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INTRODUCTION 

Rationale 

The achievement of the poverty reduction and M D G  goals set forth in the Djibouti Poverty Reduction 
Strategy Paper(PRSP) will increase pressure on government expenditure, arising mainly f rom the cost 
o f  public enterprise reforms and the public investment needed to  achieve the poverty reduction targets, 
boost productivity and restore external competitiveness. These pressures for more outlays will take place 
against the background o f  volatile non-tax revenues (in particular, foreign grants and military-related aid) 
and Djibouti’s commitments under international trade agreements to  restructure external tariffs, which at 
best are expected to be revenue-neutral. 

Moreover, historically Djibouti’s economic growth has been highly volatile. Even in periods when GPD 
growth ratespicked up, Djibouti was unable to sustain them. Why? Because o f  Djibouti’s high exposure 
to  exogenous shocks and i t s  l imi ted resilience: the government’s abil ity to absorb fiscal shocks was, and 
remains, limited. Djibouti’s economy suffers f rom structural weaknesses on account o f  a number o f  
exogenous factors. In particular, a poor resource endowment, ethnic fractionalization affecting the 
country’s governance environment, and a service-oriented economy centered o n  the port activity and 
heavily dependent on the demand o f  services by foreign expatriates and military personnel, But a number 
of endogenous factors l inked to the pol icy environment come also into play. The country’s currency board 
arrangement, whi le maintaining inflation under control, limits the deficit-financing options. Fiscal 
accounts are also subject to structural weaknesses. Rigidities in the structure o f  public expenditures (a 
large share o f  non-discretionary expenditures, with the wage bill taking up the bulk of them) and high 
revenue volati l i ty (triggered by i t s  heavy dependence on foreign grants and military-related assistance) 
are sources o f  strain o n  the fiscal accounts and limit budget flexibility. 

Achieving high and sustainable rates of growth and poverty reduction will require macroeconomic 
stability, stronger business climate, improved service delivery, greater budget flexibility to respond to 
unexpected shocks and availability of grant financing- in all of this governance and public finance 
management matter. Given the dominant role that the government plays in the economy (in terms o f  the 
resources it commands, i t s  contribution to output and i t s  impact on factor productivity), Djibouti’s policy- 
makers can exert significant influence over the existing pol icy and governance environment. Rising to the 
challenge o f  sustained growth and MDG achievement wil l entail bo ld  efforts to improve the 
sustainability, efficiency and equity o f  public spending and achieve greater aid effectiveness. And in al l  o f  
this, the quality o f  governance and public finance management matter a great deal. Sustained efforts on 
these areas would also boost government’s credibility vis-a-vis the donor community, thereby reducing 
the risk o f  a substantial decline in grant financing. 

Scope 

This is thefirst full scale Public Expenditure Review (PER) carried out in Djibouti. In 2002, the Bank 
produced a Public Expenditure Review Note, which was l imi ted in scope. Upon  the request o f  Dj ibout i  
authorities, the report aims to : (i) provide an analytical framework for assessing public ’finances that 
would help Dj ibout i  policy-makers to  undertake future PERs; (ii) identify key challenges that might stand 
on the way for an effective implementation o f  the country’s PRSP; and (iii) marshal relevant international 
evidence to enrich the pol icy debate on options for reform. With this in mind, the report: (i) reviews the 
country’s economic and fiscal trends during 1990-2004’ and assesses the sustainability o f  the PRSP fiscal 
goals; (iii) identifies key challenges in the quality o f  the country’s governance process and public 
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expenditure management system; and (iv) provides some guidance on how to improve the link between 
public spending and expected outcomes so as to improve service delivery in key social sectors and 
strengthen the overall business climate. The analysis o f  the report i s  focused on the fol lowing core 
themes: 

9 Medium-term fiscal sustainability: debt dynamics, and stress-scenarios; contingent liabilities; 
and structural public spending weaknesses that limit the government’s abil ity to absorb fiscal 
risks (i.e. rigidities in the expenditure and revenue structure; revenue volatility; the role o f  official 
grants and military-related receipts; fiscal r i s k  management capacity); 

9 Quality of governance and budget management and their link to growth andpoverty reduction: 
how transparency, accountability and budgetary institutions affect the quality o f  service delivery 
and the business climate- key ingredients for sustained growth and poverty reduction; 

9 Guidance on options for policy reform, expenditure prioritization, efficiency gains, and costs of 
reforms in key social sectors, to respond to the trade-offs presented by the large and urgent 
demand for increased public spending within sustainable fiscal limits (i.e. how to restore input 
mix balances; how to make current expenditures more efficient). 

Structure 

The report i s  divided into two main volumes. The first volume has two parts. Part I (Chapters 1-4) 
assesses public expenditure at the aggregate level. Chapter 1 provides the overall macroeconomic context, 
reviewing recent economic developments, the main features o f  fiscal adjustment, and the medium-term 
economic and fiscal pol icy goals. Chapter 2 looks at the level and composition o f  public spending. It 
conducts a fiscal sustainability analysis drawing on fiscal projections for 2003-08, and reviews efficiency 
and allocative issues in aggregate public spending over the period 1990-2004. Chapter 3 assesses revenue 
performance. Each of the chapters provide some guidance on policy implications. Part I1 (Chapters 4-5) 
looks at the link between public sector governance and public expenditure outcomes (i.e. quality o f  
service delivery and business climate), and assesses recent achievements and challenges ahead in the area 
o f  public expenditure management. The second volume (Chapters 6-7) reviews public expenditure in the 
main social sectors (health, education and social protection) and discusses (i) options for improving 
expenditure efficiency; (ii) main directions for intra-sectoral expenditure reallocation; and (iii) how to 
make sectoral spending more equitable. 

Agenda forward 

I t  should be recognized that the agenda for public expenditure analysis in Djibouti is still an 
unfinished one. In v iew o f  the analytical and empirical complexities which will nevertheless remain, 
there should be n o  presumption to evaluate public spending in a single public expenditure review. Rather, 
the emphasis in the short-term should squarely be on building country’s involvement, capacity and 
ownership so that Dj ibout i  policy-makers undertake such an exercise themselves o n  an ongoing basis as 
an integral part of their public expenditure planning, budgeting and evaluation process. It should be kept 
in mind that the ambition of this report i s  not to offer short-cut answers to  the complex challenge o f  
improving governance and public finance management in Djibouti. More  modestly, this f i rs t  Public 
Expenditure Review aims to propose an analytical framework for  discussing and assessing different 
options for reform, and to review the challenges and opportunities that Dj ibout i  faces as it fashions a new 
development strategy to meet the evolving needs o f  i t s  people in coming decades. 
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EXECUTIVE SUMMARY 

Abstract 

The Djibouti authorities are committed to implement a new development model outlined in the Poverty 
Reduction Strategy Paper (PRSP) to achieve higher rates of growth, poverty reduction and income 
distribution. The PRSP constitutes an improvement over previous government strategies, in the sense of 
providing greater poverty focus, a longer-term perspective, and some results-orientation. And more 
importantly, i t  represents the country’s vision of its own strengths, capabilities and aspirations, as 
articulated by its political leadership. However, it falls short of providing a strategic roadmap for policy- 
making. 

Djibouti policy-makers are confronted with a basic tension in the management of public resources: there 
is an urgent demand for more, and more effective, public expenditure to meet PRSP/MDG goals while 
maintaining long-term fiscal sustainability. The report reviews the role offiscal policy and public finance 
management in  Djibouti and evaluates the government choices with respect to tax and expenditure policy. 
The report illustrates the range and complexity of the issues confronting Djibouti policy-makers as they 
seek to reallocate expenditures while making them more effective. I t  focuses on key social sectors: 
education, health and social protection, because of the services they bring to Djibouti citizens and their 
impact on growth, poverty reduction. 

Tax policy raises the necessary resources for the financing of public programs. But how these resources 
are raised matters for growth, poverty reduction and income distribution. Some taxes, for example, may 
be regressive, may distort private sector incentives, lower growth and thus, effectively exacerbate 
poverty. Expenditure policy, both in terms of level and composition, can be used to influence sector policy 
objectives, and thereby affecting growth, poverty and income distribution. The impact of public policy on 
growth and poverty is dqficult to assess because of the complex chain of linkages, the time lags involved 
and the interdependence among the goals. And also because other factors (such as the quality of 
governance and institutional capacity) have an important influence on the link between fiscal policies and 
growth. 

The report sees a stronger case and greater scope for adjustment on the expenditure than on the revenue 
side. Most existing expenditure programs seem locked in upward trajectories and fresh spending 
pressures (arising from the PRSP implementation) are building up. The report illustrates, for selected 
sectors (education, health, social protection) the challenges involved in correcting expenditure 
trajectories. A key message is that, to succeed, the process of expenditure reform wi l l  need to be firmly 
grounded in the development of analytic capacities in both core and line agencies, linked with 
enhancements in the country’s governance institutions and procedures for fiscal management. 

Without neglecting the need to improve revenue collection, the report sees a stronger case and greater 
scope for improvements in expenditure eficiency. With that in mind, the report seeks to illustrate, for 
selected sectors: the nature of the issues which wi l l  need to be dealt with to bring about a sustainable 
level of expenditures while improving the effectiveness of the public sector; as well as the nature of the 
dialogue that wi l l  need to take place within the Ministry of Finance and across line ministries and other 
government agencies to chart a feasible course of action. 

The greatest public expenditure challenge ident$ed in the report is the sizeable wage bill, with the 
average civil servant wage representing ten times the country’s per capita income. High public sector 
wages drive up the unit costs of public service provision. The wage bill, at about 14 percent of GDP, 
limits the fiscal space needed to reallocate public resources towards growth and poverty reduction. The 
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report suggests that public sector wage reduction is to be understood in a broader civil service reform 
context. The report also makes i t  clear that the public sector reforms needed cannot be envisaged as a 
one-shot set of stroke-ofthe-pen decisions. They wi l l  require and ongoing process of review and 
redefinition of the role and modalities of government intervention. 

One of the reportS main messages is that, to succeed, the process of expenditure reform needs to be 
f i rmly grounded in the development of the country’s institutions for better governance and fiscal 
management. The budget process itself does not generate meanin& enough information and analysis on 
the nature, efJiciency and quality of public services being provided to guide the trade-08s faced in  the 
necessaly redeployment of public resources. These enhancements include greater fiscal transparency and 
accountability, better measurement and scope of government accounts, the development of a more 
systematic medium-term approach to fiscal planning, and a move towards a greater performance 
orientation in budgeting. 

T h e  Strategic Setting: Macroeconomic and Fiscal  performance 

Djibouti’s growth performance over the period 1990-2004 have been mixed and volatile, and fell short 
of providing jobs and reducing poverty. Real GDP declined sharply at a rate o f  1.8 percent per year 
during the 1990s. In spite o f  the recent economic recovery, annual growth rates, averaging 3 percent since 
2001, remain below Sub-Saharan. African standards. Growth performance could not keep pace with a 
growing labor force, leading to an unemployment rate at about 60 percent. With a real per capita income 
declining about 3.7 percent between 1990 and 2004, poverty has deteriorated f rom 34 percent to 42 
percent o f  the total sedentary population. In addition, real GDP growth has been highly volatile, with 
actual growth rates remaining o n  average below potential during the nineties. 

