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OVERVIEW

1. The most important challenge facing the Djibouti authonties in the years to come is
achieving high rates of economic growth in order to create employment opportunities for a
rapidly increasing labor force and to alleviate rising poverty.! To these ends, the authorities
have formulated an ambitious national poverty reduction strategy aimed at accelerating the
implementation of structural reforms that would promote private sector activity and
investment, while maintaining a stable macroeconomic environment and improving social
services. Achieving sustainable high rates of growth in an economy with a narrow production
base, high cost of production factors, a weak institutional framework, and an uncertain
regional environment will not be an easy challenge to meet. However, the authorities
managed to start the needed reform process. While progress was achieved in correcting large
financial imbalances, significant structural rigidities remain that constrain economic growth,
This selected issues paper aims to provide a review of recent developments, the results of
policy reforms achieved so far, and the remaining reform agenda over the medium term in
two particular areas, namely the financial system and the fiscal sector.

2. Chapter I analyzes the evolution of the financial system with a focus on ways to
enhance its effectiveness. It shows that, notwithstanding past efforts to improve and develop
financial services in Djibounti, financial intermediation remains limited and the depth of the
financial sector needs to be increased. To that effect, the authorities need to (i) strengthen the
legal framework, promote transparency, and pursue efforts to step up banking supervision;
(ii) remove obstacles to the expansion of credit to the private sector, by improving the
functioning of the judicial system and creating an environment conducive to private sector
development; and (1i1) enhance the development of small businesses, which are often
excluded form bank credit, through the establishment of microcredit programs and an
appropriate regulatory framework to ensure the efficiency of these programs.

3. Chapter II reviews the fiscal adjustment experience undertaken by the authorities, the
cornerstone in reestablishing the macroeconomic fundamentals in Djibouti. It shows that the
fiscal deficit (on a payment-order basis) was reduced from a peak of 13 percent of GDP at
the start of the civil war in 1992 to 3.3 percent of GDP by 2002, a significant effort that has
few parallels in recent history. Stylized facts about this fiscal adjustment indicate that it was
achieved mostly through a reduction of expenditures. Looking ahead, although Djibouti has
made significant strides in reforming its tax system and spending management practices, the
reform agenda must be pursued in order to (i) build a modern tax system; (i1) further
strengthen expenditure management; and (iii) reatlocate additional resources to productive

! Per capita income is estimated to have declined by about 3 percent per year from 1994 to
2002. The 2002 household living standards survey (EDAM-IS2) shows that more than one-
third of Djibouti households live below the extreme poverty line, spending less than two
dollars per day. This survey also estimates that about 60 percent of the labor force is

unemployed.



use and to social sectors. Finally, an assessment of the sustainability of the medium-term
fiscal position in light of the government’s spending plans to address poverty issues shows
that, in order to reduce the government debt-to-GDP ratio, the authorities will need to
maintain a stronger fiscal balance than in the past, implement policies to sustain higher
economic growth, and continue to adopt a very prudent external borrowing stance.



CHAPTER I. THE FINANCIAL SYSTEM IN DyisouTs’
I. INTRODUCTION

1. Djibouti has had a currency board arrangement (CBA) since 1949, from the

time when it was still a French territory. Being operated in a pure form, the central bank
does not extend credit to the government, the banking system, or anyone else, and maintains
foreign resources in excess of the value of its monetary liabilities. The CBA served well in
keeping inflation at a low level and enabled Djibouti to maintain full convertibility into the
U.S. dollar at a fixed exchange rate despite economic uncertainties throughout the eighties
and nineties. However, Djibouti did not always implement policies and rules required for the
smooth operation of the CBA. In particular, fiscal policy in the 1990s was expansionary (see
Chapter II for more details), balance of payments was structurally in deficit, and the labor
market was rigid. At the same time, Djibouti’s external competitiveness has deteriorated
substantially and unemployment has risen significantly. Despite these difficulties, the CBA
was maintained, supported by the ongeing financial liberalization, the large openness of the
economy, and a deeply rooted respect for the CBA within the Djibouti society and political
structure.

2. In spite of the obvious need for improved financial services in Djibouti and the
efforts of the authorities to develop them, the financial system remains confined to
performing a short-term financial function and has not sufficiently contributed to
growth during the period from 1990 to 2002. The share of the financial sector in GDP
remained at about 11 percent between 1990 and 2002,> while the assets of the banking
systemn stagnated at about 11 percent of GDP. The size of the financial sector dwindled as the
number of commercial banks declined from five to three, while that of insurance companies
declined from eight to two. This relatively noncompetitive banking system is now dominated
by foreign-owned banks. Financial intermediation is still hindered by the lack of
diversification both in terms of institutions and financial products, lending practices that aim
to minimize risks, and a weak legal structure for contractual and property rights. Financial
reforms introduced so far, including those under two Fund-supported programs, have had
only a minor contribution in alleviating the impact of these factors.

3. This chapter reviews developments and the role of the financial system during the
program period and discusses ways to enhance its effectiveness. Section II will review the
CBA and its role in the macroeconomic developments and Section III will discuss the
financial system and assess financial intermediation. Finally, section IV will discuss the main

* Prepared by Jemma Dridi (MCD).

2 However, the development of a financial system is itself endogenous to growth, thus the
lack of development in not necessarily a cause of low economic growth. Box 1.1 provides a
brief overview of the literature on the relationship between financial sector development and

economic growth.

* The share of the financial sector is measured by the ratio of value added generated by
banking and insurance activities to GDP.



financial sector reforms, introduced since 1990, and explain why their impact has been
limited so far. It then will suggest measures that could help improve the efficiency of
financial intermediation and enhance the financial sector’s contribution to growth,

Box 1.1: Financial Development and Economic Growth

Financial sector developments are critical to long-run economic growth. A number of
economic studies have focused on exploring the channels through which financial development
stimulates economic growth in the long-run (see Levine (1997), for a review of the literature).
Most of these studies offered detailed arguments and evidence that a well- functioning financial
system promotes economic growth by: (i) increasing the amount of financial savings through
mobilization of financial resources; (ii) channeling these resources to the most profitable users,
thus enabling an efficient allocation of resources; and (3ii) ensuring an efficient operation of
financial intermediaries by enabling them to operate at the lowest costs. Furthermore, a spund
financial system benefits growth indirectly by ensuring a better transmission of monetary signals.
These conclusions are also supported by various econometric studies, both time-series and cross-
country (see Rousseau and Wachtel (1998); Beck et. al. (2000); Kularatne (2001)). For instance,
Levine (1999) found from his cross-country study that a 1( percentage point increase in financial
deepening (proxied by the credit to the private sector in percent of GDP) is likely to increase total
factor productivity by about half a percentage point. Previous studies, such as Levine (1997), also
found that legal and accounting reforms that strengthen creditors rights, contract enforcement, and
accounting practices can boost financial development and accelerate economic growth.

While confirming the positive correlation between financial development and economic growth,
some other studies found solid evidence suggesting that the direction of the causality is very
much country specific, and not necessarily from financial development to economic growth.
For example, Demetriades and Houssein (1996) investigated a 16 country sample ! and found

(i) very little support for the view that finance is a leading factor in economic development; (i} that
in quite a few countries, economic development causes financial development; and (iii) strong
support of the view that the relationship between financial development and economic growth is
bi-directional. Similar conclusions were drawn by Luinte]l and Khan (1999), who examined the
long-run causality between financial development and economic growth in a multivariate
time-series framework using data from a 10 country ample® and found that (i} in the long run,
financial depth is positively and strongly affected by the levels of per capita real income and the
real interest rate; and (ii) a bi-directional causality between financial development and economic

growth in all the sample countries analyzed.

' These countries are Costa Rica, El Salvador, Greece, Guatemala, Honduras, India, Korea,
Mauritius, Pakistan, Portugal, South Africa, Spain, Sri Lanka, Thailand, Turkey, and Venezuela.

? These countries are Colombia, Costa Rica, Greece, India, Korea, Malaysia, the Philippines,
Stri Lanka, South Africa, and Thailand.




1. THE CURRENCY BOARD'

4, Djibouti has had a currency board arrangement (CBA) since 1949, at a time
when it still was a French territory. It is operated in a pure form, with foreign reserves
being maintaned in excess of the value of the monetary liabilities 1ssued by the Central Bank
of Djibouti (BCD). The BCD does not exercise lender-of-last-resort (LOLR) functions, nor
does it extend credit to the government, the banking system, or domestic companies (Box 1.2)
provides a general overview of CBA), Since its creation in March 1949, the Djibouti franc
has been pegged to the U.S. dollar. It was revalued twice, in 1971 and 1973. As a result, the
exchange rate is now DF 177.7 for one U.S. dollar, down from DF 214.4 for one U.S. dollar

before 1971.

5. The CBA enabled Djibouti to maintain full convertibility into the U.S. dollar at a
fixed exchange rate despite economic uncertainties throughout the 1980s and 1990s. It
also allowed the country to emerge, on occasions, as a regional commercial and
financial center. Over the years, the CBA has lent credibility to the country. While the
government tried to maintain the integrity of the system, it occasionally turned away from the
budget deficit financing constraints the CBA required. Nevertheless, the central bank kept the
systemn consistent with external monetary developments, including monetary policy set by the
U.S. Federal Reserve Bank. Operating under a 100 percent foreign reserve requirement and
utilizing rule-bound monetary policy, transparency, and protection from political pressure,
the CBA has helped Djibouti to maintain a relatively strong currency.

6. By binding its supply of base money clesely 1o its holdings of reserve assets, the
CBA has also served Djibouti well in keeping inflation at a low level, as it bas in most
countries where such an arrangement has been adopted.* The inflation, as measured by the
consumer price index, declined continuously from about 7 percent in 1991 to about

0.6 percent in 2002.” Djibouti’s inflation evolved broadly in line with that of its main trading
partners {Figures 1.1a and 1.1b), with the exception of Yemen, which experienced much
higher price increases especially during the period 1995-2002 when inflation averaged 18

percent per year.

4 Based on a large sample of developing countries, Beaney and Fielding (2002) found that the
52 pegged exchange rate countries averaged inflation rates far lower than those experienced
by the 28 flexible-rate countries. The standard deviation of output growth is on average a
little higher under pegged rates. The standard deviation of inflation 1s, however, much higher

in the flexible-rate sample.

5 Although the Djibouti franc is anchored to the U.S. dollar, it is worth noting that consumer
price indices {CPls) for Djibouti and the United States have evolved at different rates, with
inflation in the United States significantly lower and less velatile from 1990—99 and slightly
higher than in Djibouti thereafter. The difference in inflation trends may reflect the difference
in the mix of goods produced and consumed, as well as well demand or supply shocks in the

two countries.



Box 1.2: Conditions and Policy Implications for Currency Board Arrangement

A Currency Board Arrangement (CBA) maintains a permanently fixed exchange rate backed by
the firm promise of the government of the establishing country to issue or redeem the local
currency at a fixed rate against a foreign “anchor” currency. As a result, the money supply adjusts
to the fevel of official gold and the inflows and outflows of foreign currency reserves, expanding
or accelerating when there are net inflows, and contracting or decelerating when there are net
outflows. The trigger for these monetary changes is typically price or interest rate differentials
with the anchor currency economy (see Enoch and Gulde (1997), and Hanke and Schuler (2000),

among other studies dealing with CBAs).

Advantages and disadvantages of a CBA
One of the main advantages of a CBA is that compared to a full-fledged central bank, it is a cost-

effective way of managing a monetary system. The CBA is also a strong, “double-barreled”
device. Through the currency peg, it indicates a commitment to price stability, while at the same
time refraining from being a lender-of-last-resort or expanding domestic credit. However, a CBA
precludes the government from using monetary and fiscal policy to help offset economic cycles,
especially on the downside. It also effectively removes both exchange rates and interest rates as
instruments of government policy, surrendering them to the objectives of external exchange rate
stability. Thus, the exchange rate is no longer a policy instrument that may be used to stimulate
exports when needed, or to limit imported inflation when it threatens 1o raise domestic interest

rates.

Key factors for successful currency board operations

A successful CBA is predicated on several conditions. First, the peg should be appropriate and
supportive of acceptable levels of external competitiveness. The currency involved in the peg
should be appropriate from the point of view of the country’s external trading pattern. Ideally, the
reserve currency should be that of the country’s largest trading partner and largest potential source
of new foreign investment. A second requirement is that there should be adequate flexibility in
goods and factor markets e.g., in prices, wages, and economic structure to keep the system from
breaking. 1.aws and regulations that protect domestic labor and keep labor costs high, including
through costly social security contributions and other constraints, prevent the efficient reallocation
of labor among industries. Third, there must be a free flow of goods and services, in addition to
capital, across international borders to allow the price level to adjust fully to changes in the flows
of international reserves. A fourth requirement is that a CBA should have adequate financial
market supervision, risk assessment, and management so that financial institutions wiil be able to
withstand the consequences of external shocks on interest rates. At the same time, bank
supervision should follow best international practices in order to ensure high standards of bank
governance and management, adequate loan loss provisioning, and ongoing supervision of balance
sheet risks (e.g., currency and maturity matching). In this regard, adequate official reserves are
only one critical element of the preservation of confidence. A final necessity is that a CBA should
maintain fiscal prudence, which implies a sound fiscal framework that does not require
discretionary access to central bank financing by the general government, while maintaining
public debt within limits of serviceability (see acccompanying paper on fiscal issues).
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Box 1.2: Conditions and Policy Implications for Currency Board Arrangement
(concluded)

Policy Implications

For a CBA to be successful, the fixed exchange rate must be the sole fixed point surrounded by
highly flexible, market-oriented systems. The maintenance of the currency board must be the
top priority, with other policies designed to support it, not conflict with it. Any government’s
reluctance or inability to conform to either the hard budget constraints or the free market
principles which must accompany the adoption of a currency board would compromise the

effectivencss of the CBA.

To what extent are the key factors for successful CBA operations met in Djibouti?

Djibouti has long maintained a fully open trade system with free capital transactions, and
virtually zero external tariff. Also, the liquidity constraint, implied by the lack of a lender-of-
last-resort, did not pose problems to banks that are subsidiaries of large foreign banking groups,
access to international financing. Domestic banks with no such access, on the other hand, went
through a liquidity crisis and were liquidated. Additionally, improvements to bank supervision
over time have enhanced standards of bank govermnance and management, adequate loan loss
provisioning, and ongoing supervision of balance sheet risks (currency and maturity matching
etc). In this respect, the maintenance of adequate official reserves is only one critical element in
the preservation of confidence. However, there is a lack of flexibility in other markets and prices
that should accompany the holding of the value of the domestic currency absolutely fixed. In
particular, Djibouti delayed the dismantling of many laws and regulations protecting domestic
labor. Labor costs are very high for the region, and include onerous social security
contributions, large severance payments, and other constraints that prevent the efficient re-
allocation of labor between industries and downward adjustment in wages. Furthermore, fiscal
discipline was not always observed, as evidenced by the accumulation of large amounts of
domestic and external arrears during the 1990s.

Figure 1.1a. Djibouti and Trading Partner Countries; CPI indices, 1990-2002

125 (1995=100)
-—
115 '
105
95 t
85
75 -

Djibouti
== = Composite CPI 1/

65 J - —
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

Sources: IMF, Information Notice System ; and staff calculations.

1/ The composite CPI is a weighted average of Dyjibouti's main trading partners' CP1 (Ethiopia,
France, Italy, Sandi Arabia, United Kingdom and Yemen) using theit trade share as weights.
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Figure L1b. Djibouti and Trading Partner Countries: CPI indices, 19902002
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7. Between 1990 and 2002, the hard peg to the doliar did not allow the economy to
adjust as easily to external financial and real shocks. Included among these factors are oil
shocks that affected the gulf countries, business cycles m other trading partner countries in
Europe and in neighboring countries (especially Ethiopia and Yemen) and interest rate
fluctuatations in the United States. Thus, while other countries in the region, most of which
are potential competitors, experienced large exchange rate depreciations, Djibouti’s currency
appreciated in effective terms (Figure 1.2) and interest rates rose at a time when its economy
was already suffering from recession, a loss of external competitiveness, and a worsening of
the trade balance. Sticky wages and prices prevented the necessary adjustments to these
shocks and further complicated the situation.

8. Notwithstanding the advantages of full convertibility of the Djibouti franc, other
factors (inclnding real effective exchange rate misalignment, an unfavorable business
environment, and rigidities in the labor market) hindered foreign investment and
economic growth. Looking at the period from 1990 to 2002, foreign investment remained
below 1 percent of GDP. Real GDP declined by about half a percent on average per year and
unemployment soared with more than half of the labor force out of work, leading to declining
per capita income and rising poverty. At the same time, the real effective exchange rate
appreciated by about 60 percent and interest rates remained at high levels.

9. Macroeconomic policies implemented by Djibouti during the 1980s and 1990s
were not always consistent with the maintenance of a fixed exchange rate. In particular,
against a background of civil strife, fiscal policy was expansionary and substantial payment
arrears were accumulated. Fiscal reforms and other structural reforms stalled. Moreover, the
labor market was rigid and the external competitiveness of the economy was slowly eroded,
putting, at times, some pressure on the CBA. Thus, between 1994 and 1997 reserve adequacy
ratios, measured by the monetary base (M1)/foreign reserves and broad money (M2)/foreign
resersves, increased by 7 percent (from 0.73) and 15 percent (from 1.18), respectively. At the
same time, foreign currency deposits increased by 19 percent and their share in total deposits
increased by about 15 percentage points (from 48 percent) pointing to some loss of
confidence in the Djibouti franc during this period. There was also marked private capital
outflows, as witnessed by negative BOP errors and omissions (including short-term capital
flows) averaging 7 percent of GDP per year from 1996 to 1998. Consequently, two domestic
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banks ceased operations 1n 1999 after they failed to survive liqumdity constraints and
competition from two foreign-owned banks which had access to financing from their

headquarters.

Figure 1.2. Djibouti: Exchange Rate Developments, 1980-2003 1/
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1/ Data for 2003 arg upte June only.

10. Starting in 1998, domestic and external factors helped reinforce the CBA. On the
domestic level, the reestablishment of fiscal discipline and the implementation of some
reforms, in the fiscal and other areas, contributed to curb and then reverse the rising trend in
domestic budgetary arrears. In addition, external factors that generated additional resources
and improved Djibouti’s economic situation, have included increased transit trade with
Ethiopia, following the war between Ethiopia and Eritrea, resumption of sustained external
support (program-related funding by the World Bank, Fund programs, European Union, and
France) and the financial windfall received by Djibouti for its cooperation in the fight against
terrorism. However, the deeply rooted respect for the CBA within the Djibouti society and
political structure has played a significant role in the maintenance of the CBA.

1I1. THE FINANCIAL SYSTEM

11. o addition to the CBA, the Djibouti financial system today consists of three
commercial banks and a limited number of nonbank financial institutions. The latter
include six money changers and two insurance companies dealing in car, business, and
various shipping-related insurance services.® There is no domestic capital market that could

® About eight insurance companies existed before December 2000, when a new regulatory

law, promulgated a year earlier, came into effect. Most of these companies fell short of
(continued)
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bring together entrepreneurs and investors, who would seek placement opportunities and be
prepared to take risks,

A. The Banking System

Current setting and features

12.  The Djiboutt financial sector has remained confined to providing short-term
financial services and performed weakly in comparison with other small states and
neighboring countries, For illustration purposes, Table 1.1 presents comparative data on
financial depth of Djibouti vis-a-vis other small states and neighboring countries (Ethiopia,
Yemen, and Egypt), and two African countries (Ghana and Kenya). This table indicates that
Djibouti’s performance was weaker than most of its comparatars on most indicators between
1990 and 2002: it experienced a lower financial intensity as evidenced by lower broad meney
growth, broad money-to-money ratio, growth of credit to the private secior, growth of total
deposits, and lower share of time deposits in total deposits.” During the same period, real
GDP growth declined about 0.5 percent per year in Djibouti, while annual growth reached an
average of 3.5 percent in the other small states and even higher levels in the other comparator

countries.

13.  Financial intermediation in Djibouti is fairly weak and dominated by foreign-
owned banks. Following the closures of two other commercial banks (Banque Al-Baraka
and Banque de Djibouti et du Moyen Orient (BDMO)) in the late 1990s, owing to continued
liquidity problems, the banking sector is now dominated by two large French-owned
commercial banks, Banque Pour le Commerce et [ 'Industrie Mer Rouge (BCI) and Bangue
Indosuez Mer Rouge (BIS), which together account for about 95 percent of total deposits and
issue more than 85 percent of total credit. As a result of a weakened loan portfolio, activities
of the third operating bank, the local subsidiary of the Commercial Bank of Ethiopia (CBE),
are largely limited to deposit-taking and international transactions conducted by Ethiopian

customers.

14.  Financial intermediation is costly to those soliciting funds and lending practices
aimed at minimization of risks. For instance, the banks demand marketable collateral in a
country where assets are few and illiquid. Also, the spread between lending rates and deposit
rates is high and almost twice what prevails in neighboring Ethiopia, and a percentage point
higher than spreads in Yemen and in other small states. As a result, the two large commercial
banks operate very much like traditional savings banks (caisse d 'épargne), with a focus on
deposit collection and only very limited credit activity. Credit to the private sector has been
declining due to limited opportunities in the real sector, deficiencies in accounting standards,
and a weak judicial system. Gradually, banks have shifted the structure of their assets toward

foreign assets held with their parent companies.

meeting the new requirements (e.g., in terms of technical reserves, assets, liabilities, and
tariffs) and were constrained to cease activities.

7 Appendix I provides a detailed overview of monetary developments from 1990 to 2002.
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15.  Bank lending remained low, exhibiting some volatility in the early 1990s, and
has been declining since 1999, desplte a noticeable increase in deposits during the same
period. The deposit transformation rate,” depicted in Fi gure 1.3 below, rematned above

70 percent during most of the 1990s but has been declining sharply since 1999, reaching
about 50 percent in 2002, down from a peak of 90 percent in 1999. This trend may be
explained mamly by uncertainty about government policies, law investment profitability in
Djibouti, and a slowdown in trade activities.

