereas the current resource distribution 
implies an allocation amounting to only 1.3 percent o f  GDP (over three years). Similarly, 
additional NEA expenditures in housing and community amenities come to 6.2 percent o f  
GDP, whereas the actual distribution would imply a 5.0 percent o f  GDP share. 

Second, table 4.2 takes the assumption o f  the average capital investment o f  4.3 
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Expenditure Policy Options 

4.9 Taken together, the previous analysis suggests that Mauritius will face some 
important tradeoffs in terms of choosing which of the Agenda flagship capital investments 
will be financed over the coming years. These tradeoffs not only concern the phasing and 
prioritization within capital expenditures but also between current and capital outlays. This 
section will provide a number o f  expenditure policy options for the Government in order to 
help increase the room for prioritized capital expenditures. 

Outlays to parastatals (utilities and importing monopoly) 

4.10 Historically Mauritius has made outlays to parastatals through a variety of channels, 
namely, direct subsidies, capital transfers, and lending. Simple projections of outlays to 
parastatals based on past experience (relative to GDP), coupled with the potential impact o f  
fiscal risks, suggest that Mauritius could spend as much as 3 percent o f  GDP a year on 
parastatals (for the period 2003/4 - 2005/6).23 This i s  high given the fiscal consolidation that 
will have to take place. The Government wi l l  need to examine the situation and economic 
rational for each parastatal separately, considering in particular the rational for continued 
state support. Below are descriptions o f  two o f  the more prominent parastatals. 

Central Electricity Board 

4.1 1 
(CEB), responsible for generation (about 
50 percent o f  total production), 
transmission, and distribution o f  
electricity, built up a large debt mainly as 
a result o f  losses incurred in the 1990s, 
when electricity tariffs were very 
Chart 4.1 presents indexes o f  the average 
import price in Rupees o f  energy sources 
(diesel, fue l  oil, and coal make up about 70 

The Central Electricity Board 

Chart4.1 Cost of EnergySources and 
Average Sales Price 300 - 

250 - of Electricity (2992=D0) 

.. 
50 

92 93 94 95 96 97 98 99 00 01 
diesel - fuel oil 

-electr - - - . . - .coal 

Source: CSO-Energy Statistics 

percent o f  the energy sources that produce electricity) and the average price o f  electricity (for 
all uses). Since 2000, tariffs have been revised upward, allowing the CEB to generate small 
operating surpluses. I t  is, however, unlikely, that future electricity tariffs would be raised to 
such a level as to enable the CEB to service i t s  debt.25 While structural reforms in the power 
sector can reduce the risk o f  further accumulation of government contingent liabilities in 
CEB, success o f  these reforms may actually require the government to take over the CEB’s 
presently outstanding liabilities.26 

23 Excludes tax expenditures and receipts (equity payments and repayments o f  loans). 
24 The Central Electricity Board also serves as a guarantor in a take-or-pay scheme. This scheme proved to be 
relatively costly, having a negative impact on the Central Electricity Board’s operating balance. 
25 In recent years, the Central Electricity Board has defaulted on government loans. 
26 Once a decision has been made as to how to address CEB’s debt (including the pension debt), then the direct 
cost to the government has to be factored into the sustainability analysis. 
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4.12 
electricityprices. This can be done by (i) not allowing CEB to adjust tariffs to meet costs, 
and (ii) subsidizing CEB with guarantees, debt service, and capital transfers. In Mauritius, 
about 25 percent of households used about one third o f  electricity production and accounted 
for about 37 percent o f  value sold in 2001. The remaining two thirds o f  electricity produced 
was used almost evenly by commercial and industrial sectors, paying an average price o f  20 
percent above and 30 percent below the household price r e ~ p e c t i v e l y . ~ ~  Given the losses at 
CEB , al l  three categories o f  electricity users (households, commercial, and industrial) are 
being subsidized to some extent, but the industrial sector has received the largest subsidy. 
The Government may wish to examine the cost, employment, and incentive implications o f  
raising electricity prices to  better match costs, as the fiscal sustainability analysis has 
suggested that long-term support for al l  users o f  electricity i s  not  likely to  be feasible within 
the current set o f  NEA priorities. Consequently, the government may wish to articulate a 
concrete plan for support to some sectors for a pre-determined period o f  time and to 
transparently allow the budget to carry the subsidy. 

The Government may wish to assess the overallpolicy of maintaining below market 

4.13 
subsidize electricity for households. With 75 percent o f  households using heating sources 
other than electricity, it i s  likely that the upper quintile o f  households benefits f rom the 
subsidy the most. In either case, a more transparent approach to  electricity pol icy would be 
to quantify the entire impact o f  the pol icy on the budget and the benefits it brings to specific 
categories o f  stakeholders in order to  assess the alignment o f  the present subsidy system with 
the country’s strategic priorities under the NEA. In essence, the existing outlays to  CEB 
directly compete for  funding resources against top priority sectors. 

Government may also wish to consider the equity impact o f  using tax revenues to 

State Trading Corporation 

4.14 
flour, cement, and, since 2002, LP gas. I t  also maintains price subsidies for these 
commodities. A widening mismatch between international and domestic prices, most 
notably petroleum and petroleum by-products, in recent years gave r ise to large losses under 
STC’s trading operations. The cost o f  the subsidy o n  rice and flour has been transparently 
covered from the government budget within each fiscal year.28 On cement and o i l  trade 
(which constitutes more than 90 percent o f  STC’s business), however, STC’s losses have not 
been recovered from the budget. These losses reached Rs. 1.1 billion, Rs.2.1 b i l l ion and 
Rsl.4 billion, respectively, in fiscal years 1999/2000,2000/01 , and 200 1/02. As a result, as 
o f  June 2002, STC had debt amounting to Rs.3.4 bi l l ion outstanding, o f  which Rs.1.2 bi l l ion 
i s  guaranteed by the government (Rs900 mi l l ion o f  foreign credit and Rs. 180 mi l l ion o f  
domestic bank overdrafts). 

4.15 
As with electricity, subsidies o f  o i l  products indirectly subsidize the manufacturing (36 

The State Trading Corporation (STC) has an importing monopoly over oil, rice, 

The government may wish to investigate the rationale for subsidizing oilproducts.29 

27 The commercial sector obtains almost 90 percent o f  i t s  energy from electricity and the remaining 10 percent 
from LP gas. 
28 The rice and flour subsidy amounted to 0.3 percent o f  GDP in 2001/2. 
29 The present discussion does not address the rationale for the rice and flour subsidy (0.3 percent o f  GDP in 
2001/2). Interestingly, the rice and flour subsidy i s  transparently presented in the budget, and fully covers costs 

35 



percent o f  energy used comes from fue l  oils) and transport sectors (99 percent o f  energy used 
comes from fuel oils, almost evenly from gasoline, diesel, and j e t  fuel), as well as other 
sectors indirectly because about 45 percent o f  a l l  electricity generation in Mauritius comes 
from diesel and fuel oil. The government should investigate the rationale for subsidizing o i l  
products by answering three questions: 

(i) Transparency - what are the total costs o f  the price controls on o i l  products? The 
costs would have to include quantification o f  guarantees, debts, direct subsidies, 
transfers, and lending to STC. 
Affordability, equity, efficiency, and prioritization - at a time when fiscal 
consolidation i s  required, and there are important expenditure priorities in 
education and other sectors, are the current beneficiary sector o f  the subsidies the 
best use o f  the limited public resources? 

(iii) Incentives - given the need to restructure Mauritius’ economy in the medium 
term, are the incentives provided by the current pol icy the right ones and are they 
permanent or temporary? 

(ii) 

4.16 The Government may also wish to reconsider the rationale for maintaining a 
parastatal holding an import monopoly. Alternative methods o f  organization, such as private 
imports with a regulator or a consortium o f  private importers, could perform the task under 
the watchful eye o f  government. 

Pensions 

4.17 Today, Mauritius has a three-tiered pension system that helps the poor and provides 
moderate replacement income for retirees and n o  regulatory protection for voluntary 
retirement schemes. The unfunded nature o f  the universal scheme, together with the income 
maintenance scheme o f  the civil service, are exerting serious fiscal pressure. Today, public 
sector outlays for pensions (the Basic Retirement Pension and the c iv i l  servants scheme) 
account for about 4.2 percent o f  GDP, absorbing about a quarter o f  recurrent expenditures 
and a fifth o f  recurrent revenues. Without Government action, the forthcoming demographic 
transition will be very costly. Expenditures for the basic pension alone are expected to be 
close to 5.9 percent o f  GDP by 2020. C iv i l  service pension outlays have already increased by 
50 percent in real terms between 1992 and 1998 alone; the c iv i l  service pension bill, as a 
share o f  the wage bill, can be expected to increase from the current 20 percent to 30 percent 
over a period o f  15 years - prior to the introduction o f  the salary increase in 2003/4. 

4.18 
option would be to r ise the retirement age. This would respond to  the higher l i f e  expectancy 
of the population and would be compatible with evolving employment patterns. The second 
option, albeit controversial, would be to convert the current universal scheme into a targeted 
scheme for the poor while at the same time undertaking a one-time upwards adjustment in 
the pension. This would (i) reduce the fiscal risk stemming from universality o f  the scheme 

Mauritius has several options for modernizing the universal pension scheme. The f i r s t  

to STC. The Government may wish, however, to evaluate the efficiency o f  the rice and flour program and to 
assess if that approach, at a cost o f  0.3 percent o f  GDP in 200112, i s  the most efficient way to deliver assistance 
to Mauritius’ poorest citizens. 
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and (ii) provide more effective protection from poverty to those in need. The third option 
would be to leave the universality o f  the system in place but to reduce benefits. This would 
be the least efficient measure, but it would serve to  reduce expenditures while respecting 
possible constraints. 

4.19 
projections, pension expenditure for the c iv i l  service scheme will rise steadily, from the 
current level o f  20 percent o f  the covered wage bill to around 30 percent in 15 years time, 
and will reach 50 percent by 2050. The total implici t  pension debt (for liabilities accrued to 
date) exceeds one third o f  Mauritius’ GDP. Given their limited coverage (slightly over 10 
percent o f  the labor force), the public sector pension debt lays a sizeable claim o n  Mauritius’ 
scarce public resources. 

The c i v i l  service pension would also need to be adjusted. Based o n  the World Bank’s 

4.20 Whi le these benefit levels are not excessive when compared with neighboring 
countries in Africa and South Asia, they are considerably higher than c iv i l  service benefits in 
OECD countries. The high pension benefits may reflect the traditional back loading in 
public sector compensation, and the not too competitive overall compensation package for 
civil servants. However, this type o f  compensation structure i s  inefficient because it often 
fails to  attract qualified young staff, has a questionable incentive structure, and impedes the 
mobil i ty between the public and private sector. This calls for a review o f  the overall pay 
structure and its benchmarking against the private sector as a precondition for  a 
comprehensive reform o f  the pension scheme. 

Housing 

4.2 1 
Corporation (MHC) mainly serve the government in implementing housing assistance 
programs. Assistance in the form o f  interest rates subsidies i s  funded from the government 
budget within each fiscal year (fully, in the case o f  N H D C  and partially in the case o f  
MHC).30 By June 2002, N H D C  had liabilities outstanding in the amount o f  Rs2.1 billion, or 
1.5 percent o f  2001/2 GDP, out o f  which is Rsl.3 b i l l ion was guaranteed by the government 
- Rs900 mi l l ion from foreign sources and Rs400 mi l l ion from the National Pension Fund. 
M H C  had Rs4.9 bi l l ion o f  outstanding liabilities, or 3.6 percent o f  2001/2 GDP, o f  which 
Rs2.7 bi l l ion are guaranteed, including Rsl.7 bi l l ion borrowed from the National Pension 
Fund. M H C  estimates that about Rs700 mi l l ion o f  its debt, or 0.5 percent o f  2001/2 GDP, i s  
associated with the cost o f  past interest rate subsidies that had not been covered by the 
budget. Overall, with the default risk o n  mortgage financing l o w  (around 6 percent) and 
good collateral enforcement, the companies appear financially sustainable. Risk may arise 
particularly for N H D C  if it embarks o n  ambitious real estate development (for instance 
beyond the present scope o f  the o f  Cyber Ci ty and Cyber Village) and suffers f rom 
insufficient demand. 

The National Housing Development Company (NHDC) and Mauritius Housing 

4.22 
significant amount o f  resources that have been invested in the sector, the diagnosis carried 

A large disequilibrium remains in the low-income housing market. Despite the 

30 In fiscal year 200112, the two corporations received 0.3 percent o f  GDP in direct subsidies. 
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out by the Bank a few years ago31, suggests that there i s  a large disequilibrium in the low- 
income housing market, with tens o f  thousands o f  applicants waiting to obtain a housing unit. 
At the same time, there i s  evidence that households with very low incomes (below Rs. 3000) 
are not being reached through these programs. 

4.23 
beneficiaries cannot be reached. The medium-term priority should be to eliminate public 
intervention o n  the supply side altogether - moving out o f  public construction and provision, 
This would call for dismantling NHDC as an institution focused on public construction o f  
housing. Instead, efforts should focus on the demand side and on tailoring financing 
mechanisms to  the specific needs o f  the very poor. 

There i s  l i t t l e  rationale for having a low income-housing program if the intended 

4.24 The Government may wish to rethink the rationale behind the broad-based housing 
policy. Mauritius may wish to undertake a detailed analysis o f  the beneficiaries o f  the 
current housing policy; Mauritius may also wish to assess the necessary changes in operation 
policies for NHDC and MDC with a view to obtaining positive operating balances. It may 
separately wish to consider the solutions o f  the outstanding debt o f  those parastatals, and 
examine whether it i s  equitable to meet those debts from tax revenues or by passing the costs 
to the beneficiaries o f  the housing loans. Operationalization o f  the government’s new very 
low income housing program (introduced in 2001/2), could continue to be financed 
transparently, as is, under the capital budget. Any costs resulting to the private sector from 
implementing that policy (including NHDC and MHC) would also have to be covered by the 
budget. 

Education and health care 

4.25 
adopted polices o f  free education and free health care for i t s  population for a long time. In 
effect, those polices have resulted in annual public and private expenditure amounting to 
about 5-6 percent o f  GDP for the past 20 years.32 The expenditure has been spent to provide 
mostly primary and secondary level services in both sectors. Results have been reasonably 
good given Mauritius’ past development accomplishments, in that, in education, enrollments 
in primary and secondary education are high; while in health, communicable diseased have 
been eliminated. 

The provision of free services has enjoyed reasonable success. Mauritius has 

4.26 Education and health demand is likely to further increase. Mauritius’ development 
strategy clearly rests on building up i t s  human capital base so the country can better compete 
internationally. In the short term, this means aggressively investing in education 
infrastructure and training/acquisition o f  teachers and trainers to build up an internationally 
competitive delivery base, starting from primary and secondary, but also extending into 
tertiary education. Mauritius needs to improve quality and market relevance. Similarly, in the 
medium and long term, maintaining the education and training delivery system (in l ine with 
market needs) wi l l  be critical to preserve an effective life-long learning strategy for the labor 
force. At the same time, on the health side, Mauritius i s  faced with an aging population (the 

31 Source: World Bank Aide-Memoire and Policy Note: Rethinking the Welfare State (February 2000). 
32 Over the past ten years, this has been split with approximately 4 percent public and 2 percent private. 
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share o f  the population over 60 will increase from 9 percent in 2000 to about 16 percent in 
2020), and an increasing burden o f  non-communicable diseases, such as diabetes, 
cardiovascular diseases, alcohol-related diseases, and injury. Both factors can be considered 
consequences of the development success o f  Mauritius. 

