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at least a minimum level of development is
achieved. There should be concentration on the
provision of the basic needs and services such
as health, basic education and access to safe
drinking water.

3\ An important element in the effectiveness of
this system is the efficient management of the
bulk of the resources. The FFAMC should allocate
resources to build human capacity at the state level
to improve monitoring and evaluation . Efficient
monitoring and evaluation will enhance the
effectiveness of the transfer system in achieving
the development goals and objectives.

4\ The bulk of the resources should be modeled
within a national budgetary macroeconomic
framework. The transfers also should be built
within a medium term national development
strategy .

5. Conclusion and findings:

The signed three peace agreements to resolve the
conflicts in southern Sudan, western and eastern of
Sudan forced the GNU to adopt fiscal arrangements
that embody a system of intergovernmental
transfers. The main objective is to allocate and
transfer adequate resources to these conflict
areas in order to realize genuine development in
these regions and mobilize human resources in a
way that will consolidate peace building, reduce
poverty and increase the standard of living among
the rural communities through the provision of
basic services.

The system proved to be quite effective in
availing substantial resources to serve these
objectives and the system empowered the state
governments to exercise some degrees of fiscal
freedom in sense that the state governments will
have more power to plan and allocate various
and diverse fiscal resources among different
expenditure items.

The current transfer system provides the necessary
but not sufficient elements of effective fiscal
arrangements that could serve as an effective arm
in putting an end to the armed conflicts in Sudan. It
will redirect substantial resources for the benefit
of the people of Sudan.

More reforms were required to strengthen the
system specially in the areas of fiscal and
financial management, expenditure control and
cash management.
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attract local and foreign investment.

In order to make the above clauses reality, there
should be strong commitment from the sub-
regional governments to put the received transfers
in efficient use. Another strong commitment is
required from the government of National Unity
towards timely implementation of the mandated
transfers.

4. Challenges and constraints of the system:
The current adopted system of intergovernmental
transfers has many strengths and benefits, but
it also faces many challenges and obstacles, if
not corrected, they will impact the effectiveness
and the efficiency of implementing the transfer
process and hence they will threat the peace
building process. The system also assign too much
responsibilities to the state governments and poses
new challenges for public expenditure management
by the sub-national governments. These challenges
are related to:

1\ The need to co-ordinate the budgetary policies
of the national and the sub-national governments
in order to ensure the full consistency with Sudan
macroeconomic objectives.

2\ There is a need to promote the degree of
responsiveness of the sub-national governments
to the needs and requirements of the citizens
in both the allocation of budgetary resources
and the delivery of goods and services assigned
to them in such an efficient and cost effective
way.

3\ There is strong need to have in place sound
financial management of the operations of each
level of government.

4\ Developing the institutions in these regions
stands as a serious challenge. Efficient institutions
should back suitable policies to develop the
economies of the conflict regions.

5\ An important element in building these
institutions and monitoring the implementation
of the various clauses of these agreements is
the human development through training and
education. In order to raise management capacity
at the regional level to ensure efficient resource
management.

6\ The three agreements should be well integrated
within a macroeconomic framework that cares for
the stabilization of the national economy and aims
at high positive economic growth.

7\ The financial components of the wealth
sharing agreements were based on the volume
of the national revenue flow. The oil revenue
constitute more than 70% of the resources.
The problem here is that oil prices are volatile
and unpredictable beside the fact that oil is an
exhaustible resource which will wither away
in a finite time. This will complicate long run
expenditure planning and prioritization. In the
short run, these resources will be put to finance
short term obligations but will increase the level
of current expenditure rather than increasing
capital expenditure. Current expenditure may not
be productive, hence there is the possibility that
the recipient states may not benefit from these
transfers in real terms and most likely will put
pressure on the overall price level and may lead
to inflation which will impact the stability of the
economy.

If fiscal transfer designed well, then it will
promise benefits of a genuine center-region
relationship in basic service delivery, poverty
reduction and the accomplishment of broader
national macroeconomic objectives of economic
stability and positive economic growth and
ultimately will put an end to the tendencies of
the emergence of armed movements. If, on the
other hand, weakly designed will lead to weak
governments ability to provide basic services,
collapse of the social safety nets and emergence
of corruption and most probably the re-eruption
of the conflicts.

Given the current system of transfers, many reforms
could be suggested to increase the efficiency and
the effectiveness of the system:

I\ The rules and the procedures of the system
should be flexible enough that all the signing parties
should take frequent assessment and evaluation
and adopt changes as necessary.

2\ Some of the unconditioned transfers should
be conditioned. This is necessary to ensure that

-



4- National Reconstruction and Development Fund
(NRDF)

Table (2): Allocations of the development and
reconstruction funds

Item 2006 2007 2008
SSRDF 300 300 -
DRDF 300 200 200
ESDRF - 100 125
NRDF 250 250 125
Total 850 850 450

* Source: Ministry of Finance and National Economy
(Sudan) and the Wealth Sharing Protocols.
* Figures are in million US dollars.