Low and volatile growth rates are explained by a combination of external and internal factors. 
Djibouti’s economy suffers f rom structural weaknesses: a poor resource endowment, a small, service- 
oriented economy heavily dependent on the demand o f  services by foreign expatriates and mi l i tary 
personnel. L o w  levels o f  investment, high levels o f  consumption, and a pattern of negative domestic 
savings have led to a persistent domestic resource gap. Foreign direct investment has also remained l o w  
by international standards. And not  only investment levels are low, but they have been volatile and 
unproductive. As to the external sector, persistent imbalances are explained by the structural trade deficit 
(owing to a narrow export base for locally produced goods and heavy reliance on imports), the volati l i ty 
of Djibouti’s main sources o f  revenue (official grants, military-related receipts and port transshipment 
receipts), and a marked deterioration o f  the country’s external competitiveness (evidenced by the 
overvaluation o f  the exchange rate, high labor costs, high utility and service prices, and high capital 
costs). In addition, the government’s abil ity to absorb external shocks i s  l imited owing to budget rigidities 
and volatility o f  expenditures and revenues. 

Fiscal performance has also been mixed- while the ‘size’ of the deficits was significantly reduced, it 
was not accompanied by progress in ‘quality’, failing to protect productive public investments. The 
fiscal deficit was significantly reduced over the last few years. The reduction o f  the deficit was achieved 
through drastic cuts in expenditures, equivalent to 10 percentage points o f  GDP, with capital 
expenditures bearing the brunt o f  adjustment. Against this, revenue mobilization played a minor  role, 
owing to a shnlung tax base, the weight o f  tax exemptions and tax evasion. 
Djibouti could witness a relatively healthy growth owing to higher investment and the pursuit of 
reforms aiming to improve the efficiency of investments. A surge in private investment o n  account o f  the 
construction o f  the new modern port in Doraleh (near the capital city) and a substantial public investment 
in support o f  the government’s PRSP are expected to be the main engines o f  growth during the period 
2004-08. But the projected increase o f  the investment-to-GDP ratio could only be sustained i f the 
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government ensures macroeconomic stability, strengthens the investment climate, and speeds up public 
sector and governance reforms. This would allow growth to continue at an average rate o f  4 percent a 
year, at a higher pace than in the past. Inflation, as measured by the GDP deflator, i s  expected to  remain 
contained, averaging 2 percent during the projected period as the currency board. 

Medium-term Macroeconomic Outlook 

Fiscal consolidation would be pursued to offset pressures on public finances stemming from the PRSP 
implementation. T h i s  budgetary consolidation effort should result in achieving a surplus in the primary 
budget balance (defined as domestic revenues, excluding grants, minus domestically financed 
expenditures) to  about 4 percent o f  GDP on average per annum. This surplus i s  also needed to ensure a 
continued implementation o f  the plan for clearing domestic arrears, representing o n  average 2 percent o f  
GDP per year. Fiscal consolidation will be achieved through efforts on the expenditure and revenue sides. 

On the revenue front, additional external disbursements (representing about 3 percentage points o f  GDP 
on average per annum) l inked to military agreements with the United States and France, are expected to 
materialize over the projected period. Tax revenue i s  supposed to remain stable over the period, as 
measures to enlarge the fiscal base will take time to peak up. The VAT reform i s  expected to be gradually 
introduced as of 2006, but it i s  assumed that i t will take about two years for  the VAT to be fully 
operational. 

On the expenditure front, total expenditures wil l remain stable over the projected period. They wil l peak 
up during 2005 and 2006, reaching 38 percent o f  GDP, declining thereinafter t o  35 percent o f  GDP by 
2008. The brunt of fiscal consolidation will be bore by current expenditures, that are expected to decline 
during the projected period owing to a progressive reduction in the wage bill (through the pursuit o f  the 
military demobilization and retirement programs) and the rationalization o f  other non-wage current 
expenditures. The reduction in overall current expenditures might be partially offset by the significant r ise 
in capital spending l inked to PRSP implementation. 

Current account pressures would intensify and subsequentlyfinancing needs are expected to increase - 
but the external debt-to-GDP ratio will remain stable over the period 2004-08. Total financing needs are 
expected to increase from US$135 mi l l ion in 2003 to US$164 mi l l ion by 2006, and decline thereinafter to 
reach US$ 129 mi l l ion by 2008. Higher current account deficits during the PRSP implementation period 
(2004-06) will be financed through additional external assistance, mostly in fo rm o f  of f ic ia l  grants (75 
percent o f  the financing needs l inked to the public investment program wil l b e  met with of f ic ia l  grants). 
Additional new lending i s  assumed to be negotiated on concessional terms and real annual interest rates 
are assumed to average ha l f  a point  during the projected period. As a result, the debt service as share o f  
GDP will remain stable, ranging from 1 to 2 percent o f  GDP over the projected period. Fiscal 
consolidation efforts and a prudent borrowing stance will help maintain government debt-to-GDP to 
sustainable levels. External debt i s  also expected to remain stable, averaging 68 percent during the 
projected period. The base case scenario also envisages a steady in f low o f  foreign direct investment (FDI) 
resources, although the pace will critically depend upon maintaining the investors’ confidence in the 
government commitment to public enterprise reforms and efforts to further improving the environment 
for doing business. 

Assessing public expenditure performance 

Medium-term fiscal sustainability hinges on the government’s ability to maintain macroeconomic 
stability and to achieve the investment and growth targets set forth in the PRSP. 
The level of external debt, while stable, remains relatively high by international standards, projected to be 
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on average 68 percent of GDP. In the absence o f  fiscal discipline and greater budget flexibility, stress 
tests show that both government debt and external debt ratios would deteriorate and become unsustainable 
in the occurrence of adverse shocks. 

Direct 
(obligation in any event) 

Foreign and domestic 
sovereign debt 

Payment of domestic budget arrears 
Budget expenditures legally binding 

in the long term (such as civil service 
salaries, military demobilization 

program, and civil service pensions) 
Projected public investment and 

current expenditure needs to meet 
MDGsiPRSP goals 

Future recurrent costs of the Public 
Investment Program 

Securing grant financing would also be vital for achieving fiscal sustainability, accompanied by 
parallel efforts to improve the quality of governance and public finance management. Securing grant 
financing to achieve the public investment program underlying the PRSP would be vital for ensuring 
fiscal sustainability over the medium-tern. 

Contingent 
(obligation if a particular event occurs) 

State guarantees for non-sovereign borrowing on external debt contracted 
by public sector entities and private banks 

Liability cleanup in public entities associated (EDD, ONED) unclear 
financial viability in the event o f  privatization 

Risks associated with losses of newly created public enterprises with 
unclear financial and commercial viability 

Bailouts of banks following an eventual reversal in private capital flows 

Djibouti. External Public Debt, 2002-2008 
(In percent of GDP) 
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Traditional analysis of fiscal sustainability is limited in two ways: it looks only at the liability side of 
the public sector balance sheet and it considers only direct liabilities, ignoring contingent liabilities, 
both explicit and implicit. Djibouti 's government exposure to fiscal r i sks  i s  assessed drawing on 
Polackova's analytical framework (1998). The analysis focuses on fiscal r i sks  emerging from government 
obligations of four types: direct explicit, direct implicit, contingent explicit and contingent impl ic i t  (Table 
below). In spite o f  the recent progress in dealing with contingent liabilities, their fiscal implications are 
s t i l l  not  wel l  assessed, and are not included in the state budget for  effective oversight. 

Djibouti: Fiscal Risk Matrix 

Sources of Liabilities 
(liabilities of the fiscal 
authorities) 
Explicit 

(Government liability as 
recognized by law or contract) 

Implicit 
(A "moral" obligation of 
the government that mainly 
reflects public expectations and 
pressures by interest groups) 
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Assessing expenditure performance 

qibouti: Wage Bill. 1990-2004 

100, 

Djibouti’s level of aggregate public spending is high by international standards. Central government 
spending represented over 40 percent o f  the country’s GDP on average during the period 1990-2004, 
spending 4 times more than other small states and Sub-Saharan Africa. The overall level o f  government 
spending declined by 15 percent as a share of GDP from 1995 to 2002, mainly owing to the drastic capital 
expenditure cuts, with total current spending declining by only 1 percent o f  GDP. 

qibouti: Average public sector wage and GN per capita, 1994.2004, 
in current US dollars 

Yet, the link between public expenditures and expected outcomes is weak, after controlling for income. 
Djibout i  i s  one the highest ‘aid-receivers’ in Sub-Saharan Afhca, i t s  central government spends four 
times more, and yet, it displays extremely l o w  service delivery levels. Take public education spending as 
an illustration. Djibouti’s public spending on education i s  considerably higher than it would be expected 
given i t s  income level, yet, Dj ibout i  levels o f  adult il l iteracy are higher than it would be predicted by i t s  
level o f  income. 
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A number of anomalies in the composition of public expenditures deserve particular attention. 
Djibouti’s expenditures on general administration (as a share o f  total government expenditure and as a 
share o f  GDP) relative to expenditures on social sectors i s  higher than other countries at similar income 
levels. In addition, ‘input-mix’ imbalances hindered the effectiveness o f  overall government expenditure 
o n  expected outcomes. Over 60 percent o f  available domestic resources finance “mandatory” 
expenditures (expenditure items arising f rom legislative or contractual obligations on which the executive 
branch has l i t t le discretion). These include: wages and salary expenditures (absorbing 52 percent o f  total 
expenditures), transfers (8 percent) and debt service (1 percent). T h i s  leaves l itt le room for spending o n  
new productive public investments and maintaining existing ones. 
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The most salient and urgent public expenditure imbalance pertains to the high wage bill. The annual 
average salary of a civil servant is over US$lO,OOO, that is ten times the country’s GNIper  capita (910 
USD in 2003). Overstaffing and overspending o n  c iv i l  service wages impinge on the country’s abil ity to 
manage the trade-off o f  achieving the MDGs while maintaining fiscal sustainability over the medium- 
term. In addition, the high wage bill crowds out other productive expenditures that affect growth and 
poverty reduction. Chronic under-funding o f  non-wage operations and maintenance (such as capital 
upgrading) and a high utility bill have affected the productivity o f  investments across sectors. Alternative 
ways to reduce the wage bill and improve c i v i l  service efficiency could be considered to increase budget 
flexibility. 
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Foreign aid has played a predominant role in budget financing. More than 50 percent o f  total public 
expenditures in Dj ibout i  were financed through external a id and over 84 percent o f  capital expenditures 
are financed by donors. A slower-than-planned pace o f  external disbursements contributed to  lower-than- 
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budgeted capital spending. In addition, donors have often provided concessional credits l inked to the 
implementation o f  specific sectoral investment programs. Unless this type o f  lending i s  based on well 
designed operations, i t  may affect expenditure flexibil i ty as these credits cannot be reallocated in the 
course o f  budget execution in response to external shocks. 