4.27 Expenditures can be expected to rise. The N e w  Economic Agenda formulates the 
formidable challenges in both the education and health sectors as evidenced by the poor level 
o f  readiness o f  Mauritius’ labor force to move to higher value added (and more knowledge 
intensive sectors) and by the country’s aging population and surge in non-communicable 
diseases. B o t h  sectors will require improvement in secondary and especially tertiary level 
services. The per capita cost o f  services in these sectors i s  usually much higher than primary 
level services. For education this involves laboratories, more specialized trainerdfaculty, 
more costly learning resources (books, CDs tapes, etc); for health care, this involves more 
sophisticated technology, more skilled personnel, and more funding for recurrent expenditure 
such as maintenance and training. This would also require a different sk i l ls  mix, meaning 
that Mauritius will eventually have to increase i t s  doctor to population ratio which currently 
stands at about 1 : 1,138, which is lower than most industrialized countries. 

4.28 
quite likely that the government will continue to  heavily fund the education and health 
sectors in the future. However, in the presence o f  budget constraints, the critical issue i s  to  
use the public funding for maximum impact in terms o f  equity and efficiency considerations. 

Public sector interventions in education and health need to be rationalized. It i s  

(i) Despite the increasing importance o f  the health and education sectors for the 
country’s development and the population’s wel l  being, funding for the two 
sectors i s  not unlimited in the short or medium term. Consequently, aggressive 
development programs must be accommodated by precise plans for cost saving. 

(ii) The Government may ask its citizens to pay for an increasing share o f  tertiary 
level education and health services.33 Funding o f  these sectors f rom general 
taxation i s  an explicit policy choice with redistributive implications. In education, 
it implies that the general public i s  paying for tertiary level services, which is 
possibly inequitable as it i s  mostly the better-off that benefit from those services. 
In health care, the issue i s  a bit different as market failures can cause the poorer 
high-risk members o f  society to be excluded from group insurance. Therefore, 
government has to assure that the poor will have access to a given level o f  tertiary 
services in health, while better-off groups could wel l  be demanded to share in 
their individual tertiary level costs. 

(iii) The public sector’s role may by most efficient as a regulator for assuring a good 
mix o f  sector efficiency and quality o f  services, and guarantor o f  service 
availability for the poor. The Government may want to  explore h o w  the private 
sector can increasingly become providers o f  education and health services as well. 

33 The Mauritius University of Technology i s  making headway in cost recovery as user fees reportedly meet 70 
percent of recurrent costs. 
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Table 4.3 
Illustrative Trade-offs Between and Within Sectors 

ILLUSTRATIVE BENEFITS 
POTENTIAL 2001/2 Number o f  % Increase % Increase in 
SAVERS Expenditures yearly in Non- road 

(% GDP) teachers’ salary maintenance 
salaries education budget 

covered spend. 

Parastatal transfers 
(equivalent to half o f  
3-year average) 
OR 

Debt service o f  high 
risk parastatals 

Housing - subsidy on 
interest rates to MHC 
and NDHC 
OR 

Approximate 
pensions savings 
(basic pension 
indexation to wages 
instead of ‘past 
practice’ 
Hal f  o f  post- 
secondary spending 
Bank o f  Mauritius 
lines o f  credit to 
textiles and sugar 

1 .o 5,732 400% 340% Increase 
Increase 

0.3 1,673 120% 
Increase 

100% Increase 

0.25 1,433 100% 70% Increase 
Increase 

I. 1 6,305 440% 370% Increase 
Increase 

Notes: ’ Refer to table 1.3. Not in 2001/2 Budget; Refer to table 3.6. Background 
work to Mauritius: Modernizing and Advanced Pension System, World Bank. 2001. 
Government o f  Mauritius budget, 2002/03 Not in 2001/2 Budget. Capital costs o f  the 
LRT. Not in 200112 Budget. Assuming an annual salary o f  239,000 Rupees (Education 
officer Grade B); excluding civil servant pension costs. Government o f  Mauritius 
budget, 2002/03 Mauritius Transport Sector Action Plan, World Bank 2003 

An explicit look at tradeoffs 

4.29 Illustrative inter-sectoral tradeoffs. This section looks at what potential savings in 
one sector imply for program financing in another. Table 4.3 presents illustrative trade-offs 
between some expenditure items and teachers salaries, non-salary education expenditures, 
and road maintenance. For instance, saving o f  about 1 percent o f  GDP which could come 
from a halving o f  transfers to parastatals or reduced responsibility for the management o f  
debt of high risk parastatals could pay for the salaries o f  5,732 teachers in a single year, pay 
for a quadrupling o f  the non-salary non-contributive budget o f  the Ministry o f  Education and 
Scientific Research (teaching materials, labs, etc), or increase the road maintenance budget 
threefold (almost completing the 5 year objective in road maintenance) for about 20 percent 
of Mauritius’ roads which are in poor quality and need maintenance and drainage work to 
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prevent deterioration. The table suggests that small adjustments in expenditures can have 
large payoffs in areas where there are large needs. It also suggests that it is not only inter- 
sectoral changes, but intra sectoral tradeoffs need to be explored. 

REVENUES 

4.30 Mauritius’ tax model is outdated, creating inefficiencies in the economy and posing 
fiscal risks. Mauritius’ tax model aims to mitigate the economy’s natural anti-export bias 
(distance, lack o f  raw materials) by having differential tax rates (and thus subsidizing) export 
industries. Mauritius also protects import-competing industries. The tax system has multiple 
exemptions for indirect taxes, especially import taxes or the VAT, and tax holidays for 
corporate taxpayers. It has evolved into a‘system o f  a narro6 tax base but with high rates. 
At the same time, the revenues generated by the tax system are l o w  for an upper middle 
income country. The inefficiencies are generated because (i) the tax system artificially biases 
resource allocation within the economy, and (ii) it grants unsustainable advantages to export 
industries, undermining Mauritius’ capacity to develop long-term viable sectors. These two 
shortcomings lead to further inefficiencies because new, emerging sectors will also need 
exemptions, thereby further reducing the tax base o f  the economy. The fiscal r isks are posed 
by the fact that (i) revenues are constantly under threat o f  being reduced due to additional 
exemptions, and (ii) in the absence o f  knowing the true level of tax expenditures, the 
effective prioritization o f  public resources i s  undermined. 

4.3 1 I n  thefirst instance, it is necessary for Mauritius to quantify tax expenditures to 
assess true costs of its support to theprivate sector. Tax expenditures refer to revenue 
losses from a “normal” tax base owing to deductions, exemptions, exclusions, preferential 
rates, deferrals, and credits. These losses are direct expenditures out o f  the budget and 
should be subjected to  the same scrutiny as the rest o f  the budget, namely estimation o f  costs, 
scrutiny by the legislature, and be subject to evaluation. 

4.32 
structure vis b vis its development objectives. First, the mult ipl ici ty o f  exemptions 
accompanying successive investment schemes (there are 42 such schemes presently in 
Mauritius) suggests that there i s  room for re-aligning Mauritius’ tax structure. On 
successive occasions, Bank and IMF reports have emphasized the need to  (i) correct the 
incentives (by giving room for new industries to grow that would be globally competitive) 
and (ii) raise revenues.34 

I t  is also important for Mauritius to assess the appropriateness of the current tax 

4.33 
character of its economy. How can this be accomplished? Mauritius has several options 
for raising revenues: (i) broaden the tax base for import duties by reducing exemptions and 
improving tax administration (strengthening collection, audit, and reporting to revenue 
departments); (ii) broaden the tax base o n  corporate taxpayers who are paying an effective 
tax rate of 15 percent compared to the statutory rate o f  25 percent; (iii) incorporate more 
individuals into the tax scheme (in 2001 it was estimated that 30,000 Mauritians were paying 

Mauritius should be able to raise its tax base while maintaining the “low tax” 

34 World Bank Country Economic Memorandum; 1995; WTO, Trade Policy Review: Mauritius; October 2001; 
IMF Article IV  Report, June 2003. 
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income taxes out o f  a labor force o f  500,000); and (iv) increase tax rates o f  indirect or direct 
taxes. 

DEBT MANAGEMENT 

4.34 
public sector debt. Mauritius’ debt management currently consists o f  managing the central 
government’s cash flows and diversifying exchange rate risk o n  the l imited external 
borrowing. Parastatal borrowing, guaranteed by the central government, i s  subject to review 
by the Ministry o f  Finance. The present practice has resulted in excessive short-term debt 
(which may be less costly than medium-term debt but carries substantial roll-over risk, and 
hence more expensive in the long run) and the absence o f  risk as a quantifiable benchmark 
for decision-making. It exposes Mauritius excessively to the fluctuations in financial 
markets. Mauritius does lack a comprehensive perspective o f  acceptable borrowing levels 
and acceptable risks o f  the public sector debt portfolio. 

The central government currently lacks a comprehensive approach to managing 

4.35 
and 3 illustrated the Bank o f  Mauritius practice o f  issuing government T-bills which 
amounted to  almost 4 percent o f  GDP in June 2002 sitting as idle cash. This practice 
represents a fiscal risk even if the central government i s  compensated for the interest it pays 
o n  this debt. The risk stems from the fact that the central government lacks control over the 
issuance o f  debt for which it i s  accountable. The practice i s  also not advisable because the 
central government is bearing the cost o f  monetary policy. 

..and it does not control the issuance of all central government T-bills. Chapters 2 

4.36 
institutional improvements in debt management, which would be part o f  designing and 
implementing a new debt management strategy to  meet more complex borrowing needs, 
adopt practice to international standards, and further develop i t s  economy. Mauritius could: 

Mauritius has several options to reduce the cost of borrowing. The options require 

0 Develop a strategic approach to debt management. A strategic approach to debt 
management i s  needed for Mauritius to  ensure that public sector debt (even at the 60 
percent o f  GDP or lower) i s  sustainable and can be serviced under a wide range o f  
circumstances. To guide the future composition o f  the government debt portfolio, it 
may be beneficial for the Government o f  Mauritius to establish portfolio benchmarks 
related to the desired maturity structure, duration, and currency composition o f  the 
debt. To assess risk, Mauritius’ debt managers could regularly conduct stress tests o f  
the debt portfolio on the basis o f  the economic and financial shocks to which the 
government, and the country more generally, are potentially exposed. In setting its 
objectives for public sector debt management (and government debt management 
specifically), the government will have to  decide where to draw the line in the 
tradeoff between risk and cost. For example, although lengthening the maturities o f  
borrowings may imply higher expected debt servicing cost (assuming an upward 
sloping yield curve), the r isks associated with short-term debt and the possible 
disruptions related to their realization make longer maturities much more attractive. 
Since risk management capacity in the Government Debt Management Office as wel l  
as in parastatals i s  only emerging, i t would be wise to  emphasize the objective o f  
reducing risk rather than minimizing expected cost. (Most OECD countries pursue 
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specific risk and cost objectives and emphasize that the degree o f  r isk must be 
prudent.) 

0 Take control o f  the issuance o f  al l  central government debt. The Government o f  
Mauritius needs to take control o f  a l l  debt issued on i t s  behalf in order to implement a 
debt management strategy. This means that the Bank o f  Mauritius would need to 
issue debt it own debt to  conduct monetary olicy. This would make the conduct and 
costs o f  monetary pol icy more transparent. R 

0 Lengthen maturities and deepen domestic bond markets. This could reduce the 
government's overall borrowing cost as well as reduce the risk o f  sudden increases in 
the cost o f  debt service. Moreover, this would make government access to debt 
financing more reliable, ensuring o f  a much wider pool o f  investors. International 
experience suggests that the development o f  a government bond market i s  
instrumental for the development o f  the overall domestic bond markets. Deeper 
domestic bond markets would then make it easier for parastatals to  manage their debt 
and reduce volatility in their future debt service levels (and in their access to  debt 
financing).36 

0 Government bond markets can reduce government exposure to refinancing and other 
financial r isks if they are deep and liquid by providing readily accessible domestic 
financing. Moreover, well-developed government bond markets also al low 
governments to reduce their debt service costs by lowering liquidity premiums 
embedded in the government bonds' yields. 37 

4.37 Reducing the long-term cost o f  borrowing would free up resources under the 
sustainable expenditure envelope to implement priority NEA tasks. Adoption o f  risk 
parameters would help to stabilize the cost o f  borrowing and ultimately make debt services 
more predicable. 

CONCLUSION 

4.38 
can prioritize expenditures, raise revenues, or manage i t s  debt better. It can also pursue a 
combination o f  any or al l  o f  these options. 

Mauritius has many options for implementing a sustainable expenditure envelope. I t  

4.39 
expenditure prioritization. Using expenditure projections, this chapter has shown that the 
sustainable expenditure envelope will likely only be able to finance ha l f  o f  planned NEA 
capital outlays and that some cuts will also have to  take place for current expenditures, albeit 

On the expenditure side, Mauritius is facing budgetary constraints that require 

35 See footnote 18. 
36 Since July 2003, the government has increased the share o f  issuance o f  long term securities. A draft debt 
management strategy has been worked out with the assistance o f  an external consultant, and implementation has 
been initiated. 
37 Since September 2003, the Bank o f  Mauritius has sold government securities on the stock exchange o f  
Mauritius. 
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to a lesser extent. In terms of expenditure pol icy options, the chapter outlined potential 
savings that could materialize from a change in the wage policy, lower parastatal subsidies, 
better targeted low-income housing support, a reformed universal and c iv i l  service pension, 
and cost recovery in tertiary education and health care. 

4.40 
assess the extent to which the current set o f  expenditure programs correctly reflects i t s  
strategic priorities. This would include (i) clearly identifying the pol icy objectives currently 
supported by the budget and by quasi-fiscal activities; (ii) undertaking a transparent and 
comprehensive costing o f  existing policies; and (iii) identifying the beneficiaries o f  the 
support programs. Such a general, backward looking program review would also be a key 
ingredient for developing a Medium Term Expenditure Framework. It would also allow for 
costs to government (subsidies) to  be more transparently reflected in the budget. 

As a next step to identifying expenditure priorities, the Government may wish to 

4.41 
indirect taxes. It may wish to quantify tax expenditures and to  develop a more even-handed 
tax pol icy between exporting and import-competing sectors. 

On the revenue side, Mauritius may wish to broaden the tax base for direct and 

4.42 
takes into account central government and parastatal debt, and also establishes debt level and 
risk benchmarks. The government may wish to try to reduce risk rather than minimize 
expected costs. I t  would need to build up its capacity to implement this new strategy. 
Mauritius may also wish to keep central government debt issuance as a prerogative to the 
central government and al low the central bank to benefit f rom the issuance o f  i t s  own debt. It 
may also wish to benefit from the deepening o f  the secondary market for government paper. 