Table No. (1) above shows the transfers which
were mandated by the various wealth sharing
agreements during the period (2005 — 2007). The
total intergovernmental transfers totaled on average
4% of GDP. This allocation is considered to be
substantial by all proportions. There is a tendency
to increase the unconditional transfers more than
the other allocation. Unconditional transfers
represents 57% of total transfers on average during
the period under consideration. Unconditional
transfers are very difficult to monitor by FFAMC
since the FFAMC has no authority to put guidelines
for utilizing these resources and to assess their
impact on the grass roots.

Transfers to development represents 25.4%
on average of total transfers. This category of
transfers could be considered as conditional in
the sense that it is directed to finance specific and
certain capital expenditure activities. Although this
category is assumed to have the biggest allocations
of transfers, but in reality their allocations were not
to the expected levels.

The conditioned current transfers represents only
17.6% of the total allocations. A drawback of this
allocation is its direct support to cover wages
and salaries of certain groups of employees and
its support of current expenditure. This category

of transfers will boost consumption at the state
level and will add to the pressures on the level of
prices.

A balance should be drawn among the three
categories of transfers in order to ensure that
vulnerable groups are not subject to marginalization
and all the community can taste the dividends of
peace on equal basis in terms of adequate service
provision, adequate infrastructure and conducive
living environment.

In table (2) we can observe a substantial resources
were allocated to the various reconstruction and
development funds. For these allocations to be
effective in realizing development at the state
levels and in the war affected areas, efficient
expenditure planning is required to avoid wasting
of these resources.

The strengths of this transfer system could be
reflected in the point that it is well integrated within
the budgetary process and well defined along the
budget classification.

These transfers are transparent when allocated and
when transferred and monitored. Beneficiary states
participate at different levels of this system.

For the conditioned transfers, the state institutions
knew in advance how much their allocations
are. For the unconditioned transfers, the state
governments knew in advance how much is the
volume of their allocated transfers during the year.
The advantage of this priori information is that the
state governments will be able to plan their priority
expenditures and how to allocate the budgeted
transfers to finance their activity.

On the basis of these strengths, GOSS, Darfur
and East were able to get substantial financial
resources which were considered to be adequate to
start various development activities and programs
that could:

a) Reduce disparity among regions and the states.
Create employment at the regional and state levels
and hence will reduce poverty.

b) Soften the severe impact of war and the rural
communities will feel the dividends of peace.

c) Enable the regions and the states to posses
adequate infrastructure that will stimulate and
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3. The current nature of fiscal transfers:

To fully adhere to the implementation of these
agreements, the Federal Ministry of Finance
and National Economy adopted a system of
intergovernmental transfers, to ensure that the
different regions of Sudan will get their share out
of the exploited wealth and exercise their fiscal
freedom in putting the transferred resources in
best use. These transfers were made out of pool
of national revenues deposited in the National
Revenue Fund (NRF).

Based on the current practice, we can observe
three categories of intergovernmental transfers in
Sudan, these include:

1\ Conditioned current transfers: In this category
the central government enforce certain rules and
guidance over the recipients by specifying certain
spending arrangements. An effective advantage
of this system is its ability to provide protection
to certain vulnerable groups and assist certain
economic purposes. Conditioned transfers consist
of various components that include:

a) Transfers to cover wages and salaries of national
institutions, mainly the wages and salaries of the
police, higher education employees and the cost of
recruitment of the graduates at the states, and the
judiciary.

b) Transfers to cover the purchases of goods and
services for the police, higher education, and
wages and salaries of the judiciary employees at
the state levels.

c¢) The transfers of social subsidy to meet social
requirements of certain vulnerable groups. In
sense these transfers provide direct support to poor
students in the states. They cover the cost of feeding
the prisoners waiting at all the prisons across the
states. Meet the cost of free health care and health
insurance. Meet the cost of free medical treatment
and care for the children. Covering the health
insurance of certain categories of the people.

2\ Unconditioned current transfers: Here the
recipients exercise their powers over the money
they receive. This category comprises transfers to:
a) Government of southern Sudan. B) Transfers to
oil producing states, c) Transfers to the three areas

(Abyie area, Blue Nile area and Nuba Mountains
area), D) Compensation for the states which were
affected by the elimination of the agricultural
taxes'), E) VAT transfers, F) Transfers to the
reconstruction and development funds for the war
affected areas.

Table (1): conditioned and unconditioned
transfers (2005 — 2007)

Item 2005 2006 2007
C.CT 501.7 512.9 705
U.C.T 1130.9 2199.8 2246.8
Devlp. Transf. 537 866.5 1090.3
Total 2169.6 3579.2 4042.1
Nominal GDP 66714 79046 93200

*Source: Ministry of Finance and National Economy- Sudan
** Figures are in million Sudanese Genaih.
**% C.C.T. : conditional current transfers.

***% J.C.T.: Unconditional current transfers.

3\ Transfers to state development. This category
comprises development projects financed by local
currency and by foreign loans and classified under
acquisition of non-financial assets in the national
budget. It include various development projects
that stretch across Sudan. The main constraints
that face state development are: a) Donors did
not honor their pledges , b) there is a considerable
delay in identifying the development projects.
The other channel of fiscal transfers are the
allocations made to the various development
and reconstruction funds. The wealth sharing
agreements called for the establishment of the
following Funds:
1-SouthernSudanReconstructionand Development
Fund (SSRDF).