Frgurc 1. 3. Djibouti: Total Bank Deposits and Credits, 1990—2002
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Source: Djiboutt authorities; and Staff caiculations,

16.  Bank lending distribution is reasonably concentrated in terms of beneficiaries,
activities, maturities, and the customer base remains modest. About 60 percent of total
loans are extended to the trading sector and 19 percent to individuals (mostly for mortgages),
while industry and energy receive barely 7 percent of these loans (Figure 1.4 and Table 1.3).g
Short-term lending represents about 75 percent of total lending, and long-term lending
averages about 10 percent. It is also estimated that the two main commercial banks together
have about 150 large customers with a credit volume exceeding DF 15 billion; their relations
with the largest 50 customers play a key role in determining overall lending volumes.

® The deposit transformation rate is defined as the ratio of total credits to total deposits.

® The Djibouti Development Bank (BDD) was the only specialized bank in providing long-
term credit and equity to the real sector. The BDD was liquidated in 2000,
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17. Banks Jlend primarily to the trading community, and loans are not easily
available to other customers such as small businesses. Against the background of
economic uncertainties, lack of profitable projects, and increasing nonperforming loans
{(NPLs), commercial banks are cautious when granting credit and impose stringent conditions
when they do so. As a result, small operators, particularly those engaged in the informal
sector, do not have access to bank lending because they often fall short of meeting all the
stringent qualification criteria set by banks. In the absence of alternative sources of financing,
small projects that are more commensurate with the size of domestic markets, and which can

be labor-intensive, are often abandoned.

18. To promote access to financing for small, long-term projects, the authorities
established in 1983 the Djibouti Development Bank (BDD), which was the only
specialized bank in Djibouti. The BDD faced serious difficulties mainly due to poor
supervision and increased government interference in its operations. As a result, the assets of
the BDD were frozen beginning in 1996, owing to the growing number of NPLs in its
portfolio, and an early dissolution of the BDD was decided in 2000. More recently, the
government authorized, in 2001, the creation of a Development Fund for Djibouti (FDD) to
promote access to credit for small- and medium-sized companies. The FDD's objective is to
grant direct loans, using its own funds and resources borrowed overseas, to private sector
operators, especially in the tourism, fisheries, and agriculture sectors, with priority given to
rural development and microcredits. Its mission is also to provide technical assistance in the
area of project development. However, the FDD is not yet fully operational.



Table L1 Djibouti: Selected Financial Indicators, 1990-2002

1990 1991 1992 1993 1994 1995 1595 1997 1998 1998 2000 2001 n02 Average
B';:'d ‘:"‘:":Y !]T{D“f"h (Annunl percentage change) (1990-2002)
Dji;n:'? es 172 132 1:‘: 11.: 1:: 27‘: 18.3 13.5 18.6 93 12.3 154 10.2 103 152
iibe . . -5 -2, . 33 .00 4 .22 52 11 1.8 ) '
Ethinpia ?g; 1?,'::) :z; ';-i ;;i 9.5 108 10.% 108 5.7 15 132 :;1 ‘;':
Ethiop . I ‘ . . 87 8.1 15.0 .30 ) t4 . :
Kenya ;g? 3:3'35 523 EER] 516 432 352 a4 175 254 54'; 3?:?: i:; ;:?
Yemen, Republic of - ' 320 %0 s 248 25.4 187 26 50 45 2.5 1.7 190
. . 20.9 31,1 12,5 507 LN 142 118 118 253 iLx 175 211
R:;‘hc tralfbvoad maney to GDP {In percent) '
m3 tal
Djihmf!? . 498 31.9 49,6 498 50.4 517 527 546 56.5 56.% §9.2 61.0 51.0 54.3
Diibe 732 715 5.8 660 634 649  sKg 570 84 545 51,5 555 2.3 1.7
RV 859 875 5d 5 84.7 q4.6 79.8 LY 777 110 ) 76.7 %24 872 817
Ghann 42.6 1.7 46.9 40,) 413 a3p ars 100 19.2 38.5 411 441 423 47,4
o 13.4 15.6 205 19.3 225 216 206 PEN ] 228 24.1 28 4 267 1.0 224
Yemen, Republic of #3730 365 37U 406 4¥6  ARN 484 446 442 431 398 405 406
R 555 51.5 481 514 524 475 362 EER 39.0 37.4 o 347 374 az4
Raqliu of broad money te maney {In percent)
b'T";H s::les 10 11 31 31 32 13 33 34 35 13 14 14 14 11
Diibos 21 1.9 1.7 16 1.5 17 16 1.7 1.8 1.7 1.9 2.0 1.8 1.8
Eayer 31 15 38 19 39 38 4 a1 1% an 12 4 44 39
Ethiogis 1.4 L4 14 1.4 1.5 16 17 1.8 1.9 18 19 20 o 1.7
Keunn 1.3 16 1.6 1.7 1.1 i 19 19 1.8 20 2.2 2.0 1.9 1.8
Ye:‘v:n Reoublic of 21 22 2.1 2.1 24 29 12 33 13 10 2.9 28 16 7.7
. Reprhlic o 1.2 12 12 1.2 1.2 15 1.7 18 e K] ] 20 2.1 1.6
Credit to private sectar grawth {Annval percenisge change)
Srnn" st?tes 178 165 15.1 16.1 17.8 204 16.7 24.8 149 104 19.7 B2 163 159
Djiboanti 51 B 1.3 6.2 1.0 13.2 2.7 -0.9 5.1 2347 143 .14.4 4.7 1.2
Egypt 197 1.5 248 191 124 6.8 253 210 26.8 19.6 105 118 s 19.9
Ethiopia 5.0 0.5 520 1162 47.1 86 4 74.0 742 8.6 29.0 5.5 3.0 ny 3.7
Ghana 143 6.2 56.0 152 459 439 131 699 36 504 469 189 303 4n.5
Kenya ne 22,1 0.9 53 21.7 489 24 4 249 64 10.8 38 40 2.8 16.1
¥emen, Republic of - 12.7 153 260 1.8 68.7 6.1 518 337 158 213 25 % 142 261
Total depnsit growth (A nnual percentage change)
Small states 12.6 142 182 4.} 154 196 17.7 198 t2 12.0 15.1 12.6 17.4 15.7
Djihonti 28 1.5 114 -0.6 1.2 I P A 1.1 8.5 5.0 1 8.8 17.4 1.4
Egypt 307 233 2.6 12.7 10,7 (0.4 ER] 105 1.0 7.4 12.8 143 125 14.2
Ethiepia 102 71 15.1 176 154 104 16.8 27.0 1.4 I3 ] 181 108 124 14.6
Ghana 200 558 421 392 47.4 106 426 48.2 169 16.2 38.0 558 478 19.3
Kenyn 116 20.3 145 279 17.8 277 267 11.7 22 a8 49 42 2.3 178
¥emen, Republie of - 1.8 115 16.2 155 1122 222 16.5 200 144 iz 213 2583 272
Ratio of Time deposits ta tatal deposits (In percent)
Small pates 70.6 0.8 70.6 70.9 70.7 705 702 700 71.0 62.8 69.2 69.0 109 70.2
© Djibanti 637 5.7 5146 49.9 1.4 559 553 518 551 5¢.9 55.9 59.1 59.2 559
Egypt 838 847 5.1 26 R 873 873 ER3 289 254 89.5 981 907 90 3 88.0
Ethiapia 464 499 51.7 549 546 598 64.1 62.6 520 59.5 59.5 623 61.2 57.6
Ghana 371 5.2 55.1 56.6 59.8 67.0 69.7 66.8 646 723 B2.2 722 67.4 633
Kenyn 64.6 66.4 851 536 70.9 77.4 %03 82.0 82.0 794 718 747 13.7 738
Yemen, Republic of 503 503 452 44,5 431 75.8 76.4 74.6 0.6 34.0 833 LX N 26.8 67.9

Sources; Djibauti autharities; end IMF, International Financial Statistics and World Ecapomic Qutlook .

1/ Srnll States are: Antigua and Barbuds, The Bahamas, Bahrein, Barbados, Belize, Bhutan, Botswana, Cep ]
Gabon, The Gambia, Grenada, Guinea-Bissap, Guyana, Maldives, Malts, Msuritius, Qatar, Samona, S8o Témé & Princips, Seyehelles, Saloman Islands,

$1. Lucin, S1. Vincent & Grens., Svriname, Swaziland, Tanga, Trinidad and Tobsge, and Vanuatu,

2/ Simple average.

St. Kitts and Nevis,

£ Verde, Comoros,Cyprus, Dominica, Equatorisl Guinea, Eatonia, Fiji,

-.9[-.
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Table 1.2. Djibouti: Selectoral Distribution of Credits1/

{In millions of DF)
1997 1998 1999 2000 2001 2002
Individuals 4,839 5,517 6,739 6,121 7,087 4,943
Agriculture and fishing 0 0 0 0 0 0
Industries 1,302 2,337 2,742 2,918 2,389 1,717
Construction 2,138 1,676 1,747 1,463 1,377 440
Commerce 19,174 16,967 17,679 18,593 17,181 14,854
gas retailers, vehicules, 1,987 2,266 2,119 2,095 1,468 2,094
consumpticn goods 17,187 14,701 15,361 16,500 15,713 12,760
Hotels and restaurants 193 267 1,638 1,950 417 210
Transport and communication 736 1,677 2,162 748 753 855
Government 1,747 785 218 248 552 783
Other sevices 1,207 1,098 2,887 2,620 1,501 1,254
Total 31,333 30,324 35,812 34,711 31,257 25,057
(In percent of total credits)
Individuals 154 18.2 18.8 17.6 22.7 19.7
Agriculture and fishing 0.0 0.0 0.0 0.0 0.0 0.0
Industries 4.2 7.7 7.7 8.4 7.6 6.9
Construction 6.8 5.5 49 4.2 4.4 1.8
Commerce 61.2 56.0 49 4 53.6 550 59.3
gas retailers, vehicules 6.3 7.5 59 6.0 4.7 84
consumption goods 54.8 48.5 435 47.5 50.3 50.9
Hotels and restaurants 0.6 0.9 4.6 5.8 1.3 0.8
Transport and communication 2.3 5.5 6.0 22 24 34
Government 5.6 2.6 0.6 0.7 1.8 3.1
Other sevices 3.9 3.6 8.1 7.5 4.3 50
Total 100.0 100.0 100.0 100.0 £00.0 100.0
(Annual changes in percent)

Individuals - 14.0 22.1 -92 15.8 -302
Agriculture and fishing - - R _ R ~
Industries - 79.5 113 6.4 -18.1 -28.1
Construction - -21.6 42 -16.3 -5.9 -68.1
Commerce - -11.5 42 52 -1.6 -13.5
gas retailers, vehicules, ... - 14.0 -6.5 -11 -29.9 427
consumption goods - -14.5 5.8 6.0 4.8 ~18.8
Hotels and restaurants - 3.2 513.1 22.1 -79.2 -49 5
Transport and comumunication - 1279 28.9 -65.4 0.8 13.5
Government - -55.1 -72.2 13.5 122.8 42.0
Other sevices - 9.0 162.9 -9.2 -42.7 -16.4
Total - -3.2 18.1 -3.1 -10.0 -19.8

Source: Central Bank of Djiboutt.

1/ Beneficiaries, for 19972000 credits of 10 million DF and more are listed; and from 2001 credits

of 3 million DF and more are listed.

2/ Preliminary figares for 2002, as of October 2002,



Table L.3. Djibouti: Deposits Structure, 1990-2002

1950

1991

1992

1993

1994

1995 1996 1997

1958 1999 2000 2001 20072
A, Structure by maturity
{In millions of Djibouti francs)
Short-term d i
Mcdium—ten:pcﬁ:;:[;sits Ii.‘:i: l;?:; 20543 22,068 20729 19765 18437 15730 17783 19862  1R500 17 I 24225
; , s 3,109 2968 3,065 2,862 2,958 3,160 33 . . ‘
Long-term deposits 210 ! \ . . 334 1,506 3,783 431 4651
K 19,573 15401 13507 13100 13,348 10577  10.820 :
o . , 3 , ] 10,955 9891 11168 12273 {1563
Tot:l l]);;nd/_vgu;];f;m 4:; ; '31 46, 191 5,580 6,843 8014 (2105 11,056 11605 13,170 13334 15542 |7.689 19,089
nkin | SB76 44642 45386 44908 48080 43027 41314 45242 46593 48993 51347 60,518
{In percent of total deposits)
Shor‘t-ten-n deposits _ 138 39 46.0 486 48.2 411 42,8 38t 293 436 37.8 336 400
Mcdmm-lerm dCPOSItS 39 48 7.0 65 6.8 6.0 69 16 74 7.5 7.7 8.4 7.7
Iéong-term deposits 43.7 427 435 29.8 29.2 27.8 4.6 26.2 24.2 21.2 228 237 208
Tashl téoni{voucher 13.5 135 125 151 17.8 252 257 281 201 286 317 343 its
otal banking system 100.0 1000 1000 100.0 100.0 100.0 100.0 100.0 1000 100.0 100.0 100.0 100.0
{Annual changes in percent)
Shor_t-tenn deposits . . 125 4.6 74 -6.1 4.7 6.7 (147 13.1 1.7 59 64 19.9
Medium-terim dcposlts - 19.7 422 4.5 13 6.6 34 58 55 51 79 143 76
Long-term deposits - -146 213 123 .30 19 208 23 13 9.7 12.9 94 13
Cash bnnd/_veuchcr - 235 £.7 224 171 511 87 50 13.5 1.2 16.6 138 19
Total banking system - 26 2.7 1.7 -1 7.1 103 40 9.5 10 5.2 5.2 17.4
B. Structure by Depositor
{In millions of Dyibouts francs)
Individuals 18946 15883 16469 15194 15334 15912 13802 14956  154!7 15326 16,195 16483  17.652
Private companies 8335 10432 11,7 12,266 992 0438 0,283 8,573 10,698 12,759 21844 23780 14677
Public enterprises 10,016 9,160 5719 5890 6662 5,133 3,255 1,988 1376 1,157 1.763 1,660 2,458
Others 9786 10401 10,753 12,036 12991 17595 16687 15798 17752 17,351 9,192 9623 25742
{In percent of total deposits)
Individuals 10.2 46 369 315 3.0 311 124 362 340 319 EkN | 320 292
Private companies 17.7 227 262 210 22.1 19.6 216 208 236 274 446 46.1 242
Public enterprises 21.3 20.0 128 13.0 148 10.7 76 48 10 15 16 32 4.1
Others 208 227 4.1 26.5 289 36.6 388 382 192 312 188 18.7 425
(Annual changes in percent) )
Individuals - -16.2 37 1.7 0.9 3.3 -13.3 8.4 LR | 0.6 5.7 1.8 71
Private companies - 152 122 48 -19.1 -4.9 -1 16 248 19.3 72 89 -38.3
Public enterprises - -8.8 -37.6 1.0 13.1 -229 -36.6 <389 2308 -15.9 524 5.8 48.0
Others - 6.3 34 1.9 79 354 5.2 53 124 .23 470 47 167.5

Sources; Djibouti authorities; staff calculations.

_8[-
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Figure 1.4. Djibouti: Credit Distribution, October 2002
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19.  Current trends in bank Jending are also determined by the structure of demand
for credit. In addition to enterprises eligible for banks’s financing, there are, in Djibouti, two
major categories, which potentially need financing but are excluded from bank financing.
The first group includes operators performing low income-generating activities (such as
smal! traders, small handicrafts, and service providers, which are usually self-run) and
responds to demands for goods and services by low income and poor families in a flexible
way and at competitive prices. These operators are excluded from bank credit because the
amount of loans they require is usually low and incur high transaction costs that banks are
unwilling to assume. Additionally, the absorption capacity of these operators is low in view
of the their limited activity and, because of their precariousness, they cannot provide the
collateral required by banks. The second group includes investors with some financing
capacity, who are eligible for development funds. While they are capable of applying to
banks for credit, these operators are discouraged by banks’ stringent conditions and collateral
requirements. Banks could increase their operations with these operators if (i) the juducial
system became more efficient and responded in a timely manner, leading banks to soften
their conditionality; and (ii) adequate financial products and a regulatory framework are

developed.

The soundness of the banking system

20. While available data indicate that Djibouti’s financial system is broadly sound,
in the recent past, the quality of bank assets was negatively affected by weak economic
developments in Djibouti, sharp declines in the housing market, and political conflicts
in neighboring countries. For the banking system as a whole, the share of NPLs (including
provisions for NPLs) increased from about 23 percent in the 1990s to about 26.5 percent at
end-2002. Capital adequacy and risk diversification ratios were generally met by the two
dominant commercial banks, BCI and BIS.!” At the same time, there were some differences
in terms of risk exposure and performance between the two banks. While the share of NPLs
to total loans 1s similar in both banks, they differ in terms of loan loss provision. Reflecting
partly higher provisions for loan losses in one bank, return on equity and return on assets
were lower than the other bank. Overall, profitability of banks has remained low on account
of the stiil substantial amount of NPLs on their books.

2]1.  In 2002 more than 80 percent of bank revenue came from net interest income.
Limited competition in the small banking sector has helped banks manage their interest
income and stabilize profit developments. Because of the small size of the banking market,
the monetary authorities have been concerned for a long time that there is a risk of collusion

19 Both banks follow prudential regulations from their headquarters, which are deemed to be
stricter than those imposed by the BCD. Most domestic banks failed to observe prevailing
regulations and were victims of non rigourous management, especially in screening and
monitoring the beneficiary of loans.
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among banks in setting interest rates. In August 1999, the BCD instructed banks to cease
their coordination of interest rate structures and to publicize and report their structures to the
BCD (section IV). However, recent interest rate developments suggest that banks may still
use their market power to some degree. Whereas minimum deposit rates declined from

3.9 percent in 2000 to 1 percent in 2002, in line with international rates, minimum lending
rates remained at 10.8 percent, thus further widening the interest rate spreads. Currently,
there is no evidence supporting the idea of a liquidity crunch in the Djibouti banking system.
There are Jimited lending opportunities which, coupled with a very cautious lending
approach by commercial banks, lead to a significant amount of net foreign assets that are
placed by the latter with their parent banks.

22.  Notwithstanding the improvements that took place over the recent years, the
banking sector in Djibouti still exhibits a few vulnerabilities that need to be addressed.
First, one of the commercial banks still fails to meet a number of prudential regulations and
the other hardly meets any of them. Failure to quickly and decisively address this issue may
uitimately have negative effects on the integrity of the banking system. Second, the large
share of interest income from foreign assets in revenues (over 25 percent of total revenues)
might involve some risks over the medium term, particularly if competition in the banking
sector increases. Similar risks may exist if international interest rates remain low over a long
period of time. If this were to occur, and 1f competition in the banking sector were to
increase, leading to a narrowing of domestic interest margins may narrow (given the tight
link of domestic rates to international rates) and banks would have to cut costs or find other
sources of income to avoid losses. Recent experience shows, actually, that the two main
commercial banks managed to more than offset the decline in interest incomes by increasing
commissions and other fees for cusiomers’ operations. Third, the liqudity and solvency of
the banking system could also be threatened by a banking crisis in the country of origin of
the parent institutions or in a major trading partner country of Djibouti. While not very likely,
such a crisis would have a large impact on the Djibouti banking system.

B. The Money Changers

23.  In addition to the three commercial banks, there are currently six money changers in
Djibouti. Some of them have been in operation since 1948, beginning as small enterprises
focused on servicing the business of their owner and expanding over time. They often
operate in an informal manner, and their operations are traditionally limited to the sub-region
and the Arabic peninsula, given Djibouti’s dependence on these countries. Their working
procedures remain largely outdated despite the increasing volume of activity.

Their role in financial intermediation

24.  The money changers offer currency exchange and international transfer
services, even to clients with no bank account. The currency exchange activity is limited to
Djibouti and does not involve transactions with other countries. Nevertheless, when the
foreign currencies needed are not available in the domestic banking system, the money
changers call upon regional commercial banks to satisfy their need or, in some cases, travel
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to purchase and repatriate the needed foreign currencies. For currency transfers, the money
changer issues a transfer order to the beneficiary, either a subsidiary in the country of the
beneficiary, if any, or order the bank, in which it has an account, to make the transfer in

question.

25. The money changers play an important role in financial intermediation. Based
on the 2001/2002 on-site supervision, the money changers handled about 17 percent of total
financial transfers abroad and about 7 percent of transfers received by Djibouti. About 45 and
40 percent of receivable transfers originate from U.A.E and Yemen, respectively, the
remaining come mostly from Saudi Arabia and Ethiopia. About 90 percent of these transfers
are in U.S. dollars and the rest in Djibout: francs and Ethiopian birrs. The currency
composition of transfers payable is about 66 percent in the U.A.E dirham, 20 percent in the
Saudi Arabian rial, and 10 percent in the U.S. dollar. The money changers are appealing
because they perform several useful functions, as they: (i) operate on somewhat smaller
spreads and charge lower commissions than the commercial banks; (ii) deal with all types of
customers and are more flexible than banks in terms of working hours; and (ii1) are more
specialized in their operations than banks, which operate a broader range of activities.

The soundness of money changers

26. While the responsibility for supervision of the money changers is vested in the
BCD, their activities remained Jargely unmonitored until recently. After the events of
September 11, and in line with the intensification of the international fight against terrorism
and money laundering, the BCD launched, in end-2001 and early 2002, a vast on-site
supervision of ail money changers. To further enhance supervision, the authorities adopted in
2002 a law on money laundering, confiscation, and international cooperation with regard to
the proceeds of crime. At the same time, they prepared revised banking laws which provide
for more regular on-site supervision and a systematic control of all money changers."!

27.  The first on-site supervision undertaken in 2001/2002 concluded that the existing
money changers operate broadly in full compliance with the existing regulations and
gained a valuable know-how through years of experience. Most of them rely on
correspondent networks that impose sufficient financial guarantees and soundness.
Nevertheless, the inspection team of the BCD recommended that the money changers do the
following: (i) computerize their data and improve their maintenance; (ii) gradually introduce
recent accounting practices to keep up with their growing activities; and (iii) request, if
necessary, technical assistance from the BCD regarding accounting and regulatory practices.