On debt management, Mauritius needs to develop a debt management strategy that 
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5. REFORMING ECONOMIC MANAGEMENT 
IN MAURITIUS 

5.1 
objectives set out in the NEA, by realigning resources with priorities and at the same time 
reducing the size o f  the fiscal deficit. The Government i s  also focusing on improving the 
efficiency and effectiveness o f  public resources. To achieve these goals, the Government has 
begun the process o f  introducing a Medium Term Expenditure Framework (MTEF) as the 
key tool to plan and manage public resources. At this moment there exists sufficient political 
commitment to launch an MTEF in Mauritius, and substantial desire at the senior civil 
servant level to increase the efficiency and effectiveness o f  the government. Accordingly, the 
MTEF i s  intended to enable the government to strengthen the focus on results and to improve 
service delivery, while increasing the efficient use o f  public resources. This will be achieved 
by moving from a focus on inputs to assessing outcomes in l ine with the NEA’s strategic 
priorities, following the principles o f  results-based management (RBM). 

A primary goal of the Government o f  Mauritius i s  to achieve the development 

5.2 From a cross-sectoral point o f  view, sound economic management has three 
dimensions. First, it requires the existence of an adequate framework to plan, manage, and 
monitor the implementation o f  Government policies and the allocation o f  resources. This 
framework should support strategic decision-making and the prioritization o f  activities in l ine 
with overall Government policies. These Government priorities must be adequately reflected 
in the Government budget, and budget implementation should be monitored against these 
targets. Second, sound economic management requires an adequate institutional set-up to 
deliver the implementation o f  Government policies and the allocation o f  resources. Strong 
coordination and collaboration as well as the existence o f  consultative mechanisms are 
important elements for ensuring that Government policies are planned and implemented in 
accordance with key priorities. Third, economic management requires adequate capacity in 
the public administration. This capacity must exist at a technical level to translate 
Government priorities into specific, time-bound activities and monitorable outcomes to 
enable Government to assess the implementation o f  i t s  policies. Technical capacity i s  also 
important to evaluate implementation progress in priority areas. Management capacity i s  
required to make necessary adjustments in the course o f  the implementation o f  Government 
policies. In addition, compensation packages and incentives for civil servants need to match 
capacity. 

5.3 This chapter analyses the current status o f  economic management in Mauritius by 
identifying the strengths and weaknesses o f  the institutional and procedural set-up. It puts 
forward a number o f  recommendations for improving the economic management framework 
in order to facilitate the move towards results-based management within a medium term 
expenditure framework. 
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ECONOMIC MANAGEMENT INSTITUTIONS IN MAURITIUS 

5.4 In general, the institutional framework in Mauritius provides a good basis for 
effective planning and management o f  public resources. The current institutional framework 
consists of: 

The Ministry of Finance i s  responsible for overall budget and expenditure 
management 
8 The Public Finance section plans and monitors the budget; 

The Finance sections at the Ministry o f  Finance (i) process request for the 
reallocation o f  funds from line ministries for the recurrent and capital budget; 
Staff o f  the Finance cadre are allocated to the line ministries to administer the 
l ine ministry budget (keep accounts, process payments, and make entries). 

The Office o f  the Accountant General acts as the Government’s cashier and 
prepares the Government accounts; 
The Internal Control cadre undertakes internal audit functions; and 
The Management Audit Bureau provides internal management consultancy 
services to  the Government by assisting in organizational reviews, 
management audits, and strategic planning (mainly to  parastatals). 

8 

8 

e 

8 

The Ministry of Economic Development contributes to the appraisal o f  government 
projects, the formulation o f  sector polices, and formulates Mauritius’ overall 
development strategy. In that context, the ministry prepares and monitors the Public 
Sector Investment Programme (PSIP) and also reviews sector policies and 
macroeconomic planning .3 

The Ministry of Civil Service Affairs and Administrative Reforms i s  responsible for 
the design and implementation o f  c iv i l  service reforms, the review o f  conditions o f  
services, and the formulation o f  human resource management policies. 

Sector ministries are responsible for planning, implementation, monitoring, and 
reporting their sector projects and activities. Seconded finance and internal control 
staff in the sector ministries have a key role in this context. 

The National Assembly debates and approves the budget estimates presented by the 
Minister o f  Finance. 

The Audit Of#ce i s  responsible for the external audit o f  Government accounts. 

The Public Accounts Committee o f  the National Assembly reviews Government 
accounts and produces an annual report setting out issues and recommendations. 

38 In December 2003, Mauritius merged the functions o f  the Ministry o f  Economic Development with those o f  
the Ministry o f  Finance as part o f  i t s  efforts to better coordinate policy formulation, budgeting, and monitoring 
and evaluation. 
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ANALYSIS OF THE MAURITIAN ECONOMIC MANAGEMENT FRAMEWORK 

Sector Review 
Ministries define their 

objectives, results indicators, 
activities, and costs for three- 
year period based on policies 

and priorities 

5.5 This section analyses Mauritius’ economic management framework with a v iew to 
assess those components which are essential for an efficient MTEF and RBM process. The 
main principles behind the MTEF framework are: (a) the budget is comprehensive, (b) the 
medium t e r m  fiscal framework precedes and underlies al l  budget discussions, 
(c) Government (Cabinet) builds consensus o n  the macro framework and the expenditure 
priorities, (d) monitorable progress on program performance i s  a pre-requisite exercise to 
new budget formulation discussions, (e) contestability in the allocation process during budget 
formulation i s  necessary, and ( f )  transparency in al l  o f  the above steps is necessary. Figure 
5.1 illustrates a ‘skeleton’ process in which the macro framework i s  ini t ial ly prepared (box 
A), sectoral ceilings are set by the Cabinet based on government priorities (box C), but also 
based on analysis o f  how wel l  a particulate sector’s budget was implemented in the previous 
year and whether progress in meeting program objectives was met (boxes B, G and H), 
rol l ing three-year sectoral ceiling are set by Cabinet (box D), and the national assembly 
discusses and approves the next year’s budget, and discusses the indicative medium-term 
allocations and programs (box E). The reader may notice that monitoring and evaluation 
enter every aspect o f  the budget cycle, and are made use o f  by al l  participants in the budget 
process (boxes G, H and B). 

Managing and Reporting on 

Ministr ies use information on 
results to improve 

progress 

Ministries finalize Results 
estimates based on 

approved ceilings for 
three-year period management and report 

Figure 5.1: Features of  a Generalized MTEF 
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Macroeconomic andfiscal framework 

5.6 One o f  the prerequisites o f  a good medium term planning and expenditure 
management process i s  the capacity o f  Government to develop a sustainable medium term 
macroeconomic and fiscal framework which takes into account likely trends in the global 
economy, forecasts o f  the national economy, current levels o f  debt, and the important fiscal 
risks. The assumptions behind the macroeconomic and fiscal framework, as well as the 
explicit choices (i.e. revenue and expenditure policies, borrowing and financing polices) o f  
the framework i t s e l f  can be subject to a healthy debate, internally and outside government. 
This i s  particularly crucial for small open economies such as Mauritius, which contain 
inherent r isks due to the amplified impact o f  small changes in global factors, such as 
volatility in energy prices, climatic conditions, or shocks to the world economy (exchange 
rate movements, wars, etc.). The Government’s role on the macro and fiscal framework i s  
two-fold: f i rs t  to develop consensus around a sustainable rolling three-year framework as part 
of budget preparation, and second, to reassess and update the framework during the year 
under a predictable schedule. 

5.7 A critical feature o f  the fiscal framework i s  comprehensiveness: the framework needs 
to incorporate all of government’s actual expenditures and tax expenditures. The need for a 
comprehensive budget i s  two-fold. First, in incorporating all expenditures, the policymakers 
assure that all conceivable expenditures and risks o f  unscheduled expenditures or leakages 
are taken into account, and the government’s sustainability analysis i s  on stable footing. 
Second, in incorporating all expenditures, the integrity o f  the prioritization exercise i s  
established, as at the time o f  prioritization, all trade-offs for the use o f  limited fiscal 
resources (revenues and grants) wi l l  be subject are being explicitly considered. For 
Mauritius, the necessity o f  the fiscal framework to be comprehensive was demonstrated in 
chapters 3 and 4: the existence of substantial quasi-fiscal activities has the capacity to derail 
macro-economic stability and the implementation o f  sectoral programs. Consequently, the 
fiscal framework must include a comprehensive account o f  quasi-fiscal activities and must 
also budget for them. (Box 5.1 and annex 4 provide information). 

5.8 
framework and, since 2002/3, publishes the broad aggregates in an appendix to the budget. 
The technical work underlying the framework i s  done by the Macroeconomic Coordinating 
Committee (MCC), which i s  a technical group that meets at once or twice a year to support 
the Ministry o f  Finance’s preparation of the annual budget. The MCC consists o f  
representatives o f  the Ministry o f  Finance, the Ministry o f  Economic Development, Financial 
Services, and Corporate Affairs, the Central Statistics Office, and the Bank o f  Mauritius. 
The MCC’s composition and modus operandi, o f  iterative meetings in which all sectors 
participate, are a good example o f  intra-government collaboration. However, the MCC 
suffers from several shortcomings. First, i t s  does not always meet during the year to update 
the macro framework. Second, i t s  analytical methods are not very robust and uniform across 
sectors. Finally, the MCC i t s e l f  i s  not responsible for the development or the updating o f  the 
macro framework; it i s  just responsible for gathering and discussing inputs to the framework 
-Finance has the ultimate responsibility for putting the macro framework together. The latter 
issue points to a broader problem for Mauritius, that the there i s  no high-level Government 
entity (such as an Inter-Ministerial Committee or an Economic Committee o f  Cabinet) that 

The Government o f  Mauritius prepares a three-year macroeconomic and fiscal 
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systematically assesses macroeconomic trends or develops a coherent policy response to 
macroeconomic events on behalf o f  Government. The presence o f  such a commission would 
be im ortant in view of the macro and fiscal challenges that Mauritius faces in the short 
term. 8 

Box 5.1 Incorporating fiscal risks into the MTEF 

In i t s  standard form, the MTEF tackles the problem o f  fiscal opportunism across budgetary programs, by requiring 
policy makers to analyze and disclose the assumptions and expected medium-term (3-5 years) implications o f  their 
budget proposal and to be accountable for any departures from their medium-term targeted levels in year-by-year 
decision-making. The standard MTEF aims at promoting government performance at three levels - fiscal discipline, 
equity, and efficiency - under government budgets. With respect to fiscal risk, MTEF should aim to strengthen 
government fiscal performance across non-budgetary as well as budgetary activities o f  fiscal nature and with respect 
to both contingent and direct sources of fiscal risk. An expanded MTEF would promote a risk-awareness culture in 
government and would integrate fiscal risk deliberations with govemment policy-making and with fiscal and debt 
management processes. 
Reporting. To ensure proper attention to their possible implications, fiscal risks need to be made known, Since no 
cash i s  spent from the budget when governments assumes a contingent obligation or provides a tax exemption, cash- 
based accounting systems fail to detect such fiscal risks. Transparency o f  risks needs to be required in the markets as 
well as in govemment. In addition, govemment needs capacity to monitor and analyze i ts  risk exposure v i s - h i s  
implicit sources o f  fiscal risk. As a part o f  monitoring i t s  risk exposures, government needs to monitor behavioral 
determinants o f  fiscal risks. These include performance (moral hazard) under i ts guarantee contracts, legality of 
claims against tax duties, and performance o f  sub-national governments or other entities that may affect the 
government’s future fiscal position 
Comprehensive costing of programs: including budgetary and non-budgetary activities. Mauritius uses a broad 
array o f  instruments to achieve program objectives which range from budgetary expenditures to a variety o f  quasi- 
fiscal activities price ceilings (coupled with subsidies to parastatals) and tax exemptions. In order to be able to 
effectively prioritize its policy choices and to manage risks, the government needs to have a comprehensive costing of 
programs in operation (especially a costing -and risk assessment-of quasi-fiscal activities). 

Development of baseline cash projections and stress testing. Government medium-term fiscal planning i s  hardly 
viable if it does not reflect implications o f  fiscal risk exposures. The best way to show medium-term implications o f  
fiscal risks for the overall fiscal position i s  to develop baseline medium-term cash projections and stress-test these 
projections with respect to specific risks (taking into account possible correlations). Similarly, equity and efficiency 
considerations are relevant only if they address the whole range o f  fiscal activities and their expected and maximum 
likely costs. Stress testing, that i s  estimating sensitivity o f  expected fiscal cost to normal and abnormal changes in the 
underlying assumptions, i s  critical for developing a sound medium-term fiscal strategy. 
Budgeting forfiscal risk. Contemporary approaches to budgeting for fiscal risk are based on the following 
principles: 

Recognize the risks and full potential fiscal cost o f  guarantees and other promises o f  contingent government 
support prior to their approval, as part o f  the budget process. 
Apply a joint ceiling for the cost o f  budgetary and off-budget support for each sector in a fiscal year. Off-budget 
support i s  a form of subsidy, which should be considered along with other forms o f  govemment support for each 
sector. 
Calculate the cost o f  off-budget support as the present value o f  the future expected fiscal cost. 
Reflect the cost o f  off-budget programs in full within the fiscal year o f  their launch. 
Transfer an amount equal to the off-budget support from the budgetary envelope o f  the related sector to a central 
contingency reserve fund. 

Source: Annex 4 

~~ 

39 In November 2003, a high level inter-ministerial committee, the Economic Coordination Committee (ECC), 
was established to decide on the policy agenda, review progress, and identify constraints to delivering the 
Economic Agenda. The issues on the ECC agenda are: unemployment, the budget deficit and public sector 
debt, investment, and inflation. The ECC also discusses and reviews the macroeconomic and fiscal framework 
prepared by the Macroeconomic Coordination Committee. 
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5.9 Regarding the comprehensiveness o f  the fiscal framework, Mauritius has also made 
headway. There i s  a good degree o f  transparency with respect to government explicit 
contingent liabilities, helping to ensure the comprehensiveness o f  the fiscal framework and 
transparency of fiscal risks. The l i s t  o f  government guarantees i s  publ icly available, with a 
full l i s t  o f  beneficiaries and lenders under government guarantees and the amounts 
outstanding denominated in the domestic currency as well as the currency o f  origin. 
However, degree of government risk exposure emerging from guarantees, and the factors that 
affect whether or not a guarantee will be called are, however, not discussed. As for other 
risks, their transparency i s  uneven. The Bank o f  Mauritius’ annual report provides detailed 
information o n  the portfolio of government debt. The report, however, does not discuss the 
associated government risk exposure and its possible impact o n  f h r e  debt service cost. In 
addition, quasi-fiscal operations conducted through public corporations and their potential 
future fiscal cost are only discussed occasionally. For example, the government has reflected 
o n  the potential fiscal risk emerging from the domestic price caps o n  electricity, water, and 
o i l  products in i t s  2000 report, “The Present State o f  the Economy.” In addition, annual 
reports o f  public corporations provide some insights into their fiscal function and finances. 
Finally, tax expenditures are not consistently reported. There i s  a good example, though, on 
which the government can build in this regard - “The Present State o f  the Economy” report 
presents the estimated budgetary cost o f  new tax concessions geared toward the electricity, 
water, and transport sectors to  alleviate the accumulation o f  liabilities o f  related public 
corporations. 