2- Darfur Reconstruction Development Fund
(DRDF).

3- Eastern Sudan Reconstruction and Development
Fund (ESDREF).

(1) A policy of agricultural tax exemption was adopted
recently to give more incentives to small farmers.
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e) Best-known practices for utilizing natural
resources should be followed.

The CPA defines a national system for the
management and sharing of the entire oil revenues
in Sudan. A National Petroleum Commission
was established to formulate and monitor public
policies and set guidelines for the oil industry
including developing strategies for the future
development of the petroleum sector. The Wealth
Sharing Protocol developed a formula for sharing
the oil resources as follows:

a) 2% of oil revenue should go to the oil producing
states in proportion to their output.

The remaining net revenue will be distributed as
follows:

i- 50% of the net oil revenue from the wells
developed in the South of Sudan, will go to the
Government of Southern Sudan (GOSS).

ii- 50% of the net oil revenue from oil wells
developed in southern Sudan will go to the central
government and the governments of the states in
Northern Sudan.

State governments and the Government of
Southern Sudan should have exclusive control of
income collected under their own taxing powers.
Some institutional arrangements were created to
support the allocations of these resources. These
arrangements include:

a- The establishment of a National Revenue Fund
(NRF).

b- An special account in the Bank of Southern
Sudan (BOSS) was opened to host all the revenues
collected by the National Government in the South
of Sudan.

c- AFiscal and Financial Allocation and Monitoring
Commission (FFAMC) was established by
the government of National Unity (GNU) and
Government of Southern Sudan (GOSS).

d- The Southern Sudan Reconstruction and
Development Fund.

e- The National Reconstruction and Development
Fund.

2\ Abuja Agreement:

The conflict in Darfur is over natural resources
mainly water and pastures. Darfur agreement calls

for direct financial transfers from the GNU to the
three states of Darfur. The major wealth sharing
agreement provisions consist of the following:

a) A Darfur Reconstruction and Development
Fund (DRDF) is established with contribution from
GNU. The DRDF shall solicit, raise and collect
funds from domestic and international donors
and disburse such funds for the resettlement,
rehabilitation and re-integration of the internally
and externally displaced people and it should also
address the past development imbalances and
provide adequate and sustainable development
strategy for Darfur.

b) A joint assessment mission supported by
multilateral organizations should determine the
development and reconstruction needs.

c) A fiscal and financial allocation monitoring
commission is established.

d) The Wealth Sharing Protocol of Darfur also
provides for a compensation for the victims of the
conflict.

The agreement clearly states that the national
macroeconomic policy framework provides an
important vehicle for combating poverty and
addressing the sense of marginalization in the
Sudan during the post-conflict period. In this way,
fiscal and monetary policies should be formulated
to meet the requirements of sustained growth and
equitable development.

C. Eastern Sudan Peace agreement (ESPA):
The conflict in Eastern Sudan also erupted as
a result of the state of underdevelopment that
prevailed in the region.

The Eastern Sudan Peace Agreement (ESPA) was
signed in Asmara, Eritrea in October 14, 2006.
The fiscal arrangements that shape the features
of this agreement are centered around two issues:
The first is the direct transfers from the federal
government to the eastern states. The second is
the transfers to the Eastern Sudan Reconstruction
Development Fund.

TheEastern SudanReconstructionand Development
Fund (ESRDF) should serve as the principal organ
in the planning, monitoring and follow up of the
Reconstruction and Development Program.

T e W



Fiscal Federalism:
A Tool for Conflict Resolution
in Sudano®
Dr. Amin Salih Yasin

IMF Office -Sudan
Bakground:
The objective of this paper is to highlight the
significance of intergovernmental transfers as a
fiscal tool for conflict resolution in Sudan. During
the period (2005 — 2007) Sudan signed three peace
agreements in Naivasha, Abuja and Asmara to
resolve the conflict in Sudan.
An essential complements to these agreements are
the wealth sharing protocols (WSP) which provided
a model for fair and equitable distribution of
financial resources between the central government
and the states (regions).
The adopted system marked a positive move
in strengthening the intergovernmental fiscal
relations. The system depends heavily on the
flow of oil revenues which are unpredictable,
highly volatile and exhaustible. The system is also
confronted with weak institutional capacity at the
state level. This paper is organized as follows:
Part one highlights the significance of fiscal
arrangements and the intergovernmental transfers,
part two gives an account of the fiscal components
of the wealth sharing protocols, part three stresses
on the current practice of fiscal transfers, part four
reflects the challenges that confront the system
and suggests some remedies, and finall, part five
concludes with some findings.
1. The significance of fiscal decentralization and
intergovernmental transfers:
The intergovernmental transfer systems that exist
between the central government and the state
(regional) governments in a post conflict country
play a crucial role in financing various activities at
the states that could heal the wounds of conflict.