Assessing revenue performance 

Djibouti’s tax effort is relatively high by international standards. Yet, in terms of tax buoyancy, 
Djibouti has made less effort over time to increase tax revenues than predicted by its level of income. 
Whi le  the overall level of tax revenues i s  high (ranging from 22 to 29 percent o f  GDP compared with 19 
percent in Sub-Saharan African countries) revenue growth has been highly volatile, and the decline of the 
revenue-to-GDP ratio remains a matter o f  concern. Over the years, Dj ibout i  policy-makers have resorted 
to frequent marginal tax reforms aimed primarily at closing short-term revenue gaps, but failed to address 
the underlying factors behind the weaker-than-predicted revenue performance. 

Djibouti’s tax system remains unbalanced and inefficient. The tax system remains unbalanced and 
inefficient- key challenges include: (i) heavy reliance on direct taxation; (ii) a tax base eroded by a web o f  
exemptions; (iii) a distorted taxation on consumption; and (iv) a weak tax administration. The revenue 
structure in Dj ibout i  has not been as productive as desired. Government revenue has failed to catch up 
with government spending pressures, a situation that has occasioned huge imbalances between the 
demand and supply o f  public budgetary resources. The distributional impact o f  taxation appears to be 
uneven, both between labor and capital income and across tax payers. Serious non-neutralities remain in 
the tax system that undermine the fairness o f  the tax system; narrow the tax bases; create complexities 
that increase the cost o f  tax administration; weaken incentives for tax compliance. 

Djibouti’s ability to mobilize domestic revenue may have been underestimated given the critical role of 
non-tax revenues (official grants and military aid). In spite o f  a high tax effort, the primary fiscal 
balance (excluding non-tax revenues such as grants and military aid) remained in deficit, suggesting that 
the domestic revenues generated by the tax system has not been able to finance essential government 
expenditures. By contrast, when grants and other non-tax sources o f  revenue (such as mi l i tary a id  and the 
personal income taxation obtained from expatriate personnel present in Dj ibout i )  are included in total 
government revenue, fiscal balances (on a commitment basis) are significantly improved. 

Djibouti faced high volatility of grantfinancing in the past (averagng +- 54 percent with respect to the 
period average in 1990-2002). One way o f  managing grant volatility i s  to maintain donor’s confidence on 
the commitment o f  the government to reforms that a im at improving transparency and accountability in 
the way public resources are managed. 

Efforts to reform the tax system would need to be accompanied by improvements in governance. 
Stronger governance can help reduce the costs o f  taxation for  the administration and for tax-payers. 
Moreover, to attain the planned growth objectives Dj ibout i  would need to strengthen the investment 
climate. In this regard, stronger governance can help reduce transaction costs to  the private sector 
associated with administrative complexities and level the playing f ie ld among investors by increasing tax 
neutrality and predictability o f  tax rules and regulations. 
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Governance and Public Finance Management 

Governance environment 

Djibouti’s political system remains relatively open but national checks and balances need to be 
strengthened. In Djibouti, presidents do not serve for l i f e  -they are elected by direct suffrage for six-year 
terms. The national assembly i s  also elected and constitutionally bear primary responsibility for the 
legislative process. W l e  the constitution mandates the classical separation o f  powers, the country i s  de- 
facto governed by a strong executive. In practice the presidential prerogatives- especially those related to 
the role o f  the president, the cabinet, the legislature and the judiciary- position the head o f  the state as a 
referee among various authorities in the polit ical system. The legislative branch (Chamber o f  Deputies) i s  
institutionally weak, lacks opposition representation and remains dependent o n  the executive. T h e  
judiciary branch i s  administratively subservient to the executive branch. The Supreme Audit Institutions 
(Court o f  Accounts and the General Inspection Office) were only set up recently. The Court o f  Accounts 
has been operational since 2001 and i t s  audit reports on the government budget are published since 2004. 
The General Inspection Office lacks financial and human resources, impinging o n  i t s  ability to adequately 
perform i t s  supervisory role. 
External accountabilities also remain weak Djibout i  holds regular and peaceful elections monitored by 
foreign observers, and a vocal independent press that openly demands greater accountability in the 
governance process i s  allowed to circulate freely. However, -but the opposition remains weak and 
without representation in parliament as a result o f  the winner-takes-all electoral system. The Dj ibout i  
electoral system awards the party that wins the majority in one district a l l  the parliamentary seats of that 
constituency. This means that the opposition - which scored under 50% in each o f  the five constituencies 
in the last parliamentary elections - failed to win a single seat. And Djibouti’s c iv i l  society remains weak 
and fragmented, playing a l imited oversight role. 

Women’s political representation has slowly increased over the years. Currently a woman serves as 
Minister o f  State for the Promotion o f  Women’s, Family, and Social Affairs. Another woman was 
appointed as President o f  the Supreme Court, becoming the highest-ranlung female official and, 
according to the Constitution, could become interim President should that position become vacant. 
legislation was introduced to slowly change this imbalance. Polit ical parties are now obliged to include a 
given minimum of female candidates on their l ists. The last parliamentary elections, held in January 2003 
marked the first t ime women will sit  in the Dj ibout i  assembly: seven female candidates were elected as 
members o f  parliament. 

Improved governance, and in particular stronger accountability, both internal and external, would 
contribute to improve public expenditure performance. Internal and external accountability are not 
substitutes. They reinforce each other. Stronger external accountability systems can reveal weaknesses in 
internal accountability, thus requiring action by the government to be able to  respond more effectively to 
external demands. Stronger internal accountability i s  needed t o  generate information about what the 
government i s  doing, information on which external accountability depends. A l lowing more public debate 
o n  the state budget and greater citizen’s voice in the quality o f  service delivery (external accountability) 
will lead the government to pay more attention to  monitoring and evaluating expenditure performance. 
Publication o f  reports by effective government audit agencies (internal accountability) will improve 
budget control. Progressive focus on performance-oriented budgeting wil l help reform the c i v i l  service 
corps to achieve greater bureaucratic efficiency. 
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Public Financial  Management 

I n  Djibouti? public expenditure management - formulating? implementing and monitoring annual 
budgets- is a challenging task. Budget rigidities arise primarily f rom the growing burden o f  the wage bill 
(absorbing over half percent of the government revenues). The high wage bill constricts the government’s 
r o o m  for fiscal maneuvering in the short run. In addition, amounting contingent liabilities are assumed 
without sufficient analysis and are not being reflected in the state budget. To complicate matters, the 
budget lacks credibility owing to the high degree o f  volati l i ty o f  expenditure and revenues and l o w  
execution rates. And the budgeting process i s  mechanistic, paying more attention to inputs than to  the 
services being delivered or the outcomes expected from them. As a result, the budget process yields 
insufficient information to guide budget choices. 

A number of factors impinge on the effectiveness of budget management in Djibouti. These include: (i) 
institutional capacity weaknesses, (ii) the predominant role o f  donors in the country’s public finances and 
i t s  impact on the volatility o f  expenditures and revenues, (iii) political interference in the administration 
of public affairs and (iv) lack o f  transparency and accountability affecting fiscal performance and the 
effectiveness o f  overall public sector management. 

Tackling accountability weaknesses can help improve budget management. When institutional 
capacities are l o w  at the start, the road to improved budget management may need to be covered in small 
steps.. Reforming basic incentives that strengthen accountability i s  the place to start. As incentives 
become better aligned and internalized and as administrative capacity grows, more advanced reforms can 
be deployed t o  support deeper institutional change. Strong accountability in public administration can 
help the government spend wisely and predictably in l ine with priorities. By ensuring more active 
participation o f  citizens in decision-making, stronger accountability can respond to the needs o f  the 
different ethnic groups present in the country. I t  can also help develop and deploy administrative capacity 
to  take sound decisions at the top and to implement them well. Stronger accountability can also help 
better manage aid flows. For  one, donor coordination i s  easier where the recipient has a legitimate and 
credible national development strategy and budget process that can serve as the common framework. 
Transparent and accountable budget and public procurement systems can also encourage donors to shift 
responsibility toward the recipient, reducing duplication, waste and transaction costs. And it can al low 
donors to provide budgetary aid flexibly, keeping them f rom crowding into a few fashionable sectors - 
and thus lessen concerns about absorptive capacity. 

A number of practical measures can help strengthen accountability in budget management. These 
measures include: (i) improving budget classification to link expenditures with expected outcomes; (ii) 
consolidating public finances by bringing contingent liabilities under the state budget’s oversight; (ii) 
improving budget credibility by casting fiscal choices in the medium-term, tahng  into account revenue 
and financing constraints; and (iii) moving the budget process towards a greater performance orientation. 

I n  the current context of Djibouti, it is not realistic to expect improved budget formulation in the form 
of full-fledged medium-term expenditure frameworks. Rather, the government could benefit f rom the 
consultative process that was initiated during the PRSP preparation to translate po l icy  priorities into 
budget allocations. This would entail including in the budget key sectoral programs to be financed and the 
main services that are expected to be rendered. Even i f just for one year, that would be already a good 
start. In the short-run, i t  will be necessary to take a pragmatic approach by building incrementally o n  
existing systems to achieve more effective monitoring capacity and strengthen accountability. In the 
absence o f  a baseline medium-term expenditure framework, multi-year fiscal scenarios can help in 
assessing l ikely patterns o f  spending. 
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Assessing publ ic  expenditure in selected social sectors 

Rising to the challenge of sustained growth and MDG achievement will entail bo ld  efforts to improve the 
sustainability, efficiency and equity o f  public spending in key social sectors. 

EDUCATION 

High levels of public expenditure but limited impact. Djibouti’s expenditure on education, relative to 
GDP, has increased over recent years and remains one o f  the highest among countries with similar levels 
of per-capita income. But education expenditure levels bear n o  strong relationship to adult literacy, 
completion rates, schooling standards. Dj ibout i  i s  well below i t s  efficiency frontier in i t s  use o f  public 
expenditure to produce educational outcomes. Gross enrollments increased f rom 39 percent in 1990 to 
almost 52 percent in 2003. But rising rates o f  school enrolment are distorted by glaring inefficiencies and 
inequalities o f  access and quality in educational provision. Whi le the entire pre-university education 
system i s  beset with access and efficiency problems, the situation i s  particularly serious in lower and 
higher secondary education. And in spite the progress achieved by recent educational reforms, about 50 
percent o f  children are s t i l l  out o f  schools, and more than 20 percent o f  those enrolled do not complete six 
years of  primary education. There are also large inequalities o f  access to  education services: enrollment 
varies largely across regions, gender and income levels. 