Linking ceilings to priorities 

5.10 
priorities ... Chapters 2 and 4 have demonstrated that Mauritius uses a broad array o f  
instruments to achieve program objectives. The instruments range f rom budgetary 
expenditures, a variety o f  quasi-fiscal activities price ceilings (coupled with subsidies to  
parastatals), and tax exemptions. In order to  be able to effectively prioritize i t s  pol icy 
choices, the Government needs to  have a comprehensive costing o f  programs in operation 
(especially a costing - and risk assessment - o f  quasi-fiscal activities). This will reveal the 
“true” costs o f  a program, and to  juxtapose it against the “true” costs and r isks o f  other 
programs in order to  prioritize activities. 

Sound economic management requires comprehensive costing of programs and 

5.1 1 
Government must be able to make and enforce trade-offs between sectors that are consistent 
with spending priorities. This should also include mechanisms to determine expenditure 
requirements during the execution phase o f  the budget. 

..and budgetary ceilings closely linked to clearly defined nationalpriorities. The 

5.12 I n  Mauritius, national objectives were previously defined in national plans, which 
have been replaced by the NEA. The current process o f  setting budgetary ceilings involves 
an assessment o f  the macroeconomic forecasts, agreement on overall recurrent and capital 
expenditures, and allocation o f  resources between ministries based on priorities. The capital 
budget ceilings are based on mid-year implementation assessments o f  capital projects. As 
part o f  this process, lower priority projects are dropped from the budget. The ceilings are 
consolidated in a Cabinet report, which outlines the overall macroeconomic situation, targets, 
and broad issues for reallocations o f  resources between sectors. The ceilings are then issued 

50 



to  al l  ministries in the Budget Circular that sets out overall Government objectives and 
macroeconomic targets as well as detailed instructions for the Recurrent and Capital Budgets. 
The Budget Circular for the 2002/3 budget included a section o n  MTEF’s introduction and 
required ministries to  submit three-year expenditure estimates. 

Sectoral planning and focus on results 

5.13 
central feature of an effective planning process includes a detailed analysis o f  the existing 
policies and their costs, as well as a review o f  other policy options that may enable 
Government to achieve policy objectives more effectively. It i s  also important to  plan 
holistically f o r  the entire sector or for a l l  o f  the line ministry’s activities in order to  evaluate 
if actions are consistent with Government priorities. 

Effective sectoralplanning is key for the development of a realistic budget. The 

Box 5.2 Public-Private Initiatives and Public Expenditure Reform in Mauritius and South Africa 

The Government o f  Mauritius i s  currently designing two potential Private Provision o f  Infrastructure (PPI) 
projects. One, which i s  in the early design phase, wi l l  focus on the delivery o f  potable water. The second, 
which i s  in a more advanced design stage, i s  an energy project that wi l l  finance the construction and operation 
o f  a power station to supply electricity to the CEB Grid. The water project may be able to have complete cost 
recovery from users, although there may be some level o f  Government subsidy to increase access, make 
services more affordable, pay for positive externalities, or finance public support during a transition period to 
cost-covering tariffs. Similarly, the electricity project wi l l  commit the Government to long-term payment 
obligations to the private power producer, some or all o f  which may be recovered through end-user tariffs. 

The possibility o f  long term fiscal exposures and the creation o f  potential contingent liabilities in these two 
projects alone suggests that there i s  an urgent need to make explicit the link between the PPI program and 
public expenditure reforms. Some countries have recognized this link, making PPI programs explicit and 
important components o f  their broader public expenditure reform programs. The South African Government, 
for example, has established a specialized PPI Unit in i ts  National Treasury, thereby ensuring that the ministry 
with overall fiscal oversight i s  also responsible for driving implementation o f  PPI. In fact, PPI has been brought 
into the domain o f  the country’s medium term expenditure framework (MTEF), and sector ministries are 
expected to demonstrate how risks are to be managed, performance measured, and value for money maximized 
in their large infrastructure projects and programs if they are to be approved in their MTEF budgets. 
Increasingly, this has meant that sector ministries have had to incorporate PPI options for infrastructure projects 
at the planning stage, many o f  which have moved into procurement and implementation phases as PPI models. 
Interestingly, as the sector ministries have got more comfortable with the approach, private participation has 
expanded from traditional infrastructure projects to include social programs in the health and education sectors. 

In Mauritius, the establishment o f  the Public-Private Partnership (PPP) Unit, the formulation o f  a PPP Policy, 
and the drafting o f  new PPP legislation are important steps in managing these risks and potential exposures. 
However, the Government s t i l l  faces several challenges on this front. Key among these are ensuring that: 
(i) all PPI projects, regardless o f  the sector/ministry or Government agency from which they emanate, 

adhere to common principles o f  sound fiscal management, in the context o f  proper long-term planning; 
(ii) the Ministry o f  Finance, as the ministry with overall fiscal oversight, plays a primary, early role in 

assessing the affordability and value for money o f  PPI projects; 
(iii) all potential PPI projects are considered and planned in the context o f  overall budget planning cycles; and 
(iv) sector ministries embark on PPI projects not as a means to circumvent existing fiscal discipline and 

constraints on borrowing, but rather to improve the reach, efficiency, and cost-effectiveness o f  public 
service delivew. 

5.14 
between sectors. A number o f  sector plans exist (i.e. education); some ministries have 

The planning process at the sector level in Mauritius differs in scope and coverage 
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produced master plans for specific sub-sectors; others, such as the Ministry o f  Health, have 
produced draft action plans or developed policy documents on specific issues; and many 
ministries have defined their vision and mission statements. Thus, while some sectoral 
planning processes are in place, the approach i s  not systematic and varies in terms o f  quality. 
Some of the main shortcomings o f  the sectoral plans include: 

It appears that individual sector plans do not cover the entire scope o f  a ministry’s 
activities. For example, a number o f  different ministries are involved in the cross- 
sectoral Environmental Strategic Plan. However, individual plans o f  l ine ministries 
seldom take this engagement into account. 
Similarly, the medium- and long-term costing implications o f  strategic partnerships 
with the private sector (in water and electricity provision) are not fully assessed at the 
sectoral level (Box 5.2). 
L ine ministries are able to develop policy proposals and projects for approval by 
Cabinet outside the budget process. This poses the risk that the financial implications 
of these policies and projects are not sufficiently analyzed. 
Costing o f  the plans i s  incomplete - without fully costing the proposals, ministries 
may implement activities without a clear understanding o f  the plan’s affordability and 
effectiveness to achieve the stated objectives. 
Focus on  results i s  weak. There are only rudimentary feedback loops to enable policy 
decisions based on implementation progress. In addition, there i s  a common focus on 
inputs and tracking o f  activity completion for investment projects, but outcomes and 
intermediate outcomes are not systematically identified, nor relevant tracking 
mechanisms established. However, an important pilot exercise i s  taking place within 
the Mauritius Civil Service (see Box 5.3). 

Box 5.3: Pilot Public Sector Reforms in the Mauritius Civil Service 

The Government o f  Mauritius i s  piloting a range o f  public sector reforms, which are set out in the 2001-2003 
action plan entitled “Towards the Modernization o f  the Public Service.” The reforms focus on five areas: 

(i) performance management: introduce a new performance appraisal framework; 
(ii) human resource management/development: review the existing human resource management 

framework, develop appropriate HR systems, review service schemes, and identify areas for capacity 
building; 

(iii) reengineering and restructuring the civil service: review the process o f  issuing licenses, carry out 
organizational reviews o f  ministries, identify opportunities for alternative methods o f  service delivery, 
and propose areas for corporatization where appropriate; 

(iv) quality management: develop approaches for customer-focused public service, design and implement 
Total Quality Management framework, implement Citizen’s Charter, and develop framework for 
Counter Service Awards and Individual Excellence Service Awards; and 

(v) financial management: review the current Financial Management manual; identify gaps in store 
management, asset management, and procurement systems; identify the need for technical 
improvements to financial management framework; formulate guidelines for management of 
inventory o f  assets; recommend improvements to the budgetary process; ministries/agencies produce 
annual reports covering use o f  funds and outputs, gradually gearing towards performance 
measurement; and identify areas for training o f  public officers in the field o f  financial management. 

These initiatives must be streamlined in order to achieve consistent outcomes and maximum efficiency. The 
Government needs to capitalize on the MTEF process as an entry point that w i l l  provide an opportunity to align 
and appropriately sequence these reforms. 

52 



Expenditure planning and approval 

5.1 5 
proposals for the capital budget are based on the current status o f  capital projects’ 
implementation and projected requirements for the forthcoming year. Thus, the focus o f  
expenditure planning i s  predominantly on individual projects, rather than on a broader 
context aimed at achieving Government objectives. 

I n  Mauritius, the recurrent and capital budgets are planned separately. The 

5.16 There is also little planning for the recurrent budget, despite the fact that its value 
is more thanfive times higher than the capital budget. Within the recurrent budget, budget 
planning i s  primarily focused on the estimation o f  personnel costs, with ministries having to 
present information such as new posts, retirements, and promotions. The personnel budget i s  
prepared on the basis o f  requests for additional personnel, which have to be approved by the 
Ministry o f  Civ i l  Service Affairs prior to inclusion in the budget. However, this planning i s  
not undertaken in a systematic manner to assess the numbers and ski l ls required in order for 
the ministry to achieve i t s  stated objectives. 

5.17 
three weeks to prepare and submit their estimates - which does not leave sufficient time for 
detailed analysis or the development of policy options. Some ministries start budget 
preparation prior to receiving the budget circular. The budget estimates are reviewed in the 
Ministry of Finance. A team o f  officers at the Ministry o f  Finance i s  responsible for 
reviewing all o f  the Government’s capital projects. This team has information on the current 
implementation status o f  each project and i s  able to make recommendations to the Director o f  
Public Finance on the amounts that should be allocated to each project. Hearings are held in 
April and May. The recurrent estimates are discussed with the participation o f  the Ministry 
of Civi l  Service Affairs at the level  o f  the Estimates committee. This i s  followed by 
discussions o f  the capital estimates. The representatives from the Ministry o f  Economic 
Development attend the hearings on capital estimates . 

Once ministries receive the Budget Circular in early February, they have about 

40 

5.1 8 
projects undergo detailed pre-evaluation such as a costhenefit analysis. Minis t r ies develop 
new projects, and proposals are submitted to the Ministry o f  Finance for approval and then to 
Cabinet for further approval. As noted earlier, these projects can be submitted for approval 
during the entire fiscal year; consideration o f  new projects i s  not part o f  the review o f  the 
overall expenditure framework and allocation priorities. 

There is no standard format for preparation or presentation of projects, nor do 

5.19 
separation between recurrent and capital budgets, does not facilitate external analysis. The 
budget i s  presented by the Minister o f  Finance in the Budget Speech and i s  debated in the 
National Assembly. After two-three weeks o f  public debate o f  the budget document in a 
plenary at the National Assembly, the Committee o f  Supply (from the National Assembly) 
discusses the provisions o f  the budget for each individual ministry. However, the national 
budget currently does not include any performance information, so discussions o f  ministry 
allocations are made in the absence o f  past performance data. 

The presentation of the annual budget in the budget documents, in particular the 

40 See footnote 38. 
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Public expenditure execution 

5.20 
able to control overall expenditure levels, and also ensure that funds are allocated to 
priority areas during implementation of the budget. Thus, rather than funds being allocated 
to projects on an individual basis, ministries would submit a quarterly work plan for all 
projects in order of priority, and funds would be allocated and used in this order. In addition, 
an effective cash management system would enable Government to manage i ts  cash position 
and to assure a close link between fiscal and monetary policy. Thus, Government needs to 
review current cash balances against expenditure and revenue trends to ensure that there i s  no 
need to resort to unnecessary domestic borrowing if there are either sufficient idle balances 
or if Government expenditures could be rephased so as to coincide with revenue collections. 

An effective budget implementation system would guarantee that the Government is 

5.21 Once the National .Assembly passes the budget, a warrant i s  approved for the 
recurrent budget’s implementation for the entire year. Ministr ies have to prepare their 
requirements on a quarterly basis, which are updated every week and used as expenditures 
control by the Office o f  the Accountant General. The Accountant General’s office acts as the 
Government cashier, managing i t s  bank accounts and cash flow; it also accommodates the 
l ine ministry request for funds by requesting the Bank o f  Mauritius to issue government bills. 
Some ministries prepare vouchers and send them to the Accountant General for processing 
and payment, while others are self-accounting which means that they are able to issue checks 
and funds are transferred into their accounts by the Accountant General to cover these 
payments. 

5.22 
computerized accounting system using Oracle Financials, which has forced the 
Government to update expenditure information. The Public Finance Section o f  the Ministry 
o f  Finance can now access information in the accounting system at any time. During the 
year, Ministries are able to reallocate funds between recurrent items o f  expenditure and 
capital projects as long as the total budget i s  not exceeded. Overall compliance with public 
finance rules and regulations i s  strong. 

The Accountant General’s office recently introduced a state-of-the art 

Managing, monitoring, and evaluating progress 

5.23 I n  Mauritius, reporting and monitoring systems focus predominately on 
expenditures and physical implementation of capital projects. The Ministry o f  Finance 
obtains expenditure (and revenue) data on a daily basis through the treasury accounting 
system. Regarding the physical monitoring o f  project implementation, ministries are 
required to submit quarterly reports to the Ministry o f  Finance for the purpose o f  monitoring 
of the budget. N o  system exists for reporting on outcomes or intermediate outputs. Some 
ministries hold regular meetings to review project implementation progress. However, this 
type o f  monitoring i s  not developed systematically (with standardized information 
requirements), which would allow for identification o f  bottlenecks or readjustment o f  
expenditure plans. 
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5.24 
Finance, which since 2000 has posted officers to the sector mini~tries.~’ These officers 
prepare reports for their accounting officers o n  specific issues such as levels o f  overtime 
expenditures. These assessments and reports are not produced o n  a regular basis. The 
Ministry o f  Finance’s central Internal Control Unit monitors their work and i s  planning to  
produce an annual report summarizing the issues arising f i om their work. 

Internal audit i s  undertaken by the Internal Control Cadre (ICC) o f  the Ministry o f  

5.25 The Government’s Central Statistical Office (CSO) could play an important role in 
monitoring outcomes. CSO complements monitoring efforts from sector ministries through 
i t s  ongoing data collection efforts (specialized surveys and censuses), data analysis, and 
publication o f  results. Often, sector ministries pass their own monitoring information to  CSO 
for inclusion in the national statistical database. However statistical data are not always 
effectively presented and some ministries feel that the data collected do not sufficiently meet 
their needs. To respond to these demands, CSO has developed a customer service model to 
improve supply and presentation o f  i n f ~ r m a t i o n . ~ ~  

5.26 Overall, evaluation of projects andprograms is weak in Mauritius today. Evaluation 
generally takes the form o f  financial audits. Few examples o f  engineering and quality control 
assessments for  major capital projects exist. Similarly, there are rare examples o f  cost 
effectiveness studies, although one has been conducted in the Ministry o f  Health. 