' However, the revised banking laws were not yet adopted by the parliament.
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C. Informal Financial Arrangements

28. Qutside the formal sector, there also exists informal finance in the form of
traditional arrangements. Informal finance is understood in this context as contracts or
agreements conducted without reference or recourse to the legal system in order to exchange
primarily cash in the present for promises of primarily cash in the future.'” These
arrangements arc used by low-income participants for poeling small savings and extending
small ¢redits. Box 1.3 provides an overview of the main features and activities of the three
main forms of arrangements existing in Dpbout.

29.  The three forms of traditional arrangements have several advantages and
weaknesses. The success of the informal systems stems principally from ensuring (i) low
transaction costs; (i) supply of loans, savings, and implicit insurance; (iii) services that are
sensitive 1o constraints faced by women, in particular their inability to obtain formal
financing; (iv) substitution of confidence in character for physical collateral; and (v) socially
enforced and/or self-enforced contracts. While these forms show how those excluded from
the banking system fashion their own financial instruments in the absence of formal services,
they have several weaknesses that should not be overlooked, including (i) lack of deposit
insurance; (i1) operation within a limited group based sclely on individual savings and
inability to satisfy the financing demands for economic activities which exceed available
savings; (iii) limited proportion of savings invested and only on a short-term basis because of
its very nature; and (iv) impossibility of recourse to a legal system that enforces contracts.

D. Microcredit Programs

30.  Microfinance corresponds, in this context, to formal schemes designed to improve
the well-being of the poor through better access to saving services and leans. Thus, both
informal finance and microcredit aim at serving the poor. However, they differ to the extent
that informal finance derives from the need of those excluded from the formal finance for
financial services and loans, while microfinance is impulsed by a donor-driven supply of
financing. Lessons drawn from informal finance are usually very instructive for the design of

microfinance.

31.  Although microfinance in Djibouti started a decade ago, it is still at an early
developmental stage. Microfinance started with the French Development Agency’s (AFD)
program (Programmes Aide aux initiatives de Base), which benefited, between 1992 and
1995, 32 small- and medium-sized enterprises, engaged in activities such as hotels, fisheries,
bakeries, and small manufacturing enterprises. The project failed for various reasons,
including the absence of reliable information about the solvency of beneficiary firms; the
lack of experience of the AFD in microfinance; insufficient human and financial resources to

12 Informal finance can be seen as 2 positive reaction to the inadequacy and lack of flexibility
of the banking sector with regard to low and irregular income earners.
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manage and monttor the program; and a judicial system lacking the ability to enforce
contracts, as evidenced by the fact that only two enterprises have fully reimbursed their

loans.

Box 1.3. Informal Financial JLerangements_r

Three forms of arrangements exist in Djibouti. The first traditional arrangement is revolving
savings and credit associations, also known as tonfines. The most widespread type in Djibouti
is the mutual tontine, which is orgamzed around the principle of solidarity between members
who know each other well. This is a financial association created between people who decide
to pool their savings and take turns in accessing the said peol. Each of the members gets the
pooled money according to a pre-established order, which can be subject to change. Every
member can also lend money or take out a loan. In principle, debts are not subject to interest. A
mutual tontine is a system that primarily helps members accumulate their own savings on a
daily basis, or over a period of one week or one month.” Participants generally pay their share
according 10 the time horizon they choose, with higher contributions for longer time horizon
(daily contributions are lower than weekly ones, which are, in turn, lower than monthly
contributions).” The average size of a fontine is nine participants, of which about 85 percent are
women. The membership usually brings together friends (20 percent coworkers), neighbors
(40 percent), and coworkers {60 percent). About 20 percent of the existing rontines are daily,
30 percent weekly, and half of them are monthly. The second form of traditional arrangement
is the credit to wage carners (Biil or Masrouf), which is widely used in the capital city. Small
loans are extended to participants for fixed fees to pay for their daily expenses. These loans are
then reimbursed by participants at the end of the month when they usually receive their
salaries. The final financial arrangement is the refailer credit. In this situation, some traders
entrust peddlers or retailers, who do not have working balances at their disposal, to sell some
goods door-to-door or in their shops. The sale income is then paid to the original traders for a

fixed commission.

! Source: Djibouti authorities.

? Tontines are known in virtually all African countries. They are diverse and have different
names depending on the country or even regions within the same country: Esu or Adjo in Benin
and Niger, for example. There are three types of rontines: the mutual tontine, the financial
tontine, and the commercial tontine.

* In 1995 the shares paid by participants were estimated at $3 for a daily tontine, $23 for a
weekly fontine, and $89 for a monthly tontine.

32. A similar project was launched by Caritas Internationalis (CARITAS) between 1996
and 2000. The approach used was similar to the Bangladesh Grameen Bank’s."” It was based
on the voluntary formation of small groups of four people to provide mutual, morally binding

13 The Grameen Bank provides credit to the poor in rural Bangladesh without any collateral.
Its banking system is based on mutual trust, accountability, and participation.
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group guarantees in lieu of the collateral required by conventional banks. The project
benefited 800 women, who received small loans (on average $600 over a period of one year
with a 10 percent 1nterest rate) totaling about $709,000. The project ended in 2000 for similar
reasons as the AFD program did. Following the CARITAS approach, a microcredit program
was launched by the Social Development Fund (FSD}) in 2001. The program was financed by
the African Development Bank and promotes income-generating activities by granting
microcredits to women. The implementation of the program is entrusted to nongovermmental
agencies (NGAs) and financed by the FSD, which also provides support in terms of
methodology, training, management, and computerization. The women who participated live
in the capital and three other cities (Tadjourah, Obock, and Ali Sabieh). They each received
between $170 and $560. The program benefited 800 women, who obtained loans totaling

about $113,000.

33. A more recent initiative was the creation in 2001 of the FDD, presumably to replace
the Djibouti Development Bank which was liquidated in 1999. The FDD has yet to start
operations. Furthermore, in 2002 the International Fund for Agriculture and Development
(IFAD) conducted a study on the feasibility of rural microfinance, but this project is still
under examination.

34.  The development of microfinance in Djibouti has been hindered by the lack of a
regulatory framework, a weak judicial and fiscal environment, resource constraints,
and the lack of institutional support. Presently, microfinance activities remain largely
unregulated. However, since the 2000 banking law alludes to adjustments necessary to
regulate microfinance activities,'* it is presumed that the BCD is aware of the need to
develop a legal framework for microfinance institutions. The existing legal system is weak
and often fails to enforce contractual and property rights. There is a limited knowledge of
judiciary rules, only a few justice professionals, and frequent political interference in the
functioning of justice. In addition, most microfinance institutions existing in Djibouti are
largely subsidized, operate with insufficiently trained staff, and have not yet defined clear
development plans. Furthermore, their accounting and management systems are poorly
developed. While the government has been paying attention to the microfinance sector for
sometime, the initiatives taken so far (e.g., by setting up various working groups) have failed
to put in place a framework where the various actors in this sector could exchange views. As
a result, there exists a variety of dialogue frameworks that hardly reach an operational stage,
presumably due to the absence of a clear understanding of the roles of different structures
involved, and the lack of human resources and competencies in this area.

'4 Articles 11 and 16 of the this law indicate that any organization that starts a microfinance
program needs to sollicitate an official operation agreement, even if the conditions for its
financial viability are not entirely met and/or it is unable to provide reliable data in line with

BCD’s regulations.
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1V. FINANCIAL SECTOR REFORMS AND GROWTH ISSUES

35. To maintain the integrity and effectiveness of the financial system, the authorities
took, in the Jast 12 years, a number of measures covering three main areas, namely the legal
framework, supervision and prudential regulations, and financial intermediation. However,
these measures were mostly driven by the requirements of donor-supported programs
(including programs with the Fund) and were not really part of a comprehensive financial
sector reform program. Furthermore, these measure were not very ambitious and their
implementation was slower than initially envisaged. As a result, they have had only limited
impact so far and additional efforts would need to be made to strengthen the financial system
and improve Dyibouti’s attractiveness as a regional commercial and financial center. These
efforts should focus again on the areas mentioned above but also should aim at improving
contractual property rights and deepening the financial sector.

A. The Legislative Framework

36. Revised banking law and central bank statutes were adopted by parliament in
June 2000 and replaced previous laws dating back to 1985. The 2000 banking law
introduced four main provisions. First, for a new banking institution to operate, at least

30 percent of its capital should be owned by a sound foreign banking institution (against

20 percent in the 1985 law). Second, each bank should conduct regular internal audits and
report the results to the BCD. Third, the annual on-site supervision of each bank by the BCD
should be undertaken annually. Fourth, disciplinary actions should be taken against banks”
management members in case of misconduct. As a result of this law, report requirements to
the BCD by all banking institutions on their activities in detail were also strengthened.'
However, the new laws contained a number of weaknesses, including inadequate rules for
setting up new financial institutions; a failure to specify sanctions for banks not in
compliance with banking regulations; and operating rules for the central bank which would
permit the extension of commercial and other credits to private, nonfinancial institutions.'®
Legislative amendments to correct these shortcomings were prepared in the context of the
PRGF program in 2002. The revised draft laws, which also include institutionalization of the
external auditing of the BCD’s accounts mechanism, was submaitted to the cabinet for
approval in late 2002 but are yet to be adopted by the latter and by the national assembly.

37. In the same vein, the government adopted in September 2002 a new law on
money laundering, confiscation, and international cooperation with regard to the
proceeds of crime. This law provides Djibouti with a sound legal framework that should be
used to ensure continuous monitoring of the integrity of the financial system. The authorities

'3 In the past, banks’ reporting to the BCD was not done in a systematic manner.

16 The provision was already in the previous law but never used, and was inadvertently kept
in the revised BCD statutes.
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are also pursuing their efforts 1o increase the awareness of financial institutions of money
laundering issues, updating the regulatory framework for financial operations, and enhancing
the capabilities of the financial investigations unit at the BCD. The next step would be to
expedite the adoption of the new revised banking laws to correct existing flaws in the current
laws: and implement measures to combat money-laundering and fully comply with the UN

resolutions.

B. Supervision and Prudential Regulations

38. The authorities have made headway in improving the supervisory capabilities of
the BCD, for both off- and on-site supervisory capabilities. This was achieved through
personnel training, and with external technical assistance including from Fund resident
advisors. In regard to off-sile supervision, conducted at least once a year, the Djibouti
banking regulations include a comprehensive set of prudential ratios for banks The
requirements for these ratios take into account the country-specific context '’ by being more
strict than the general internationally accepted capital adequacy and risk diversification
standards. On-site supervision of commercial banks started in 1996 and aims at inspecting
each financial institution once a year. However, due to administrative capacity constraints,
the BCD was able to supervise on-site only one bank per year so far. The BCD completed,
for the first time, controls of all the money changers operating in Djibouti between end-2001
and early-2002, and plan to inspect them in the future once a year. To this end, the BCD
started a program to train its staff, including recent recruits, with the support of the Bangue
de France.'® In addition, a Fund expert visited Djibouti in December 2002 and provided
practical assistance and training for on-site supervision. The BCD is also approaching other

donors to fund the training program.

39.  To improve transparency of the central bank, the monetary authorities have taken
steps to regularly audit the annual financial statements of the BCD 1in accordance with
International Standards on Auditing (ISA). In this connection, a new external auditing firm
audited the BCD accounts for 1999, 2000, and 2001 in December 2002. The same auditing
firm will conduct the audit of the BCD accounts for 2003 and 2004, thus covering a five-year

auditing period.
40.  Notwithstanding the progress achieved so far, the authorities are encouraged to

pursue efforts aimed at strengthening the banking superwsmn In this connection, the
BCD should extend its training program to include various banking issues'” so as to improve

17 Namely, a high level of NPLs, Djibouti’s role as a regional commercial and financtal
center, and the preservation of the existing currency board.

1% This training program began in June 2002 and continued through December 2002.

' These include recent developments in the Basle 2 agreement with regard to new prudential
standards, new financial products, and various aspects of microfinance.
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the capacity of its staff to keep abreast of all developments in the financial system. Money
changers should also benefit from training courses organized by the BCD, especially on
accounting procedures and standards, and be kept abreast of developments involving their
activities, such as changes in financial regulations and implementation of the law on money

laundenng.

C. Financial Intermediation

41. Sound financial intermediation for the benefit of all operators remains a central
area for further reform. To better assess some of the risks that banks are facing in their
financial intermediation activities, a series of measures were implemented in 1991. A Risk
Office (Centrale des Risques) was established, which centralized the accounting of about

80 percent of outstanding bank credits above a minimum level (DF 10 million for
commercial banks and DF 5 million for the development bank); in addition, the BCD had
initiated the establishment of a data base on outstanding checks without cover.® A
government decree requiring the submission of such information was adopted at the same
time. However, these initiatives were limited in scope and could not by themselves
encourage the banks to be more active in the domestic market.

42. In 2001, in ap effort to supplement the commercial banks in providing financing
to investors, a presidential decree authorized the creation of a development fund (Fonds
Djiboutien de Développement, or FDD). This fund is a public enterprise under the
supervision of the ministry of finance which is expected to use concessional lines of credit
from bilateral, multilateral, and private sources in order to extend credit to small- and
mediuvm-sized enterprises, especially in the tourism, fisheries, services (commerce,
handicraft, transport) and agriculture sectors. The investment program of the FDD for the
period 200310, estimated at about $35 million, would be financed by the Djibouti
government (5 percent), the domestic private sector (25 percent), and international
organizations (70 percent). However, there was a concern about the possible profitability of
the fund and the government emphasized the importance of not providing it with
guarantccs.” Furthermore, the FDD is not subject to supervision by the BCD, which could
generate similar difficulties to the one that led the BDD to cease its operations in 1996.
Similar attempts in other African countries, such as Kenya and Nigeria, which set up
development financial institutions to provide long-term loans, have failed mainly due to lack

2% This ratio increased further subsequent to the reduction in 2001 of the minimum level
outstanding bank credits, which was brought to DF 3 million.

?! The authorities indicated that they intend to take a small equity share of 2030 percent (as
they do in a domestic commercial bank) and would share the profits and losses of the fund in
proportion to its capital contribution. Moreover, the government’s contribution would be
financed entirely with external concessional resources.
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of independence of these institutions from government interference, difficulties in selecting
the beneficiaries, fraud and mismanagement, and weak supervision.

43,  To broaden financial activities in support of their national poverty reduction
strategy, the authorities have also taken initiatives to develop microcredit programs.
These initiatives aim at establishing institutions that grant direct loans, using their own funds
and foreign borrowing, to private sector operators, especially to small operators that usually
do not have access to bank lending. However, these institutions can only fulfill their mission
if an adequate regulatory environment is put in place. It is also important that these
institutions be regularly supervised by the BCD in order to establish healthy relationships
with the beneficiaries of microcredits.

D. Other Measures and Developments

44,  In view of the difficulties faced by the banking system in enforcing loan agreements,
reflecting essentially weaknesses in the judicial system, the BCD established in July 1999 a
notification system under which banks are prohibited from lending to defaulting
borrowers, whose nonperforming credits exceed a threshold amount and who are in
arrears, until their loans are regularized. However, the steps undertaken to expedite the
judicial process for bank recovery of nonperforming bank loans did not progress as

envisaged.

45,  Qutstanding weaknesses in the enforcement of Joan agreements combined with
mismanagement hindered the viability of two commercial banks, the Al Baraka Bank
and the BDMO, which were placed in liquidation in 1998 and at end-1999, respectively.
The recovery of these banks’ debts and the gradual reimbursement of depositors has been
somewhat slower than anticipated owing to a number of judicial delays and other constraints.
In addition, the authorities experienced difficulties in liquidating assets, mostly in the form of

real estate. 2

46.  The weak legal structure for contractual enforcement and property rights likely
have a significant impact on the behavior of the financial sector.” The court system does not
seem to enjoy the confidence of the private sector. Judges are perceived as lacking autonomy.
Furthermore, the court system is also slow in resolving disputes. A good illustration is the
lengthy liquidation of the two banks just mentioned which has yet to be finalized. While
some of these problems are due to lack of financial and human resources, others result from

22 Djibouti’s real estate market is depressed, and it is feared that hastening the sales of real
estate properties would lead to large capital losses.

2 Levine (1999) found that various legal determinants were significantly correlated with the
indicators of financial development, having expected signs, despite a difference in their
significance levels. He concluded that countries with legal and regulatory systems assuring a
high protection of creditors tend to have more-developed financial intermediaries.
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political interference in the functioning of the judicial system. The authorities rightly
recognize the importance of improving the legal system to ensure success to their national
poverty reduction strategy, but would need to expeditiously take concrete measures in this

direction.

47.  Financial products available in Djibouti are limited and consist mainly of
deposits with commercial banks. Recently, one of the banks launched an initiative to
encourage small consumer credits, focusing on credits to employees of employers with a
good reputation, such as the port. While it is too soon to draw firm conclusions from this
initiative, the bankers find the results encouraging. To ensure greater mobilization of
domestic savings, another area of reform would be the development of new financial
products. However, the success of such an operation hinges on the establishment of an
adequate regulatory framework. Therefore, a well-sequenced work program would first
identify a set of products suitable for local customers, and then tailor a regulatory framework.
On both aspects of the operaticon, technical assistance must be sought.

V. MAIN CONCLUSIONS

48.  The Djibouti financial sector has yet to achieve a more effective role in the
Djibouti economy and could be further strengthened. The level of financial
intermediation in the economy remains relatively modest. Banking soundness indicators
portray a mixed picture, as banks seem to be well capitalized and profitable, while NPLs
ratios continue to be high. There are no domestic banks to help extend banking system
services beyond the major metropolitan arcas and to small- and medium-size enterprises.

49.  To enhance the effectiveness of the financial sector and maintain its integrity, the
authorities have made progress in the last 12 years in the implementation of a number
of measures covering the legal framework, supervision and prudential regulations, and
financial intermediation. The new AML law, adopted in 2002, provides Djibouti with a
sound legal framework that should be used to ensure continuous monitoring of the integrity
of the financial system. The revised banking laws, expected to be adopted in 2003, will
introduce clearer regulations for the operation and establishment of financial institutions, and
enhance transparency by institutionalizing the external auditing of the BCD’s accounts

mechanism.

50. However, further measures are needed to help remove bottlenecks to the
expansion of credit to the private sector and to consolidate supervision practices, promote
microfinance, facilitate lending to the private sector, and encourage a generation of long-term
savings. Such measures could include:

. Putting in place a comprehensive training program for the supervisory staff at the
BCD and the other financial institutions, thus reaping the full benefits of new banking
laws, which go a long way in ensuring a more efficient supervisory and regulatory

environment.
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Adopting a clear public policy related to microfinance, the key role of which is
recognized in the PRSP. An expansion of microfinance activities is predicated on
further reforms of the regulatory and supervisory framework, while creating an
environment conducive to the development of small businesses. In particular, it
would be important to (i) streamline entry and exit procedures for institutions
performing microfinance activities so as to ensure more regular financing of
beneficiaries; (i1) reinforce capacity-building programs for the microfinance
institutions and their supervisors; (iii) ensure adequate capitalization of these
institutions; and (iv) enhance the financial institutions’ law on microfinance activities
and the supervision of microfinance institutions, in particular by developing special
supervision procedures compatible with these institutions’ ability to monitor risks and
with the quality of their structure and personnel qualifications. There 15 also a need to
raise the awareness of beneficiaries about the importance of preserving the ability to

take risks.

Strengthening the judicial system to enable the private sector to benefit from the
comfortable liquidity position of commercial banks. Presently, the private sector is
deemed to have little confidence in the court system, It is important to alleviate the
perception that judges lack autonomy and that the court system is slow in resolving
disputes. In doing so, the great potential offered by the microfinance sector would be
tapped and commercial banks would likely be more forthcoming in providing
financing to the private sector.

Exploring further possibilities of developing new financial products to ensure greater
mobilization of domestic savings and address the financing need of smali- and
medium-sized enterprises (SMEs), while establishing an adequate regulatory
framework so as to ensure success of this operation. Financial products available in
Dijibouti are limited and consist mainly of deposits with commercial banks. In the
current context, SMEs lacking solid equity capital are unable to solicit banks for
medium- and long-term financing. To finance their capital investments, they apply for
short-term credits (cash facilities) that are usually renewable at high interest rates,
which is detrimental to their cash flow.

Maintaining and enhancing the comparative advantage imparted by the CBA by

(i) continuing development of operations that have established the good reputation of
the Djibouti financial system; (ii) specializing in innovative financial products for
which it would have a regional monopoly, or which would be needed by some
regional operators; (iii) establishing agreements with regional banking or insurances
institutions, particularly in Ethiopia, including becoming a sharehoider in these
institutions; and (iv) promoting national banking products and services with
neighboring countries and with regional economic institutions, such as the Common
Market for Eastern and Southern Africa (COMESA).
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RECENT MONETARY DEVELOPMENTS

51. Following a period during which broad money and nominal GDP evolved with
similar trends from 1990 to 1996,” broad money and nominal output displayed
opposite trends from 1997 to 2000. While GDP was growing moderately during the latter
period, broad money declined steadily (Figure 1.5). This decline in broad money was most
likely the result of the erosion of the fiscal position. The rapid accumulation of budgetary
arrears and forced borrowing from public agencies to cover budget deficits during most of
the 1990s weighed heavily on the financial situation of private suppliers, public enterprises,
and civil servants. Since deposits with commercial banks are the only financial instrument
available in Djibouti, the worsening in the financial position of these economic agents led to
the decline in broad money as well as a shift from longer to shorter maturity deposits. At the
same time, uncertainty about the economic situation and the lack of confidence toward the
government appear to have contributed to some capital outflows, as evidenced by the high
level of negative errors and omissions in the balance of payments.” Furthermore, the
composition of deposits changed in favor of foreign currency, the share of which, in broad
money, rose from 36 percent in 1994 to almost 50 percent in 1999 (Figures 1.8 and 1.9). In
the absence of other factors, this development appeared to reflect the growing preference for
cash vouchers (an instrument denominated in U.S. dollars in bearer form), and some erosion

in confidence in the domestic currency.