(1) This article was based on a paper presented by the
author to the African Economic Conference held in Tunis in
November 2008. The full paper could be downloaded from:
www.afdb.org The ideas expressed in this paper are those of
the author and do not reflect the ideas of any institution.

Intergovernmental transfers systems include:

1- The sharing of tax revenues between the central
government and sub-national governments.

2- Financial subsidies provided by the central
government to sub-national governments.

3- The sharing of the oil revenues between the
central government and the oil producing areas.
There is a sizeable collection of literature on
intergovernmental transfer systems in developing
countries, but relatively little has been written
on the subject of transfers used as a tool for
consolidating peace building process in conflict
and post-conflict countries.

2. Fiscal components of the wealth sharing
protocols:

The government of Sudan succeeded in reaching
peace agreements with the Sudan People Liberation
Movement (SPLM) in Naivasha, Kenya in January
2005, and with some of the armed movements
in Darfur in Abuja, Nigeria in July 2005, and
with the armed movements in the east of Sudan in
Asmara, Eritrea in 2006.

An important complement to the signed three
peace agreements is the wealth sharing protocols
with their various fiscal and economic clauses.
The authorities recognize that to get rid of
the cumulative effects of underdevelopment
compounded by the destructive effects of the
conflict in Sudan, it is essential to establish an
effective, transparent and accountable system for
the distribution of wealth.

Each of the three agreements has a wealth sharing
understanding and components. In brief, the
fiscal components of each agreement could be
summarized below:

1\ Naivasha wealth sharing protocols

This agreement has the following principles:

a) The wealth of the Sudan shall be shared
equitably.

b) All parts of Sudan are entitled to development.
¢) Revenue sharing should show a commitment
to the devolution of power and decentralization of
decision-making.

d) Development should be transparent and
accountable.

s



5.1. Monetary and Exchange Rate Policy:

As the country maintains domestic macroeconomic
stability as a policy priority, there is scope for
expansionary monetary policy as the rate of inflation
is below double-digit figure. This is because exchange
rate depreciation, in the wake of balance of payments
pressures arising from falling exports, will not feed
through to inflation. Under the current managed-
floating/fixed exchange rate system, there is need to
review the system as the country may face mounting
pressures amid continuously falling exports with
possibility of capital flight continuing to loom
(see Figure 5). Under such shocks, to avoid losing
exchange rate competitiveness and to protect meager
foreign exchange reserves, introducing some degree
of exchange rate flexibility may be considered. If the
crisis continues, the pattern of adjustment, including
exchange rate, may shift over time and as such,
pressures emanating from balance of payments would
make exchange rate adjustment unavoidable in the
long run although it could be avoided in the short run.
5.2. Fiscal Policies:

As the crisis originated from abroad and transmitted
into the country through fall of commodity exports due
to lower price and volumes, domestic expansionary
fiscal policies may be ineffective in substituting for this
external demand. Moreover, the ability of government
to create more fiscal space may be limited by lack of
liquidity. Attempts to scale up and maintain domestic
demand through countercyclical policies may turn
counterproductive by boosting domestic demand for
imports that may drain away foreign exchange reserves
or inflation. Furthermore, financing higher fiscal
deficits can be constrained by limited access to external
financing and tenuous domestic markets as monetizing
larger deficits may undermine macroeconomic stability.
Given the short list of options available, Sudan may
take the following steps in the immediately:

1- Mobilizing additional domestic tax revenues by
widening tax base rather than increasing tax rates as
high rates are detrimental to growth. Tax incentives
could be rationalized and revenue administration
strengthened. Tax exemption system could be carefully
reviewed with view to generating more revenues. In
addition, a resource-rich country like Sudan could
diversify its tax revenue to reduce fiscal risks.

2- Creating fiscal space through expenditure rationalization
and increasing spending efficiency. The government could
reduce unproductive expenditures. Examples include
generalized subsidies to loss-making government enterprises,
excessively large government employment, and avoiding
‘white elephant projects’. In addition, strengthening public
financial management can improve expenditure efficiency,
hence, ensuring that resources reach the intended targets.

3- Implementing public works program and/or
providing income supplements through existing
or new programs. Labor-intensive infrastructure
projects that are effective in providing income
support to the poor should be undertaken. Wage
should be set in relation to productivity rather than
political/social considerations.

4- To mitigate the negative effects of external
shocks such as the current global financial crisis that
caused GOSS revenues, developing local non-oil
source of revenues is a necessary condition to avoid
future risks. The tax system should be efficient and
responsive to development needs. Tax administration
officials should undergo frequent in-service training
courses to inculcate into them the importance of
taxes to the government and the community at large.
These measures can help minimize the possibility
of individual tax collectors diverting tax revenues
to personal uses. Furthermore, since there are no
companies and big corporation from which corporate
taxes could be levied, individual income taxes, payroll
taxes, excise taxes, estate taxes, custom duties and
a host of miscellaneous fees and charges could be
levied around the region. The first two constitute the
bulk of tax collection receipts in many countries”.
5- In the long run, ratchet effects could be avoided
through setting up sustainable expenditure targets
and accumulating assets by saving the oil boom
windfall when prices are above the benchmark price
and scaling up its spending when the prices are below
it. The Oil Revenue Stabilization Account (ORSA)
that was set up by the Government of National Unity
(GNU) should invest oil revenues in international
capital markets with view to accumulating resources
that could be used in the wake of such crisis.