Budget Oversight 

5.27 
Government accounts and is planning to introduce performance audits. Government 
accounts are also scrutinized by the National Assembly’s Public Accounts Committee, 
although the Assembly does not have a role in assessing budget proposals and therefore can 
only comment o n  actual expenditures rather than o n  expenditure plans. 

The Office of the Auditor General is responsible for undertaking ex-post audits of 

5.28 
society on budget and service delivery matters. The reviews o f  the overall budget from c iv i l  
society include (i) the Joint Economic Council’s assessment o f  the budget focused primarily 
o n  macroeconomic targets and broad expenditure issues; (ii) the Mauritius Commercial 
Bank’s more detailed assessments o f  the Government’s macroeconomic performance and 
targets; (iii) the Mauritius Business Magazine’s publication o f  extensive features on the 
budget; and (iv) reviews by some consultancy and accounting f i r m s  Nevertheless, the lack 
of clear l i n k s  between Government objectives (performance indicators at the sectoral levels) 
and expenditure allocations in the annual budget document makes it dif f icult  for c iv i l  society 
and journalists to  track whether pol icy objectives are being met and whether expenditures are 
being allocated in l ine with the stated objectives. NGO attention to  budget related issues 
appears to be therefore limited to specific interest groups. 

Generally there appears to be limited systematic review orpressure from civil 

41 The ICC reports to the supervising officers o f  the line ministries. 
42 The Government o f  Mauritius has adhered to the GDDS of the IMF and i s  implementing improvement plans. 
The CSO periodically survey’s line ministries for data needs. 
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Capacity for Economic Management-Staying the Course on the Big Picture 

5.29 
success in economic management has rested on two factors (i) strong government - private 
sector coordination primarily through the JEC but also through other private sector 
institutions, and (ii) coordination on macro polices between the Ministry o f  Finance (for 
fiscal stability and annual budgeting ), the Ministry o f  Economic Development (for the 
formulation and monitoring o f  five year plans), and the Bank o f  Mauritius (for inflation 
control and exchange rate management). However, the challenges that Mauritius i s  facing 
today, notably (i) the mismatch between labor sk i l ls  and development needs and (ii) the 
persistently high deficits -albeit necessary to overcome poor investment decisions o f  the 
past, both suggest that the economic management ap aratus has not been functioning as 
desired perhaps as far back as the mid to late 1990s:’ At the core was the absence o f  a ‘big 
picture’ assessment o f  the progress o f  Mauritius, despite the fact that at a ‘micro’ level, most 
projects that were incorporated in the annual budgets we progressing according to plans. 

Capacity for economic management has shown signs of stress. Mauritius’ past 

5.30 
undertaken. This would involve reassessing how inputs from the private, civi l  society, and 
government analysts, are assessed, the means by which those inputs are developed into 
policies and programs by government, and the means by which performance against 
benchmarks i s  assessed. Although in practice, the country’s well established political 
process makes these determinations through elections and polls, in reality, a much smoother, 
more predictable, and more institutionalized process i s  needed for assessing economic 
management. 

I t  therefore seems that a reassessment of policymaking institutions needs to be 

5.3 1 The Ministry of Economic Development has developed capacity for sectoral 
analysis, but remains underutilized. The Ministry o f  Economic Development i s  the agency 
that has the capacity for sectoral analysis. However, in practice, the ministry does not 
assume a commensurate responsibility, either at the time o f  budget formulation or at any 
reviews o f  policies or programs. Although 5-year plans had been produced by the ministry in 
the past, those plans, and the accompanying public investment programs have fallen by the 
wayside. The ministry does maintain sector economistshpecialists, who are responsible for 
sector policy analysis and review, have l i t t le input in the policy development that occurs at 
the line ministry level. At the same time, the majority o f  the sector ministries lack sk i l ls  and 
capacity in the area o f  policy analysis, monitoring and evaluation, and results based 
management. In the past, economists were seconded from the Ministry o f  Economic 
Development to sector ministries, however t h i s  practice has stopped in recent years. 

43 Two separate development outcomes help orient the discussion: first, the prolonged under investment in 
education has been occurring since the early 1990s; and second, the fact that tax revenues have been eroded 
since the mid 1990s (under the pretext o f  regional integration, but without complementary measures to raise 
revenues). In light of the need to maintain high expenditures to meet development objectives, lower revenues 
resulted in undermining the fiscal position o f  the government and perhaps the economic stability of  the country. 
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Box 5.4: Finance and Economic Development M in i s t r i es  - Together o r  Apart? 

4n often debated topic o f  government machinery in developing countries i s  whether planning and finance 
;hould be separate or joined. Planning ministries were once among the most powerful o f  the central 
nanagement agencies, determining government policies and budgets. Now, with more reliance placed on 
narkets rather than direct intervention, the number o f  countries producing multi-year development plans has 
Iwindled. Consequently, the continued existence o f  a separate economic planning ministry (agency or 
:ommission) has come into question. Should planning ministries continue their separate existence, or should 
hey be wound up, given a different role, or incorporated into a combined finance and economic development 
ninistry? 

4t independence, it was widely believed that laissez-faire policies would not achieve the economic and social 
irogress people wanted. Governments had therefore to take the lead in raising resources and channeling them 
:o sectors o f  the economy that would grow as well as to neglected social sectors and high return infrastructure. 
Ministries o f  finance were seen as fiscally too conservative for this role. Thus economic planning ministries (or 
:ommissions) were created across the developing world to pursue the new development paradigm, many 
:onsciously modeled on the Indian planning experience. Typically, the planners would produce a five-year plan 
:ontaining macroeconomic projections, sector policies and programs, and a public investment program (PIP). 
Zountries adopted a dual budget structure, with the current or ordinary budget prepared by the finance ministry, 
md the capital or development budget assembled by the planning ministry. 

But with different organizational cultures, it was always difficult to integrate the two parts o f  the budget. 
Cautious finance ministries distrusted the ambitious investment schemes o f  planners. The latter felt economic 
growth could be accelerated only by aggressive public programs targeted to social and physical infrastructure 
investment, and, perhaps, direct investment in state owned enterprises. Dual budgets, furthermore, tended to be 
fiscally expansionary in the long run, and systemically under-funded recurrent operating costs. 

Early on, some countries sought to resolve the tension by combining finance and planning in a single super 
ministry, while retaining a planning process. In sub-Saharan Africa, Botswana did this in 1970 and has retained 
this structure ever since. Nigeria and Ghana have kept them separate - until very recently for the latter - though 
in both the planning function i s  weak. Malawi, Tanzania, Uganda, and Zambia fused theirs in the wake o f  
structural adjustment, and strong MTEF-led budgeting prevails in two o f  them. Kenya alternated, partly for 
political reasons. South Africa experimented with the idea o f  a separate economic planning body, before opting 
for a strong National Treasury and a best practice MTEF process. In South Asia, separate planning 
commissions have continued without interruption, though their influence has declined. Malaysia and Thailand 
continue multi-year planning, though with increased emphasis on the budget and operational performance in 
service delivery. In Singapore and Hong Kong, a medium term budget process dominates. In Latin America, 
traditional planning bodies retain influence, though some adaptation i s  taking place. Brazil maintains a strong 
planning framework, with separate planning and finance institutions. For Colombia, the organizational issue 
lies ahead as the finance ministry moves to create a MTEF alongside a traditional planning commission. In 
transition countries economic planning has been either downgraded or abolished. Some more advanced 
countries like Germany (except in former GDR) retain an economy ministry focusing on economic policy, 
principally for the industrial sector. Many others have never had one, or if they did, the experience i s  long 
forgotten. 

As long as roles and responsibilities are clear, governments can work well with diverse organizational forms 
and there i s  no single correct formulation. In practical terms, much wi l l  depend on the relative power o f  the 
planning and finance bodies, who leads them, and which one i s  driving reform. However, in a growing number 
of countries, governments are focusing on their core business. MTEFs, which integrate budgets and seek to cost 
policies and programs rather than projects alone, are replacing national development plans as the guiding 
framework for policymaking and annual budgeting. As a result, more and more resource decisions are shifted 
to line ministries within a hard budget constraint. This i s  likely to leave a traditional planning ministry with a 
top down culture built upon on centrally evaluated public investments with a much reduced role. An often 
considered option i s  to terminate organizational duality by forming ajoint finance and economy ministry. In 
this way, planning staff contribute skil ls in economic forecasting, review M D A  strategic plans, advise on 
sectoral budget allocations, and help monitor the efficiency and effectiveness o f  departmental spending. The 
challenge, then, i s  to integrate the two cultures in a single organization. 
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5.32 
undertake sectoral analysis i s  limited. Concurrently, the Ministry o f  Finance, which has 
among i t s  core responsibilities, the development o f  the medium term macro and fiscal 
frameworks, to support the medium term vision o f  the economy, i s  also short o n  capacity. 
First, capacity for  macroeconomic forecasting and modeling needs to be improved (as 
discussed earlier in this chapter). Second, the capacity to monitor overruns in capital projects 
also needs to  be  developed. Other than the obvious financial implications, cost overruns also 
affect the government’s capacity to implement its long term vision in a timely manner 
because either the overrun projects take more time to implement in a tight budget situation, 
or, other projects, awaiting in sequence, get delayed and this contributes to slippages o f  the 
NEA. Either way, more accurate resource envelopes and better cost management both 
contribute to greater efficiency o f  the public sector. 

The Ministry of Finance lacks resources. Capacity o f  the Ministry o f  Finance to 

5.33 
tackling it on several fronts. On the ‘big picture’ issue, certainly, the decision to  develop a 
Medium Term Expenditure Framework is very much a response to the need to confront the 
strategic challenges Mauritius is facing in a systematic way. Mauritius will have to  find the 
best way to obtain the critical features o f  the MTEF (fiscal discipline, strategic prioritization, 
and efficiency) given i t s  own country-specific circumstances. Perhaps this can come through 
existing constellation o f  institutions (Finance, Economic Development), perhaps through a 
merger o f  Finance with Economic Development, or perhaps with a secretariat to the Cabinet 
or a subcommittee o f  the cabinet for economic matters. The key issue for Mauritius will be 
to introduce consistency in i t s  decision making among i t s  responses to  short-term crises and 
its medium term development challenges -and to come up with sustainable polices. At 
different level, another response to the lack o f  capacity is made through the c iv i l  service 
reform program, under which training needs assessments are presently undertaken in several 
ministries. However, while ministries can send their staff to  courses at the University o f  
Technology, places are l imited and most ministries do not run their own in-house capacity 
building programs. Officials interviewed commented o n  the fact that they had not been 
provided training since joining the c iv i l  service. Government may wish to review the issue 
of increasing capacity o f  the c iv i l  service, especially in light o f  as part o f  the needs placed by 
the MTEF as part o f  i t s  c iv i l  service reform program.44 

The Government has recognized lack of sufficient capacity as a key issue, and is 

5.34 
with good institutions. This chapter has focused o n  the needs for improvement o f  the 
institutional framework for economic management, and has discussed the importance o f  
closer collaboration among the Mauritius’ economic agencies. 
the institutional aspects o f  economic management will not make up for outdated policies, 
which were briefly discussed in chapter 4. nevertheless, good public expenditure 
management institutions create a challenging environment for assessing policies under 
implementation. This naturally requires strong monitoring and evaluation systems, open 
discussion o f  results within government, and outside government, and capacity o f  analysts 
and policymakers to respond and propose new policies. 

The importance of goodpolicies should not be understated, and cannot be made up 

However, improvement in 

This report does not address civil service reform issues as additional analytical work would be required to 
cover the topic. 
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5.35 
The Ministry o f  Finance and Cabinet discuss Government priorities and translate these 
priorities into sectoral allocations. Some sector ministries have developed sub-sector master 
plans and/or reform programs, and most have developed mission statements and objectives. 
Policy analysis and reforms are underway in a number o f  ministries. Financial monitoring 
systems and compliance with existing rules are strong. A broad range o f  output statistics are 
collected and used to some extent in taking management decisions. The Government has 
recognized the need to improve the delivery o f  services by the public sector and has therefore 
initiated far-reaching civil service reform. Overall, support for the introduction o f  a more 
advanced system o f  economic management based on MTEF and RBM appears to be strong. 

Overall, the foundation for sound economic management in Mauritius exists today. 

5.36 But a significant problem that remains i s  that the planning and management processes 
are not systematically linked to the assessment o f  the effectiveness o f  Government programs 
and therefore effective prioritization cannot take place. In addition, the current processes do 
not encourage organizations to work together effectively; in particular, the separate 
preparation o f  the capital budget at the Ministry o f  Finance and the Public Investment 
Program at the Ministry o f  Economic Development does not facilitate cooperation between 
the two mini~tries.~~ Planning processes in these two ministries seem to overlap and are not 
fully integrated. There also appears to be no formal or informal mechanism to coordinate 
economic management below the Cabinet level - as mentioned earlier, the MCC does not 
have adequate capacity to fulfill this role.47 

5.37 
this report has eight recommendations: 

To improve the efficiency and effectiveness o f  economic management in Mauritius 

(i) Institutionalframework for economic management: The institutional framework for 
economic management should be strengthened by introducing systematic, regular 
coordination and collaboration below the Cabinet leve l  on economic management 
issues. This should include the establishment o f  formal or informal mechanisms for 
coordination and cooperation within Government. With progressive introduction o f  
the MTEF, the separate public planning investment exercise i s  likely to become 
redundant. The Government may want to consider integrating the planning functions 
o f  the Ministries o f  Finance and Economic Development to improve operational 
efficiency and consistency (Box 5.4 discusses the international experience o f  having 
Finance and Planning Ministr ies together or apart). 

Macroeconomic forecasting and analysis: While the Government collects and 
analyses macroeconomic data, this information i s  not brought together in a systematic 
manner on a regular basis. In addition, there are no formal or informal institutional 

(ii) 

45 This section summarizes recommendations made throughout chapter 5 ,  However, throughout chapter 5, the 
authors have noted occasions when government has already taken action, since the time the report was 
originally drafted. 
46 As occurred prior to the merger o f  the ministries o f  Finance and Economic Development. 
47 See footnote 39 on the creation o f  the Economic Coordination Committee, in part as a response to this 
problem. 
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(iii) 

(iv) 

(V I  

(4 

(vii) 

(viii) 

arrangements for regular discussion o f  macroeconomic issues.48 Setting up 
mechanisms for macroeconomic forecasting and analysis at both the technical and the 
policy levels will be important to ensure a more detailed, systematic, and regular 
analysis o f  macroeconomic data, forecasts, trends, and policy issues. Furthermore, 
quasi-fiscal activities should explicitly be included in the fiscal fiamework. 