Djibouti: Adult illiteracy and Public Expenditures on Education 

1 Underachievers Least efficient 
Adult illiteracy rates higher than expected 
Education spending lower than expected 

Adult illiteracy rates higher than expected 
Educat on spending higher than expected 
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Most efficient Overachievers 
Adult illiteracy rates lower than expected 
Education spending lower than expected 

n Adult illiteracy rates lower than expected 
Health spending higher than expected 

- 
Deviations from Expected Public Expenditures on Education 

Explaining poor expenditure performance. Part o f  the explanation lies in the strong emphasis on higher 
education, which i s  more costly per student, therefore consuming a substantial share o f  the education 
budget. But secondary and primary education also suffer f rom a number o f  inefficiencies, including: 
insufficient school space, l o w  rates o f  enrollments (especially for  girls) and internal efficiency problems 
(high repetition rates and drop-outs), lack o f  school supplies, weak pedagogical skills, and high unit costs. 
An issue o f  serious concern i s  the input-mix imbalance: current spending in education averaged about 90 
percent over recent years, with wages and salaries absorbing the bulk o f  current spending. Unit costs 
(teachers’ wages) as shares o f  total education spending leave litt le f o r  the provision o f  books and 
pedagogic inputs, construction, and upgrading o f  schools and classrooms. 
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The incidence of government spending on education is biased against girls, towards the richest 
segment of the population, and in favor of urban areas. The analysis o f  per capita subsidies by income 
groups indicates that the poorest quartile receives a much smaller subsidy than the richest quartile in 
primary education. The per capita subsidy in primary education for the highest income quartile was 1.5 
times larger than for the poorest. At the secondary education level, the factor for disparity increased to 
1 1. The gap i s  even larger for higher education where a person in the highest quartile i s  able to capture 89 
times more subsidy than a person from the poorest quintile. In urban areas, the per capita expenditures are 
biased towards boys in both primary (1.3:l) and secondary education (1.5: 1). The degree of  bias i s  much 
higher in rura l  areas where expenditure on boys i s  1.7 times that o f  girls in primary and nearly 2.2 times 
in secondary education. Girls receive about 62 percent o f  the subsidy received by boys through a l l  
education spending. In other words, for every DF spent o n  girls’ education, boys received a subsidy equal 
t o  DF 1.6. Gender disparities are lowest at the primary level with girls receiving 74 percent o f  the subsidy 
received by boys. At secondary level, girls receive only 62 percent o f  subsidy received by the boys while 
in higher education the percentage i s  at 31 percent. The gender gap i s  widest for the poorest quartile at 
every educational level. In primary education, girls in the poorest quartile receive 57 percent o f  the 
subsidy received by boys; at the secondary level they receive only 38 percent whi le at the higher 
education level  they receive 4 percent. 

A number of budget management deficiencies have impaired the effectiveness of educational 
expenditures. The Ministry o f  Education plays a l imi ted role in formulating the state budget and it i s  
given l imi ted flexibil i ty by the Ministry o f  Finance to  manage and monitor i t s  own budget. The 
educational system remains highly centralized with most tasks concentrated at the level o f  the “Secretariat 
General” which exerts influence over all administrative and educational areas. Heads o f  department, 
school principals and parents o f  students have very litt le involvement in education pol icy implementation. 
Moreover, internal accountabilities are weak: administrative staff i s  not  subject to the same level o f  
oversight as the teaching staff. 

Attaining the education MDGs: options for policy reform, expenditure reallocation and costs of 
reforms. If the government i s  to attain the education MDGs, at present levels o f  financing and efficiency, 
the primary education sector would face an average annual deficit o f  about DF 241 1 m i l l i on  over the plan 
period. Only with a decline in teacher salaries, the financing gap would be eliminated. The financing gap 
corresponds to a reduction o f  the wage level in the education level by about half. Educational reforms 
would need to put particular emphasis on decreasing the attrition o f  students within the three school 
cycles and during transition between them. In conclusion, the MDG goal o f  reaching primary completion 
rate of 100 percent by 2015, under current levels o f  education financing and internal efficiency, i s  not  
fiscally sustainable. The achievement o f  this goal would require a more cost-effective education structure 
in Djibouti; one o f  the ways in which this could be reached i s  through a reduction in the average salary o f  
teachers. But these simulations do not take into account other policies that could improve the internal 
efficiency o f  the primary education and lead to further improvement in cost-effectiveness. These could be 
achieved by the introduction o f  greater performance orientation o f  the education budget. 

HEALTH 

Low levels of expenditure and limited impact on health outcomes. Public expenditure in health in 
Dj ibout i  i s  l o w  (averaging 2-3 percent o f  GDP in the last few years) and it has been fall ing as a 
percentage o f  GDP as well as on a per-capita basis and not  keeping pace with i t s  rapidly expanding 
population. Health outcomes are a function o f  a wide variety o f  factors -economic, social, cultural, 
geographical, as wel l  as o n  health sector interventions. Controll ing for  national income, Djibouti’s public 
health expenditures seem to be lower than i t s  peers, and this, together with a number o f  inefficiencies and 
inequities, have led to  disappointing health outcomes. L i f e  expectancy at birth i s  among the world’s 
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lowest at 49 years. Infant mortality and chi ld mortality rates have improved relative to their 1989 levels, 
though they remain among the highest rates o f  Middle-Eastem and Sub-Saharan countries. 

Djibouti: Infant mortality and Public Health Expenditures 

Underachievers 
Infant mortality rates higher than expected 
Health spending lower than expected /= 
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Infant mortality rates lower than expected 
Health Spending iower than expected 

Overachievers 
Infant mortaiity rates lower than expected 
Heaith spending higher than expected t 
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Explainingpoor expenditureperformance. A large portion o f  the public health bill i s  spent o n  wages, at 
the expense o f  medial equipment and material. Budget executions rates for material and equipment are 
low-  at 50 percent. As a result, the supply o f  public health services i s  declining both in terms o f  quality 
and quantity. 

Attaining the health MDGs: options for policy reform, expenditure re-allocation and costs of reforms. 
Attaining the health MDGs would imply considering a number o f  reform options in health budget 
management: 

(i) Budget spending increase in non-wage productive expenditures, i f  the PRSP goals are to be met by 
2006. There i s  urgent need to  mitigate the deterioration in the performance o f  the health system with the 
emphasis o n  rehabilitating the health infrastructure, hiring more qualified personnel, increasing the 
availability o f  affordable drugs, and improving the national health information system. 

(ii) At the same time, inefJiciencies could be reduced. For instance, streamlining drug expenditure within 
both public and private health care facilities, in particular considering the usage of generic as opposed to  
branded drugs could bring substantial savings. These might be allocated to budget items with better cost 
benefit ratios such as preventive medicine programs that are currently under funded and often covered by 
foreign aid. By making some o f  the currently free health services fee based, andor  by allowing greater 
private sector participation in the provision o f  some health services, public health care costs could be 
reduced. 

(vi) Increased budget expenditures need to be accompanied by greater accountability in health service 
delivery. The long route to accountability needs to  involve policy-makers, budget administrators, service- 
providers and final users. T h i s  will help improve the link between health expenditures and outcomes. Fo r  
instance, greater accountability o f  service providers to policy-makers will contribute to  reduce personnel 
management inefficiencies, such as double-dipping (public doctors that use the of f ic ia l  working hours to 
offer private consultation) and absenteeism. The use o f  expenditure-traclung user surveys can also help 
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identify and tackle key sources o f  inefficiency and inequity in the utilization o f  health resources. Greater 
role of the health sector ministry in formulation, management and monitoring o f  the sector budget would 
help mitigate the l o w  budget execution problems in key items (such as materials and supplies). These 
problems may  be associated to the cash-based management plan that, albeit important to keep arrears 
under control, i t  does not  grants payment authority to the sectors. A greater performance-orientation of 
the budget, assigning clear responsibilities to sector agencies for results and setting up efficient oversight 
mechanisms could be an option to consider in view o f  improving the efficiency and equity impact o f  the 
budgetary resources allocated to  health. 

SOCIAL PROTECTION 

Overall level and composition of social protection expenditures 

Total expenditures social protection programs amount to 10 percent o f  GDP, a high share given the 
countries level  o f  income. There are, however, sever misallocation problems that make the system 
regressive. F r o m  total expenditures, only 0.5 percent o f  GDP go to  programs targeted to poor or 
vulnerable groups. For instance, in 2004, expenditures allocated to poverty programs accounted for only 
0.2 percent o f  GDP. The largest share o f  SP expenditures goes to the social security system (5.1 percent 
of GDP) to pay for pensions and health expenditures for  formal sector workers. The other large 
component o f  SP expenditures i s  transfers to households and institutions. F rom these transfers, however, 
26.6 percent (close to 1.1 percent o f  GDP) are housing subsidies for c i v i l  servants. These subsidies are as 
high as the total budget o f  the education sector, and 5 times the budget o f  the health sector. 

Assessing efficiency, allocative and sustainability o f  public expenditures on social protection 
programs 

Health insurance. The system covers only formal sector workers enrolled in the Organisme de 
Protection Sociale (less than 23 percent o f  the labor force) - civ i l  servants, for  instance, are not covered. 
There i s  l i tt le information regarding utilization patterns and unit costs, leading to arbitrary pricing. All 
services are directly provided by the OPS, thus reducing incentives to  control costs and improve quality. 
The government could: (i) conduct an actuarial valuation o f  the health insurance branch o f  the OPS; (ii) 
conduct a study to expand the health insurance system managed by the OPS to the whole population; and 
(iii) avoid the fragmentation o f  the public health insurance system that would result f rom developing new 
insurance schemes. 

Pensions. The government completed an impressive agenda o f  reforms that have improved the financial 
sustainability o f  the system. The newly created Comitk National de Securitk Sociale i s  s t i l l  not  
operational. In spite of the progress achieved with the reforms, the pension system s t i l l  faces financial 
difficulties. The government could review the retirement age within the OPS and gradually include a l l  
wages in the calculation o f  the pension - with an appropriate indexation mechanism. Also, implement 
early retirement penalties and new regulations for the “proportional” pension; and (iv) invest in training. 

Unemployment insurance. There are n o  formal protection systems within or  outside the firm. This i s  an 
important gap in an economy with a largely unregulated labor market. Over the short-term the 
government could initiate the groundwork for the eventual implementation o f  an affordable severance 
program for private sector workers, which could a retraining component. 

Vocational training. Vocational training institutions are mainly in the hands o f  the public sector, with 
only a marginal participation o f  private centers. Challenges include: (i) the various parts o f  the V T S  
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operate independently, in the absence o f  a strategic framework to guide and coordinate their activities; (ii) 
there i s  an overemphasis o n  init ial training relative to continuous training and on-the-j ob-training; (iii) 
monitoring and  evaluation systems are underdeveloped; and (iv) financing mechanisms do not provide 
incentives for  the continuous improvement o f  quality and the constant adaptation o f  the system to the 
demands o f  the market. 

Cash transfers. Expenditures in transfers to households and institutions are highly regressive, and there 
i s  urgent need to review current allocations. Indeed, 40 percent o f  transfers go to  the public 
administration and to finance Djibouti’s involvement in the peace process between Eritrea and Ethiopia; 
and 50 percent t o  housing subsidies for c iv i l  servants and fellow-ships to  study abroad. The government 
could consider reallocating these transfers to: (i) develop conditional-cash-transfers to  stimulate the 
accumulation of human capital; and (ii) implement non-contributory pension schemes for  the elderly 
poor. 