52. During the period from 2000 to 02, bread money grew at about 12 percent per
year, while credit to the private sector declined sharply. Combined with a significant
increase in deposits, this decline in credit to the private sector led to a sustained increase in
net foreign assets of commercial banks. Furthermore, the recent strong growth in broad
money did not cause inflationary pressures, as evidenced by a CPI inflation rate that
remained close to 1 percent (Figure 1.6) and a money velocity (as measured by the ratio of
broad money to nominal GDP) that declined by about 7 percent (Figure 1.7). These elements
could signal a recovery in the hquidity of the economy and appear to be a reversal of trends

observed during the second half of the 1990s.

% The only exception was 1992 when GDP increased at about 3 percent, while broad money
declined by about 2 percent, reflecting a fall in the net official foreign assets. The ratio of net
official foreign assets to the monetary cover decreased to about 130 percent, from about

170 percent at end-1991. The exceptional level of monetary coverage in 1991 is attributable
to important transfers from Saudi Arabia to compensate Djibouti for its support to allies
during the war to hiberate Kuwait from the Iraqi invasion. Most of these transfers were used
by the Djibouti authorities to finance the civil war.

2% Negative errors and omissions (including short-term capital flows) in the balance of
payments were estimated at an average 2 percent of GDP a year between 1990 and 2000,
with a pick up to about 7 percent of GDP per year from 1996 to 1998.
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Figure 5. Nominal GDP and Broad Money,

1984-2002
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53 The stabilization and then reversal of the declining trend in broad money started
in 2000, essentially because of the recovery in the economic activity, mostly attributable to
the transport sector (subsequent to Ethiopia’s decision to channel its transit trade through the
port of Djibouti). In addition, with an improvement in fiscal management, the accumulation
of budgetary arrears subsided and was halted in mid-2001. This undoubtedly contributed to a
rise in deposits and broad money, which grew at a faster pace than nominal GDP. These
movements also allow for some catching-up of real money balance toward a level more
consistent with the level of economic activity in Djibouti. Furthermore, large (unidentified)
capital inflows (part of errors and omissions in the balance of payments) may also have

contributed to money growth.

54.  Deposits grew significantly in response {o an improvement in the liguidity
situation of households and the limited range of available financial products. Time
depoisits contributed to most of the total increase in deposits. In addition, the rising trend 1n
the share of foreign currency deposits was halted after 2000, although its level remains high

at 48.5 precent in 2002.
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Figure 1.9. Currency Composition of Deposits,
19942002 (In percent of broad money)
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Source: Djibouti authorities; and IMF staff calculations.

While foreign currency deposits represent only part of foreign currency holdings in
Djibouti,?® and do not distinguish between domestic residents and foreign holders, its
relatively high level leads one to wonder about the scope of currency substitution, With a
substitution ratio {foreign currency deposits-to-broad money ratio) of about 36 percent in

Figure 1.10. Djibouti: Foreign Currency Deposits
Ratios, 1990-2002
(In percent of moncy)
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1995, Djibouti already stood among
the highly dollarized economies
examined in Balino et. al. (1999), such
as Argentina, Nicaragua, or Croatia.
The substitution ratio had been on an
increasing trend until 1999 and has
remained high since then, Figures 1.10
and 1.11 depict the trend of currency
substitution in Djibouti by using the
ratio of foreign currency deposits
(FCD) to both M1 (base money) and
M2 (broad money). The large gap
between the FCD-to-M1 ratio and the
FCD-to-M2 ratio reflects the fact that
FCD accounts for about half of broad
money and, hence, a large part of

changes in broad money 1s explained by

25 A more comprehensive measure of the stock of foreign currencies held by Djibouti
residents conventionally should be viewed in terms of the volume of foreign currencies
circulating in Djibouti, foreign currency deposits in the domestic banking system and cross-
border deposits held at foreign banks. Since data on the last two components are not
available, foreign currency deposits is the only proxy for measuring foreign currency
holdings in Djibouti.
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changes in FCD.

Figure 111, Djibouti: Foregn Currency Deposits, 56. Currency substitution
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about future developments.
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57. Although commercial banks have a comfortable liquidity position, credit to the

private sector has been low and declining since end-2000. These developments reflect

commercial banks’ cautious approach in view of a high level of NPLs and weaknesses in the

judiciary system that impedes recovery of NPLs, as well as uncertainty about the economic

situation (Figures 1.12 and 1.13). Moreover, a large share of documentary credits (mainly

~ trade credits) was gradually captured by other markets, particularly Dubai, after the Somali
border was closed in early 2001, and was not regained after the border reopened later in that

year.
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58.  On the demand side, high lending rates practiced by commercial banks
discouraged the development of credit to the private sector. The spread between the
domestic lending and deposit rates widened sharply from 1995 to 2002 (Figure 1.14). On the
other hand, the lending rates have been only partially responsive to the decline in
international rates. On the other hand, the international rates in the late 1990s was
accompanied by a corresponding (but partial) reduction in domestic rates on deposits,
consistent with indicators of some increase in the rist premium and commissions changed to
commercial banks’ customers in Dpbouti.

Figare ].14. Djibouti: Interest Rates Spread,

1990-2002 59. From 1995 to 2002 the
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interest rate spread”’ widened by
about over 5 percentage points,
from 3.4 percent in 1995 to

8.8 percent in 2002. This is

consistent with banks’ increasing
provisioning for NPLs. This may
also reflect a declining
competition among banks, as
evidenced by the further increase in
the spread starting in 1999 when the
number of operating banks declined from five to three. On the other hand, the fall in the
international rates in the late 1990s and early 2000s was accompanied by a corresponding
(but partial) reduction in domestic rates on deposits, consistent with indications of some
increase in the risk premium and commissions charged to commercial banks’ customers in
Djibouti
(Figure 1.15).
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%7 The interest rates spread is measured by the difference between the minimum lending rate
and the maximum deposit rate. _
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bankers’ association corrective measures to preserve a competitive financial market. These
included several instructions to banks to cease coordination of interest rate structures and to
publicize and report their structures to the BCD. Parallel instructions were 1ssued regarding
bank fee structures which also were subject to collusion. However, the effectiveness of the
these measures was limited by the official stance of BCD not interfering with the freedom of
the commercial banks to determine credit policy.

61.  As aresult of opposite developments in deposits and credits, commercial banks
accumulated large amounts of net foreign assets (Figure 1.16), which increased by about
US$50 million in 2001 and a further US$45 million in 2002 (a cumulative 7.6 percent of
GDP, or 8.6 months of imports of goods and services). The coverage ratio of the currency
board, as measured by the ratio of gross foreign assets of the BCD over the monetary base
and government deposits at the BCD, has been slightly fluctuating around 115 percent since

end-2000.

Figure 1.16. Broad Money and Net Foreign Assets, 1994-2002
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Sources: Djibouti authorities; and IMF staff calculations.
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CRAPTER I1. FISCAL ADJUSTMENT—ASSESSMENT AND OUTLOOK®

L. INTRODUCTION

1. During the first half of the 1990s, Djibouti’s economic and financial situation
deteriorated sharply for several reasons including (1) the persistent economic sluggishness,
dating back to 1984 after the real estate boom ended; (ii) the outbreak, in early 1992, of an
ethnic armed conflict; (1ii) the curtailment of the commercial transactions with Ethiopia;

(iv) the closure of the border with Somalia; (v) the uncertainties generated by the middle east
conflict of 1991; and (v1) a lack of fiscal discipline. Reflecting these adverse developments,
the fiscal deficit, on a payment-order basis (including grants), widened significantly, large
domestic budgetary arrears were accumnulated, the real effective exchange rate (REER)
appreciated, reserves fell, and economic growth declined. These developments were
inconsistent with the currency board arrangement (CBA) that has been in place in Djibouti

since 1949.%8

2. Given the CBA in place, and the ensuing lack of monetary and exchange rate
instruments, fiscal adjustment and fiscal reforms were absolutely necessary to correct the
economic and financial imbalances and have, therefore, been the main focus of the
authorities since 1994. From 1994 to 2002, the authorities managed to reduce the fiscal
deficit on a payment-order basis by about 10 percentage points of GDP, a significant effort
that has few parallels in recent history.” To achieve this impressive adjustment, they relied
primarily on expenditure restraint. In addition, tax reforms rationalized and simplified the tax
system and eliminated some critical distortions, and expenditure management reforms helped
improve prioritization and control of public spending and transparency of public finances.

3. Fiscal adjustment appears to have had a negative impact on economic growth in the
mid-1990s, although it was offset to some extent by higher domestic demand. In addition,
despite progress toward fiscal sustainability, which is usually believed to promote economic
growth, Djibouti’s grawth performance has remained modest. This is because structural
rigidities remain and have constrained potential gains in productivitiy. As a result, the cost of
production factors in Djibouti still is very high, and the economy’s external competitiveness
was further eroded throughout the 1990s. A key challenge for the anthonties will be to design
and implement policies that could bring the Djibouti economy on the path of higher and
sustainalbe growth to reduce poverty and provide jobs to the unemployed.

* Prepared by Abdelrahmi Bessaha (MCD).

?% Chapter I on the financial system in Djibouti discusses, in more detail, issues related to the
CBA.

# During the same period, the domestic budgetary balance—defined as the difference
between domestic revenue excluding grants and domestically-financed current and capital

expenditures—improved by the same magnitude.
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4. Another issue raised by Djibouti’s experience is how the authorities managed to
maintain the currency board arrangement despite the large fiscal imbalances that emerged in
the early 1990s. It appears that confidence in the system was weakened only temporarily, and
continued to be supported by full free trade and capital flows, as well as access to external
financing by subsidiaries of foreign banks operating in Djibouti.

5. This paper is organized as follows. The second section presents some stylized facts on
fiscal developments and the varicus fiscal reforms introduced between 1994 and 2002 to
correct the imbalances that emerged during the early 1990s. The third section reviews
macroeconomic developments during the fiscal adjustment process, and briefly discusses the
resiliency of the CBA 1in the face of large financial imbalances. The fourth section examines
the need for further fiscal consolidation in the future. It then concludes by assessing the
sustainability of the medium-term fiscal position in light of the government’s spending plans
to address poverty issues.

II. F1SCAL ADJUSTMENT IN DJ1IBOUTI: STYLIZED FACTS

6. Since 1994, two periods of fiscal adjustment (1994-96 and 1996-2002) can be
distinguished.*® These two periods differ as follows:

. The government initiated the first phase of fiscal adjustment without external support
and under extreme liquidity constraints. In contrast, the fiscal adjustment in the period
from 1996 to 2002 was supported by the donor community, including the Fund in the
context of the stand-by arrangement (SBA) from 1996 to 1999 and an arrangement
under the Poverty Reduction and Growth Facility (PRGF) from 1999 to 2002.

. The first phase of fiscal adjustment was much more pronounced, with a sharper
reduction of the fiscal deficit. It was driven mainly by cuts in spending, including the
wape bill, expenditure in goods and services, and domestically financed capital
outlays. The particular emphasis on reducing expenditures was due to the already
high level of revenue. In contrast, fiscal adjustment during the second phase was
more limited, partly because the gains made in the earlier phase were not fully
consolidated. Expenditure cuttings in the wage bill were offset by a fall in the share of
revenue to GDP, brought about by a shrinking tax base under the weight of tax
exemptions. At the same time, some progress was achieved toward improving the tax
system and expenditure management, although implementation of reforms was often
delayed (Table II.1).

» Although the cost-cutting policy actions exceeded the budgeted target, they were not
enough to offset the much lower-than-envisaged yield of revenue-raising measures; as
a result, the deficit could not be brought in line with available financing and new
domestic and external arrears were accumulated during the period.

%0 A detailed review of fiscal developments during the fiscal adjustment period is provided in
Annex L
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Table 11.1. Djibouti: Fiscal Measures and Outcomes, 1994-2002

(Changes 1o percentage of GDP)

First phase Second phase
1994-95 1996-2002
Expecled yield of Actual Expected vield of Actual
budgetary measures change budgetary measures change
Revenue (increase} 52 0.4 3 -5.3
Spending (reduction) 4.8 -5.3 -5 -10
Total reduction of deficit (- =reduction) -10 -89 -8 4.7

Sources: Djibouti authorities; and Fund staff estimates.

A. Revenue Contribution to Fiscal Adjustment

7. Revenue growth has not contributed to the fiscal adjustment that has taken
place since 1994, While the revenue to GDP ratto made a marginal contribution during the
first phase of adjustment, it fell significantly (by almost 5 percentage points) during the
second phase of adjustment.

. This negative development may reflect greater reliance by the authorities on tax
exemptions to attract private investment (Table I1.2), distortions of the tax base
brought about by frequent annual discretionary tax measures to offset slippages in
spending, and a delayed introduction of much needed reform on the tax side.

. The main policy effort on the direct revenue side was the introduction, by 2001, of a
self-assessment system and the unification of taxation on work-related incomes as
part of a set of measures aimed at rehauling the direct tax system. This raised the
share of direct tax to GDP by about 1 percentage point to 9.4 percent of GDP from
1994 to 2002.

. Indirect taxation declined during that period by 7 percentage points to
11.7 percentage points of GDP, as revenue from the domestic consumption tax and
other surtaxes steadily fell on account of the unfavorable economic environment,
regional instability which fueled tax fraud and smuggling from neighboring countries,

and a weak tax administration.

. By and large, most fiscal reforms were introduced relatively late in the adjustment
process, and aimed at rationalizing and simplifying the tax system and addressing
distortions in the taxation of income, brought about by frequent changes in the
structure measures.
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Table I1.2. Djibouti: Value of Tax Exempt Goods and Services, 1998-2002

{In billions of Djibouti Francs; unless otherwise indicated)

Preferential regime 1998 1999 2000 2001 2002
Vienna Convention {diplomatic privileges) 0.8 08 1.4 1.4 10
Public contracts 3.2 2.0 2.2 11 32
Private investment 1.5 1.2 5.2 1.0 1.2

Free trade 2zone

French army 263 139 21.6 271 31.8
Others 2.6 29 1.6 3.2 5.2
Grants i.1 1.0 0.6 0.7 0.4
National army of Djibouti 0.2 08 0.2 0.4 1.0
Tax code 0.6 1.0 0.6 1.5 1.6
Presidential privileges 0.7 02 0.2 0.6 0.5
U.S, army 0.0 0.0 0.0 0.0 1.0
Spanish army 0.0 0.0 0.0 0.0 0.7
Total 344 407 3.7 33.8 42.4
Excluding French ammy 8.1 6.8 10.1 6.7 10.6
Memorandum items:
Nominal GDF 912 953 98.2 101.9 105.2
Total revenue 232 224 24.0 237 249
Total impaorts 58.1 58.2 62.5 58.8 63.9
Total revenue / total exemptions ratio (in percent) 0.67 0.55 0.76 0.70 0,59
Total imports / total exemptions ratio (in percent} 1.69 1.43 1.97 1.74 1.51
Exemptions / total nominal GDP ratio (in percent) 0.38 0.43 0.32 0.33 .40

Sources: Djibouti authorities; and Fund staff estimates.

B. - Expenditure Contribution to Fiscal Adjustment

8. The fiscal adjustment was essentially achieved through spending cuts in
categories that contributed to the earlier upward trend in the expenditure ratio, such as
wages and expenditure in goods and services.

. A reduction in the wage bill contributed significantly to fiscal adjustment in the latest
period, largely due to military demobilization (Box I1.1) and civil service retirement
programs, as well as a freeze on the hiring of government employees in nonpriority
sectors. As a result, the wage bill declined by about 10 percentage points of GDP
between 1994 and 2002.

. Expenditures on goods and services, expressed as a share of GDP, reached a peak of
11.5 percent of GDP in 1993; they were then halved between 1994 and 2002. This
marked reduction reflects better spending targeting, improved prioritization, and
expenditure rationalization.
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. Domestically financed public investment declined as a percentage of GDP and was
accompanied by a decline in foreign project financing. The decline reflects weak
internal coordination and resource constraints.

. Expenditure restraint was well underway when major reforms in public expenditure
management, including procedures to improve expenditure management and control,
were Introduced between 2001 and 2002. The latter reform will be crtical in efforts
to improve the quality and efficiency of public expenditures.

C. Budgetary Reforms

9. Budgetary reforms were crucial in bringing about financial stabilization and
contributing to sustainable fiscal policies over the medium term. The reforms, whose
mornentum picked up in the late 1990s and from 2000 to 2002, focused on maintaining the
current high levels of revenue mobilization, strengthening the budget process, and

. . . . "o 31
reexamining spending prorities.

Tax Reforms

10. By the end of the 1990s, Djibouti’s tax system, which was drafted in 1974, three
years before the country gained independence in 1977, had become complex and highly
distorted as a result of changes made on an ad hoc basis for fiscal consolidation purposes or
simply to meet demands from particular interest groups. The first of these changes occurred
in 1994 when the investment code was amended twice, the first time in Qctober when the
authorities granted substantial and generous exemptions to investors, and the second time in
December when the same privileges were extended to exporters operating in a newly created
industrial free-trade zone. The second round of changes took place in 1996, with the
inclusion of benefits in kind in the tax net. In 1997, the business lump-sum tax was modified;
and a year later, the margina!l rates on property taxes were changed. In 1999, the property tax
was again reformed to benefit resident owners, and the base was extended to include benefits

in kind and rental properties.

*! During the 1990s and from 2000 to 2001, government resources were allocated mainly to
wages and salaries and other non-interest cutlays, Jeaving little room for capital spending.
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Box I1.1: Military Demobilization

The incorperation of a significantly large contingent of new recruits in the ranks of the
regular army in the early months of the 1992 conflict placed a heavy burden on the fiscal
accounts of Djibouti. The authorities quickly realized that strong action needed to be
taken. By 1993, using their own resources, they launched a demobilization process which
ultimately led to the dismissal of 3,943 soldiers by end-1996. While this first wave of
departures somewhat alleviated the pressure on the budget, additional efforts were needed in

this area.

The second phase of the demobilization program was lannched at the time of the
Geneva Conference, organized in May 1997, with support from France and the Furopean
Union. The program was expected to be completed by end-1998, and aimed at demobilizing
8,720 people (3,275 from the national police forces and 5,445 from the army). However, by
December 1998, only 4,151 staff were demobilized. The program was relatively easy to
implement at the outset, since personnel volunteered to leave the army and police. However,
subsequent departures were more difficult to organize for various reasons, including the fact
that the severance benefits were modest for those who had been enrolled in the secunty
forces for a long time. Senior officers were also reluctant to let their troops leave in the face
of protracted peace discussions, which were eventually concluded in May 2001.

By end-2002, 4,737 personnel were demobilized with external support, for an estimated
cost of DF 1.6 billion as part of the second phase; the first foreign-financed wave of
demobilization by France took place in 1997 and helped demobilize 2,785 persons for an
estimated cost of DF 0.95 billion; the second wave was financed by the European Union and
included 1,752 persons for an estimated cost of DF 0.619 billion. The savings from these two
waves of demobilization are estimated at DF 0.950 billion and DF 0.630 billion,
respectively. The European Union also financed the demobilization of 1,274 security
personnel from the armed opposition, the Front pour la Restauration de 1'Unité et la
Démocratie (FRUD). Their demobilization did not entail any budgetary savings but
contributed to the consolidation of the peace agreement. The number of government military
personne! that remain to be demobilized is 3,983; their wage bill amounts to DF 1.6 billion
(1.3 percent of GDP) and remains a major burden for the public finances.

Overall, performance under this program was mixed. It was instrumental in cutting the
number of security personnel (by aimost 50 percent between 1297 and 2002) who were
targeted for demobilization; however, this result was achieved over a much longer period
(five ycars) than initially envisaged (two years). While it is felt that the initial deadline was
too ambitious, nonetheless the authorities could have demobilized more personnel during the

period between 1997 and 2002.

"In parallel to the demobilization program, the authorities set up a reinsertion program with
donor support. A reinsertion project was adopted by the World Bank in June 1998. However,
this project was under funded ($2.73 million), weakened by administrative constraints, and
poorly coordinated with the reinsertion component funded by the African Development
Bank. As a result, the project was abandoned in June 2001.
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11.  The tax system was simplified and improved by the comprehensive reform
implemented in 1999 and 2001 in the context of the PRGF-supported program, in an
effort to build a more coherent and buoyant tax system. These reforms covered both

indirect and direct taxation.

12.  As far as indirect taxation is concerned, the key element relates to the reform of
the consumption tax.”? Several changes were introduced in 1999, including (i) the
replacement of the preexisting schedule of seven rates (which comprised a number of
specific taxes) with a simplified structure of three ad valorem rates of 8 percent, 20 percent,
and 33 percent; (1i) the elimination of ad hoc exemptions to the consumption tax, thus
limiting them only to domestic and foreign security forces, relief organizations, activities
exempted under the investment code, and the raiiroad partnership with Ethiopia; (iii) the
extension of the domestic consumption tax to all goods produced domestically. In addition,
Djibouti reformed the petroleum tax and its administration in 1999, and eliminated the
excise taxes on mineral water, milk and dairy products, and wheat flour, as well as the export

taxes on livestock.

13.  Direct taxation was targeted for sweeping changes. The first wave of measures
was introduced by mid-2001. The authorities opted to maintain the schedular tax system.
Taxes are now collected on work-related incomes, industrial and commercial profits, and
profits from noncommercial professionals. The idea behind the grouping in each schedule is
to simplify tax procedures and eliminate redundancies in the administration of taxes sharing
the same base and targeting the same taxpayer. Taxation on work-related incomes now
covers all incomes earned by individuals in Djibouti, including salaries, fringe benefits,

pensions, all benefits wn kind, and the patriotic tax. The unified tax is now called tax on

. 3
wages and salaries.

32 The consumption tax (taxe intérieure a la consommation) has been a substitute for import
duties because virtualty all goods consumed in Djibouti are imported. This tax is not really a
general domestic consumption tax. Its base has remained narrow because it has excluded.
taxing services such as electricity, telecommunications, hotels, insurance, as well as port-
related activities, Until 1999, domestically produced goods were also exempt.

33 The objective was to generate increased revenue, simplify the oil tax structure, and reduce
price distortions. To that end, excise taxes for diesel and aviation fuel, which accounted for
40 percent of o1l products consumption at the time, were raised while the excise tax on
kerosene—a product used for cooking by lower-income groups—was eliminated for
environmental and social reasons. The increase in the aviation fuel tax that was agreed under
the PRGF program proved counter-productive, as consumption of aviation fuel in Djibouti

fell dramatically following this tax change.