Setting budget ceilings: The current process o f  determining Government priorities 
and translating these priorities into budget ceilings could be further strengthened in 
three main areas. First, sector ministries’ activities should be analyzed in more detail 
and a clear link to Government priorities should be established. Second, resource 
allocation decisions o f  Cabinet should clearly reflect the trade-offs between sectors. 
Third, the budget circular should be more detailed and transparent. 

Sector planning: Sectoral planning processes and policy analysis should be more 
systematic. Planning documents should cover the entire scope o f  the ministry’s 
functions and should be drawn relative to government’s program objectives in each 
sector. Policy proposals and projects should be fully costed, clearly linked to 
Government priorities, and approved as part o f  the annual budget process (and not 
outside the budget cycle) and should be discussed in the context o f  trade-offs in view 
o f  the country’s budget constraints. To monitor the implementation o f  Government 
policies, systematic feedback loops should be established to enable the progress 
assessments and the adjustment o f  policy decisions. 

Expenditure planning: The budget process should be systematically aligned with the 
development o f  an overall plan within a ministry that i s  based on achieving an agreed 
set o f  objectives. This should include planning o f  recurrent expenditure needs - 
currently, these expenditures are planned incrementally rather than strategically. 
Similarly, the present dual budget system, with recurrent and capital budgets planned 
separately, should be replaced by an integrated budget approach, 

Results based M&E framework: Systematic feedback loops should be established to 
monitor the effectiveness o f  programs in achieving Government objectives. Data that 
i s  collected in a number o f  ministries should be systematically used to inform 
managers and policy makes about progress and performance. Civ i l  service reforms, 
expenditure management, and RBM reforms should be integrated into a consistent 
framework that aims at holding organizations and individuals accountable for results. 
The role o f  civil society in assessing and monitoring Government performance should 
be strengthened and mechanisms for enabling citizen feedback on Government 
services should be systematically established. 

Budget oversight: The Auditor General should introduce financial or performance 
audits to assess the efficient use o f  public resources. The Government should report 
regularly on policy implementation to encourage debate. 

Capacity for economic management: The Government should develop a 
comprehensive training plan to improve the capacity o f  existing staff in the area o f  
economic management, focusing in particular on MTEF , monitoring and evaluation, 
and results based management. 

48 Ibid. 
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ANNEX 1 
GOVERNMENT EXPENDITURES AND PARASTATALS: 

SELECTED DATA 

The present Annex presents selected data on expenditures and on parastatals. The source o f  
the data i s  the Government o f  Mauritius, Ministry o f  Finance. The tables present information 
available to the Ministry o f  Finance. This data i s  considered confidential. 

Table A.l 
Budgetary Central Government: Composi t ion o f  Tota l  Expenditure (percent) 

1986-88 1989-91 1992-94 1995-97 1997198 1998/99 1999/00 2000/01 
Average Average Average Average 

General Government Services 

General public services 
Defense 
Public order and safety 

Com. and Social Services 

Education 
Health 
Social sec. and welfare 
Housing and com. amen 
Recr., cult., religious act. 

Economic Services 

Fuel and energy 
Agri., fore., fishing 
Mining, manuf., const 
Transport, telecom. 
Other econ. services 

Other Expenditure 

Public debt interest 
Transfer to local govern 
Other 

Total 

17.1 

10.4 
0.8 
5.9 

38.4 

13.9 
8.6 
13.2 
1.8 
1 .o 

19.8 

0.1 
7.6 
1.1 
7.5 
3.6 

24.6 

19.9 
3.6 
1.1 

100.0 

20.4 

10.9 
1.3 
8.2 

41.7 

14.5 
8.8 
13.3 
3.1 
2.1 

15.6 

0.1 
6.9 
0.6 
4.2 
3.9 

22.3 

17.5 
3.7 
1.1 

100.0 

20.4 

10.5 
1.5 
8.4 

46.9 

14.6 
8.9 
15.7 
5.7 
2.0 

15.2 

0.1 
5.8 
0.5 
6.1 
2.9 

17.5 

13.4 
3.6 
0.6 

100.0 

20.4 

10.3 
1.3 
8.9 

49.5 

16.5 
8.1 
17.6 
5.6 
1.7 

13.0 

0.0 
5.2 
0.7 
3.8 
3.2 

17.1 

13.6 
3.5 

100.0 

18.8 

10.3 
0.9 
7.6 

50.7 

16.0 
8.1 
19.4 
5.7 
1.5 

11.4 

0.0 
4.8 
0.6 
1.7 
4.2 

19.1 

16.0 
3 .O 

100.0 

17.9 

9.2 
0.8 
7.8 

50.7 

15.0 
8.3 
19.9 
5.8 
1.6 

13.5 

0.1 
5.4 
0.6 
4.1 
3.4 

18.0 

14.8 
3.2 

100.0 

17.5 

9.3 
0.9 
7.4 

51.3 

14.7 
8.3 
20.5 
6.3 
1.6 

13.5 

0.1 
4.6 
0.6 
4.1 
4.1 

17.8 

14.5 
3.2 
0.1 

100.0 

17.0 

9.0 
0.8 
7.1 

50.2 

14.0 
8.2 
19.9 
6.7 
1.3 

13.6 

0.1 
4.3 
0.6 
4.4 
4.2 

19.2 

16.4 
2.8 

100.0 

Source: Government o f  Mauritius. 
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Table A.2 
Budgetary Central Government: Composition o f  Capital Expenditure (percent) 

1986-88 1989-91 1992-94 1995-97 1997/98 1998/99 1999/00 2000/01 
Average Average Average Average 

General Government Services 12.9 

General public services 9.8 
Defense 0.0 
Public order and safety 3.1 

Com. and Social Services 22.4 

Education 7.3 
Health 4.5 
Social sec. and welfare 0.0 
Housing and com. amen 7.7 
Recr., cult., religious act. 2.9 

Economic Services 63.2 

Fuel and energy 0.2 

Mining, manuf., const 4.7 
Transport, telecom. 45.7 
Other econ. services 0.1 

Agri., fore., fishing 12.6 

Other Expenditure 1.5 

Public debt interest 
Transfer to local govern 0.6 
Other 0.9 

Total 100.0 

20.5 

9.1 
0.1 
11.2 

39.0 

8.7 
5.9 
0.3 
15.4 
8.7 

40.1 

0.3 
11.4 
2.2 
24.2 
2.0 

0.4 

0.3 
0.3 

100.0 

19.1 

8.7 
0.0 
10.4 

41.3 

8.5 
5.7 
0.2 
20.4 
6.4 

39.4 

0.2 
6.2 
0.3 
30.7 
2.0 

0.6 

0.4 
0.2 

100.0 

18.1 

7.4 
0.1 
10.6 

48.4 

17.4 
3.2 
0.8 
23.1 
3.9 

31.7 

0.2 
7.2 
0.6 
20.7 
3 .O 

2.6 

2.6 

100.0 

12.1 

8.9 
0.0 
3.2 

60.4 

20.1 
4.4 
0.3 
32.2 
3.5 

27.4 

0.2 
7.3 
0.8 
9.2 
9.9 

0.0 

0.0 

100.0 

9.9 

4.5 
0.0 
5.3 

48.5 

9.7 
3.3 
0.9 
30.3 
4.2 

39.5 

0.3 
10.5 
1.1 
26.5 
1.1 

2.1 

2.1 

100.0 

9.1 

5.1 
0.0 
3.9 

48.7 

9.7 
2.5 
0.5 
32.1 
3.9 

39.1 

0.3 
7.5 
0.8 
26.0 
4.6 

4.0 

3.1 
0.8 

100.0 

8.7 

4.7 
0.0 
4.0 

48.7 

9.6 
2.3 
1.4 
33.4 
1.9 

41.0 

0.2 
5.3 
0.6 
22.9 
12.1 

1.5 

1.5 

100.0 

Source: Government o f  Mauritius. 
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Date o f  
Establishment 

1 1964 I PC* 1 184 1 1 Agricultural Marketing 
Board 

Government Permanent Temporary 
Share Employment Employment 

1999 Airports o f  Mauritius Ltd 
(AML) 

/6%,MPA-40%,1 955 1 
SIC-54% 1 1983 Cargo Handling 1 Corooration Ltd 

100 400 

National Transport 
Corporation 
Rose Belle Sugar Estate 

State Trading Corporation 

1979 PC* 

1973 100 635 90 

1983 PC* 

I 1971 1 PC* 1 700 1 1000 1 1 Development Works 
Corporation 

Sugar Planters 
Mechanical Pool 
Corporation 

1 1960 1 PC* 1 489 1 1 Mauritius Broadcasting 
Corporation 

1974 PC* 275 

1 Mauritius Meat Authority 1 1974 1 100 1 146 1 
I Mauritius Port Authoritv I 1976 I Rs 48 m I 397 I I 

16493 shares out 1 
o f  6520 1 1986 1 Mauritius Shipping 

Corporation 

I 1991 1 SICOM-40% Development Corporation 
1 National Housing 

Source: Government o f  Mauritius. 
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Table A.5 
Financial Performance o f  the Largest Public Enterprises 

for 2001/2 and estimates for 2002/3 (million Rs.) 
Operating Balance Operating Subsidies 

2001102 2002103 2001/02 2002103 
Est 

1. Agricultural Marketing Board (AMB) 
2. Airports o f  Mauritius Ltd (AML) 
3. Cargo Handling Corporation Ltd(CHCL) 
4. Central Electricity Board(CEB) 
5. Central Water Authority(CWA) 
6. Development Works Corporation(DWC) 
7. Mauritius Broadcasting Authority(MBA) 
8. Mauritius Meat Authority (MMA) 
9. Mauritius Port Authority (MPA) 
10. Mauritius Shipping Corporation(MSC) 
1 1. Mauritius Sugar Terminal Corporation(MSTC) 
12. National Housing Development Co.(NHDCL) 
13. National Transport Corporation(NTC) 
14. Rose Belle Sugar Estate(RBSE) 
15. Sugar Planters Mech. Pool Corp.(SPMPC) 
16. State Trading Corporation(STC) 
TOTAL 
Percent o f  GDP 
Memo Item: 
GDP(nomina1, million Rs) 

36.9 
61.6 
12.2 

862.0 
38.0 

(169.1) 
(2 1.4) 

(7.8) 

(53.4) 

(5.6) 

191.0 

0.0 

(3 1 .O) 
(32.8) 
(60.5) 
690.0 

1,510.1 
1.1 

137,375 

27.6 
58.3 
38.4 

728.0 
35.0 134.0 21.0 

14.4 10.0 0.0 
(7.4) 5.0 5.0 

227.0 

0.0 

(21.0) 

(48.1) 38.8 54.4 

(3.2) 
(50.0) 36.0 36.0 

8.7 
(63.4) 
595.0 400.0 420.0 

1,539.3 

/a Excluding government granthubsidies 
Source: Government o f  Mauritius. 

66 



3 
0 
0 
P4 

h 5 
a 

h 
0 

8 

9 

d 

I 

h 
i u n 
E 
0 u 





a 

4i 
0 
G 
m 
cd 

m 
0 

I 

0 
12 

3 



ANNEX 2 
A HIGHER DEBT SCENARIO FOR THE CENTRAL 

GOVERNMENT AND THE COSTS OF ADJUSTMENT 

The present annex looks at the possibility o f  adopting a higher deficit path for the central 
government. The annex suggest that the costs o f  higher spending (higher interest rates, policy 
risk, signaling risk) outweigh the benefits of higher spending in the outer years o f  the horizon. 
The annex additionally looks at the option o f  running a much higher deficit in the short run, but 
suggest that the adjustment costs in the event o f  an adverse shock would be too high to justify 
such action. 

A higher debt alternative for the long term 

Mauritius could alternatively make a strong case for a higher debt and deficit target for the 
central government, as part o f  a set o f  polices that would stabilize the parastatal sector and 
reduce i t s  debt in the medium term. Although this approach would give more spending room to 
government, with average annual growth o f  expenditures o f  about 5.3 percent for the ten year 
horizon, the higher spending benefits (relative to the NEA framework) would materialize from 
2005/6 onwards as that i s  when debt i s  scheduled to drop several percentage points below 60 
percent o f  GDP under the NEA framework. 

However, if Mauritius did follow the higher debt alternative, under the assumption that parastatal 
debt was being reduced, the country would have to consider three implications. 

1. The impact of continued high domestic central government financing needs. An increase 
in the central government debt would place increasing strain on domestic credit and continue 
the crowding out o f  the private sector should the higher sustained deficits be financed by 
recourse to domestic credit. Historical experience suggests that for every 1 percent increase 
in government credit (relative to GDP) domestic real interest rates increase by about a 1/2 
percent point. Alternatively, recourse to monetizing the deficit could lead to inflation which 
i s  also potentially destabilizing for the economy. Alternatively Mauritius could borrow from 
abroad to finance the higher deficits. Critical there would be the potential impact on the 
exchange rate, from the higher demand for the Rupee in the high deficit years. 
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2. Policv risk. It i s  entirely possible that government 
could set course to attain a macro framework 
represented in table 3.5, but could run into problems 
down the road. For instance, the deficit may be fal l  
out o f  control in for a few years due to political 
developments, and the economy could be hit with a 
major cyclone or a global downturn. Chart A-2.1 
presents such a scenario. I t  illustrates the difficulty o f  
returning to a l o w  debt scenario fkom a high debt one. 
B o x  3.1 illustrates that it becomes more difficult to 
take corrective pol icy action when in a high debt 
situation. 

Chart A-2.1 

10 ?of  GDP % of GDP 
T 801 

-Fiscal balancelGDP 
CG DebtlGDP 

3. Signaling risk. Since 2000/1, Mauritius has been Source: World Bank staff projections 
running fiscal deficits o f  close to 6 percent o f  GDP 
every year. Continued fiscal deficits close to 6 percent o f  GDP in the short te rm without very 
strong signals o n  fiscal restructuring may be misinterpreted by the markets that the public 
finances o f  Mauritius are not controllable, despite the strong justification for public investment. 
This could be damaging to  the economy and could prompt interest rates to raise further reflecting 
creditors’ demands for an additional risk premium. 

Table A 2.1 
Higher Debt Alternative (average GDP gr. 4.5 percent) 

01/02 02/03 03/04 04/05 05/06 08/09 10111 12/13 
As YO of  GDP , unless otherwise stated 

Revenue 18.5 20.5 20.7 21.1 21.7 22.1 22.1 22.1 
Expenditure 24.4 26.4 26.2 26.1 26.7 27.0 26.8 26.8 
O/w interest 3.3 4.3 4.0 4.0 4.2 4.3 4.4 4.4 

Overall Deficit -5.9 -5.9 -5.5 -5.0 -5.0 -4.9 -4.7 -4.7 
Primary balance -2.6 -1.6 -1.5 -1.0 -0.8 -0.5 -0.3 -0.3 

Debt stock 55.3 56.4 57.4 57.9 58.2 59.2 59.6 59.7 

Memo: 
Interest / Tax revenue (“h) 21.1 21.1 19.3 19.3 19.4 19.7 20.1 20.1 
External debt service / 
Exports (%) 1.0 1.0 1.1 1.0 1 .o 0.8 0.8 0.8 
Real non-interest expend. 
(2002/03 Rs. Bill) 30.1 33.4 34.9 36.2 38.6 44.3 47.8 52.1 

Source: Government o f  Mauritius and World Bank estimates and projections. 