Public works. In 2000 Dj ibout i  started operating the Agence Djiboutienne d’Execution de Traveaux 
d’lnteret Public (ADETIP). Impacts in terms o f  new infrastructure are sizable, but less has been achieved 
in terms of j o b  creation (less than 1% o f  total supply) and community development. Issues that need to be 
considered for  improving the effectiveness o f  ADETIP include: (i) increasing the share o f  resources 
allocated to  community-driven interventions; (ii) reviewing remuneration policies to encourage the self- 
targeting o f  the poor (for instance, by enforcing ceilings o n  wages); (iii) devising mechanisms to transfer 
acquired expertise in the management o f  projects to the various ministries; and (iv) revising financial 
arrangements to  increase cost-recovery. 
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PART I. AGGREGATE FISCAL ANALYSIS 

Figure 1.1 Djibouti : Real GDP growth, in percent, 1990-2004 
8.0 

This part o f  the report wi l l  assess public spending at the aggregate level’. The analysis starts in Chapter 
1, providing the country’s overall macroeconomic and fiscal context. I t  assesses recent economic and 
fiscal performance and reviews the medium-term economic outlook and pol icy goals. Chapter 2 
assesses ma in  expenditure trends according to sustainability, efficiency and allocative criteria. In 
analyzing fiscal sustainability, besides the debt dynamics and stress-testing, the chapter discusses other 
fiscal risks, including a discussion on contingent liabilities. Chapter 3 assesses revenue performance, 
taking stock of main achievements and outlining challenges ahead. Each chapter concludes with a 
summary of po l icy  implications. 

Figure 1.2 Djibouti: Real GDP per capita growth, in  percent, 1990-2004 
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CHAPTER 1: MACROECONOMIC AND FISCAL PERFORMANCE 

1 .l. Macroeconomic performance 

1.1.1. Recent economic performance 
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Data for Chapters 1-3 were provided by the Djibouti authorities to the World Bank and the International Monetary Fund in 2004. 
Djibouti’s national accounts data suffer from a number o f  weaknesses. In the absence o f  field survey data, national accounts estimates rely 

heavily on administrative data sources. Merchandise trade data, compiled by the National Directorate o f  Statistics (DISEP) are deemed to 
significantly underestimate imports and exports and do not fully capture transactions recorded by customs. Unlike the usual practices in 
countries with deficient customs data, the DISEP does not consistently adjust these data for under-coverage and valuation problems before 
their use for the compilation of national accounts. Furthermore, GDP may be underestimated because no efforts are made to account for the 
contribution of a growing informal sector. 
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Unemployment affected youth and women in 
particular. In addition, Djibouti's real GDP 
per capita growth remained negative for 

Real GDP growth has been highly volatile through the last decade, with actual growth rates 
remaining on average below potential during the nineties. In Djibouti, increases in income have been 
difficult to sustain, and declines in income have not been quickly reversed. More  troubling i s  the 
finding that Djibouti 's actual growth rates remained below potential for most o f  the nineties o n  average 
(see Figure 1.4 be lo^)^. Potential output growth6 reversed i t s  downward trend in the second ha l f  of the 
nineties, and since 200 1 the economy managed to grow slightly over potential. However, Djibouti's 
trend growth rate, at i t s  current level (slightly over 3 percent), s t i l l  remains a source of  concern. At i ts  
present trend growth rate, and growing demographic pressures, Dj ibout i  i s  likely to continue facing a 
deteriorating unemployment and poverty situation. One should, however, keep in mind that the 
potential growth rate as measured here reflects the constraints posed by existing economic, fiscal and 
structural policies. A higher growth rate can likely be achieved by reforming such policies and 
improving the governance environment. Indeed, this i s  one o f  the main arguments o f  this report. 

Figure 1.4 Djibouti: Actual vs. Potential Real GDP Growth, 1981-2004, in percent 

- 8  J 

Population growth is estimated at an average o f  3 percent a year (as per PRSP demographic assumptions). 
Source: World Bank staff calculations, based on WEO, 2004 
Potential output growth i s  been calculated drawing on a time series of past output data and using the Hodnck-Prescott f i l ter o f  real GDP level 

data for the period 1980-2002. Lack of reliable time series data on labor and capital stocks impair  a more sophisticated analysis of the 
production function and the determinants o f  growth. 
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1.1.2. What explains Djibouti's mixed and volatile growth performance? 

Qibouti / I  I 4.0 i 

Growth in Djibouti has been affected by many factors -some exogenous, and some endogenous. Data 
constraints impair  a robust econometric analysis o f  the determinants o f  growth, but this section review 
the factors that have contributed, directly or indirectly, to Djibouti's mixed economic performance and 
the volati l i ty o f  growth. Some have to do with deeply rooted structural weaknesses o f  Djibouti 's 
economy, and others are more related to  the quality o f  economic policies, the governance environment 
and Weaknesses in public expenditure management. 

Low levels of investment, high levels of domestic consumption, and a pattern of negative domestic 
savings have led to a persistent resource gap. Investment rates in Dj ibout i  were 10 percent o f  GDP by 
the end o f  1999, lower than in Sub-Saharan Africa (18 
percent o f  GDP in 1999) and followed a downward 
trend for most of  the nineties, mostly o n  account o f  a 
sharp decline in public capital expenditures and the 
adverse effects of growing domestic arrears to the 
private sector and public enterprises. The investment 
rate declined from bout 19 percent in 1990 to 14 
percent in the 1990s and averaged 10 percent during 
2000-2002. With consumption expenditures 
persistently high, domestic savings experienced a 
negative trend, averaging 5 percent o f  GDP for 1990- 
2004. 

Figure 1.6 Djibouti: Public Gross Fixed Capital 
Formation, 1990-2004, in percent of GDP 
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Private investment remained mute: private-to- 
public investment ratios remain well below Sub- 
Saharan African trends. For Djibouti, the ratio has 
oscillated around 1.4 during 1990-2004. Compare to 
2.4 on average for Sub-Saharan Afr ica during the 
same period. The government launched a structural 
reform agenda by the end o f  the nineties to foster 
private investment, the slow implementation o f  these 
reforms might wel l  account for the sluggish and 
volatile response by the private sector. The volatility 
of investment rates by both the private and the public 
sector account of a number of factors. The ethnic 

Figure 1.5 Djibouti: Savings-Investment Gap, 1990-2004 
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Figure 1.7 Djibouti: Private Gross Fixed Capital Formation, 
1990-2004, in percent o f  GDP 
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Figure 1.8 Djibouti: Private-to-public investment ratio, 
1990-2004 --- ---.____-_I_ 
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conflict during 199 1-1 996 affected private investment more dramatically. The impact o f  the fiscal 
adjustment on capital expenditure, f rom 1996-1998 and f rom 1999-2002 i s  reflected in the downward 
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trend o f  public investment during those periods. The recent recovery o f  private investment i s  explained 
by the foreign direct investment in the new port. 

Figure 1.9 Djibouti: Foreign Direct Investment, 1994-2002, 
in percent of GDP 

Foreign direct investment has also remained low by international standards, in spite of the openness 
of Djibouti’s capital account, relatively high openness to trade (an export plus imports-to GDP ratio 
of above 50 percent) and participation in association agreements such as COMESA. FDI flows has 
traditionally account for  only a small percentage o f  gross capital formation in Dj ibout i  - about 6 percent 
on average in the period 1995-2000. Compare that with Singapore, where FDI flows accounted for 26 
percent over the same period. However, private foreign investors are planning to build a large deep 
water seaport in Dj ibout i  with an industrial and commercial free zone over the next few years. This 
project, estimated to cost about $400 mi l l ion (representing about 60 percent o f  GDP) over five to seven 
years. The authorities expect to finance it entirely through FDI. I t  wi l l  include three main phases: a new 
o i l  terminal, a container terminal, and an industrial zone. The construction o f  the new o i l  terminal 
started in 2003. The regulatory framework under which the industrial and commercial free zone will 

efficiency o f  investment i s  the incremental- 

ICOR ranges between 2 and 5 (Dollar and 
Easterly, 1999). In Djibouti, the average 
ICOR has been 15.25 during the period 
1993-2002, and about 6.77 over the period 
2003-04, which could point  to unproductive 
investment. However, a cautionary note i s  
warranted in interpreting the I C O R  for 
Djibouti. For one, the denominator i s  

for most of the nineties and was almost zero 

capital-output ratio (ICOR). A “reasonable” 

problematic. Real GDP growth was negative 

Figure 1.11 Djibouti: ICOR (incremental capitahutput 
ratio), 1993-2004 
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Figure 1.10 Djibouti: Foreign Direct Investment, 1995- 
2000, as percentage of Gross Fixed Capital Formation 
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’ The evidence so far has demonstrated the failure o f  the short-run investment to growth link. In the long run, i t  i s  obvious that 
physical (and human) capital investments play some role in producing output. But even the part o f  output growth variation 
explained by capital accumulation does not necessarily imply a causal link from investment to growth( Barro and Sala-i-Martin 
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productivity o f  investments i s  low- resulting partly f rom l o w  reliance in the private sector and partly 
from inefficiencies in public investment. In spite o f  significant public investments in 
telecommunications, the cost o f  telephone calls abroad i s  high (i.e. the average call per minute to  the 
Uni ted States i s  about USS4.7 per minute, and the average cost o f  local call i s  U S $  0.2 per three 
minutes, two t imes the average cost of local call in Sub-Saharan Africa). And despite large public sector 
investments in building up infrastructure in electricity and water, the power and water distribution 
systems have losses equivalent to 15 percent and 4 0  percent o f  output respectively). Chapter 2 will 
provide further details o f  these inefficiencies. 
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Structural weaknesses in Djibouti’s economy help explain the persistent external imbalances - 
Djibout i  i s  a small country with a poor resource endowment, and a weak agriculture and manufacturing 
sector. I ts  economy i s  highly reliant on services provided to foreign military personnel and port 
transshipment receipts. The trade deficit i s  due to a narrow export base for locally produced goods as 
wel l  as to the need to import almost al l  consumer and commercial goods. Moreover, Djibouti’s 
dependence on the demand by fluctuating foreign military expatriates and port transshipment receipts, 
rendered the country’s vulnerable to persistent external account deficits. 
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Figure 1.12 Djibouti: Real GDP, Sectoral Composition, in 
percent, period average, 1990-2004 
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A marked deterioration o f  the country’s overall competitiveness over the last two decades may also 
explain the persistence o f  external imbalances and the sluggish economic performance for most of the 
period. External competitiveness o f  Djibouti’s economy can be assessed on the basis o f  a wide range of 
indicators, including the real effective exchange rate, labor and production costs, price levels, and the 
competitiveness o f  the most buoyant service sector: the port. Notwithstanding deficiencies of the 
underlying data, a br ie f  review o f  the various indicators clearly suggest an overvaluation o f  the Dj ibout i  
franc (DF). 