3 The new tax brackets are 2 percent (DF 0—DF30,000); 15 percent (DF 30,000-DF 50,000);
18 percent (DF 50,000-DF 150,000); 20 percent (DF 150,000-DF 600,000), and 30 percent

(over DF 600,000).
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14.  Other key measures include (i) revision and expansion of sanctions and legal
labilities for delinquent taxpayers to include a wide range of sanctions and liabilities, from
the exclusion from public procurement to the publication of the list of delinquent taxpayers;
(ii)} creation of a umt 1n charge of large taxpayers (LTU), together with a unified taxpayer
identification number (TIN). At the same time, all procedures related to setting up a TIN
were overhauled, (ii1) introduction of a new self—assessment tax system to allow prompt
payment of direct taxes by taxpayers with limited intervention from the tax administration;
(iv) strengthening of tax control and audit programs;’ and (v) establishment, in collaboration
with the chamber of commerce, of licensed tax centers to help all firms adopt accounting
rules and participate in the fiscal net.

15. A second range of measures is expected to be introduced in the coming months with a
view to reform taxation on profits generated by industrial and commercial operators. These
measures will include the following: {1) a new system of tax reporting that would unify all
taxes on industrial and commercial profits, like the BIC (Bénéfices Industriels et
Commerciaux), BNC (Bénéfices des Professions Non Commerciales), and IPM (Impét sur les
Bénéfices des Personnes Morales). The new tax will be called Tax on Professional Profits
(TPP); (ii) a revamped business tax (with a simplified structure); and (iii) the unification and
simplification of the tax exemptions and the inclusion of the remaining tax privileges
{currently in the investement code) in the tax code.

Expenditure management reforms

16.  The serious budgetary difficulties encountered by the Djibouti autherities during the
1990s exacerbated the weaknesses of public expenditure management, which was
characterized by (i) a lack of consolidated framework for presentation and execution of
spending, (ii) an inadequate legal environment, (iii) an absence of a macroeconomic
framework exercise under which budget preparation and execution could be carried out; and
(iv) cumbersome overall expenditure procedures.

17. Throughout the 1990s, in the absence of a consolidated framework, budget
presentation and execution were seriously flawed. The budget presentation was made on a
piecemeal approach, essentially based on the source of financing. Nomenclatures used to
report revenue and expenditure transactions were outdated and could not be computerized.
These weaknesses hampered the analysis of operations and the introduction of corrective
actions. In addition, budget preparation was conducted mainly toward the end of the year,

3> To strengthen tax control and audits, the authorities created a tax auditing structure
intended to ensure betier collection and coverage of the full range of taxes as well as a
general verification unit backed by two specialized control and investigation units. They also
reorganized the unit in charge of the business tax, issued the TIN using data and information
contained in the roster of property owners, and undertook the full computerization of all tax

declarations.



-47 -

making it difficult for the financial authorities to take important trade-off decisions at the
various levels of government. At the same time, capital spending was prepared and executed
outside the government finance system, with httle coordination between staff involved in
budget preparaticn and planning. Budget execution was also hindered by resource
constraints, the extensive use of the procedure of advance payment of government orders (or
execution of such orders prior to commitment), and the circumventing of spending
regulations by the National Assembly and the Constitutional Council. These weaknesses
contributed to the accumuiation of domestic payment arrears.

18.  The legal framework governing expenditure management, was also totally
inadequate. It was based mainly on texts adopted in 1968, at the time of the French Territory
of Afars and Issas (financial regulations and regulations governing public accounting), and
on the 1992 constitution. The coexistence of such disparate legal sources led to a number of
inconsistencies, including the required date for filing the draft budget law, the relevant
authority that could decide the assessment base, rates, and modalities for collection for all

types of taxes, and the supplementary budget period.

19. A third major shortcoming in the government financial management was the
absence of a macroeconomic framework to serve as a basis for budget preparation. A
budget circutar—which may contain at times maximum percentage increases from prior year
or freezes on some particular outlays—was usually issued rather late in the year (October
instead of July) and merely requested officials of various ministries to express their spending
projections. Moreover, there was no consultation among the various units in charge of
planning and budget preparation, nor any medium-term expenditure framework. The
authorities resorted to Fund review missions to design and implement a medium-term
expenditure framework, and started their budget preparation late in the year.

20.  Finally, procedures for general spending were complex, slow, costly, and
cumbersome. This was the result of overlapping tasks between the authorizing authonity and
the ministry of finance, and redundant controls within the ministry of finance. The excessive
controls have not prevented excess spending, and have in fact facilitated the circumvention of
regulations during times of tight resource constraints, as they represented incentives for
incessant recourse to advance funds and spending operations without prior approval.

21.  To address these various weaknesses, expenditure management reforms were
implemented, with a view to (i) strengthen budget execution procedures; (ii) update the
budgetary and treasury nomenclatures; (iv) improve debt management; (v) reorganize the
ministry of finance to provide an institutional foundation for adequate budget preparation and
execution; and (v1) reform the legal framework governing public spending.
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Box I1.2. Pension System Reform

Djibouti adopted a major reform to the pension system in January 2002 to restore its financial
sustainability, improve management efficiency, and set the path for expanding coverage. The reform, as
framed in the overall adjustment program of the government, is designed to contribute to restoring fiscal discipline,

and strengthen social protection.

Staius hefore the reform
As in many other countries, the pension funds in Djibouti operated on a pay-as-you-go (PAYG) basis, meaning

that the current workforce essentially pays for the benefits of the older retirees. The system was set up before
independence according to the French PAYG model. It comprised three pension funds: (i) the Caisse Nationale des
Retraites (CNR), which covers civil servants, police, cabinet members, parliamentarians, and war veterans; {ii) the
Organisme de Protection Sociale (OPS), which covers private sector workers, non-regular civil servants, and
public enterprises workers; and (ii1) the Caisse Militaire des Retraites (CMR), which provides pensions for the

benefit of military personnei.

Various problems put heavy pressures on the entire pension system, leading to the depletion of its reserves, and
expenditures in pensions exceeding revenue. These included (i) the generous structure of contributions and
benefits; (ii) the deterioration of the economic and financial situation of the country; and (iii) delays in payments of
government and private sector contributions. At the same time, the mnstitutional and management capacity of all
pension funds was weak. Furthermore, they lacked a database with basic information about contributors and
retirees, as well as human expertise 1o conduct actuarial studies and financial planning. Above all, these pension
funds had to face constant government interference, hampering the manapement of reserves.

Reforms implemenied
Following a comprehensive review with the collaboration and assistance of the World Bank, in 2002 the

authorities introduced a range of corrective measures covering the parametric, institutional, and financial aspects of
the pension system.

» On the parametric side, the changes were made to the following: (i) the vesting period which was unified and
now covers 25 years of contribution to be eligible for a full retirement pension; (ii) the minimum age for retirement
for everyone stands at 55 vears; (iii) the calculation mode of future pensions was created now using an average of '
the salaries earned over the 10 years preceeding the year of retirement, compounded by a percentage of all the
contributions; (iv) the rules affecting cumulative pensions (civil servants, parliamentarians, and cabinet ministers):
the cumulative amount a retiree can earn is now the sum of the highest pension and 50 percent of the lower one.
Furthermore, a minimal yearly pension has been introduced and set at DF 170,000 ($ 1,000), excluding ali
withholdings and other benefits. Finally, pensions are now taxed at 15 percent.

To address institutional weaknesses and bolster management capacity of the pension system as a whole, the
pension funds are expecied to merge into one single mstitution called the Centre National de Sécurité Sociale

(CNSS)} which was created in November 2002, The merger is expected to take place over the next few years.

To clear the outstanding stock of government arrears to the pension funds, financing was secured from the World
Barnk in the context of the Fiscal Consolidation Credit (FCC). At the same time, the government resumed its

regular transfers 1o pension funds,

Next steps
The next challenges facing the government in ensuring the success of this ambitious reform is to (i) complete the

merger of all the pension funds into the CNSS and help make this new institution operational; (ii} build a
comprehensive and reliable database of the retirees and contributors; (iii) put in place a system to manage
efficiently the reserves of the pension system; and (iv) expand coverage.
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22.  Key expenditure reforms were, in particular, launched in November 2001, when
the government adopted a number of legislations simplifying and improving public
expenditure procedures, including (i) new budget and accounting nomenclatures, featuring
functional and economic classifications; (ii) new nomenclature for accounting documentation
as well as a new accounting plan to ensure consistency on procedures; (iii) revised general
expenditure procedures intended to eliminate redundant tasks and controls, ensure that line
ministries are involved in managing their budget appropriations, and strengthen budgetary
execution and control by the ministry of finance; and (iv) new procedures related to special
spending operations.’ At the same time, to ensure that all government financial operations
are fully integrated, all special accounts must now be attached to the central budget. The
central structures of the ministry of economy and finance were also reorganized to fully
restore the budget preparation functions, phase out redundancies in the area of budgetary
control, and separate the function of investment program execution from the economic
analysis function that were previously performed by the same directorate. Finally, Djibouti
introduced new provisions for the allocation of shared expenses, as well as expenditure

authonizations by the spending ministry.

23, Furthermore, as part of their efforts to restore public finances, the authorities
introduced an ambitious pension funds reform in early 2002 (Box 11.2). The reform
aimed at adapting the pension funds to the new demographic realities of Djibouti, providing
benefits in line with the financial capacity of the pension institutions, lowering the wage bill
by unfreezing retirement of civil servants, and expanding pension coverage.

I1]. MACROECONOMIC IMPACT OF THE FISCAL ADJUSTMENT
A. Background

24.  The traditional view holds that fiscal contractions could lead to deep and lengthy
recessions. Cutbacks in government expenditures depress aggregate demand; and a fall in
household income, brought about by reduced transfer payments and higher taxes, is
associated with a decline in consumption. It is also argued that expectations of permanently
lower future paths of government expenditure and taxation could provide a powerful stimulus
to consumption because of the anticipated rise in permanent (disposable) income, reflecting
the discrete fall in the present discounted value of future taxes. This, in turn, could largely
offset the negative impact of a fiscal contraction in the short run and lead to a net increase in
aggregate demand and output in the medium term. However, the extent of wage and price
rigidities and other costs of adjustment determine how long the adverse output and
employment effects of a fiscal contraction will Jast.

36 Those carried through imprest accounts or by districts and embassies, as well as
expenditures financed with external resources, and outlays without prior approval (external

debt service transactions).
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25.  Evidence on the interplay between fiscal policies and macroeconomic performance
suggests that there are no common characteristics among the fiscal episodes experienced by
various countries. Fiscal consolidations are not necessarily associated with recessions. In
some cases, fiscal contraction led to expectations of higher future disposable income and thus
to a boom in private consumption; this in turn helped reverse the initial decline in aggregate
demand triggered by the restrictive fiscal policy stance. Another finding is that reliance on
spending cuts might have more positive effects on the economy in the medium term than
fiscal consolidations that rely on tax increases. Recent research has highlighted that there are
some medium- to long-term dangers stemming from the potential supply-side effects of tight
fiscal policy. There is a positive relationship that exists between government expenditure on
infrastructure (the public capital stock) and productivity in the private sector. When the
public capital stock is allowed to deplete, through a lack of new expenditure, an eventual loss
of output and upward pressure on prices could be expected. Empirical evidence also suggests
that government expenditures are an input into private production. Cutbacks to government
expenditures may have a negative impact on the productivity of the private sector and affect
long-term economic growth as well as prospects for keeping inflation low.

B. The Djibouti Experience

Overall macroeconomic performance

26. The authorities were fully aware that, in the short term, fiscal adjustment would
weaken the economy, while laying, at the same time, the foundation for improved
medium- and long-term growth prospects.

. 1.3 Dyji i: land T
. Growth performance was mixed. Table I1.3 Djibouti: Actual and Trend GDP, 1980-2002

As expected, real GDP continued (In billions of Djibouli francs at 1990 constant prices)
to decline, on average, by

Actual real GDP Polential GDP using Deviation (Actual

2 percent per year between 1994 Hodrick-Prescott filter GDP-Potential GDP)
and 1997 (Table I1.3) and the gap .
between actual and potential 1980 789 7553 254
: 1981 75.11 7587 -0.86
output widened. By 1998, 1982 7638 76.38 0.00
- 1983 7732 76.73 0.59
however, economic growth e s g o
1985 77.60 7713 48
resumed and reached, on o 140 7 o
average, 1.5 percent, a level, 1987 77.06 76.96 0.10
1988 198 76.62 1.37
nevertheless, too weak to have an  1os0 759 608 212
. 1990 80.39 75.34 5.05
effect on the rising 1991 7695 7439 256
1992 76.96 73.28 .68
unemployment and poverty 1993 84 72.07 023
] ' 1954 7116 70.87 029
IBVC]S. 1995 65.68 69,79 L1
1996 65,85 68.93 -3.08
. 1997 65.36 68,39 -3.03
. Economic growth resulted from 1998 65.42 68.23 281
. - 1999 66.85 68.50 -1.65
several factors, including the 2000 6733 @18 85
decision by Ethiopia to channel o bopdi e e
all its transit trade through the
pOﬂ of D_]lbOlltI fO]]OWiI]g the Sounrce: Fund staff caleulations.

war with Entrea; important
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investments by public enterprises in the water, electricity, and telecommunication
sectors; and the presence of foreign troops on peacekeeping missions or in the context
of the fight against international terrorism.

. As indicated before, fiscal adjustment contained the growth of public spending
through a reduction of the public sector wage bill and other measures to limit
expenditures. The decline in government consumption was however offset to a certain
extent by a rise in private consumption. This may reflect the efforts by the authorities
to ensure regular payments of salaries, the curbing 1n the trend of domestic arrears
and also possible expectations of steady and higher permanent income stemming
from the rationahzation, simplification, and reform of direct taxation.

. A decline in government investment was friggered by a decrease in external project
support and accompanied by a fall in private investment (albeit by a lower
magnitude). These developments had most certainly a negative impact on overall
productivity and will bear on medium- to long-term economic growth prospects.

. Private savings fell sharply by & percentage points of GDP during 1993-96. They
improved gradually during the second phase of adjustment and consolidation but
remained 2.5 percentage points below the 1993 level.

. Despite progress toward fiscal sustainability, which is usualy believed to promote
economic growth, gorwth performance in Djibouti has remained modest in the last
few years. This may reflect several factors, including the lack of visibility about the
government’s long-term strategy, the remaining high level of domestic payment
arrears (Box I1.3), the slow progress in implementing growth promoting structural
reforms; and, more generally and importantly, rigidities in the labor market and a
much deteriorated external competitiveness.

Impact on the Currency Board Arrangement

27.  Given that fiscal discipline is one of the most important conditions for a successful
CBA, it may come as a surprise that the CBA in Djibouti survived to the very large fiscal
imbalances during the early 1990s.The large fiscal deficits recorded after the domestic ethnic
conflict started were financed, to a large, extent through (somewhat forced) domestic
financing from banks and public agencies (inciuding public enterprises and pension funds).
As fiscal deficits remained large and the government could not repay its domestic borowing
from previous years, large domestic arrrears started to be accumulated toward the mid-1990s,
including wages. As a result, the liquidity in the economy was reduced and broad money
declined. Signs then began to emerge that the confidence in the domestic currency and the
currency board was fragile, as evidenced by large capital outflows (recorded in the balance of
payments in errors and omissions) and a shift in the composition of deposits toward foreign
currency deposits from 1994 to 1997. In addition, the domestic commercial banks that were
not subsidiaries of large foreign banks and had limited access to external financing, ran into

difficulties that led to their liquidation in 1999.
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28.  As the large fiscal imbalances were significantly corrected from 1994 to 1996, the
above pressures started to subside. In addition, some positive external shocks, including the
shift of Ethiopia’s transit trade to Djibouti and the increase in foreign miltitary, helped in
bringing some breathing space to the economy. In the end, the currency board could

* withstand the pressures that arose from the fiscal imbalances, probably because of the main

following reasons:

. The local banks, which are subsidiaries of large foreign banking groups bad steady
access to international financing. This access somewhat helped alleviate the liquidity
constraint that is imposed by the lack of a lender-of-last-resort, and can explain why
the dynamics of the balance of payments did not affect significantly the dynamics of
domestic credit.”’

. The central bank continued to maintain a high level of foreign assets to cover the
monetary base, in excess of the 100 percent requirement; since the central bank Jaw
does not allow the central bank of Djibouti to use the resources in excess of the
requirements, this excess coverage likely confributed to maintain confidence.

. The trade system remained fully open, without recourse to protective tariffs and non-
tariffs, and capital movement continued to be free, which has yielded a very high
level of openness. In these circumstances, Djibouti has always been a regional center

for services.

37 In the context of a CBA, the banks’ capacity to provide credit to the economy is predicated
on a steady flow of foreign currency; therefore, the country needs to run a current account
surplus and/or be the recipient of capital flows in the form of foreign direct investment.
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Table 11.4. Djibouti: Selected Economic Indicators, 1993-2002

{In percent of GDF; unless otherwise indicated)

1993 1994 1995 1996 1997 1998 1999 2000 200F 2002
Annual inflation {annual percent change) 44 65 49 35 25 22 20 24 18 06
Change in real GDP (in percent) 67 09 A5 41 07 01 22 07 19 26
Interest rate (average deposit rate) 27 39 52 36 36 39 38 45 29 1.2
Foreign reserves (in millions of U.S. dollars} 751 786 714 770 678 644 704 67.6 703 745
Forcign currency deposits (in millions of U.S. dollars)  134.4 123.6 156.9 139.7 146.6 140.9 145.7 142.5 148.3 ]78.5
Share of Foreign currency deposits
(in percent of total deposits) 539 49.0 581 59.2 629 62.0 6046 584 558 3574
Real effective exchange rate {index, 1990=100) 108.3 110.5 105.3 109.7 120.8 128.7 129.5 139.3 146.] 141.2
Real effective exchange rate (annual percent change) 72 20 47 42 W1 65 06 7.6 49 -3.4
Exports (in millions of U.S. doliars) 236.3 218.1 63.5 63.8 643 B0.6 909 1006 100.1 1054
Current account (including official transfers) 57 -75 34 33 -23 -06 -04 -72 43 62
Current account (excluding official transfers) -25.1 -20.9 -15.5 -14.8 -144 -15.1 -133 -18.0 -10.8 -13.7
Government debt .. 540 571 604 596 588 812 786 789
Total public sector external debt 57.1 599 533 576 630 655 628 669 652 668
Gross domestic expenditures 127.8 1221 1167 116.0 1151 116.1 1145 119.6 112.0 1150
Consumption Expenditure 1/ 1104 110.5 108.3 106.9 105.7 100.8 105.7 107.4 103.7 104.8
Central government 44,1 342 324 277 278 235 261 258 234 25.1
Nongovernment 662 763 759 792 719 773 7946 Bl.6 803 797
Investment 2/ 175 1.6 84 91 94 153 88 122 83 1lo0.2
Government 83 55 36 39 43 66 31 27 25 37
Nongovernment 3/ 92 61 48 52 51 86 57 96 58 6.5
Domestic savings -104 -10.5 -83 69 57 D8 57 -74 37 48
Government -137 -78 -64 -18 -38 -13 65 -57 -39 .57
Private 34 -27 -1% 51 -19 05 08 -1.7 02 09
Net current transfers and factor income 221 146 133 127 128 154 142 125 76 8.6
Net current iransfers 172 113 99 95 104 134 1192 96 354 69
Net factor income 49 34 35 32 24 21 23 29 22 18
National savings 4/ 1.8 41 50 58 7.1 146 84 51 39 38
Saving/Investment gap 5/ 57 75 34 33 23 -06 04 -72 -43 -64

Sources: Djibouti authorities; and Fund stafT estimates and projections.

1/ The high level of consurnption and negative domestic savings are permitted by large inflows of external grants.

2/ Equals gross capital formation.

3/ For 1998, data include imports of electricity generators equivalent to 2 percent of GDP. For 2000-2002,
data include investment in cement plant equivalent, on a cumulative basis, to 4 percent of GDP.
4/ National savings is defined as domestic savings plus net current transfers and factor income from abroad.
5/ The saving/investment gap corresponds to the external current account balance including current grants.
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Box 11.3: The Domestic Payment Arrears Problem

The significant rise in the level of domestic arrears can be traced back to the early 1990s after the
outbreak of the ethnic-based conflict in 1992, That year, the government ordered a general mebilization, which
led to the hiring of 12,000 additional military personnel. To finance these supplementary outlays, the
government introduced a patriotic contribution equivalent to a 10 percent levy on all salaries exceeding
DF 60,000 {around §338), expected to last one year. While this new tax contributed to the rise in the ratio of
revenue to GDP (up to 1.4 percentage points of GDP in 1992-93), the budget deficit, nonetheless, widened
significantly. In the face of rapidly diminishing external support, (which dropped from 6.6 percent of GDP in
1990 to 3.2 percent of GDP from 1993 to 94), and growing financing needs (which rose heavily during the
-same period from 2.1 percent of GDP to 8.5 percent of GDP), the government resorted to domestic financing
(rising by 8.3 percentage points of GDP from 1990 to 94). The government started by withdrawing its deposits
from the central bank as well as from commercial banks. When these deposits proved insufficient to cover the
growing needs of the government, the authorities resorted to nonbank sources, by forcing public enterprises to
make budget contributions, loans, and cash advances. With financial needs not yet fully covered, the
government stopped repaying the short-term certificates of deposit owned by public enterprises for a total
equivalent to 3 percent of GDP. By 1993, after the recourse to domestic financing became unsustainable, the
accumulation of domestic and external arrears on salaries, private suppliers, pension funds, and public
enterprises started to accelerate, leading to major financial imbalances and economic stagnation.

In June 2042, the government completed two audits of domestic paytnent arrears that were accumulated
throughout the 1990s. While the first exercise, which was sponsored by the European Union, covered claims
on the private sector, the second, undertaken with financial support from the World Bank, reviewed the
findings of the first audit, and extended the audit to cover the arrears payments on government salaries, claims
on and from public enterprises, and pension funds. For both audits, the cutoff year was 1996, since
documentation prior to this year was destroyed in the flooding of the treasury building that year.