6- In the long run, the GOSS should engage in capital
formation through public investment in order to
provide complementary goods and services needed
for economic growth and poverty reduction. At this
nascent stage of development, the GOSS strategies
should focus on promoting economic development
and reducing poverty. Post-conflict development
should be geared towards scaling up spending on
the development of infrastructure (e.g., roads, public
housing units), agricultural projects and research and
development (R&D) in addition to education. The
provision of such goods, with high rates of economic
return, can create employment opportunities and
increase incomes of the poor, increase productivity
and thus raise the living standards and hence promote
economic development.

(1) In 2008, individual income and payroll taxes respectively
accounted for 45% and 36% of total tax revenues of the U. S.
federal government in 2008.




Figure 11. GOSS 50% from Net Oil Revenues
for year 2009
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Although the shares and transfers to GOSS from
the oil revenues have been rising steadily in the
period 2005-2008 (see Figure 11), the monthly
accounts for 2009 tell a different story. The 50%
shares for the GOSS for 2009 are characterized by
systematic variation, pointing to the uncertainty
facing the GOSS. For example, the share from
net oil revenues for February 2009 was $30.84
million, down from $42.07 million in the previous
month. This figure presents about 31% of the net
revenue for the same month in 2007, which was
$101 million. Similarly, while the GOSS share rose
to $54.50 million in March, it nevertheless fell to
$51.07 million in the month of April before rising
again to $63.43 million in may 2009. However, the
fact that the trend line is moving upwardly could be
a sign the worse may be over in the near future.

4. Summary of Findings:

This study assesses the impact of the current global
financial crisis on the Sudanese economy in general
and the economy of South Sudan in particular.
Specifically, the study examines the impact of
crisis on (1) government budget; (ii) various sectors
of the economy; (iil) macroeconomic policies —
spending, loans and grants, reserves etc., and (iv)
implementation of Millennium Development Goals
and foreign aid program within the joint assessment
mission framework. The study finds the following:
Economic growth was adversely affected as
a result of falling commodity prices, sluggish
external demand for exports and the tightening
of financing conditions. Although growth rates
have been hovering around 6% annually since
1995, reaching double-digit rates in 2006 and
2007 respectively, the country’s economic growth
retreated to 8% in 2008 and it is projected to fall
further to approximately 4.5 in 2009.

The government budget deficit deteriorated in the
period 2006-2007 although it slightly improved in
2008. Falling commodity demand and prices coupled
with rising government expenditures implied
worsening deficits in the government budget.
Although FDI flows were erratically volatile prior
to period 2004, FDI flows picked up and rose
steadily in the period 2004-2006. However, foreign
direct investment fell by approximately 31% in
2007 although it slightly grew by 6.7% in 2008.
The immediate improvement in FDI flows in 2008
might be an indication that the crisis impact was
less effective on FDI flows as the bulk of FDI is
heavily concentrated in the oil sector.

Falling prices, sluggish demand for oil and the
committed support for exchange rate system seem
to have caused the nation’s country’s official
foreign official exchange reserves to decline.
Reserves fell from approximately four months of
imports in 2004 to 3.3 months of imports in 2005
before falling further to 2.5 moths of imports in
2006. Monthly data indicate that foreign exchange
reserves dropped by approximately 50% between
Augustand December2008. Asthe crisis progressed
and deepened, exchange rate was depreciating
very fast. In the period between January 2008 and
January 2009, the pound lost about 8.5% of its
official value. However, parallel foreign exchange
markets were paying more that SDG 2.5 per U. S.
dollar in the month of June 2009, indicating that
the premium between the two markets was high.
As the GOSS depends on oil for its activities, the
combined effect of sluggish demand and falling
prices of oil has caused GOSS revenues to fall by
about85.5%1n2009. The GOSS budget experienced
small deficits in 2006 and 2007, although the
unprecedented hike in oil prices created a budget
surplus of SDG 987 million in 2008. This surplus
dropped to SDG 52 million in the following year.
Although revenues from both oil and non-oil
sources dropped by 85.6% in 2009, revenues from
non-oil sources dramatically soared by 793.8% and
106.5% in 2008 and 2009 respectively.

5. Policy Recommendations:

Given the limited scope for countercyclical policies
to defrost the impact of the global financial crisis,
developing countries like Sudan will need to solicit
donor support to alleviate the impact of the crisis.
Domestic policies need to include but not limited
to targeted spending to protect the poor, flexible
exchange rate to facilitate adjustment and adequate
financial supervision to mollify the crisis impact.
In this study, policy implications are provided in
two groups: monetary policies and fiscal policies.