(i) Overvalued exchange rate. Fol lowing the depreciation o f  the U S  dollar in effective terms, 
Djibouti’s nominal effective exchange rate depreciated in 2002 and 2003. In 1993, the REER remained 
60 percent more appreciated than in 1980. Such an overvalued exchange rate continues to undermine 
the country’s overall competitiveness. Figure 1.14 provides evidence o f  a the significant overvaluation 
of the real effective exchange rate, and it has remained overvalued over the last few years, in spite o f  
the recent depreciation o f  the U S  dollar (to which the DF i s  pegged). As a result o f  the depreciations in 

1995). In more recent models that endogenize total factor productivity growth, capital accumulation becomes a function of 
economic policies and the quality o f  institutions (Rodrik, 2002). 
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the currencies o f  Djibouti's main trading partners, Djibouti's exchange rate has appreciated by about 60 
percent in real effective terms since 1980. 

(ii) Labor costs: high wages and high wage bill. An IMF survey was conducted to compare wage and 
price levels in Djibouti, Addis Ababa (Ethiopia) and Sanaa (Yemen). The survey revealed that 
Djibouti 's wages are much higher than those o f  neighboring countries. At 1999 exchange rates, wages 
in Dj ibout i  were 3 to 6 !4 times the level o f  those in Ethiopia and Yemen. The differentials were 
generally higher for slul led and semi-skilled employees (public servants, and hotel and restaurant staff) 
than for unskilled workers (manual laborers and domestic servants). The apparent insensitivity o f  wage 
rates to the high level of unemployment may reflect the benchmark established by the dominant public 
sector, which accounts for approximately ha l f  o f  the total reported wage earner population (or almost 
three-quarters when public enterprises are included in the public sector). In 1998, the average wage rate 
in Djibouti 's c iv i l  service was indeed about 45 percent above the average wage rate o f  workers in the 
private sector and public enterprises. Estimated average salaries for public sector employees were more 
than f ive times the level in Ethiopia and about four t imes the level o f  comparable employees in Yemen. 

(iii) High utilities prices. Djibout i  faces high production costs associated with utility prices. In 
particular, the price of the k W h o u r  for  industries was about 26 cents in 2000, and the cost of telephone 
calls abroad ranged from more than U S $ l  per minute to neighboring countries to  almost US$3 per 
minute to Europe, and US$ 4 to the United States. Util i t ies are expensive pr imari ly because o f  high 
wages, a large tax burden, and poor management practices. When loolung at publ ic enterprise accounts, 
i t  appears that wages and salaries o f  public enterprises range f rom 31  percent o f  value added for 
Djibouti-Telecom, to 77 percent for the airport. The wage bill o f  the electricity company was 51  
percent in 2000. Poor collection rates and fraud are other problems faced by some public enterprises, 
including the electricity and water company. 

(iv) High service prices. Higher prices of transport contribute to the fact that road traffic between 
Dj ibout i  and Ethiopia i s  mostly handled by Ethiopian companies, which pay lower wages to  their 
drivers than those paid to Dj ibout i  drivers. Other prices o f  services (recreational, tailoring, shoe 
repairing, apartment rents) are much more expensive in Djibouti. As a result, the ratio o f  non-tradable 
prices to tradable prices i s  higher in Dj ibout i  than in i t s  two  neighboring countries. 

(v) High capital costs owing to an underdevelopedflnancial sector that has not been able to mobilize 
domestic savings and has restrained credit availability to the private sector. In addition, foreign 
currency deposits increased by 19 percent and their share in total deposits increased by about 15 
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percentage points (from 48 percent). There was also marked private capital outflows (as witnessed by 
large negative B O P  errors and omissions) averaging 3 percent o f  GDP per year. The composition o f  
deposits changed in favor o f  foreign currency, the share o f  which in broad money rose from 36 percent 
in 1994 to 48.5 percent in 2002. 

I 

160.000 I I 

Figure 1.15 Djibouti: Deposit and Credit, 1990-2002 
(in millions of DF) 
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Figure 1.16 Djibouti: Non-performing Loans (1994-2002) I 

Structural weaknesses in the fiscal accounts -in particular, revenue volatility and a rigid expenditure 
structure, have limited the government's ability to absorb fiscal risks. Compared with Sub-Saharan 
Africa and other small developing countries, Dj ibout i  has a higher level o f  tax revenue (by about 3 
percent o f  GDP on average during 1990-2004) and receives a much higher level o f  official grants, 
although it suffers f rom a greater degree o f  revenue volatility. In spite o f  enjoying o f  a higher level of 
revenues, i t s  central government spends almost f ive percent more o f  i t s  GDP, maintains a wage bill 
twice as large, and pays much higher utility consumption bills (electricity, water and telephone) than 
Sub-Saharan Afr ican countries and other small states. 

Figure 1.17 Djibouti: Total Revenue (excel grants), in percent 
of GDP, 1990-2004 
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Figure 1.18 Djibouti: Total official grants, in percents of GDP 
1990- 2004 
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Figure 1.19 Djibouti: Total government expenditures, in 
percent o f  GDP, 1990-2004 
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Figure 1.20 Djibouti: Government Wage Bill, in percent of 
GDP, 1990-2004 
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Heavy dependence on external aid: Djibouti is one of the highest 'aid receivers' among Sub-Saharan - -  
African and low income countries. Despite large 
unrequited transfers, Djibouti's external account 
has been persistently in deficit, at about 5.6 percent 
o f  GDP o n  average during the period 1990-2004. 
The current account deficits have largely financed 
through external loans to the public sector 
throughout most o f  the nineties, leading to a 
external debt that, although relatively stable, 
remains high by international standards (see 
Chapter 2 for a more detailed analysis). More 
recently, the financial windfall received from the 
U S  and France under military cooperation 

Figure 1.21 Djibouti: Dependence on Foreign Aid, 
period average (1962-2002) 
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agreements (representing about 5 percent of GDP), helped the domestic fiscal balance move f rom a 
deficit o f  about 2 percent of GDP in 2002 to a surplus o f  0.8 percent in 2003. In contrast, the overall 
cash deficit deteriorated since the domestic fiscal surplus was directed to the payment o f  arrears to the 
pension funds and c iv i l  services. 
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Figure 1.22 Djibouti: Current Account, 1990-2004, 
in percent o f  GDP 
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The low predictability of external sources offinancing remains a source of strain for effective budget 
management. Annual inflows o f  external assistance have fluctuated considerably (Figure 1.24 below 
shows the volati l i ty of external sources o f  financing over the period 1990-2004). At the same time, a 
slower-than-planned pace of external disbursements contributed to a push-down o f  the cash-based 
annual deficits. The actual cash deficit o f  the state budget has been persistently smaller that the one 
envisioned in the respective budget laws partly because availability o f  foreign financing was lower than 

Figure 1.24 Djibouti: Sources of Deficit Financing, 1990-2004, in percent of  GDP 
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budgeted. The accrual deficit was, in fact, much larger, given the increase in budget arrears during 
1996-2002. In addition, donors have often provided concessional credits l inked to the implementation 
of specific sectoral investment programs. Unless these lending operations are w e l l  designed, they may 
affect budget flexibility as these credits cannot be reallocated in the course of  budget execution in 
response to shocks. 

Ethnic fractionalization and political instability. The recent literature on the determinants o f  growth 
has pointed to ethnic fractionalization as one o f  the main deterrents o f  economic growth in Sub-Saharan 
Afkica (Collier, 2002). The argument i s  that ethnic fractionalization could lead to political instability 
and have a negative impact on investment and growth. In Djibouti, competition for  power among the 
Somali-Issas and the Afars led to  a very damaging c iv i l  war in 1991-94. This c iv i l  war triggered 
macroeconomic instability and severe disruptions f rom which the country has yet to fully recover. I t  
was not  until M a y  2001 when the government signed what i s  termed the final peace accord in exchange 
of a power-sharing deal, officially ending the conflict between the government and the armed faction 
of the FRUD. Since then Djibouti’s governing formula includes a fair amount o f  power-sharing. The 
executive power i s  shared by a Somali Issa president and an Afar  pr ime minister, with cabinet posts 
roughly divided. 

1.1.3. Conclusions and policy implications 

A number o f  conclusions and pol icy implications could be drawn f rom this b r ie f  analysis o f  Djibouti’s 
economic performance: 

First, there is no single key to unlocking investment and GDP growth - Just as a combination o f  
factors contributed to investment’s l o w  productivity in the past, the solution to  higher investment and 
growth lies in addressing a l l  o f  these underlying factors. But where to start the reform agenda? Some o f  
the determinants o f  Djibouti’s mixed economic performance are exogenous, and there i s  l i tt le that 
Dj ibout i  policy-makers can do to affect them. But there are a number o f  factors that are endogenous, 
and hence, there are grounds for optimism so long as the government remains committed to addressing 
them. 
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Second, most of the endogenous determinants of growth and investment productivity are associated 
with can spur the impact of 
economic and fiscal policies on growth and investment productivity. The next section will review the 
quality o f  fiscal consolidation in Dj ibout i  and will illustrate how the quality o f  governance affects the 
impact of  fiscal policies on growth. And chapter 3 will reveal that governance and overall public 
expenditure management also impinge on the quality o f  service delivery and the business climate- key 
ingredients in ensuring sustained economic growth and poverty reduction. 

governance and public finance management. Better governance 

Third, one might be careful about calling for an externally-financed investment boom to resume 
growth in Djibouti, unless it is accompanied by sustained efforts to address the underlying factors 
that made investment unproductive in the past. For instance, one should be more circumspect about 
interpreting Djibouti 's l o w  savings rate in view o f  the l o w  productivity o f  investments. Perhaps the l o w  
savings rate was due to the fact that the returns to investment were so low. Also, the relatively l o w  
levels of private investment, the high level o f  currency substitution and capital flight (reflected in the 
errors and omissions l ine o f  the balance o f  payments) may have been a rational response to the lack of a 
strong business climate at home. And the l imited aid effectiveness on growth in spite o f  the relatively 
high aid-to-capital formation ratio could partly be related to weaknesses in governance and public 
expenditure management. 
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1.2. Fiscal performance: main features of fiscal adjustment 

1.2.1. Introduction 

International evidence confirms again and again that quantitative improvements in fiscal policy are 
not necessarily accompanied by progress in the “quality” of fiscal adjustment. There are two main 
reasons for this. First, traditional deficit measures (government deficits on a cash basis) do not shed 
sufficient light on two key dimensions o f  “quality”: sustainability and efficiency (impact on expected 
outcomes of fiscal policy on growth and poverty reduction). Second, governments can reduce their 
measured deficit without carrying out any “true” adjustment. Easterly (1998) argues that fiscal 
adjustment can be just an “illusion” when it lowers the budget deficit but leaves government net worth 
unchanged. W h e n  an outside agent (such as international finance institutions) forces a reduction in a 
government’s conventional deficit, i t  often responds by lowering asset accumulation or by increasing 
hidden or off-budget liabilities giving the “illusion” o f  a fiscal adjustment. 