Under the aforementioned circumstances, the government could embark o n  a strategy o f  (a) 
immediately selling o f f  existing equity in some parastatals and /or (b) gradually preparing 
parastatals for strategic partnerships or privatization and using some o f  the revenues to pay o f f  
existing debts. Either option would be healthy for the economy, for  the companies, and for the 
public finances. 
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Box 1: The dijj?culty offiscal adjustment 
The chart below illustrates that higher debt policy positions (lower bolder lines) need to make larger fiscal 
adjustments (because o f  steeper slopes) to maintain their debt level in the event of a GDP shock. The “iso- 
debt” (ID) lines represent a level of debt relative to GDP. Movement along the ID line keeps the debt ratio to 
GDP the same, implying that higher growth rates enable worse primary balances without changing the debt 
level. Lower lines (bolder) represent higher levels o f  debt; but these lines also have steeper slopes. This 
means that although when the country i s  at a high level of debt only really bad deficits will make the debt 
situation worse (because it i s  starting from a very high debt base). The steeper slopes suggest that should 
GDP growth be lower than expected in a given year (then a country with a larger debt needs to make a much 
larger adjustment (smaller primary balance) than a country with a smaller debt. Hence, a growing economy 
supports higher primary imbalances with a high debt base, but needs to make very painful adjustments should 
growth slow down. For instance, in chart 1, the ID lined have the following slopes: ID(45)=-0.5; ID(55)=-0.6; 
ID(65)=-0.8; ID(75)=-0.8. An shortfall in growth from 5.5 percent of GDP to 4.5 percent o f  GDP would 
require a 0.5 percent of GDP improvement on the primary balance to avert deterioration o f  the debt at a debt 
level o f  45 percent o f  GDP compared to a 0.8 percent of GDP improvement in the primary balance from a 
starting debt level of 75 percent of GDP. Although the difference seems modest, such reduction in 
expenditures are difficult to implement. 

0.0 
c 0 -1.0 

a -2.0 n B o  2 2 -3.0 
“ 0 ”  

-4.0 

2 -5.0 

Chart 1. I s 0  -Debt Lines 
Trade-offs between Growth Rates and Prim Balance 

(higher growth rates afford higherprimary balances) 

1.5 2.5 3.5 4.5 5.5 6.5 

GDPgrow th rates 
-Debt 75% GDP-Debt 65% GDP - Debt 55% GDP Debt 45% GDP 

The case for yet higher short-term deficits 
A case can be made that Mauritius’ GDP growth i s  
now below its long term average (or full 
employment average) and hence there is justification 
for a higher deficit, i.e. counter cyclical fiscal pol icy 
to bring the economy to “full employment”. The 
rationale is typically that tax revenues reflect 
economic performance and below average GDP 
growth implies merely a revenue drop which i s  
cyclical. Indeed, chart 3.3 illustrates, as has been 
discussed in chapter 2, that GDP growth i s  below its 
long-term average. The chart also illustrates that 
during the 1990s the higher deficits have not 
necessarily come at times o f  lower growth rates, as in 

Chart A-2.3: GDP and Fiscal Aggregates 
t3, , 25 

’1 t o  
. 2 1  , , , , , , , , , , , , 1 -5 

90 92 94 96 98 00 2f 

-GDPmp gr. Minus Def 
- . ~ - . - ~ Rw/GDP (Rt axis) 

Source: Govemment o f  Mauritius and World Bank 
staff calculations. 
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the 1994-96 period and the 1999-00 period, so the cyclically hypothesis requires some 
investigation. In fact, for 2001 and 2002, revenues f e l l  primarily due to the reduction in trade 
tariffs due to regional trade commitments. That being the case, coupled with the structural 
imbalances existing in the Mauritian budget, and unclear signaling effects o f  deficits more than 6 
percent o f  GDP at this time, make this a difficult proposition to accept. 
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ANNEX 3 
INCORPORATING FISCAL RISKS INTO THE FISCAL 

FRAMEWORK 

The present annex attempts to quantify the risks o n  the central government o f  the public sector 
debt and to examine the impact o f  those r isks on the programmable or feasible medium term 
expenditure envelope for Mauritius. The annex looks at only the stock o f  existing debt at end 
June 2002, and does not consider the acquisition o f  new debt by the parastatal sector. 

The analysis in chapters 1 and 2 indicated that the debt servicing o f  parastatals can pose 
substantial fiscal risks to  the central government as it has been consistently subsidizing some 
aspect o f  their operation. The likelihood that these r isks materialize for government in the future 
depends o n  the international environment, in particular the world price o f  oil. I t  also depends on 
the capacity o f  the government to  adjust domestic prices without adversely affecting the 
competitiveness o f  the economy. N o t  planning for these fiscal risks, and incurring them, i s  
detrimental to (i) macroeconomic stability and (i) the predictability o f  budget envelopes. 

Methodoloay. There are two possible approaches to  evaluating the potential impact o f  parastatal 
debt o n  the central government. The f i rs t  approach i s  to consider individual loans o f  parastatals 
and assess which loan payments are not likely to be met by each parastatal, and consider whether 
the central government will step in to meet the payment obligation. This however would require 
intimate knowledge o f  each loan and this information i s  not readily available and i s  beyond the 
scope o f  the present report. The second approach, the one selected for this analysis, i s  to group 
parastatal debt into that which has: 

(i) 

(ii) 

(iii) 

hiah likelihood of being serviced by the central government, hence that which 
belongs to  high risk parastatals (CEB, STC, DBM, MHC,  NHDC). 
moderate likelihood o f  being serviced by the central government, and this i s  a l l  
government guaranteed debt (including the high likelihood debt), and 
l o w  likelihood of being serviced by government, and this is total parastatal debt, 

including non-guaranteed and guaranteed debt. 
This classification allows us to break the central government repayment risk for parastatal debt 
into three cumulative categories: high, medium, and low. The reason for constructing 
cumulative categories i s  that an implici t  simplifying assumption is made that a l l  parastatals face 
r isks from economic slowdown but that some parastatals -the relatively “higher” risk ones- are 
less poorly insulated in the event o f  an economic downturn. So the category (ii) “moderate 
likelihood o f  debt being serviced by the central government” includes the parastatals o f  category 
(9 
Table A 3.1 presents the debt stocks and the debt service payments o f  the three categories o f  
parastatal debt till June 2002. I t  should be noted that Category (i) debt service i s  purely 
indicative. Since Droiections o f  parastatal non-guaranteed debt do not exist in government, we 
have assumed that the stock o f  debt relative to GDP i s  reduced in linear fashion; to obtain an 
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indicative quantification o f  debt service payments that would be necessary to bring the stock o f  
22 percent o f  GDP down to zero in 10 years.49 The exercise i s  highly sensitive to the structure o f  
the debt. For Categories (ii) and (iii), we draw on projections o f  existing parastatal debt which 
the team compiled as part o f  this report preparati~n.~’ 

Two simulations were run with this data to test, f i rs t  the impact o f  exchange rate movements, and 
second, the impact on interest rate movements. Although movements in interest rates had small 
impact on contracted debt because only a small share o f  it i s  in variable rate loans, exchange rate 
movements had a large impact o f  debt service. 

Table A3.1 
Parastatal Debt  Service (as percent o f  GDP, average GDP gr. 4.5 percent) 

01/02 02/03 03104 04/05 05/06 08/09 10111 12/13 
Category I: Total Parastatal Debt - Lowest Likelihood of central government repayment 

Debt Stock 22.0 20.0 15.1.0 11.0 6.8 2.3 1.4 0.0 

Debt service .. 4.3 6.7 6.5 6.3 1.5 0.8 1.1 

Category 2: Guaranteed Parastatal Debt - Moderate Likelihood of central government repayment 

Debt Stock 13.0 8.3 8.3 6.3 4.8 1.9 0.9 0.4 

Interest 
Principal 

Debt service 

.. 0.5 0.5 0.5 0.4 0.2 0.1 0.1 

.. 2.4 1.8 1.8 1.5 0.7 0.5 0.2 
,. [1.9] 1.3 1.3 1.1 0.5 0.3 0.2 

Category 3: Debt of Selected Parastatals -Highest Likelihood of central government repayment 

Debt Stock 5.4 4.1 3.3 2.4 1.9 0.8 0.2 0.1 

Interest .. 0.3 0.2 0.2 0.1 0.1 0.0 0.0 
Principal .. 1.4 0.7 0.6 0.4 0.2 0.2 0.0 

Debt service .. 1.7 0.9 0.8 0.5 0.3 0.2 0.1 

Source: Government o f  Mauritius and World Bank staff estimates and projections. 

A reasonable programmable expenditure envelope 
framework, same as table 3.4, but explicitly showing the debt service o f  parastatals as an 
expenditure item. The International Monetary Fund’s Government Financial Statistics specifies 
any expenditure to parastatals to be classified as subsidies. This would apply to funds used for 
payments o f  interest or principal by para~tata ls .~~ Table 3.6 indicates that over the three-year 
period 2003/4 - 2005/6 the average debt service o f  the high-risk parastatals will come to about 
0.7 percent o f  GDP. The year 2002/3 already reflects an amount o f  Rs.1.4 billion in STC debt 

Table A 3.2 presents a sustainable fiscal 

49 With central government debt reaching about 52 percent o f  GDP in a 10 year horizon, this implies that under the 
present scenario, parastatal debt would remain at about 8 percent o f  GDP. 

The present exercise does suggest a “regime change”, i.e. parastatals service al l  new debt acquired in 200213 and 
beyond without government assistance. 

In the event that the central government takes over the title o f  the debt, Le. becomes the debt holder, then the debt 
service payments are presented as any other debt service o f  the central government, i.e. interest above the line and 
principal below the line. 
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which i s  being covered by the central government. According to the methodology established in 
section 3.3, the effective average primary balance for the central government that will assure 
convergence to the a lower debt level o f  60 percent o f  GDP, -0.5 percent o f  GDP, will be 
increased by an average o f  0.7 percent for the period 2003/4 - 2005/6, to 0.2 percent o f  GDP, 
meaning the government will have about 0.7 percent o f  GDP less to spend on non-interest non- 
parastatal debt expenditures. Those would come to about 20.9 percent per annum, or Rs. 34.6 
billion. 

In the extreme case that the central government had to subsidize the debt service o f  all 
parastatals, the primary balance plus the subsidy would come to 4.5 percent per annum for the 
period 2003/4 - 2005/6. For instance, relative to the no subsidy case, the central government 
would have 4.9 percent o f  GDP less to spend per annum for the period 2003/4 - 2005/6. 

Table A 3.2 
A Sustainable Programmable Expenditure Envelope 

A v ~ .  2003- Avg. 2006- 
I 

01/02 02/03 03/04 04/05 05/06 2005 08/09 10111 12/13 2012 

(As % o f  GDP, unless otherwise stated) 
Revenue 18.5 20.5 20.7 21.1 21.7 212 22.1 22.1 22.1 22.1 
Expenditures 24.4 26.4 26.2 25.6 25.2 25.7 25.2 25.1 25.1 25.1 

Interest 3.3 4.3 4.0 4.0 4.1 4.1 3.9 3.8 3.7 3.9 
Subsidy for debt service of 

high risk parastatals .. 1.7 0.9 0.8 0.5 0.7 0.3 0.2 0.1 0.3 
Programmable Envelope (resid.) 21.1 20.4 21.4 20.8 20.6 20.9 20.9 21.1 21.3 21.0 

Overall deficit -5.9 -5.9 -5.5 -4.5 -3.5 -4.5 -3.0 -3.0' -3.0 -3.0 

Primary balance -2.6 -1.6 -1.6 -0.5 0.6 -0.5 0.9 0.8 0.7 0.9 
Primary balance plus subsidy for 

debt serv. o f  high risk parastatals .. 0.1 -0.7 0.3 1.1 0.3 1.2 1.0 0.8 1.1 

Memo 
Other Expenditures (Real. 2002/3 
Rs.billion) 30.1 33.4 34.9 35.4 36.1 35.5 41.5 45.5 49.9 43.6 
Primary balance plus 

Subsidy for debt service 
of all parastatals (%GDP) .. 2.2 4.1 5.1 4.1 4.5 2.1 1.4 0.7 2.0 
Source: Government o f  Mauritius and World Bank staff estimates and projections. 
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ANNEX 4 
AN INSTITUTIONAL FRAMEWORK FOR MANAGING 

FISCAL RISK 

Introduction 

Starting in 2000/01, the government introduced a more comprehensive definition o f  i t s  budget 
deficit: The real budget deficit was defined to include revenues and expenditures o f  Privatization 
Fund and cost o f  new tax concession. Consolidated Real Budget Defici t  estimate even rightly 
included deficits STC and CEB. These initiatives make Mauritius one o f  the countries 
approaching best practice in deficit analysis. However, the deficits o f  STC and CEB, which had 
been covered by their o w n  borrowing, are yet to affect the reported government debt in the 
future. In this aspect, the deficits generated by off-budget entities, such as public corporations, 
are different from the real budget deficit, which affects the level o f  government debt 
immediately. 

Transparency offiscal risk 

The current framework o f  public finance institutions gives a good degree o f  transparency with 
respect to government explicit contingent liabilities. The l i s t  o f  government guarantees i s  
publicly available. Documents o f  the Ministry o f  Finance, such as the annual Report o f  the 
Accountant General, provide the full l i s t  o f  beneficiaries and lenders under government 
guarantees and the amounts outstanding denominated in the domestic currency as well as the 
currency o f  origin. The degree o f  government risk exposure emerging from guarantees, and the 
factors that affect whether or not a guarantee will be called are, however, not  discussed. 

As for other risks, their transparency i s  uneven. The annual report o f  the Bank o f  Mauritius 
provides detailed information o n  the portfolio o f  government debt. The report, however, does 
not discuss the associated government risk exposure and i t s  possible impact o n  future debt 
service cost. 

Quasi-fiscal operations conducted through public corporations and their potential future fiscal 
cost are discussed occasionally. For example, the government has reflected o n  the potential 
fiscal risk emerging from the domestic price caps o n  electricity, water and o i l  products in its 
2000 report The Present State o f  the Economy. In addition, annual reports o f  public corporations 
provide some insights into their fiscal function and finances.52 

52 Past reports o f  STC, for instance, explicitly show the unmet requests for reimbursement of losses incurred on the 
domestic sales of o i l  imports. 
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Tax expenditures and divestment o f  public assets are not consistently reported. There i s  a good 
example, though, on which the government can build in this regard: The Present State o f  the 
Economy report presents the estimated budgetary cost o f  new tax concessions geared toward the 
electricity, water and transport sectors to alleviate the accumulation o f  liabilities o f  related public 
corporations. 

Ceilings and incentives in government risk management 

Presently, the legal and regulatory framework for public finance in Mauritius does not set any 
explicit limits or safeguards on the amount o f  government guarantees and other contingent 
liabilities and risk. Guarantees and other contingent liabilities are not subject to any ceilings 
(either on the total levels outstanding nor on the amounts issued in a fiscal year). 