3. The Global Financial Crisis and the
Government of Southern Sudan:

If the impact of the current global crisis on
the Sudanese economy is detrimental, there is
no doubt that its impact on the government of
Southern Sudan would even be more detrimental
as the region largely depends on a single resource,
the oil. This puts the government of Southern
Sudan (thereafter referred to as GOSS) in a
very precarious and vulnerable position. Under
the current crisis, dependence on oil has three
problems associated with it. First, as previously
mentioned, the sharp fall of external demand for
oil makes oil export revenues very fragile. Second,
falling oil prices adds fuel to the fire, making
revenues from oil exports even more uncertain.
These combined effects make the GOSS highly
vulnerable, given the apparent lack of alternative
non-oil sources of revenue. Thirdly, exchange rate
volatility is another factor that can affect revenues
from oil export uncertain. Since oil revenues and
external assistance are set and received in foreign
currencies, an appreciation of domestic currency
can directly reduce the amount of foreign exchange
received per a unit of domestic currency.

Figure 8. GOSS Revenues and Expenditures
(2005-2009)
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The impact of the crisis on GOSS is apparent from
Figure 8 in which both the estimated revenues and
expenditure have considerably declined in 20009.
Revenues most of which come from oil have fallen by
approximately 85.5% from the 2008 level. The Figure
shows that although the GOSS budget experienced
small deficits in 2006 and 2007, the unprecedented
hike in oil prices catapulted the GOSS budget to
surplus of SDG 987 million in 2008 although it
dropped to SDG 52 million in the following year.

Figure 9. GOSS Oil and Non-oil Revenues
(2005-2009)
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As Figure 10 indicates, the modest improvement in
the budget surplus could possibly be attributed to
the rise of non-oil revenues by 793.8% and 106.5%
in 2008 and 2009 respectively. Furthermore, the
Figure shows that although growing positively,
the amounts of revenues derived from non-oil
revenues are too meager to compensate for losses
arising from the fall of oil revenue. Furthermore,
the Figure shows that revenues from both oil and
non-oil sources plummeted from the provisional
amount of SDG 6,789.6 in 2008 to SDG 3,658.4 in
2009, implying the severity of the crisis. In fact the
crisis forced the GOSS to revise its budget estimates
downwardly in 2008 from SDG 6,789.6 to SDG
5,506.3 (i.e., a reduction of approximately 23.3%).
These examples evidently underscore the urgency
and importance of searching for and developing
alternative non-oil sources of revenues.

Figure 10. GOSS 50% from Net Oil Revenues
(2005-2008)
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payments, monetary policy and other purposes.
Foreignexchangereservesare derived mainly from
export earnings, aid, foreign direct investment,
and remittances of the country’s nationals working
abroad. The amount of foreign exchange received
per a unit of domestic currency critically depends
on exchange rate system in place. A rapidly
appreciating domestic currency implies that
fewer units of foreign currency will be received
per a unit of domestic currency and vice-a-versa.
In addition, foreign exchange reserves are used to
support the country’s exchange rate system. As the
country is operating “managed floating exchange
rate regime”, the significant shrinkage of foreign
exchange earnings in the period could be a clear
signal that falling oil demand and price coupled
with the central bank commitment to support
the country’s exchange rate system have taken
a toll on the country’s official foreign exchange
reserves.

Although foreign exchange reserves have been
steeply rising in the period 2001-2004, Figure 6
indicates that the rise was interrupted in 2005 and
2006 when the reserves fell from approximately
four months of imports in 2004 to 3.3 months of
imports in 2005 before collapsing further to less
than 2.5 months of imports in 2006. The picture is
even more dramatic when shorter-frequency data
is employed. For example, it has been reported”
that foreign exchange reserves dropped by
approximately 50% between August and December
2008.

Figure 6. Net Official Foreign Exchange
Reserves in Months of Imports (2000-2008)
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(1) See Deng, Lual A. (undated). Sudan: The Challenges of
Managing the Impact of Global Financial Crisis on Post-
conflict, presented at the annual meetings of the African
Development Bank, Dakar, Senegal.

As the crisis continued, exchange rate was
depreciating very fast, indicating that Sudanese
exports were not in great demand from the outside
world. In the period between January 2008
and January 2009, the pound lost about 8.5%
of its official value, not to mention the fact that
the parallel foreign exchange market has been
exchanging one U. S. dollar for more than 2.5
pounds. Figure 7 depicts the nominal exchange
rate evolution in the period January 2008-June
2009. Other more vulnerable areas through which
the crisis can penetrate the economy include
remittances from the Sudanese nationals working
abroad and foreign aid. Expatriates’ remittances
have been an indispensable source of external
financing for the Sudan since the 1970s and 1980s,
providing incomes and acquisition of important
life-sustaining assets such as agricultural lands,
family residential units and real estate investment.
Most parts of Khartoum residential areas and
investment infrastructures were constructed with
help from expatriates’ remittances, mainly from
the Gulf region. As the economies of the donor
countries slow down as a result of falling demand
for their exports, remittances flowing into the
country shrink too. The same is true for aid. In
absence of sufficient remittances from Sudanese
expatriates’ remittances and sustainable aid flows
into the country, the government may not be able
to rationalize spending and increase its efficiency
to create fiscal space to protect the poor and social
and MDG-related spending. Falling export and
tax revenues, expatriates’ remittances and aid
may undermine the ability of the government the
deliver the most needed services. In this respect,
the implementation and achievement of MGD
goals can be seriously jeopardized.