These two audits enabled the Dfibouti government to validate an overall stock of domestic arrears
payments of DF 29 billion as of end-2000, of which: (i) DF 1.7 billion were to the private sector; (ii)

DF 7.7 billion on wages outstanding for FY1995, FY1997, and FY2000; and (iii) DF 19.5 biilion to
government agencies (including pension funds) and public enterprises. In line with the plan adopted in early
November 2002 by the government, these arrears are expected to be repaid over a period of 10 years. The plan
established clear priorities for repayments to the creditors whose claims were validated using three key
principles, namely (i) the financial situation of the creditors whose claims were validated; (ii) the propensity to
reinvest cash to be received into the domestic economic system; and (iii) the capacity of the beneficiary to
engage in poverty-reduction activities. Consistent with these principles, private suppliers topped the list of
claimants, followed by the civil servants, the pension funds, and finally the public enterprises. In the case of the
civil servants, the plan calls for the repayment of an amount equivalent to one full month’s salary per year.
Regarding the pension funds, the repayment plan takes into account their cash requirements for meeting their
pension obligations to those eligible for retirement. The same approach of repayment on a need basis only was
retained for public enterprises, so that clearing of arrears to these institutions will be made once their liquidity

needs are identified through financial audits.

IV. THE PATH FOR FUTURE Fi1SCAL CONSOLIDATION

29.  Looking ahead, a critical issue is whether the authorities will pursue fiscal
consolidation in a steady fashion in light of pressures on the government to increase
spending to implement its poverty reduction strategy and restore external
competitiveness. There are grounds for optimism but also serious reasons for caution. On the
positive side, first, the authorities now have, at their disposal, a full array of instruments and -
regulations to help them prioritize, monitor, and control public spending. Second, there is an
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urgent need for the government to maintain the momentum for expenditure restraint to free
resources to clear domestic arrears, help restore the government’s financial credibility, and
revive economic growth. Finally, partners who support Djibouti’s reform program and are
expected to provide funding for the poverty alleviation strategy press for more fiscal
transparency. On the downside, the weak institutional and managerial capacity may hamper
efforts to fully take advantage of all the reforms introduced so far regarding public
expenditure management. In addition, pelitical pressures are building to relax fiscal
discipline. These pressures occurred in the run up to and after the January 2003 Jegislative
elections, which the governing coalition won by a modest margin, and are increasing in the
perspective of the presidential election of May 2005. This nsk is compounded by the general
feeling within government circles that financial easiness is fueled by the securing of
additional resources from military cooperation (resources equivalent to 4.5 percent of GDP
as an annual basis for the next few years)*® and the reemergence of the strategic importance

of Djibouti for some major donors.

30.  Fiscal consolidation could be sustained further frem the introduction of the
remaining fiscal reforms on the agenda on both the tax and expenditure sides.
Additional spending cuts, other than the wage bill, are not desirable at this stage; in fact,
more capital spending in line with the implementation capacity of the country is expected in
order to implement the government’s poverty reduction strategy.

31.  Despite the progress Djibouti has made so far in improving its tax system,
strengthening budget procedures, and enhancing transparency in government finance, there
are still some weaknesses in both the tax and spending areas. The tax system (Box 11.4)
remains distorted and fragile, as evidenced by (i) the heavy reliance on direct taxation, (i1} a
tax base eroded by a web of exemptions; (iii) a distorted taxation on consumption; and

(iv) weak tax administration, On the spending side, the reorganization of the ministry of
finance to facilitate budget preparation executions and control, while giving line ministries
greater autonomy to initiate expenditures, has yet to be completed. Furthermore, the reforms
introduced need to be fully implemented so that they can produce the expected positive

impact on spending.

32. The implementation of additional reforms would most probably help Djibouti

(i) strengthen the fiscal consolidation gains made so far; (i1) maintain fiscal discipline in the
face of expenditure pressures arising from poverty reduction policy actions and political
pressures; (iii) further reduce the stock of domestic payment arrears; (iv) build a more
rational tax structure that generates more revenue from consumption; and (v) reorient the

38 These resources will be provided by France under a revised fiscal regime applicable to its
- armed forces stationed in Djibouti and by the United States for the recent lease of military

factlities.
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composition of expenditure by reducing the wage bill and allocating more resources to
priority sectors to improve the quality and efficiency of public services and reduce poverty.*

Figure I1.1 Djibouti and Comparator Countries, 1990-2002
{In percent of GDP)

Tetal Revenues Excluding Grants Total Grants Received
eceiw
14.{)}

25.0 120
200 ? 100
E % 80
15,0+ H H
di 1. 6.0
100 £ :
0 gf 401
i
50 E ,,E* 1 20
I i E t§

0.0 E L h i 3 J ] 3 1 070 * t 13 J
1990 1692 1994 1996 1998 2000 2002 1990 1992 1994 1998 1998 2000 2002
B Africa & Sub-Saharan Africa B Djibouti B Africa [ Sub-Szharan Africa D Small states W Djibouti

Tota] Expenditures Wage Bill
60.0 300
50.0f 25.0
40.0 200
30,00 15.0
200 100
10.0 5.0
0'0190 1992 1994 199 1998 2000 202 0‘01990 1992 1994 1996 1998 2000 2

B Africa BSub-Saharan Africa O Small states W Djibouti B Africa B Sub-Saharan Africa D Small states B Djibouti

Sources: World Bank, World Development Indicators 2002 ; GFS; WETA; WEO; and Fund staff estimates.

3% Compared with other sub-Saharan African countries, Djibouti has a higher level of
budgetary revenue by about 3 percent of GDP in 2000-2002 and receives larger external
grants, but its central government spends 4.6 percent more of its GDP, and maintains a wage
bill twice as large see (Figure I1.1 and Table I1.5).
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Box. I1.4. The Tax System

Direct Taxes

Individual income taxes
Revenue from individual income taxes represented about 4.4 percent of GDP (21 percent of total

revenue) in 2002. Since the reform of 2001, this tax is a progressive monthly levy on a combined income
derived from all wages, benefits in cash, pensions pad in Djibouti, as well as the patriotic contribution. The
tax is payable by the employee who now files under a new self-assessment system. The various marginal tax
rates are as follows: 2 percent (DF 0-DF 300,000); 15 percent (DF 30,000-DF 50,000); 18 percent

(DF 50,000-DF150,000}; 20 percent (DF 150,600-DF 600,000); and 30 percent (over DF 600,000).

Corporate taxes
Corporate income taxes amounted to 3.9 percent of GDP (18 percent of total revenue) in 2002,

Corporate taxes comprise the following four categories: the business lJump sum tax; tax on professional
earnings; taxes on business profits of individunals; and company profits tax, and a miner tax on real estate
capital gains. All natural or legal persons exercising handicraft, commercial, or industrial activities or liberal
professions are subject to a tax of 1 percent of turnover that would not exceed DF 120,000. Net profits up to
DF 600,00 made by professionals or the remuneration of business operators who have a controlling interest
in their companies are subject to a 25 percent tax. The same rate applies to net annual profits generated by
unincorporated industrial, commercial, or craft enterprises, and also to profits made by joint stock
companies, cooperatives, and partnerships (including government-owned enterprises, mixed economy
enterprises, and industrial or commercial public enterprises. A 5 percent tax is levied on rea) estates or jand
transactions. As part of its agenda to simplify the tax system along the line of a rational scheduler tax
system, the authorities intend to merge, during 2003, all these taxes and, instead, put in place one synthetic

tax.

Property taxes
Property tax revenue amounted to 0.6 percent of GDP in 2002 (2.9 percent of total revenue). Property

taxes are levied on real ¢state operations, including transfers of property, and land registration.

Indirect taxes

Domestic sales tax
Domestic sales tax represenied 6.9 percent of GDP (63 percent of total revenue), of which

1 percentage points of GDP is derived from oil products. The rest comes from taxation on khat, tobacco,
alcohol, and other products). This tax is levied on all goods imported into and consumed in Djibouti. There
are three standard rates 10, 20, and 33 percent. Some particular products like dairy products, fruit juices,
toiletries, and perfumes are subject to a specific tax,

Excise taxes
Excise taxes amounted to 4 percent of GDP (37 percent of total revenue). Excise taxes are levied on

khat, tobacco, alcoholic beverages, oil products, and other goods. The tax rate on champagne and brandies is
160 percent of c.i.f. value, and that on tobacco is 27 percent. Table wines are subject to a specific tax of DF
100 per liter, other alcoholic beverages DF 4,700 per liter, regular and premium gasoline DF 90 per liter,

and khat DF 561 per kilogram gross weight.

Other taxes
Tax on car registration as well as stamps issued for government transactions amounted to 0.9 percent

of GDP (9.7 percent of total revenue) in 2002.

Nontax revenue
Nontax revenupe amounted to 2.4 percent of GDF (26.9 percent of tota) revenue), This mcluded user

fees on oil (1.1 percent of GDP), administrative fees and charges (0.7 percent of GDP), dividend payments
from public enterprises (0.2 percent of GDP), rental proceeds for government housing and ]and {1 percent of
GDP), and sale of government property {0.2 percent of GDP).
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Strengthening tax administration

33.  Djibouti will need to build further on the reforms already implemented and step
up efforts to modernize its tax system, broaden its domestic tax base, and increase its
efficiency. Of particular importance is the need to complete the move to a full self-
assessment system by putting into place a single tax on professional profits that would unify
all the current taxes on profits,*’ as well as a single tax on real and financial assets. A self-
assessment tax system wil] allow prompt payment by taxpayers with limited intervention
from the tax administration. Together with this move to full self-assessment, Djibouti needs
to gradually eliminate the flat rate tax on businesses.

Table IL5 Dyjibouti and Comparater Countries: Fiscal Indicators, 1990-2002 1/

{In percent of GDP)

1990 1991 1992 1953 1994 1995 1996 1997 1998 1999 2000 2001 2002

Total revenues including grants

Africa 232 228 227 223 228 232 233 237 23.0 243 266 261 256
Sub-Saharan Africa 2/ 20.1 203 207 200 213 217 217 221 21.2 216 232 231 235
Small states 3/ 358 355 343 ¥4 325 330 319 327 323  31.% 338 330 3238
Djibouti 379 377 404 396 365 311 306 310 342 309 310 282 294
Total revenues exciuding grants
Africa 225 221 z1.8 215 220 223 226 229 221 234 258 251 246
Sub-Saharan Africa 2/ 183 186 185 18] 189 190 196 199 189 193 210 205 207
Small states 3/
Djibouti 258 256 264 287 293 201 288 272 254 135 244 233 235
Total prants
Aftica 07 0.7 0.8 08 8 0.8 0.7 0.8 09 09 03 1.0 1]
Sub-Saharan Africa 2/ 1.7 1.7 22 21 24 26 21 2.1 22 24 22 26 217
Small states 3/ 37 39 24 19 21 20 22 21 1.9 26 24 3z 59
Djibouti 12.1 12.0 13.9 11.0 7.2 2.0 1.8 3.8 89 7.4 6.6 50 59
Total expenditures
Africa 273 284 290 300 278 27.3 26.0 26.6 267 215 276 278 283
Sub-Saharan Africa 2/ 286 302 294 277 269 266 252 259 248 2601 264 258 260
Small states 3/ 404 396 402 386 371 374 367 311 375 368 373 375 376
Diibouti 452 406 518 526 476 398 345 353 333 331 328 297 329
Wage bili
Africa 6.8 1.7 7.4 7.8 6.7 6.6 6.3 6.8 6.7 69 69 6.9 6.9
Sub-Saharan Africa 2/ 72 83 75 73 64 6.4 6.0 6.6 6.2 6.5 6.5 63 6.3
Smmall states 3/ 9.9 97 104 140 138 134 139 140 140 145 146 1720 159
Djibouti 188 186 233 243 240 242 208 22¢ 164 154 149 145 140

Sources: World Bank, World Development Indicators 2002 ; GES, WETA, WEOQ, and IMF staff estimates.

17 As of September 2002 for Africa and Sub-Saharan Africa
2/ Sub-Saharan Africa group excludes Algeria, Morocco, Nigeria, South Africa, and Tunisia .
3/ Smal} states are IMF members with population of less than one million.

34.  Moreover, there is a need to (i) simplify and rationalize the tax exemptions and the
various preferential tax systems in place (Box II.4); (ii) target tax exemptions that could take
the form of an accelerated amortization of real assets instead of temporary tax exemptions;
(iii) monitor closely enterprises which benefit from these exemptions in order to ensure full
compliance; and (1v) entrust one authonty—namely the ministry of finance-—to grant and
withdraw exemptions.At the same time, to provide a solid foundation for this self-assessment

* This reform must be accompanied by a full simplification of the amortization schedules
relating to the commercial and industrial profits.
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system, Djiboutt needs to strengthen tax controls and put in place an effective system for
identification of tax delinquents as well as strengthened procedures to collect tax arrears.
Furthermore, the authonties should strengthen their fiscal andit to cover the full range of
taxes, and reinforce their verification unit to conduct on-site visits and recoveries.

35.  The extension of the domestic tax base is another area for further reform.
Currently, revenue from direct taxation represents about 40 percent of total budgetary
revenue, compared with an unweighted average in Sub-5aharan Africa of 23.2 percent of tax
revenue. This highlights the need for the government to restructure the entire tax system and
shift away from taxing income and production and move toward taxing more consumption.
The pillar of any upcoming tax reform should be the introduction of a value added tax
(VAT), together with customs duties in line with the external tariff adopted by the COMESA
(Common Market for Eastern and Southern Africa).¥!

36.  The authorities are planning to introduce a VAT by January 2006, a move expected to
improve the efficiency of the tax system. The system could be further strengthened if
Djibouti uses this opportunity to review the buoyancy of other indirect taxes such as the
excises on tobacco and alcohol. A critical step toward introducing a VAT will be the
integration of the tax management, control, and recovery functions into a single unit.

Improving public expenditure management

37. On the expenditure side, the anthorities ought to be able to achieve the
reorganization of the ministry of economy and finance so as to establish the adequate
institutional framework needed to restore the budget preparation function and
eliminate redundancies in the area of budgetary control.™ Furthermore, this -
reorganization will help the transfer of expenditure authorizations to line ministries that have
the necessary staff and administrative capacity before extending it to other ministries.*

Changing the structure of spending

38.  Another challenge is to ensure that public expenditures in the years ahead are
fully consistent with the priorities expressed in the Poverty Reduction Strategy Paper
(PRSP). This means that (1) more resources are allocated to social sectors; (ii) a clear
prioritization is introduced among the numerous poverty-reducing projects; and (iii) a
reliable tracking mechanism is established to monitor the implementation of the PRSP-

*I Domestic consumption tax represents about 63 percent of total indirect tax revenue, while
the excise tax on khat amounts to about 20 percent; the share of excise tax on petroleum is

4 percent. The remainder (13 percent) is represented by various excise taxes on alcohol,
tobacco, mineral water, and fruit juices.

2 A critical step toward fully implementing this reorganization is to adopt and implement the -
application decree, a draft of which was prepared by an IMF resident expert.

* In the meantime, the staff of other ministries will benefit from a training program aimed at
familiarizing them with the new budgetary procedures in a new environment.
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induced investment program. For that purpose, Djibouti should conduct without delay a
Public Expenditure Review (PER) to analyze the pattern and evolution of public
expenditures, and recommend ways to improve their impact on poverty reduction. The PER
should first focus on three critical sectors, namely education, health, and water supply. At the
same time, the PER should evaluate Djibouti's institutional capacity to implement the poverty
reduction programs included in the PRSP and recommend measures for raising that capacity.
It is already clear, however, that the authorities will need to further lower the wage bill
without compromising the quality of services. The government wage bill (Box I1.6), whose
share of GDP is one of the highest in Africa, couid be reduced significantly through the
steady pursuit of demobilization of the military and the retirement of civil servants.

Box I1.5. The Tax Incentive System for Private Investment

Simplifying and rationalizing the various tax exemption systems is essential for expanding
the tax base. Currently, there are five exemption systems: the Investement code (1C); the
Regime of the Djibouti Free Trade Zone (RDFZ); the Business Corporations of the Free Trade
Zone (BCFZ): the Regime of the Free Zone Enterprises (RFZE); and the Industrial Free Trade
Zone (IFTZ). These different systems, which govern all investment projects by Djibouti
nationals and foreigners, provide a complex set of generous privileges.

The Investement code for example provides significant tax breaks for private entrepreneurs
investing up to DF 50 miilion ($280,000). They are exempt from the business tax as well as the
general consumption tax for as long as they operate their firm. If the investment exceeds DF 50
million, the entrepreneur 1s exempt from the business tax, the property tax, and the profit tax for
a period of 10 years. Under the regime of the business corporations of the free trade zone regime,
the entrepreneurs are fully exempt from any taxation.

The exemptions introduce discriminatory treatment against domestic producers. These
exemptions benefit from 1,500 to 2,000 small entrepreneurs. They are complicated and lack total
transparency. They are alse awarded to entrepreneurs on a discretionary basis by various

government agencies.

The government is preparing a new investment code. The review of the investment incentives
aims at providing a legal framework for private investment which is transparent, simple, and
investor-friendly. A new investment code will lay out the technical and institutional aspects
facilitating private investment in Djibouti. Fiscal incentives, which will remain in effect afier the
full simplification, rationalization, and merger of all previous systems, will be incorporated in
the tax code. In line with the new investment code, the National Agency for Promoting
Investment (Agence Nationale pour la Promotion des Investissements) will be in charge of
authorizing requests for tax privileges for new private investments.

Mayjor revisions to past practices should include the elimination of the exemption on the
consumption tax on capital equipment and imports of raw materials, which would both be
replaced by a reduced 3 percent rate, and a reduction of the tax holiday on the business tax
(patentes) and profit tax from 10 to 5 years.

Under the new regime of the investment code, the monitoring of tax holidays would be
under the authority of the directorate of revenue. Should an investor be found not complying
with the terms of the tax holidays, the directorate of revenue will have the authority to suspend
all privileges and request collection of back taxes due, and the national commission for
investments would withdraw the investment license.
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Box 11.6. The Government Wage Bill

In the early 1990s, the public wage bill' represented on average 19 percent of GDP before
rising to around 24 percent of GDP during the period 1993-95, mainly as a resuit of the
mobilization of security personnel in the face of ethnic strife. This trend started being reversed in
1995, and the government wage bill was reduced (from 24.2 percent of GDP in 1995 to

16.4 percent of GDP in 1998), on account of several measures introduced during that period,
including the partial demobilization of 1,500 sojdiers, the elimination of irregularities in
employment and cash allowance surveys, the cutback in benefits and salaries of embassy
personnel, and the elimination of overtime work.

The expenditure curtailments, a major component of Djibouti’s stabilization efforts since
1996, have been instrumental in bringing down the share of wages and salaries in GDP to
14 percent by 2002. While this share is slightly less than the 15.9 percent prevailing in some
small states, it, nevertheless, exceeds significantly the share of about 6.9 percent for Africaasa
whole and 6 percent for sub-Saharan Africa.

Even considening measures taken so far, including the 10 percent cut in nominal wages cxceeding
DF 80,000 per month in 1998, the wage bill still represents 48 percent of current spending,
absorbs almost 60 percent of total revenue, and is equivalent to total exports of the country. With
virtually no room for spending restraint on other non-wage aggregates, policy actions on the wage
bill are crucial steps in allowing reallocation of spending in favor of priority social sectors; and
maintaining control of the public finances in Djibouti,

"The public wage bill includes salaries for employees of the central government as well as those of
institutions like the universities, the constitutional council, the ombudsman’s office, and the

national assembly.

V. MEDIUM-TERM FISCAL SUSTAINABILITY 4
A. Medivm-Term QOutlook

39. Over the next five to ten years, increasing pressure on government expenditure
will arise from, inter alia, the cost of public enterprise reforms, the infrastructure
investment needed to boost productivity and restore external competitiveness, and
poverty alleviation actions. These pressures for more outlays will take place against the
background of commitments under international trade agreements to restructure external

* The assessment of fiscal sustainability and vulnerability of Djibouti will be limited in
coverage and does not take into account the risks that could be posed by adverse future
economic and financial outcomes. The analysis will focus only on debt, and will not cover
contingent assets and liabilities and other components of the public balance sheet, if any.
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tariffs’45 Wthh at beSt are expeCted Figure ]1.2 Domestic and External Government Financing, 1990- 2002
to be revenue neutral. At the same (In percent of GOP)

time, the authorities intend to pursue
expenditure management and
revenue reforms to strengthen fiscal
transparency. In this context,
Djibouti will need to prudently
manage its public finances in order
to maintain fiscal sustainability and
as a necessary {(but not sufficient
Conditlon) to pIOtQCt’ the lntcgrlty Of 1996 1991 1992 1993 1994 1985 1996 1997 1998 1993 .NO‘J 2001 2002
the currency board arrangement. The Sourees: Dfivo Auheride; and P maff et

sustainability of the medium-term

fiscal program 1s a challenge for the

government; in other words, it is important to examine conditions needed for stabilizing the

total government debt-to-GDP ratio over the medium term at a levei consistent W1th the
government’s fiscal priorities and with macroeconomic stability.*®

Tkl fmancing

- = Bank financing
—8— Hon bank finsnting i
~— »— External financing

40.  Anassessment of the current situation reveals that while fiscal policy is conservative,
the debt level remains high, particularly the domestic component. Fiscal impulse analysis
shows that since 1998, the fiscal stance has been tight. As a result, the net external financing
of the central government fiscal deficit during the period 1998-2002 was reduced by

1.5 percent of GDP, compared with an average of 2.3 percent of GDP from 1994 to 1997
(Figure I1.2). Total public external debt stands at $396 million (67 percent of GDP) at end-
2002, one of the highest ratios among developing countries (Table 5), of which government
external debt represents 51 percent of GDP. More worrisome 1s the stock of domestic debt,
mostly on account of arrears, which amounted to about 28 percent of GDP at end-2002. In
line with the plan adopted in October 2002, the government intends to make annual payments
of DF 2.5 billion over a pericd of 10 years beginning in 2003 so as to clear the entire stock of

validated domestic payment arrears.