Fiscal adjustment is usually the first step on the road to macroeconomic stability -but sustained 
growth requires that as much attention be paid to the way the government’s deficit is cut as to the 
size of the cut. The way the deficit i s  reduced-the quality o f  fiscal adjustment- can also affect 
growth, since some components o f  government expenditure are more productive than others, some tax 
reforms more beneficial in their impact on resource allocation than others, and some types o f  fiscal 
adjustment more sustainable than others. The magnitude o f  the change in the fiscal balance i s  relatively 
easy to measure. The same cannot be said o f  the overall quality o f  fiscal adjustment-it i s  not  easy to 
tell exactly what combination o f  tax and expenditure reforms best promotes growth. 

This section will provide an analysis of the size and quality o f  fiscal adjustment in Djibouti. Chapter 2 
wil l asses the extent to which Djibouti’s government resorted to hidden budget liabilities during the 
fiscal adjustment process. In both cases, the analysis will be concluded with some pol icy implications. 

1.2.2. Size of  the Fiscal Adjustment 

Two periods of fiscal adjustment (1994-96 and 1996-02) can be distinguished in Djibouti’s recent 
history. The government initiated the f i r s t  phase o f  fiscal adjustment without external support and under 
extreme liquidity constraints. In contrast, the fiscal adjustment in the period 1996-02 was supported by 
the donor community. Djibouti’s deficit was brought down from X percent to 4.7 percent in 2002. But 
most o f  the decline occurred during the first adjustment period, reflecting the urgency o f  restoring 
macroeconomic stability in the aftermath o f  the country’s c iv i l  war. 

Figure 1.25 Djibouti: Size of fiscal adjustment, changes in 
percent o f  GDP, 1994-1995 
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Figure 1.26 Djibouti: Size of fiscal adjustment, changes in 
percent of GDP, 1996-2002 
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The first phase of fiscal adjustment was much more pronounced, with a sharper reduction of the 
fiscal deficit. I t  was driven mainly by cuts in spending, including the wage bill, expenditure in goods 
and services, and domestically financed capital outlays. T h e  particular emphasis o n  reducing 
expenditures was due to the already high level o f  revenue. (immediately after the c i v i l  war- i t  was easy 
to  cut wages). 
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I n  contrast, the magnitude offiscal adjustment during the secondphase was more limited. The most 
striking element was the decline in revenue as share of GDP (5.5. percentage points of GDP). 
Against this, the adjustment was achieved primarily through a strong expenditure compression 
(equivalent to lopercentage of GDP). Expenditure cuttings in the wage bill were offset by a fa l l  in the 
share of revenue to GDP, Although the expenditure-cutting policy actions exceeded the budgeted target, 
they were not enough to offset the much-lower-than-envisaged yield o f  revenue-raising measures . The 
disappointing revenue performance was due to shnnking tax base under the weight o f  tax exemptions. 
As a result, the deficit could not be brought in line with available financing, and new domestic and 
external arrears were accumulated during this period. Figures 1.27 and 1.28 below show the 
expenditure-revenue gap throughout the period 1990-2004. 

- 
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1.2.3. Quality of the Fiscal Adjustment 

The magnitude of the change in thefiscal balance is relatively easy to measure. The same cannot be 
said of the overall quality offiscal adjustment- i t  i s  not  easy to  tell exactly what combination o f  tax 
and expenditure reforms best promotes growth. Fiscal adjustment i s  usually the f i rs t  step on the road to 
macroeconomic stability. But sustained growth requires that as much attention b e  paid to the way the 
government's deficit i s  cut as to the size o f  the cut. 

I n  Djibouti, the reduction of the deficit was achieved mainly through drastic cuts in expenditures 
while revenue mobilization played a minor role. Non-interest expenditure bore the brunt o f  the early 
adjustment because there was only l imi ted scope for raising revenue. Tax rates were already high and 
quite distorting, and the scope for broadening the base o f  existing taxes was l imi ted by, among other 
things, the diff iculty o f  taxing services, retroactively rescinding tax incentive schemes. 

Revenue contribution was disappointing. While the revenue to GDP ratio made a marginal 
contribution during the first phase of adjustment, it fell significantly (by almost 5 percentage points) 
during the secondphase of adjustment. This may reflect greater reliance o n  tax exemptions that were 
supposed to attract private investment, distortions o f  the tax base brought about by frequent annual 
discretionary tax income measures to offset slippages in spending, and a delayed introduction o f  much 
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needed reform that aimed at rationalizing the tax system. Direct  taxation increased during 1994-2002 by 
about 1 percentage point to 9.4 percent o f  GDP, mainly on account o f  the introduction o f  the a self- 
assessment system and the unification o f  taxation on work-related incomes. But indirect taxation 
declined significantly during the same period by 7 percentage points to 1 1.7 percentage points o f  GDP, 
as revenue from the domestic consumption tax and other surtaxes steadily fe l l  on account o f  
unfavorable economic environment, tax fraud and a weak tax administration. Owing to  the extensive 
administrative preparations necessary for the introduction o f  more broadly-based taxes, Dj ibout i  has not 
yet introduced the VAT. 

To counter this slide in revenue, the government introduced frequent changes on income and 
consumption tax legislation, further contributing to the complexity of the tax system. From the peak 
reached by 1996 (when domestic revenue reached 29 percent o f  GDP), revenue declined steadily and 
remained, since 2000, in the range o f  23-24 percent o f  GDP. T h i s  decline reflected a number o f  factors, 
including: (i) increased tax exemptions as wel l  as tax fraud, fueled by lower taxes in neighboring 
countries, (ii) shortfalls in taxes on both wages and salaries, caused by the accumulation o f  arrears on 
wage and salary payments ,(iii) the reduction in the French Mi l i tary  forces, and (iii) a reduction on 
profits, resulting f rom the weak economic performance. In 1997, 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 o f  the tax base without much impact o n  the investment 
side. Excluding those granted to the French Army, exemptions represented, o n  average $48 mi l l ion per 
year. The introduction of a l l  these measures was guided solely by the need to offset revenue losses in 
the short-term and was not framed in the context o f  a consistent and comprehensive reform o f  the tax 
system. Furthermore, in the process, there has been litt le shift in the tax structure: direct taxes (mainly 
on corporate and personal income and salaries) s t i l l  account for  40 percent o f  total tax revenue while 
indirect taxes account for 60 percent o f  total tax revenue. Chapter 3 will provide an in-depth discussion 
o n  revenue performance. 

On the expenditure side, the adjustments focused on non-interest expenditure, but the cutbacks were 
not spread equally -capital expenditure bore the brunt offiscal adjustment. A reduction o f  the wage 
bill contributed significantly to fiscal adjustment by 1998, largely due to mi l i tary demobilization and 
c iv i l  service retirement programs as wel l  as a freeze o n  the hiring o f  government employees in non- 
priority sectors. The wage bill declined by about 10 percentage points o f  GDP between 1994 and 2002. 
But it remained high, and the polit ical feasibility for substantial and lasting reductions in the c iv i l  
service wage bill and transfers proved limited. This lef t  two vulnerable forms o f  expenditure that were 
cut in order to realize budget savings quickly: other current goods and services, and capital expenditure. 
Expenditures on goods and services, as a share o f  GDP, were halved between 1994 and 2002. 
Domestically financed public investment declined as percentage o f  GDP and was accompanied by a 
decline in foreign financing. Over time, under spending on operation and maintenance sharply reduced 
the productivity o f  the public capital stock, while cuts in expenditures for  other goods and services 
contributed to a growing imbalance between labor and materials and supplies. 

The planned fiscal consolidation did not have a tangible impact on productivity of investments. 
Administrative efficiency to achieve the planned fiscal consolidation was hampered by rigidities in the 
public sector wage and employment policies. Administrative complexities and lack o f  predictability o f  
tax rules and regulations increased transaction costs to the private sector thereby increasing the cost o f  
investment. Public enterprise reform was also hampered by public sector wage and employment 
policies, the accumulation o f  government arrears to these companies and operational inefficiencies. 
This led public enterprises to raise tariffs during the init ial adjustment years. But reforms to increase 
productivity were generally delayed until later in the second adjustment period and remained marginal. 
Reform took the fo rm o f  establishment o f  Performance contracts for  the Port and Airport companies. 
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But the restructuring of telecommunications, water and energy public companies stalled and the price o f  
u t i l i t ies  remained high, affecting the cost o f  investments. 

1.2.4. Conclusions and policy implications 

I n  Djibouti capital expenditures bore the brunt of the fiscal adjustment- as a consequence, the share 
of infrastructure investment, declined and it also displayed substantial volatility. This gap may 
adversely affect the growth potential and limit targeted improvements in social indicators. This trend 
has resulted in infrastructure gaps that may adversely affect longer-term growth. I t  may also curtail the 
government’s ability to meet broader development objectives, including the MDGs and the PRSP 
targets. Look ing  forward, after making disproportionately large cuts in capital expenditure and 
operations and maintenance in the init ial adjustment period, future fiscal consolidation should a im  to 
protect government investment for productive purposes. The Dj ibout i  authorities are seeking to reverse 
the declining trend of public investment, and expect to secure donor financing (mostly in the form o f  
grants) to implement the public investment program underlying the country’s PRSP. The next step in 
the short-term could be to revise the current public investment program having in mind fiscal 
sustainability, economic efficiency and equity considerations and present to the donor community a l i s t  
of projects that are selected according to these criteria. 

Declining public investment ratio may reflect a trend towards smaller and more efficient government, 
but this is not the case in Djibouti. Public investment has been on decline because of fiscal 
adjustment, and remained volatile because of unpredictability of donor financing. There i s  cause for 
worry either if cuts in public investment are not reversed, and thus fiscal adjustment contributes to 
declining public investment ratios, or i f  cuts are reversed and there i s  substantial volati l i ty in public 
investment (which can reduce the efficiency o f  both public and private investment). Increased priority 
might be given to spending on well-designed infrastructure projects. As discussed in the earlier section 
of this chapter, the scope for increased financing o f  new public investment that i s  consistent with short- 
term macroeconomic stability and longer-term fiscal sustainability should be h l ly  utilized, provided 
that i t i s  accompanied by parallel improvements in accountability and transparency o f  public finances. 
Sustained efforts in these areas might contribute to boost donor’s confidence and reduce grant volatility. 

Tilting the overall composition of public expenditure toward more productive uses would be 
particularly important for boosting growth. The composition o f  government expenditures affect 
growth through their impact on the quantity and quality o f  factors o f  production. Government 
expenditures affect growth through two main channels. First, they can increase the quantity o f  factors o f  
production, such as the capital stock, and thereby raise growth. Second, government expenditures can 
raise growth indirectly by raising the marginal productivity o f  privately supplied factors o f  production. 
Protecting productive capital expenditures during fiscal consolidation and increasing the share o f  
current spending o n  non-wage goods and services to sustain those expenditures are, in principle, 
conducive to growth. 