Figure 7. Nominal Exchange Rates Movement
(January 2008-June 2009)
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Figure 3. World Oil Supply and Demand
(2005-2009)

87 86:5
- 86.01,
) 85.6 5.7 85.
T 8 85.
o 84.7
Q 85
% 841 84.4
£ 84 83.
2
o 83
c
2
= 82
=

©
=

2005 2006 2007 2008 2009

Years

EDemand @ Supply

Source: International Energy Agency

2.2. Fiscal Balances:

As more than 90% of the country’s revenues are
derived from taxes, the slowdown in aggregate
economic activity and trade has negative etfect on
government fiscal revenues directly. Government
revenues fell as economic activity and export prices
fell. As tax revenues shrank while expenditures
expanded, the government faced worsening budget
deficits. Government expenditures could rise for a
number of reasons". First, as the crisis prolongs,
there would be calls to assist commodity exporters
via government transfers to cushion the effect of
falling commodity demand and prices. Second, as the
crisis intensifies, the impact of crisis on the rural poor
would be disproportionate in terms of falling incomes
and disappearing employment opportunities. In
order to address rising poverty levels and strengthen
poverty nets, the government may attempt to scale
up social spending. Third, if the domestic currency
continuously depreciates, this could entail raising
government spending in order to mitigate the effects
of rising import costs. It is apparent from Figure
4 that the budget deficit deteriorated in the period
2006-2007 which coincided with the crisis peak
although it slightly showed improvement in 2008.
Figure 4. Government Budget (2005-2008)
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(1) See the Implications of the Global Financial Crisis for
Low-Income countries (2009), IMF.

2.3. Foreign Direct Investment:

Although the FDI flows were erratically volatile
prior to period 2004, FDI flows picked up and rose
steadily in the period 2004-2006. No doubt that this
steep rise represented a period in which investing
in oil projects was pulling in enormous amounts of
FDI flows. For example, Figure 5 shows that FDI
flows grew by a dramatic positive rate of about
54% in 2006 although the flows dropped by 31%
in the following year. It can be claimed that the
fall of FDI flows by 31% in 2007 was triggered by
the crisis as foreign investors wanted to wait and
see the direction of the crisis. In that respect, the
slight rise in FDI flows by approximately 6.7% in
2008 might be an indication that the crisis impact
was less effective on FDI flows, as the bulk of FDI
is heavily concentrated in the oil sector. During
the crisis, new investment commitments may be
delayed. However, potential losses associated
with withdrawing from oil projects before their
completion could reduce the likelihood of FDI
withdrawal, considering the sizable up-front capital
investment needed for investing in oil projects.
This does not amount to saying that Sudan would
completely escape the crisis unharmed.

Figure 5: Foreign Direct Investment Flows into
Sudan (2000- 2008)
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Bank of Sudan database

2.4. Foreign Exchange Reserves and the
Exchange Rate System:

Foreign exchange reserves and exchange rate
systems are extremely susceptible to external
shocks due to their strong link with the outside
world. Official foreign exchange reserves are
foreign currency deposits, bonds, gold holdings
and Special Drawing Rights (SDRs) held by
monetary authorities of a country, used to buffer
out imbalances between foreign receipts and




words, the direct transmission of crisis through
financial markets seems to have been relatively
muted for two reasons. First, domestic banking
systems in the country had little exposure to the
complex international financial instruments,
hence, limiting risks of potential losses. Second,
the availability of abundant low-cost domestic
deposits and liquidity has allowed domestic
banks to finance themselves domestically thereby
minimizing wholesale leverage on their balance
sheet. This section summarizes the potential areas
through which the Sudan economy will be exposed
to the crisis.

2.1. Economic Growth:

As the crisis escalated and spread to other
countries, countries like Sudan, were drugged in.
Specifically, the country’s growth was affected by
falling commodity prices and sluggish external
demand for its exports particularly oil. Aggregate
economic activity slowed down as the commodity
prices continued to fall. As Figure 1 shows,
revenues from oil exports seem resilient to the
crisis, perhaps the quantity increase in oil exports
during the last two years more than offset the fall
of oil price. In fact, it has been reported” that
fiscal revenues from oil have fallen by 60% for the
first quarter of 2009 compared to the same period
in 2008.

Figure 1. Sudan Oil Export Earnings
(2005-2008)
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It has been lately reported® that Sudan’s oil
revenues fell by 7% in May 2009 (from $158.76
million in April to $147.83 million in May

(1) See Deng, Lual A. (2009). Sudan: The Challenges of
Managing the Impact of Global Financial Crisis on Post-
conflict, presented at the annual meetings of the African
Development Bank, Dakar, Senegal.

(2) See Sudan Tribune Newspaper, Wednesday, July 8, 2009.