** In the context of commitments under the COMESA regional trade arrangement, Djibouti is
expected to introduce a common external tariff as of January 2004. 1t is likely, however, that
Djibouti will request a delay for implementating this reform.

*€ The analysis would have taken into consideration total public sector debt, but this was
impossible since no consolidated data on public sector accounts were available.
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Table II.6. Djibouti: Ratios of External Indebtedness of Developing Countries, 1995-2002

(In percent of GDP)

1995 1996 1997 1998 1999 2000 2001 2002

Developing countries 41.5 394 387 435 447 40.6  40.1 40.9

Regional groups

Africa 72.1 677 63.5 65.9 65.5 63.0 61.0 593

Sub-Sahara 72.1 68.7 64.2 67.6 68.2 67.0 66.1 63.5
Developing Asia 326 311 325 370 341 307 299 27.4

Excluding China and India 525 514 59.1 R4.7 72.2 65.4 65.4 57.7
Middle East and Turkey 58.5 55.5 54.8 630 62.5 59.2 61.2 62.7
Western Hermsphere 369 35.5 337 37.9 44.3 387 38.9 453
Diibouti 533 57.6 63.0 65.5 62.8 66.9 65.2 66.8

Source: WEQ, September 2003,

41,  The medium-term fiscal sustainability’’ for Djibouti was assessed on the basis of
the most recent medium-term fiscal framework for the period 2003—08. This medium-
term fiscal framework, which was updated in July 2003, is based on the latest WEO
projections and reflects policy actions already taken by the authorities or assumptions about
those measures expected to be introduced on the revenue, expenditure, and financing side. It
was also revised to include additional resources expected from bilateral donors, as well as
new spending envisaged by the autherities in the context of their poverty reduction strategy.
The additional revenue is equivalent to 4.5 percent of GDP on an annual basis (sec section
IV). On the expenditure side, the decline in current outlays—notwithstanding additional
spending on soctial sectors—expected essentially from a reduction of the wage bill (through
the pursuit of demobilization and retirement programs), and rationalization of expenditure in
goods and services, will be partially offset by a significant rise in domestically-financed
capital spending linked to the implementation of the government’s poverty reduction
investment program. On account of all these elements, total spending is expected to reach
almost 34 percent of GDP by 2008, up from 32 percent of GDP in 2002. In line with the plan
adopted in October 2002, the government is also expected to honor its commitments to
creditors whose claims in arrears were validated; thus clearance repayments of domestic
arrears, representing on average 2 percent of GDP per year, are factored in the medium-term
fiscal program. On the financing side, the projected level of external disbursements

(3 percentage points of GDP on an annual basis from 2003 to 2008) represents mainly project
aid expected to be mobilized in support of the government’s poverty reduction investment

47 Fiscal sustainability is defined as the fiscal position that maintains debt at a level that can
be serviced without an undue burden of adjustment.
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program.*® Table I1.7 presents the medium-term baseline scenario for the central government

fiscal accounts.

Table I1.7. Dyjibouti: Central Government Financial Operations, 2002--08

(In percent of GDP)
2002 2003 2004 2005 2006 2007 2008
Rev. Proj.
Revenues and grants 294 345 337 334 315 320 313
Total revenue 235 27.7 27.3 26.8 260 254 251
Fiscal revenue ) 21.1 228 224 21.8 21.2 20.7 20.3
Direct taxes 93 94 2 8.9 8.6 8.2 8.0
Indirect taxes 11.7 134 132 12.9 126 124 123
Non tax receipls 2.4 4.8 4.9 4.9 4.9 4.7 4.8
Official grams 59 69 6.4 6.6 55 6.6 6.2
Total expenditre 129 356 363 36.4 34.7 339 334
Current expenditure 192 312 291 279 266 25.7 252
Wages and salaries 1/ 14.0 139 129 122 11.5 10.8 10.0
Malerials 6.2 6.9 63 5.3 4.9 4.0 43
Maintenance 0.6 0.6 0.6 0.6 0.6 0.6 0.6
Transfers 39 39 36 34 31 29 2.7
Interest 02 0.6 0.5 0.5 04 04 0.4
Foreign-financed development programs 3.6 4.5 15 3.2 27 2.2 2.0
Incremental social programs 0.7 07 I6 23 28 37 4.3
Recurrent charges 0.0 02 0.3 0.5 0.6 0.6 09
Investment expenditure 37 4.3 7.1 8.5 8.1 8.1 8.1
Domestically-financed 0.6 1.7 0.5 0.5 0.5 0.7 1.0
Foreign-financed 1.2 27 6.6 8.0 7.6 74 71
Overall balance (payment-order basis, including grants} -35 =10 25 -3.1 -3.2. -l.9 2.0
Change in arrears (cash payments = -) -0.7 29 24 20 -1.9 -1.8 -1.7
Overall balance (cash basis) -4.2 -39 -49 -5.1 =51 -3.7 -37
Financing 42 39 28 27 26 23 2.5
Domestic financing 1.5 07 -0.3 0.4 04 0.5 0.3
Bank financing 1.5 0.7 -0.3 -{1.4 0.4 1.5 -0.3
Non bank financing 0.0 00 0.0 0.0 0.0 0.0 0.0
External financing net 27 32 kR 30 31 29 2.8
Disbhursements 13 ER 36 15 35 13 .2
Amortization payments 0.6 -0.6 0.5 0.5 -0.5 £0.5 0.4
Financing gap 2.1 24 25 14 1.2
Orverall balance before grants (payment-order ) 9.4 -19 -8.9 9.7 -8.6 -84 -8.3
Overall balance before grants (cash basis) -10.1 -10.8 -11.3 -11.7 -10.6 -10.2 -9.9
Sources: Djibouti authorities; and Fund staff estimates and projections.
1/ Includes severance payments to military personnel being demobilized.
42, The medium-term fiscal framework is anchored in a baseline scenario that

assumes an (i) average real GDP growth rate of 3.8 percent a year over the period

200308, and (ii) real interest rate of about half of 1 percent. The medium-term growth

“8 It is assumed that 30 percent of this additional aid will be in the form of grants, consistent

with the current structure of project aid to Djibouti.
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assumption of 3.8 percent exceeds the growth performance recorded since 1991.
Construction of a new modern port in Doraleh (near the capital city) and the gradual increase
in public investment in support of the government’s poverty reduction strategy are expected
to be the main forces behind this growth target. However, there 1s a nisk that the local
capacity constraints may slow the implementation of the port project and the public
investment program.

Table I1.8. Djibouti: Mimimum Prnimary Balance Required
to Maintain the Government Debt to GDP Ratio Constant

(In percent of GDP)
Real Interest on Public Debt Real GDP Growth Rate

1.0 3.0 4,0 50 7.0
-1.0 -1.6 -3.1 -3.9 4.7 -6.3
1.0 0.0 -1.6 -2.4 -3.1 4.7
3.0 1.6 0.0 0.8 -1.6 -3
5.0 3t 16 0.8 0.0 -1.6
7.0 47 3.1 24 1.6 0.0
10.0 7.1 5.5 47 38 2.4

Source; Fund staff estimates.

B. Assessing Fiscal Sustainability

43.  The government-debt-to-GDP ratio, which deteriorated sharply in 2000, has since
improved slightly, and reached 78.9 percent at end-2002, a level that is still high, in
comparison with other developing countries. In the context of its poverty reduction strategy,
Djibouti intends to implement an ambitious investment program, which is not yet fully
funded; it is assumed that the autherities will borrow up to 70 percent of the additional
resources needed to cover the program in full,* '

44.  While this will put pressure on the fiscal accounts, the ratio of government-debt-
to-GDP ratio is expected to fall steadily, nevertheless, over the medium-term period to
reach 61.1 percent of GDP by 2008. This would mainly reflect a decline in domestic debt
consistent with the implementation of the plan for clearing domestic arrears. Debt indicators
derived from the latter are summarized in Table I1.9 and Figure I1.3.

% The structure of financing could be revisited as the poverty reduction strategy is
implemented and the donors’ support tested.
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Table 11.9. Indicators of Government Debt Sustainability, 2002-08

2002 2003 2004 2003 2006 2007 2008

Exports of goods and services {in percem of GDF) 461 488 490 490 486 474 4638
Interest payments (as a percent of exports of goods and services) 049 113 098 092 084 0380 075
Debt service to exports {in percent) 15 25 2.2 23 2.4 21 25
Government debt (i percent of GDFP) 789 751 72.7 0.2 674 64.2 6}.1
Government debt (as a percent of exports of poods and services) 171.0 1539 1484 1433 1385 1354 1305
Government debt to broad money {in percent) 1268 1153 1116 1077 1034 985 937

Sources: DYjibouti authonties and Fund stafl estimates and projections.

45,  The positive government debt profile over the medium term 1n the baseline scenario
is due in large part to the assumptions on real GDP growth and real interest rate (of

3.8 percent a year on average and half a percentage point, respectively). As discussed before,
the projected growth is much stranger than historical standards. The low real interest reflects
the fact that the government is not servicing any interest on its domestic debt (1.e., domestic
arrears). And assumes that the government will continue to seek concessional external
financing. Under these conditions, the government could record primary fiscal deficits of up
to 2.4 percent of GDP while keeping the government debt to GDP ratio stable (Table 8).%>"
Should real GDP growth and real interest rate not be as favorable, this would require from
Djibouti to achieve much improved primary fiscal balances from the historical average of a
5 percent of GDP deficit in the last decade in order to maintain fiscal sustainability.

C. Sensitivity Apalysis on Government Debt

| Figure 11.3. Indicators of Government Debt Sustainability,
; 2002-08
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{ Sources: Djibouti authorities; and Fund staff estimates and projections.

30 Taking 2001 as the base year, Table I1.8 simulates the minimum required primary balance
for various combinations of real GDP growth rates and real interest rates on government debt
to keep the government debt-to-GDP ratio constant.
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The sensitivity analysis assesses shocks arising from lower growth {at historical

average plus two standard deviations in 2003 and 2004), real interest rates (at historical
average plus two standard deviations in 2003 and 2004), and primary balance (at historical
average minus two standard deviations in 2003 and 2004).

] Figure I1.4. Government Debt Sustainability Stress Tests, 2002-08
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47. Accordingly, the sensitivity
analysis indicates that the projection
is most sensitive to a deviation in the
primary balance (Table I1.10 and
Figure 11.4). In the case of higher
primary deficits, the government -debt-
to-GDP would be 21 percent higher by
2006 than in the baseline. In the case
of a GDP shock, the government debt-
to-GDP ratio would be 15 percent
higher. When setting real GDP growth,
real interest rate, and the primary
balance at their historical values, the

government debt ratio would increase significantly to reach 97 percent in 2008, that is

36 percent higher than in the baseline scenario. All these results underscore the vulnerability
of the fiscal accounts as government debt ratios would determine significantly and become
unsustainable in the event of adverse shocks. This points to the need for the authorities to
stand ready to introduce measures aimed at maintaining macroeconomic stability and
sustaining strong economic growth in order to prevent fiscal deterioration. It wiil also be
imperative that the authorities continue to adopt a very prudent external borrowing stance
and seek only concessional external financing.

Table I1.10. Government Debt Sustainability, 200208

{Government debt in percent of GDP)

2002 2003 2004 2605 2006 2007 2008
Baseline 789 751 727 702 674 642 6l.1
Growth rate shock 789 831 892 B6S 835 797 760
Interest rate shock 789 755 734 709 680 648 616
Primary balance 78.9 897 996 959 918 R12 826
Real GDP growth, real interest rate,
and primary balance 78.7 824 881 933 984 994 1004

Source: Fund staff projections. .



- 68 -

VI. CONCLUSION

48.  Three main lessons can be drawn from the analysis above: (1) Djibouti managed to
significantly improve its fiscal position since 1994 mainly through a reduction in spending.
.However, progress toward fiscal sustainability could not promote economic growth, as
usually believed, because of remaining structural rigidities; but the dynamics of sustainable
economic growth were not fully unlocked mainly because of the Jack of flexibility in the
labor market and an unfriendly business environment; (ii) fiscal reforms, (including
simplifying the exemptions systems, introducing a VAT and further strengthening of
expenditure management) should be pursued to provide the foundation for continued
macroeconomic stability, which is a necessary (but not sufficient) condition for achieving
higher sustained economic growth; and (iii) in order to reduce the government debt-to-GDP
ratio as planned, the authorities will need to maintain a stronger fiscal balance than in the
past, implement policies to achieve higher economic growth, and continue to adopt a very
prudent externa] borrowing stance (including by seaking only concessional external

financing).
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Da1BouT1: HISTORICAL OVERVIEW OF FISCAL ADJUSTMENT
1. TIRST PHASE OF FISCAL ADJUSTMENT: 199495

1. The period from 1994 to 1995 was a turning point in the path to financial stabilization
during which the authorities resolved to reverse the decline in the economic and financial
structure. The government tightened fiscal policy between 1994 and 1995, and set ambitious
targets in terms of fiscal adjustment. The key objective was to bring down the fiscal deficit
by almost 10 percentage points of GDP (down from 13 percent of GDP) through various
revenue-enhancing and cost-cutting measures projected, which were, at that time, equivalent
to 5.2 and 4.8 percent of GDP, respectively.

2. In the 1994 budget, the targeted reduction in the fiscal deficit was based on an
increase in revenue equivalent to 3.2 percentage points of GDP, and a reduction in
expenditures of 2.9 percentage points of GDP. Revenue measures included (i) raising taxes
on salanes (by 3 to 5 percentage points) and profit taxation (by 5 percent to 25 percent), and
(11) raising the maximum “domestic consumption tax” rate (from 30 to 33 percent) and the
surtax on petroleum products (ranging, in percent of oil prices, from 4.4 percent for diesel
fuel to 20.8 percent for regular gasoline). Spending measures comprised a reduction in
outlays on goods and services and transfers, and containment of personnel expenses
(including through a partial demobilization of 1,500 military personnel out of a total of some
15,000 who were hired during the civil conflict in the early 1990s).

3. These policy actions were instrumental in reducing the deficit, but to a much smaller
extent than envisaged, of about 2 percentage points of GDP. Thus, the fiscal situation still
remained critical, prompting the authorities to introduce another series of corrective measures in
the context of the 1995 budget. The revenue measures included (i) an increase in excise taxation
on khat (DF 34 million}; (ii) a rise in the patriotic contribution rate (additiona!l tax levied on
wages since the civi] conflict) from 8 percent to 15 percent (DF 234 million); (iii) payment, by
civil servants benefiting from free housing, of 20 percent of the market rental value

(DF 64 million); and (iv) additional contributions and dividends from public enterprises

(DF 374 million). The expenditure measures included 2 60 percent reduction in the benefits
paid to all employees on the budget payroll (DF 380 million); and a cutback in outlays on goods

and services (DF 30 million).

4. The overall objective was partiaily achieved as the fiscal deficit was cut by more than
4 percentage points of GDP in 1995. Revenue did not make any marked contribution because
of the unfavorable economic environment characterized by a fall in activity in the transports,
telecommunications, water, and electricity sectors. By and large, the fiscal deficit
adjustment, therefore, resulted from a sharp drop in expenditures on military and civilian
goods and services, reflecting the cessation of hostilities and spending culs imposed by

! The revenue measures remained broadly ineffective in the face of import compression and
the closure of 100 bars, which negatively affected the collection of hicense revenue (shortfall

of DF 300 million). :
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unpaid suppliers, as well as cost-saving administrative decisions adopted in the course of the
2
year.

Djibouti: Total Grants 1990-95

(In percent of GDP)

0 5 i
1990 1991 1992 1993

1995

Sources: Djibouti Authorities; and Fund staff estimates.

5. Still, the deficit remained too large to be covered by external-financing in a context
where external grants were dwindling.3 Given the domestic financing constraints imposed by
the currency board, and the depletion of the government’s own deposits with commercial
banks, the authorities resorted again to imposing large transfers from public enterprises, and
a further accumulation of domestic and external arrears, thus raising the stock of arrears and
domestic debt by end-1995 to an estimated total of DF 26.6 billion (30 percent of GDP),
Furthermore, the structure of expenditures remained unbalanced, with wage outlays
representing 24 percent of GDP while domestically-financed investment accounted for less

than 1 percent of GDP.

2 The decisions made in the context of the revised finance law included, inter alia, the
suppression of two ministries (planning and port), the closure of three embassies (Brussels,
Natrobi, and Tunis), the reduction in personnel in the remaining eleven embassies, and the
cut back of 750 employees from the civil service,

3 The main sources of budgetary support were France, the European Union, and the countries
of the Gulf Cooperation Council (GCC). By 1994, France and Kuwait accounted for

80 percent of the total budgetary grants received. The drop in budgetary grants reflected,
inter alia, a shift in French assistance policy in favor of countries embarking on
comprehensive macroeconomic and structural reforms.
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6. Aware of the prospects of a further decline in economic activity, unsustainable fiscal
and external balances, harmful expenditure compression, and further accumulation of
domestic and external arrears, the authorities opted to pursue their adjustment and reform
efforts with the backing of adequate external financing. In this context, Djibouti embarked on
medium-term reform programs, supported by the Fund, first under a Stand-By Arrangement
(SBA), then under a Poverty Reduction and Growth Facility (PRGF) arrangement. The SBA
and the PRGF arrangements aimed first at helping the authorities regain control of the fiscal
situation in the short run and, secondly to implement medium-term, far-reaching reforms to
address the deeply-rooted structural rigidities of the economy. In particular, the fiscal area,
the main constraints that the authorities were facing included: (i) heavy staffing costs as well
as military outlays inherited from the civil strife which took place from 1991 to 1994; (i) the
prevalence of excessive and nontransparent spending, because of weak spending
management procedures; (ii1) and a complex tax system weakened by an extensive web of

tax and customs exemptions.

II. FURTHER FISCAL CONSOLIDATION UNDER FUND PROGRAMS: 1996-2002

7. IMF financial assistance to Djibouti started on April 15, 1996, after the Executive
Board approved an initial 14-month SBA, which was subsequently extended to a full three-
year arrangement. Key elements of the strategy supported by the SBA included substantial

- financial policy tightening with emphasis on prompt budgetary adjustment and restructuring,
and comprehensive structural reforms to improve external competitiveness and enhance the
supply responsiveness of the economy. Djibouti made headway in reducing macroeconomic
imbalances and introducing structural reforms in the fiscal area including, in particular, the
downsizing of the civil service through demobilization. However, progress in restoring
growth was limited as the recovery made possible by Ethiopia’s decision in 1998 to channel
its transit trade through the port of Djibouti was offset by cuts in French military assistance to
the country. Consequently, the authorities adopted a successor medium-term program
supported by a PRGF arrangement, which was approved on October 18, 1999. Together with
macroeconomic stability, the PRGF-supported program aimed at implementing core
structural reforms to reach higher growth rates, raise per capita income, and reduce
unemployment. The envisaged reforms in the fiscal area included tax and revenue
administration and public expenditure reforms; completion of military demobilization,
implementation of a civil service retirement program; and reorientation of budget outlays

toward social sectors.



Djibouti: Central Government Financial Operations, 19902002
{In percent of GDP)

Revenuss and grants
Total revere
Fiscal revenues
Direct taxes
Indirect taxes
Non tax receipts
Official grants

Total expenditure

Current expenditure
‘Wages and salaries 1/
Materinls
Maintenance
Transfers
Interest
Foreign-financed development programs
Reinsertion program
Other current spending
Incremental social programs

Capital expenditure
Domestically-financed
Foreign-financed

Overall balance {payment-arder bagis, including grants)
Overall balance (payment-order basis, excluding grants)

Change in arrears {cash payments = -)
Overall balance (cash basis)
Financing
Domestic financing

Hank financing

Nor bank financing
Extemnal fingncing

Disbursements -

Amortization payments 2/ 3/

Memorandum items:

Overall balance before grants {payment-order )
Overall balanes before grants (cash basis}
Primary balance 4/

1950

379
258
215

80
15.5

23
121

452
328
188
2.3
0.0
1.3
06

oD
28
00
125
15
1.0

-1.3
-19.4

52

=21

21
-2.6
-26

[}

4.7

6.6
-1.9

-19.4
-14.]
-56

1991

»nz
256
240

83
158

1.5
12.0

40,8
ns
18.6
a3
12
13
6.3
00
1.7
00
ol
29
7.0

-1.0
-15.0

-3.4

6.3

6.3
48
0.2
47
1.7
2.6
-0.9

-13.0
-18.4
6.3

1992

404
26.4
248

82
168

1.5
139

5tR
412
233
113
03
24
06
00
28
0.0
0.6
21
85

-11.4
-25.4

03
=111

111
9.4
6.7
27
1.7
20

03

-254
-250
141

1993

396
283
271

2.4
18.7

16
11.9

526
428
243
t1.5
a7
25
04
oo
o0
00
o8
11
E7

-13.0

-23.9

38

92

92
59
13
4.5
33
7
-0.4

-239
-20.1
-i2.2

1594

365
293
278
89
189
15
12

476
183
240
:X]
a7
24
04
0o
4.1
0.0
93
12
g1

-1
-18.3

26
-B.5

85
57
13
44
28
32
0.5

-18.3
-157

-6.1

1925

na
191
270
108
162

21

20

ELE
36.1
242
T4
0.5
20
07
oo
13
0.0
17
4]
28

86
-10.7

iz
54

5.4
18
1.3
25
1.6
2.0
-0.4

-10.7
15
6.5

1596

306
288
268
11.8
148

22

18

34,5
306
208
48
03
24
ar?
ag
14
00
19
05
14

-39
-5.7

-0.7
A6

4.6
1.2
0.0
1.2
33
3.5
0.2

-5.7
6.4
-0.9

je87

3.0
272
24 4
10.7
138

2R

EN

351
no
220
49
03
28
oS
0.0
013
00
43
07
36

-4.3
-8.1

24
-1.9

19
0.5
11
Q.7
14
1.9
-0.4

8.1
-5.6
-4}

1998

142
254
222
99
123
32
R

333
267
164
4.8
03
28
a3
23
jike}
Qe
00
67
03
64

il
-80

-08
0.1

<01
-09
08

0.0

07
I.6
08

1.0
87
12

1999

309
235
AN
29
12.7
18
14

EEN|
300
154
68
0.4
34
0.3
33
00
0.2
00
ER|
0.4
2.6

-2.2
2.6

0.8

08
03
[EE]
(X1
s
09
04

26
B2
=28

2000

no
244
215
29
125
29
6.6

328
BN
149
6.1
Q7
LR
05
41
0.9
040
g
27
035
21

18
-84

[#]

-13

£
a7
Q.7
0.0
06
10
04

-84
-1.9
-1.6

2001

282
233
035
S
t.4
28
50

29.7
272
145
4.6
05
35
03
18
0.0
00
oo
2.5
20
1.0

1.4
6.4

-0.6

-2.0

20
113
06
00
14
1.8
-4

64
7.0
0.3

2002

294
235
21t
23
1.7
24
59

329
292
14.0
6.2
04
39
0.2
kX
az
a.c
a7
37
0.6
32

35
94

-0.7
-4.2

42
1.5
1.5
0.0
217
33
-0.6

54
-10.1
-2.0

Source: Djibouti authorities; and Fund staff estimates and projections.