The issuance o f  government guarantees i s  well centralized at the Ministry o f  Finance, within the 
powers o f  the Minister. A copy o f  every guarantee agreement i s  submitted to the Assembly, but 
only after the agreement was concluded. It appears that even guarantees that, for any reason, are 
not submitted to the Assembly and are not reported in any government documents are legally 
valid. 

Guarantees and other promises o f  contingent government support are subjected too much a lower 
scrutiny than government cash outlays. This i s  true throughout the budget process, including the 
budget preparation, evaluation and audit conducted by the State Auditor. For example, 
guarantees are issued on an ad hoc basis without any particular relationship to budgetary 
priorities and constraints. The government does not charge any fee for a guarantee and does not 
make any budgetary provisions for future possible claims. Every government guarantee covers 
all r isks that may be at the source o f  a default on the guaranteed debt. 

As for managing government exposure to risk, the government i s  yet to specify i t s  objectives and 
strategy. The absence o f  clear risk management objectives and strategy i s  most urgently fe l t  in 
the area o f  government debt management.53 But it i s  also making difficult to ensure proper 
incentives and prudence in the issuance o f  government guarantees and in the overall 
management o f  government contingent liabilities. Similarly, without a clear government risk 
management strategy, it i s  difficult to establish a system for prudent and efficient management o f  
r isks in the public sector. 

Monitoringfiscal risk 

Monitoring o f  contingent liabilities i s  centralized at the Ministry o f  Finance. It i s  based on 
collection o f  quarterly reports from beneficiaries o f  government guarantees and other quasi-fiscal 
operations. Monitoring focuses on disbursements, repayments and amounts outstanding. It does 
not aim at examining actual performance under programs supported by guarantees. Recent 
initiatives at the Bank o f  Mauritius and Federal Services Commission promise to improve the 
~ 

53 Reports prepared for the government by Paul Sullivan (2002) and Ian Storkey (2001) elaborate on this issue. 
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monitoring o f  r isks in the banking and non-banking financial sector. The mechanism for 
monitoring fiscal risks o f  non-financial public corporations i s  less clear. 

The capacity to managefiscal risk 

Presently there i s  no obvious capacity to analyze and manage fiscal risk in the government. 
Risks involved in the portfolio o f  government debt are expected to be managed by the newly 
established Debt Management Office (DMO) o f  the Ministry o f  Finance. Related to the 
management o f  r isks under the government debt portfolio, the D M O  i s  also expected to play an 
important role in reshaping the legal and regulatory framework and in building adequate 
infrastructure for the development of domestic government bond market. In this respect, as well 
as in establishing reliable debt management functions, the task to strengthen the DMO’s i s  
urgent. 

To complement the advice already received by the government from independent debt 
management experts, this report would only emphasize the need to bring government contingent 
liabilities within the scope of DMO’s work. Along with the r isks involved in the government 
debt portfolio, the D M O  should at least monitor and analyze risks arising from government . 
guarantees and from the public sector and the economy more broadly. 

Eventually, rather than building risk management capacity in each individual public company, 
such as CEB and STC, the D M O  could centralize the management o f  the main common risk 
exposures, such as those to the exchange rate and interest rate movements, in the public sector. 
Broadening the scope o f  risk management across the public sector would allow D M O  to 
immunize the government risk exposure by, for instance, structuring government liabilities as to 
develop natural hedges. Alternatively, the function o f  risk management across the public sector 
could be contracted out to the private sector. If well specified, such a contractual arrangement 
can generate the efficiencies of risk pooling while not relying on the DMO’s scarce resources. 

Reducing the scope for fiscal opportunism in the public sector 

On a broader basis, reducing the government exposure to fiscal risk will also require 
improvements in governance, specifically, in closing the loops through which politicians are able 
to affect investment, credit andor spending decisions o f  both financial and non-financial, public 
and quasi-private corporations. This task i s  enormous and, obviously, i t s  objectives would be 
much broader than just ensuring overall fiscal discipline o f  the government. In this regard, the 
Financial Services Commission currently draft laws for non-banking financial institutions i s  
considering a number o f  useful measures. 
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Possible agenda for the future 

Motivation 

There are several reasons why it may be wise for the present Government to improve the 
institutional framework for dealing with government fiscal risk. First, already in i t s  2000 report 
on the Present State o f  the Economy, the current'Government recognized the dangers o f  fiscal 
opportunism and the negative fiscal effects o f  quasi-fiscal operations. Second, the current 
Government appears committed to promoting reforms, transparency and accountability in the 
public sector. And, third, pressure to reduce the budgetary deficits facing the future as well as 
the current Government may generate incentives to move some budgetary programs of f  budget, 
that i s  to transform budgetary expenditure into government guarantees or into quasi-fiscal 
operations to be (temporarily) funded by non-government entities. International experience 
gives many examples o f  governments expanding their off-budget operations o f  fiscal nature and 
thus amassing huge contingent liabilities as they focus on the reduction o f  their budget deficits 
(Box 1). From the macroeconomic viewpoint, however, tight control over all potential 
government liabilities i s  more important than budget balance accompanied by increasing 
contingent liabilities. 

Box I Fiscal Risks as a By-product of Reducing Budget Deficit 

When loose rules for fiscal management are accompanied by pressure for fiscal adjustment, vote-seeking 
politicians and budget-seeking bureaucrats have cause for opportunism. Paradoxically, the incentive to mask 
the true cost o f  risks often rises when government comes under pressure to tighten i ts  budget constraints. 
When pressure for adjustment i s  slack, the government may have l i t t le incentive to hide the costs o f  i t s  
financial commitments. But when stringent fiscal targets are imposed, wily spenders have incentive to 
substitute illusory adjustments for actual ones. And when proper accounting rules and strong enforcement 
mechanisms do not accompany the targets, the spenders have ample opportunity to evade the controls. 

Various studies have shown that weak enforcement produces budgetary opportunism. In 1985, the United 
States enacted the Gramm-Rudman-Hollings law which promised to progressively reduce the size o f  the 
deficit and to produce a balanced budget by 199 1. But instead o f  genuine austerity, the law spawned 
budgetary legerdemain that increased the government's exposure to fiscal risk. The volume o f  loan 
guarantees escalated, the government was slow in responding to a costly crisis in the banking sector, and it 
adopted policies (such as asset sales) that weakened i ts  long-term fiscal posture. In effect, faced with the 
Gramm-Rudman constraint on fiscal deficits, the U.S. Congress has reduced direct lending by $50 billion 
and increased loan guarantees by $178 billion, replacing budgetary outlays by explicit contingent liabilities. 

Source: Brixi and Schick (2002): Government at Risk: Contingent Liabilities and Fiscal Risk 

Possible measures for consideration 

There are several measures for the government to consider in dealing with i t s  existing risk 
exposures and in trying to constrain the scope for further accumulation o f  risks. Divided into 
two groups according to the level o f  urgency, these measures can be summarized as follows: 
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I n  the short term: 

(i) 

(ii) 

(iii) 

(iv) 

(v) 

Revise the legal and regulatory framework and strengthen the infrastructure needed 
for the development o f  domestic government bond market. 
Incorporate information on the r isks emerging in the portfolio o f  government direct 
and contingent liabilities in the budgetary framework 
Discuss the expected future fiscal cost o f  government off-budget operations o f  fiscal 
nature as part o f  the budget process 
Evaluate alternative forms o f  financing the cost o f  off-budget operations as part o f  the 
budget process 
Establish ceilings on the amounts o f  guarantees issued and outstanding 

I n  the medium term: 

Formulate Government Debt Management Strategy, emphasizing the need to 
prudently manage the risks and debt service cost (with a broader debt management 
strategy in place, it wi l l  be easier for the Debt Management Office to implement the 
objective o f  reducing the share o f  short-term government debt in a deliberate manner, 
for instance, with consideration for providing a benchmark yield curve to support the 
development o f  domestic bond market) 
Build the capacity o f  the Government Debt Management Office to monitor 
performance under government guarantees (as to ensure guaranteed debt repayment 
and reduce the risk o f  default on guaranteed debt) and to analyze r isks arising from 
the guaranteed and non-guaranteed debt o f  the public sector (on how to build 
government risk management system see Annex) 
Assess the possibility o f  divesting some o f  the holdings o f  public assets (for example, 
in the State Investment Corporation) with the objective o f  reducing the stock o f  
government’s short-term debt 
Improve reporting o f  performance under quasi-fiscal operations and demand 
accountability similar as for the state budget. In this respect, appropriate laws should 
strengthen the role o f  the Ministry o f  Finance and State Audit Office to build 
accountability for risk management and performance oversight across quasi-fiscal 
operations 
Design and implement a comprehensive medium-term expenditure framework that 
would bring fiscal risks fully into the context o f  government fiscal management (see 
below) 

BringingJiscal risks into the medium-term expenditure framework 

This section summarizes recommendations for government consideration in finalizing the Fiscal 
Responsibility Act and in designing the Medium-Term Expenditure Framework (MTEF). In i t s  
standard form, the MTEF tackles the problem o f  fiscal opportunism across budgetary programs, 
by requiring policy makers to analyze and disclose the assumptions and expected medium-term 
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(3-5 years) implications of their budget proposal, and to  be accountable for any departures from 
their medium-term targeted levels in year-by-year decision-making. The standard MTEF aims at 
promoting government performance at three levels, fiscal discipline, equity and efficiency, under 
government budgets. 

With respect to fiscal risk, MTEF should aim at strengthening government fiscal performance 
across non-budgetary as wel l  as budgetary activities o f  fiscal nature and with respect to both 
contingent and direct sources of fiscal risk. An expanded MTEF would promote risk-awareness 
culture in government and would integrate fiscal risk deliberations with government policy- 
making and with fiscal and debt management processes. 

The key features o f  the expanded MTEF could be summarized as follows: 

Reporting: Statement of contingent liabilities, tax expenditures and other fiscal risks 

To ensure proper attention to  their possible implications, fiscal r isks need to  be made known. 
Since no cash i s  spent f rom the budget when governments assumes a contingent obligation or 
provides a tax exemption, cash-based accounting systems fai l  to detect such fiscal risks.54 

Therefore, the critical step for governments i s  to  regularly issue a separate statement o f  
contingent liabilities, tax expenditures and other fiscal risks. Good practice i s  offered by 
Australia, Canada, Netherlands, New Zealand, and the United States. Their statements l i s t  the 
various sources o f  fiscal risk, discuss their nature and sensitivities, implications o n  future fiscal 
position and equity, and where applicable provide their face andlor estimated value. Budget 
documents o f  these countries stress test the fiscal baseline with respect to major macroeconomic, 
pol icy and demographic risks. 

As Mauritius’ own experience has confirmed, risk outside the government occasionally falls o n  
government. Therefore, transparency o f  risks needs to be required in the markets as wel l  as in 
government. In addition, government needs capacity to  monitor and analyze i t s  r isk exposure 
vis-&vis these implicit sources o f  fiscal risk. As a part o f  monitoring i t s  risk exposures, 
government needs to monitor behavioral determinants o f  fiscal risks. These include performance 
(moral hazard) under its guarantee contracts, legality o f  claims against tax duties, and 
performance o f  sub national governments other entities that may affect future government fiscal 
position. 

Medium-term fiscal strategy to reflect risks 

Government medium-term fiscal planning i s  hardly viable if it does not reflect implications o f  
fiscal r isk exposures. The best way to  show medium-term implications o f  fiscal risks for the 
overall fiscal position i s  to  develop baseline medium-term cash projections and stress-test these 
projections with respect to specific r isks (taking into account possible correlations). Similarly, 

54 Accrual-based accounting system i s  neither necessary nor sufficient as a remedy. International accounting 
standards, for instance, require only probable contingent liabilities (contingencies with relatively high probability o f  
realization) to be included in the balance sheet, leaving the others in a separate statement o f  contingent liabilities. 
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equity and efficiency considerations are relevant only if they address the whole range o f  fiscal 
activities and their expected and maximum likely costs. 

Stress testing, that i s  estimating sensitivity o f  expected fiscal cost to normal and abnormal 
changes in the underlying assumptions, i s  critical for developing a sound medium-term fiscal 
strategy. For instance, related to a specific program (e.g., price ceilings), stress testing will show 
how normal (5%-10%) and extreme (40%-50%) changes in the underlying factors (e.g., 
commodity price) over the next 3,6, and 12 months affect i t s  fiscal cost. More importantly, 
stress testing detects key medium-term fiscal vulnerabilities o f  government. The portfolio 
approach to stress-testing addresses the whole range o f  fiscal risks identified in the fiscal risk 
matrix and shows their overall possible fiscal impact. Results o f  stress testing will be critical for 
government risk management to re-estimate periodically the sensitivities o f  i t s  risk exposure with 
respect to changes in the underlying assumptions and to decide on a hedging strategy 
accordingly. 

To ensure that policy makers correctly reflect fiscal risks in their fiscal planning, they must 
become accountable for adequacy o f  their analysis and assumptions. Therefore, the role o f  state 
audit extends far beyond i t s  conventional role and covers all aspects o f  government risk analysis 
and risk management. 

With respect to implicit risks, whether or not government decides to disclose i t s  exposure, 
medium-term fiscal strategy will be at risk if not accompanied by confidential contingency plans 
on how to proceed when implicit and indirect r isks materialize. 

Budgeting: Make provisions and account for fiscal risk 

Budgeting and provisioning for fiscal risk has three main objectives: First, to draw more 
attention to risk analysis, and thus build risk awareness o f  policy makers and the public. In this 
context, the process o f  risk analysis i s  more important than the actual figure, that i s  the value 
assigned to government risk exposure. Second, to make policy-makers cash neutral, that i s  
neutral between alternative forms o f  providing government support from the viewpoint o f  deficit 
measurement and sectoral budgetary envelopes. Third, particularly for governments with a 
limited access to borrowing (limited market access), budgeting in the sense o f  early provisioning 
for risk creates a buffer for the event that risks materialize. 

Contemporary approaches to budgeting for fiscal risk are based on the following principles: 
0 Recognize the r isks and full potential fiscal cost o f  guarantees and other promises o f  

contingent government support prior to their approval, as part o f  the budget process 
0 Apply joint ceiling for the cost o f  budgetary and off-budget support for each sector in a fiscal 

year. Off-budget support i s  a form o f  subsidy, which should be considered along other forms 
of government support for each sector. 
Calculate the cost o f  off-budget support as the present value o f  the future expected fiscal 
cost. 

0 
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0 

0 

Reflect the cost o f  off-budget programs in full within the fiscal year o f  their launch. 
Transfer an amount equal to the off-budget support from the budgetary envelope o f  the 
related sector to  a central contingency reserve fund. 

These principles pull the expected fiscal cost o f  off-budget support into the calculation o f  
government fiscal deficit. The amount transferred to the reserve fund i s  accounted for like an 
expense. On the other hand, when contingent claims are paid from the reserve fund, fiscal deficit 
remains unaffected. Implementation o f  the Federal Credit Reform Ac t  in the U S  has confirmed 
that this approach i s  plausible even when accounting and budgeting systems are not fully on an 
accrual basis. 
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