2009) albeit there has been an improvement
in crude prices worldwide lately. In addition to
the decline in oil demand, global oil prices have
been falling dramatically in the first half of 2008
and early 2009. With more than 65% (2008)
of government revenues coming from oil, the
combined impact of falling oil demand and price
has drastically affected the government budget.
Figure 3 demonstrates that, although growth have
been rising since 1995, reaching double-digit
rates in 2006 and 2007 respectively, the country’s
economic growth retreated to 8% in 2008 and is
projected to fall further to approximately 4.5 in
2009.

Figure 2. Sudan’s GDP Growth (2000-2008)
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It is worth mentioning that countries that depend
on oil suffered significant losses from falling
revenues as the world demand for oil has been
sluggishly growing over the last few years. For
example, Figure 2 shows that, with exception of
2007, oil demand has been trailing the world’s
supply since 2005 and is projected to fall by 2.9%
in 2009 compared to 2008 (from 85.8 millions
barrels to 83.3 millions barrels/day). In contrast,
although oil supply is projected to decline by 2.4%
in the same year, it still outstrips the demand.
Part of explanation of the continuous fall in oil
demand is that successive U.S. governments have
taken steps in improving fuel efficiency. These
measures which were aimed at taming gasoline
demand and reducing the country’s dependence on
foreign imported oil are thought to have negatively
impacted on the world’s oil demand since the U.S.
consumes approximately 22% of the world’s oil
output.
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1. Background to the Crisis:

The current global financial turmoil that hit the
world in 2007 had its roots in the fallout in the
U. S. sub-prime mortgage lending after which it
spread to other markets and economies through
a combination of market failures and weak
regulatory systems. The turmoil was accompanied
by failure of key businesses, decline in consumer
wealth, substantial rise in government financial
commitments in form of stimulus packages, and
significant decline in economic activity. Many
thought that market failures resulted from poor
corporate governance and excessive executive
remuneration system in the U. S.

Described as the worst financial crisis the world
has witnessed since the great Depression of
1929-33@, the crisis has resulted in massive
decline of stock price by more than 40 percent
and a collapse of many investment banks.
Approximately 52 banks have collapsed in the
U. S. Among the most important being the Sale
of Bear Stearns to JP Morgan at $2.0 per share,
Lehman Brothers- 158-year old investment bank
filing for bankruptcy, sales of Merrill Lynch to the
Bank of America and sale of Wachovia Mutual to
JP Morgan. The failure of many investment banks,
hedge funds (also known as the shadow banking
systems) as well as a number of regulated banks
created the financial gridlock that undermined the
ability of global financial institutions to lend to
themselves and the public. To contain the crisis and
restore confidence in the global financial system,
monetary authorities and governments around the
world had to take corrective policy actions aimed at
preventing the crisis from spreading further. Central
banks and financial ministries around the world

(1) The author is a World Bank Consultant in the Central
Bank of Sudan. The author thanks Dr. Mosllem Ahmed
Alamir and Mustafa Dinar for providing some of the data.
The views expressed in this paper are solely the author’s and
do not reflect the views of either World Bank or the Central
bank of Sudan.

(2) See Roubini, Nouriel, Kenneth Rogoff and Nariman
Berhravesh (2009).

had to intervene to bail out failing institutions by
providing funds to encourage lending and restore
confidence in commercial paper markets, which
are integral parts to funding business operations.
Financial intermediaries were re-capitalized either
through capital injection or merger and acquisition
plans. In addition, active global coordination
programs such as cutting interest rates were jointly
implemented by major economies to minimize
cross-border contagious effects.

Prior to the eruption of crisis in 2007, high
consumption and low saving rates in the U.S. are
publicly blamed for triggering massive inflows of
foreign money into the U. S. economy. Combined
with low interest rates in the period 2002-2004,
these funds inflows resulted in easy credit
conditions, which created and fueled both housing
and credit bubbles, leading to housing booms. As
part of credit and housing booms, the amounts
of financial agreements, commonly known as
mortgage-backed securities, which derive their
value from mortgage payments and housing prices,
increased substantially. This financial innovation
attracted institutions and investors around the
world to seek investment opportunities in the U.
S. housing market, many of which excessively
undertook risky investments. As the hosing market
glutted, housing prices collapsed and the global
financial institutions that had heavily borrowed
and invested billions of U. S. dollars in sub-prime
mortgage-backed securities incurred enormous
financial losses. Defaults and losses on other
types of loans also increased significantly as the
crisis spread from the housing market to the other
parts of U. S. economy. Various causes have been
proposed for the crisis®.

2. The Crisis and the Sudanese Economy:

In general, the impact of the current global
financial crisis on each country critically depends
on the degree of financial integration of that
country into global financial system. Although
factors such as low level of development of
financial institutions, low level of reliance on
international financial markets and the presence
of regulatory barriers that constrain the entry of
new financial firms into financial products and
markets could shield Sudan’s domestic financial
markets from the first-round impact of the crisis,
second-round effects are unavoidable. In other

(3) Suggested causes include the following: (1) Growth of
the housing bubble; (2) Easy credit conditions; (3) Sub-
prime lending; (4) Deregulation; (5) Increased debt burden or
over-leveraging; (6) Boom and the collapsing of the shadow
banking system; and (7) Commodity bubble.