1/ Includes severance payments to military personnet being demchilized.
2/ Includes rescheduling of errears on external debt payrments as of end-October 1959 and external debt payments falling due dunng November 1, 1999 to June 2002
3/ Reflect bilateral debt cancellation (agreemant signed in [995).
4/ Total revenue (excluding grants) less total domestic-financed current and capital expenditures.

_EL_
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A. Magnitude

ANNEX I

Reflecting continued efforts of fiscal adjustment, Djibouti was able to cut further the
overall budgetary balance on a payment-order basis, including grants by 5 percentage points

Fiscal indicalors, 1990-2002
¢{In percent of GDP)

— Domestic balsace
=— = Overall balance (cash basis)
~=Cr=—{verall balance {paymenl-onder basis)

= = = Saving/Investment gap

1991 1992 1993 1994 1993

Sources: Djibouti authorities; and Fund stafT estimates.

1996

1997 199% 1999 000 2001

2002

of GDP in 1996.
The extent of the
fiscal adjustment
that year was of
the same
magnitude when
measured in terms
of domestic
balance, which
improved by

4.5 percentage
points of GDP
during the same
period. While the
reform programs
contributed
significantly to
reducing

government absorption, they were also instrumental in eliminating, since mid-2001, the
sources of accumulation of domestic arrears and strengthening the capacity of the financial
authorities to collect taxes and improve control over public spending so as to use them as
effective tools for macroeconomic management.

Fiscal Balances Before and During Two IMF Programs, 1990-2002
{Average period figures; in percent of GDP)

B Before: 1990-95
[l During: 1996-1002

Overall balance
(cash basis)

Domestic balance

Ovarall balance
{payment-order

Sopurees: Dijibuuti authorities; and Fund siafl extimales.

Saving/Invesiment

Eap
basis)

compression (cquiva]erit to 10 percent of GDP).

Distribution of the
Fiscal Adjustment
Effort

9. The most
striking element of
the second phase of
fiscal adjustment has
been the decline in
revenue as a share of
GDP (5.5 percentage
points of GDP).
Against this, the
adjustment was
achieved primarily
through a strong
expenditure
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Revenue developments

10. By 1996, total revenue represented 29 percent of GDP, up from 25.8 percent of GDP
in 1990, mainly reflecting the implementation of various measures aimed at covering the cost
of the ethnic conflict (Table 1).* This high ratio refiected the full effect of past measures
introduced to boost direct revenue—which accounted for 41 percent of total revenue—
including (i) the maintenance of the patriotic tax, albeit at a lower rate (10 percent),’ (ii) the
rise in taxes on salaries, and (iii) a containment of tax evasion through the lowering of the
threshold on profit taxation. At the same time, indirect taxes remained broadly unchanged at
15 percent of GDP, despite an adjustment to excise taxes on khat (see box), tobacce, and

alcohol.®

11.  From that peak, revenue declined steadily and remained, since 2000, in the range of
23-24 percent of GDP; this decline reflected increased tax exemptions (Table 2),” as well as
tax fraud, fueled by lower taxes in neighboring countries and, most importantly, shortfalls in
taxes on both wages and salaries (caused by the accumulation of arrears on wage and salary
payments as well as the reduction in the French military forces), and on profits (resulting
from the weak economic environment). To counter this slide in revenue, the government
adopted various tax measures on income and consumption, further contributing to the

complexity of the tax system.

12.  In this context, Djibouti attempted, in 1997, to raise additional direct revenue through
the closing of some loopholes by instituting (i) a minimum tax on profits of all enterprises;
(ii) eliminating the deduction of the business lump-sum tax from taxable profits while
extending it to all firms; and (iii) taxing salaries and benefits in kind. Furthermore, the
business tax (patente) was raised. Pursuing its efforts to extend the tax base, Djibouti put in
place a progressive tax on property in 1997, the rate of which was lowered a year later from
10 to 8 percent. New measures in 1999 abolished the real estate tax bracket for property used
for professional purposes. On the consumption side, unlike many countries, Djibouti has no
custom duties. The second piliar of the system is on a general consumption tax and on an
extended set of excise tax. All excise taxes are now ad valorem, except cigarettes, on which a
specific tax has been applied since 1997.

* The ratio revenue and grants to GDP declined by almost 7 percentage points between 1990
and 1995 (down from 37.9 percent of GDP in 1990), and subsequently remained broadly
unchanged as the grants portion rose from 2 percent of GDP in 1995 to 7 percent of GDP by

2002.
* The patriotic tax was raised to 15 percent of all salaries in 1994.
® These excise taxes represent on average 12 percent of total revenue.

7 The government resorted to establishing a web of generous exemptions in the tax system to
attract private investment; this ultimately contributed to a significant erosion of the tax base
without much impact on the investment side. Excluding those granted to the French army,
exemptions represented on average DF 8.5 billion ($48 million) per year.
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13.  That same year, the reference value for the taxation of khat was increased from DF
550 1o DF 750 per kilo. 1t was again adjusted upward in 2001 to DF 851 per kilo. The
introduction of all these measures was guided solely by the need to offset revenue losses and
was not framed in the context of a consistent and comprehensive reform of the tax system.
Furthermore, in the process, there has been little shift in the tax structure: direct taxes
(mainly on corporate and personal income and salaries) still account for 40 percent of total
tax revenue while indirect taxes account for 60 percent.

Expenditure developments

14.  Between 1996 and 2002, budgetary

Expenditure Structure Before and During Two IMF Programs, 1990- 2002 ) CXpendil'ln‘eS dec]ined by almost

. \avemee perid Beuesiin pereent o G0 ‘ 10 percentage points of GDP. This
o ok 023  significant reduction resulted from the
4o | | implementation of a set of corrective
so0b | ‘ policy measures aimed at bringing down
o0l | | outlays in line with available resources but
00 1 _! also at improving the quality of public
O = expenditure management and changing the
s ot b et ot et i, level and structure of expenditures. These
R S— measures included a tightening of income
sécbnd program wa eoppard by s PRGF anmigemen (Cezober 1999 . N
o 203 policy over the years, strengthening of

budgetary execution, containing non-
essential outlays and improving prioritization as well as better targeting of needs.

15.  Current expenditures, excluding foreign-financed items, declined by 5 percentage

points from 1996 to 2002, At the same time, the structure of current spending was altered as

evidenced by the decline in the wage bill, which fell from 21 percent of GDP in 1996, to

14 percent of GDP in 2002, in response to several policy measures. First, benefits and

salaries of embassy personnel were cut in 1996; a vear later all salaries were frozen. Finally,
nominal salaries were cut by

Current Expendivure Siracture 10 percent in 1998. That same
Befere and During Twa TMF Progrars, 1990- 2002 . .
{Avenige perod figans: i percentof GOP) year, the decision was made to

freeze hiring in the civil service
| N except for social sectors. Eligible
obeg x| Civil servants retired without
5 being replaced—albeit with some
delays due to a lack of funds to
cover the costs of departures—
and a significant share of the
military personne] hired during
. the conflict was demobilized.
‘ = Spending on materials was also

pendares s P lowered as a result of better
Sotwoes: Dbl uthcris; s o s et targeting of needs and better

procurement procedures. The

resulting savings helped the authorities increase social outlays such as transfers to
households, private charities, and for education purposes like scholarships, which represented
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3.9 percent of GDP by end-2002, up from 2.4 percent of GDP in 1996. Maintenance
spending remained broadly unchanged at almost 1 percent of GDP over the years.

The Use of Khat

Khat is a leafy narcotic which produces feelings of cuphoria and stimulation due to its chemical
composition, which is close 10 that of an amphetamine. In ancient times, khat was chewed by Muslims in
licu of drinking alcohol, and physicians prescribed it 1o soldiers to reduce fatigue. Historians argue that
khat chewing started in the southern Red Sea region prior to the fourteenth century. Khat has become a
cultural phenomenon in Djibouti. Until 20 years ago, khat chewing was mainly consumed by wealthy
peeple during the weckend. Today, khat is chewed several days a week by a large share of Djibouti’s
papulation. The consumption of this leaf is a sccial event and participants in khat sessions view time
spent chewing 1t s productive time, belping to conduet and conclude business deals, reinforce
communication, and improve verbal skills. In Djibouti, workdays end aboumt 1:00 p.m., and very few
government agencies resume work in the afternoon. The khat consumed in Djibouti is imported from
Ethiopia, and is known to be of good quality due to the “loose volcanic soil” found in that country.

Khat sessions

No food is served while khat is chewed; only water is consumed to help wash the leaves® juice into the
syster. Between 100 and 200 grams of leaves are chewed over three or four hours. The leaves are placed
in the mouth and held between the molars and the cheek. Stimulation from khat chewing can occur
within 15 minutes of chewing. Tea with milk is often served at the end of the khat session. By filling the
mouth to capacity with fresh leaves, the user then chews intermittently to release the active components.
Chewing khat leaves produces a strong aroma and generates intense thirst. Casual users claim khat lifis
spirits, sharpens thinking, and, when its effects wear off, generates mild lapses of depression similar to

those experienced by cocaine users.

16.  With expenditure patterns similar to those of many developing states, spending in
Djibouti tends to favor current rather than capital outlays. The latter remained unchanged at
4 percent of GDP in 1996 and 2002, reflecting mainly the volatility of project support from
foreign donors and creditors. During the same period, the domestically-financed component
of capital outlays also remained unchanged at 0.5 percent of GDP.

17.  Animportant development has been the reversal of the trend of accumulation of
domestic payments arrears.” As indicated earlier, significant domestic payment arrears had
been accumulated throughout the 1990s, and even in 1999 and 2000 (the first years of the
PRGF arrangement); such arrears reflected weak spending procedures and revenue shortfalls.

8 Relating to civil servants’ salaries, pension funds, private suppliers, and public enterprises.
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18. By end-2000, they amounted to DF 29 billion (Figure 5).” To address this complex
1ssue and restore the financial credibility of the government, Djibouti adopted a three-
pronged strategy aimed first at bringing spending in line with available resources through a
rigorous implementation of a treasury cash management plan; secondly, launching, with
external support, an audit of the stock of domestic arrears, on the basis of which a
comprehensive plan to gradually clear them was adopted; and finally, strengthening
expenditure management procedures through an ambitious reform of the entire budgetary

process.

Govemment Domestic Payment Arrears, 1992- 2002 19. To reverse the trend of
{In porcont of GIZP) - accumulated arrears and offset, at
~ the same time, the fiscal slippages
recorded by end-2000, Djibouti

70 introduced in April 2001 a drastic
%0 cash flow plan, aimed mainly at
wo maintaining monthly spending in

line with projected revenue. The
successful implementation of the
cash flow plan was predicated on
0 _ key conditions, including the
1990 E991 1992 (993 1994 1995  [996 1997 1998 1999 2000 2001 2002 . . . R
following (1) the building of a
consensus among line ministries

for strict adherence to the cash flow plan cbjectives; (ii) the need to strictly observe
prioritization retained in the cash flow plan; and (iii} the ministry of finance being in a
decision-making position regarding non priority spending. Regarding the first condition, the
authorities adopted the cash flow plan by presidential decree on May 23, 2001, providing a
legal foundation for, as well as a political backup to, the new treasury instrument. With
respect to the second condition, the decision was made not to roll over the next month’s
uncommitted spending in the current period. Finally, to strengthen implementation of this
plan, it was agreed that the ministry of finance would retain authonty over the amount of non
priority spending that can be committed each month by line ministries. A government cash
flow management commission'® was set up, under the chairmanship of the prime minister’s

Saurtes: Dyibouti Authetties, s Fund sall coamases,

¥ With support from the European Union and the World Bank, the authorities conducted a
comprehensive inventory of all domestic payment arrears accumulated since 1996. The
authorities indicated that they were not in a posttion to push back the cutoff-date for the
survey because records were destroyed by the flooding of the treasury directorate in the mid-

1990s.

1° This commission included the director of finance, budgetary control treasury, and revenue,
as well as representatives of the prime minister’s office. Day to day cash flow plan
monitoring activities were carried out by a technical committee made up of the deputy
directors of finance, budgetary control, accounting, and the head of the treasury’s research

and programming unit.
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chief of staff to design, monitor, and implement this plan. The cash flow plan was engineered
on the basis of the budget.

20.  With the strengthening of the budgetary process by late 2000, and rigorous
implementation of the treasury cash management plan since April 2001, Djibouti was
successful in bringing government spending in line with available resources, thus triggering,
for the first time in years, a decline in the outstanding stock of arrears (estimated at

27.8 percent of GDP by end-2002). Furthermore, aware that they were a major constraint in
the face of economic revival, the authorities adopted by end-2002 a comprehensive plan to

gradually clear all validated domestic payment arrears.
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DJ1BOUTI—PLANNED FISCAL MEASURES, 19962002

Year

Planned Fiscal Measures

Revenue

Spending

1996 Budpet

Eniarging the profit tax base hy lowering the
threshold of taxation.

Increasing the tax rate on wages and salanies
exceeding DF 25,000; and widening the tax
base through inclusion of all wage-related
benefits in kind.

Increasing the reference value for the taxation
of khat from DF 550 to DF 750 per kilo.

Replacing the ad valorem tax by a specific tax
on cigarettes.

Introducing a 5 percent lax ot registration.
Raising nontax revenue, reflecting public
enterprises’ reimbursement of earlier on
lending by the government of proceeds of
external debt that was canceled; the
differential between the administered and
import prices of oil products; and the proceeds
of sales of reai estate.

The main revenue-reducing measures (foss of 1.§ percent
of GDP) were the foliowing:

Reducing the patriotic contribution rate from
15 percent of GDP 1o 10 percent (the level
prevailing before October 1995} for ail wage
earners except for government employees, for
wham it was replaced by an cquivalent salary
withholding.

Lowering the consumption tax on a mumber of
basic products.

Reducing the wage bill (by 4.5 percent of
GDP) through: (i) elimination of
irregularities in employment and cash
allowances survey; (ii) withholding of

10 percent on all salaries, wages, and
related benefits exceeding DF 60,000;
(iii) cutback in benefits and salaries of
embassy personnei; and (iv) elimination of
overtime.

Curtting expenditure on materials and
supplies through: control of onsumption
of utilities and phased climination of
housing rental payments by the
government, 10 be based on the results of
the March 1996 survey of housing
allowances.

Lowering maintenance and transfer
outlays.

The savings was to be partially offset by
increases (0.6 percent of GDP) in
recruitment for education and health
sectors; other PIP-related current
expenditures; and in capital outlays.

1997
Budget

The new tax measures implemented in [997 include

mainly:
»

Implementing a 5 percent tax on food stuffs.
Implementing a minimum tax of 3 percent on
all inputs exempted under the investment code
and/or financed through external assistance
(0.1 percent of GDP).

Implementing an excise of DF 14 per liter on
lecally-produced soft drinks {0.2 percent of
GDP),

Increasing the domestic consumplion fax
applicable to a few imported luxury goods and
elimination of the zero tax rate (0.1 percent of
Ghp).

Imposing a minimem tax on profits of all
enterprises {0.1 percent of GDP).

Introducing a progressive tax on income from
property (0.1 percent of GDF).

Eliminating the deductibility of the business
minimum lump sum profit tax and extension
of this tax to all enterprises (0.05 percent of
GDP},

Taxing wages paid in kind (0.05 percent).
Improving collection of income taxes and the
patriotic conimbution (0.1 percent of GDP),

Broadening the tax base for patents and other
licenses (0.1 percent of GDF).

The hiscal measures for controlling and reducing
current expenditures that were implemented in 1997
aimed at generating savings through a reduction in the
wage bill and continued strict control of other current
expenditures. The wage bili measures include;

A freeze on wages (DF 918 muilion or
1.0 percent of GDP).

Eliminating free housing and transport
allowances (DF 272 million and DF 47
million, respectively, or 0.4 percent of
GDP in total).

Job attrition {by not replacing jobs vacated
by retirees) (DF 32 million of 0,04 percent
of GDP).

Reaching savinps equivalent to three
months” wages on account of the 2,113
persons expected to be demobilized during
the final quarter of 1997 {DF 139 million
or 0.2 percent of GDP).
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Intensifying the revenue collection efforts
begun in 1994 and enforcing compliance with
tax legislation, focusing on taxes on corporate
profits and on certain consumption taxes.

Reducing rate of patrictic contribution from 10
1o B percent.

Eliminating the 3 perceni tax on foreign-
financed project inputs.

Reducing property tax from 10 to § percent.

Lowering of consumption tax on luxuries from
44 to 33 percent.

Revenue loss on tax on wages and salaries due
to cut in wage bill.

Cut in nominal salaries of over DF 80,000
per month by 10 percent.

Eliminating retirees’ posts.

Recruiting additional stafT for basic
education, health, and justice.

Eliminating overtime.
Reducing selected family allowances.
Reducing embassy expenses,

Eliminating expenditure without
authorization.

Reducing expenditures on materials and
supplies, maintenance, and transfers.

Increasing capital expenditures.

. 1998
Budgel
1999 Budget

Reducing rate of consurnption tax on clothing,
shoes, construction materials, and machines
from 33 percent to 20 percent (-0.2 percent of
GDP).

Eliminating exemptions (0.1 percent of GDF)
by (i) introducing a 15 percent consumption
tax on products from industrial processing
zone sold in domestic market, (ii) introducing
a 5 percent tax for smallholder and occasianal
businesses “charcharis,” and (ii?) abolishing
the reat estate lax bracket for professional
property values.

Introducing user fees in Gansit area
{DF 4,000 per container and DF 200 per ton
for bulk goods} (0.1 percent of GDP).

Rationalizing tax administration by (i) revising
license fee system and harmonizing corporate
and impott license fees with the latter being
based on import values; and (ii) clarifying the
taxation of benefits in kind at the same rate as
other individual incomes.

Continuing wage freeze (0.3 percent of
GDP), reducing number of emoployees
(212 persons, 0.4 percent of GDP), and
recruiting new personnel {79 persons in
edncation, 64 persons in health, 6 persons
in justice and administration.

Increasing cutlays for materials and
supplies to cover adequately utilities and
adrministrative expenditures.

Increasing maintenance ailowances.

Increasing transfers to social sectors
(education and health: 0.4 percent of
GDP).

Increasing capital expenditure im line with
available foreign financing and absorptive
capacity of Djibouti (0.4 percent of GDP).

Completing demobilization program (net
cost: 0.4 percent of GDP): {1) severance
pay (0.9 percent of GDP); and {ii} savings
(0.5 percent of GDP).

Implementing the reinsertion program
(0.6 percent of GDP).
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2000 Budget

Doubling excise tax on fobacco.

Increasing corporate taxes on businesses
engaged in transit trade.

Reduction in the wage bill through:

Demobilization.

Freezing the total number of government
stafi {except for the edecation and health
sectors).

Freezing the total nominal wage bill that
was introduced with the 1998 budget.

Early mandatory retirement of certain
high-salaried police and military
personnel.

Enforcing regular and overdue retirements.

2001 Budget

Reducing the wage bill io 14.6 percent of
GDP, a 0.3 percentage point reduction
from its 2000 level, mainly throngh
demobilization and retirement of cligible
staff.

Reducing expenditure on goods and
services to 4.8 percent of GDP through the
discontinuation of the procedure allowing
spending without prior order payments, the
elimination of the compensations
operations, and stricter control of
consumption of utilities.

2001 Revised
Budget

Inclusion in the budget of specific increases on

khat, tobaceo, and alcohol implemented in

February 2000 to finance non-budgeted efforis

to promote peace o Somalia.

Increasing the port’s dividend payment to the
budget.

Inclusion in the budgel of newly-agreed rental
payments on French military housing.

Increasing the provision for strengthened tax

collection on wage and property in incomes

based on the incomes through March 2000.

Furthering expenditure savings totaling
0.7 percent of GDP.

Cutting, by 0.1 percent of GDP, military
materials.
Accelerating debt obligation plan,

Reducing transfers, by 0.1 percent of GDP,
through cuts in student grants,

2042 Budget

of GDP,

Increasing dividend payment from the port.

Tax provisions on national production in line
with the requirements of COMESA.

Transferring the tax collection subdirectorate
from the treasury directorate to the revenue
directorate to make the tax collection
administration more cfficient.

Taxing services expected to yield about
DF 0.7 billien {0.6 percent of GDP).

The initial 2002 budget aimed at raising total revenue by
0.7 percent of GDP and lowering domestically-financed
expenditure by 1.1 percentage point of GDP through a
reduction of the wage bill. The domestic balance was
expected to shift into a surplus equivalent to 1.6 percent

Lowering the wage bill through the
demobilization of 2,000 soMiers and
security agents as well as the retirement of
800 cligible civil servants in early 2002.
At the same time, 170 new staff were hired
to cover some staffing needs in the
education, health, and justice sectors.

A moderate increase in spending on
materials and maintenance to a more
realistic level.
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On the revenuve side, in addition io the full effect of

policies introduced in 2001, additional measures to

increase revenue by about DF 900 million (0.9 percent of

GDP} included:

. An increase in specific laxes on oil products.

. An extension of the consumption tax to spare
tires sold in the port zone to Ethiopian wruck
Qwners,

. A new methodology lo compute the surtax on
khat.

. A new stamp tax on all transactions conducted
by public enterprises.

. A new campaign to extend the number of
paying 1ax payers.




	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