More could be done to improve the impact of government revenue on growth. The level and 
composition o f  government revenues affect economic growth through their impact o n  the supply and 
demand for capital and labor. In general, most taxes other than lump-sum taxes have a detrimental 
effect o n  growth as they distort the allocation o f  resources. Taxes levied on reproducible factors, such 
as physical or human capital, are examples o f  taxes that reduce the rate o f  output growth. In 
endogenous growth models, such taxes reduce the constant steady state o f  return o f  privately supplied, 
reproducible factor of production, and thus the steady state growth rate. As with expenditures, the level 
of taxes as well as their composition matter for growth. Chapter 3 wil l provide some insights o n  this 
issue. 
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Fiscal consolidation leading to a sizeable reduction in domesticfinancing of the deficit, are likely to 
trigger higher growth rates. The overall budgetary position also affects growth, mainly through the 
impact o f  i t s  financing. The empirical estimates indicate that fiscal adjustments based o n  reducing 
domestic financing have about 1 % times the effect on growth as adjustments based o n  reductions in 
both domestic and external financing (Gupta et al, 2002). In Djibouti, non-inflationary financing o f  
large fiscal imbalances through the accumulation of domestic payment o f  arrears led to a buildup o f  
domestic debt and crowded out private investment. Furthermore, the fiscal deficits experienced through 
most o f  the nineties may have also affected growth. An environment with large external and internal 
imbalances, in which the stance o f  future policies i s  unclear adversely affect long-term investment 
decisions, which require a minimum level o f  forecasting clarity. 

Targeting the overall fiscal balance while at the same time paying attention to structure and quality 
of fiscal policy, is in principle fully consistent with the goal of promoting productive public 
investment . Box 1.1 presents the main lessons from the countries around the wor ld  that underwent 
fiscal adjustment in the 1990s and provides examples o f  countries where fiscal consolidation had also a 
positive impact o n  the productivity o f  investments. However, as explained earlier, in Dj ibout i  i t  has 
proved di f f icul t  so far to achieve all o f  these objectives simultaneously, and to  prevent public 
investment f rom bearing the brunt o f  required fiscal adjustmen?. A number o f  factors may have 
contributed to such an outcome: 

(i) Political economy considerations. In Djibouti, cutting current spending i s  often di f f icul t  because 
such spending benefits polit ically influential interest groups, in particular, c i v i l  servants. By the same 
token, any scope to increase spending following adjustment tends to be used to benefit the same groups. 

(ii) Structural budget rigidities (such as the labor legislation o n  wages and other entitlements) and 
weaknesses in revenue administration and budget management can make cutting current spending and 
revenue mobilization more difficult in the short term than halting a few large public investment 
projects. 

(iii) I t  is easier (albeit not costless) to interrupt public investment projects, and then resume them 
when funds become available. Frequent interruptions i s  not  a feasible option for  wages, interest 
payments and transfers. As a result, public investment projects are easier targets when fiscal adjustment 
i s  called for. 

The following chapters will shed light o n  options to mitigate these risks. 

Concerns about the decline in the share of  publ ic investment in GDP in a number of countries have prompted calls to treat investment 
spending differently to current spending for fiscal analysis and pol icy purposes. O n e  approach to doing this would be to target the current 
fiscal balance, which excludes public investment, rather than the overall balance. A corollary i s  that borrowing to  finance infrastructure would 
not be counted against debt targets. Such an approach has been specifically proposed by some Lat in  American countries. A variant o f  this 
approach is  the so-called golden rule, which requires governments to run a current balance or surplus. Some type o f  golden rule is  followed in 
various countries at the central and subnational levels (e.g., the United Kingdom, Germany,and the United States). 
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Box 1.1 Djibouti: Lessons from fiscal adjustments in the 1990s 

Fiscal  stabi l izat ion need n o t  p l a y  havoc with a growth-friendly fiscal po l i cy  regime. As shown in countries 
such as C h i l e  and Thailand, i t  i s  possible to protect a core program o f  the most  product ive expenditures. 
Whatever t h e  pattern of expenditure reduction and/or tax increases in i t ia l l y  adopted, structural reform i s  an 
essential part o f  growth-oriented fiscal adjustment. Ad-hoc approaches, though they m a y  c u t  the deficit, fail 
to address m o r e  basic problems and are thus prone to reversal. Some measures- l i k e  c i v i l  service and 
enterprise r e f o r m s  - important though they m a y  be- y ie ld  l i t t le budgetary savings in the  short-run. R e f o r m  
in these areas needs to start as soon as possible t o  reap savings and enhance growth prospects over the 
medium-term. 
T h e  countries that either have basical ly good pub l ic  expenditure management systems to beg in  with or that 
improve a deficient system are on the who le  more successful in protecting expenditure with a high social 
rate o f  return.  In general, the better the system i s  in permit t ing the government to set pr ior i t ies and then 
enforce changes in the composition o f  expenditure that are consistent with them, the m o r e  product ive the 
ul t imate ou tcome wil l be. 
M a j o r  tax reform, such as the introduct ion o f  a VAT, requires either a reasonably wel l - funct ioning tax 
administrat ion o r  a concurrent ef for t  at administrative reform. At the same time, tax design must  b e  
cognizant o f  the l imi tat ions of tax administration. As i s  true o f  pub l i c  expenditure management, early action 
to r e f o r m  tax administration will b e  necessary for most  countries to achieve a growth-enhancing fiscal 
structure. 
Increases in revenue are possible without higher average tax rates. Countries can achieve substantial 
increase in the rat io of taxes to GDP by broadening the effective base o f  the tax system with the 
introduct ion o f a  VAT. 
A reorientation of social expenditure toward pr imary  education and publ ic health are necessary (albeit not 
sufficient) to achieve sustained growth  through i ts  impact on human capital fo rmat ion  a n d  labor 
p roduc t iv i t y  
Certain re fo rms - such as an ambit ious re fo rm o f  the c i v i l  service and pub l ic  enterprise management- can 
entail a trade-off between def ic i t  reduct ion n o w  and def ic i t  reduct ion in the future, w h i c h  can b e  an issue 
when there i s  some f lexibi l i ty  in the timing of fiscal adjustment. In such cases, the budget needs to b e  
viewed in a mult i -year period, rather than in a single-year per iod framework. 

Source: “The Quality of Fiscal Adjustment and Growth,”, Finance and Development, Volume 3, Number 2, June 1996 
International Monetary Fund, Washington D.C. 
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DJIBOUTI - FISCAL INDICATORS. 1996-2002 

Figure 1.29 Djibouti: Budge Deficit 
(in percent of  GDP) 
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Figure 1.31 Djibouti: Shares o f  Revenue, 2002, 
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Figure 1.30 Djibouti: Budgetary Arrears 1 
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Figure 1.32 Djibouti: Shares Domestically-financed 
government expenditures, 2002 
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1.3. M e d i u m - t e r m  economic outlook a n d  policy goals 

1.3.1. Medium Term Economic outlook 

Djibouti’s short- to medium-term outlook will benefit f rom increased foreign mi l i tary stationed in 
Djibouti, a larger donor-financed public investment program, and a large private project for a new deep 
water seaport. 

Private foreign investors are planning to build a large deep water seaport in Djibouti with an 
industrial and commercial free zone that could spur growth in the medium-term. This project will 
cost about US$400 mi l l ion (about 60 percent o f  GDP) over five to seven years, financed through FDI. I t  
wi l l  include three main phases: a new o i l  terminal, a container terminal, and an industrial zone. The 
construction o f  the new o i l  terminal started in 2003.A large part o f  the total cost will l ike ly  be spent on 
importing equipment and other inputs for the project, as well as foreign labor. The regulatory 
framework under which the industrial zone wil l  operate i s  s t i l l  under discussion 

Increased foreign militaiy stationed in Djibouti will bring additional revenues but its net impact on 
growth and poverty reduction would depend on accompanying policies. The increased foreign military 
forces stationed in Dj ibout i  wil l  bring significant additional revenues in the next few years. These 
additional revenues should provide much-needed breathing space in fiscal management. The challenge 
wil l  be, however, to use these resources as efficiently and transparently as possible to support the 
implementation of the poverty reduction strategy and reduce the large stock o f  budgetary arrears. 

The Djibouti authorities have committed to launch an ambitious public investment program as a 
pillar of their strategy to reduce poverty. The country’s Poverty Reduction Strategy Paper (PRSP) was 
approved by the Bank and IMF Boards in June 2004. A br ie f  summary o f  the medium-term objectives 
of the Dj ibout i  PRSP and i t s  evaluation by the Bank and IMF staffs i s  provided below. 

1.3.2. Djibouti PRSP: Objectives, Strategy and Financing Assumptions 

Objectives. I t s  main objectives are as follows: (i) to reduce the incidence o f  extreme poverty f rom 42.2 
percent in 2002 to  36.1 percent in 2006, to 27.9 percent in 2010, and to 19.2 percent in 2015; (ii) to 
increase the average real GDP growth to 4.6 percent in 2004-06, to 5.5 percent in 2006-10 and to 6.5 
percent in 2010-15, and to simultaneously reduce the inequalities in income distribution by 2 percent 
average per year during 2003-15; (iii) to increase gross primary school enrollment f rom 42.7 percent in 
2001/02 to 73 percent in 2005/06 and to achieve universal enrollment by 2015; (iv) to  reduce the infant 
mortality rate f rom 103.1 per thousand in 2002 to 75 per thousand in 2006, and to  50 per thousand in 
2015; (v) to reduce the infant-juvenile mortality rate f rom 124.5 per thousand in 2002 to  85 per 
thousand in 2006, and to 70 per thousand in 2015; (vi) to reduce the maternal mortal i ty rate f rom 690.2 
per 100,000 live births in 2002 to  570 in 2006, and to 400 in 2015; (vii) to  stabilize the rate o f  
prevalence o f  HIV by approximately 3 percent by 20 15. 

Strategy. The PRSP strategy rests o n  four main pillars. The f i r s t  pil lar seeks to strengthen the country’s 
competitiveness and to create conditions conducive to a strong and sustainable economic growth 
through (i) the pursuit o f  fiscal prudence and overall macroeconomic stability; (ii) the implementation 
of structural reforms to attract private investment, including the revision o f  the legal and judicial 
framework; (iii) the promotion o f  Dj ibout i  as a competitive economic and financial hub; and (iv) the 
reduction in the costs o f  production factors through improved efficiency o f  investments in the 
infrastructure sectors (water, power, transports). The second pil lar aims to accelerate the development 
of human resources through the implementation o f  social programs aiming at reducing poverty and 
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gender disparities. In particular, it aims at: (i) improving the coverage and quality o f  health care and 
education; (ii) reducing unemployment through the development o f  high-labor intensive activities, 
micro-finance and job training, (iii) setting up social safety nets for the most vulnerable segments of the 
population; a n d  (iv) implementing the national gender strategy. The third pil lar focuses on regional and 
local development through investments on water and basic services in poor neighborhoods located in 
rural  and urban areas of the country. The fourth pil lar seeks to improve governance and public sector 
management. The priority wi l l  be to strengthen the transparency and accountability o f  public 
expenditure management to improve i t s  distributional impact on the poor and i t s  efficiency. 

Macroeconomic andfiscal targets. The PRSP states that the authorities’ strategy for promoting growth 
i s  also based on enforcing a stable macroeconomic environment. Indeed, the domestic fiscal balance- 
defined as total  revenue (excluding grants) minus domestically-financed spending-is expected to 
record a surplus equivalent, on average, to about 2 percent o f  GDP in the period 2004-06 (rising from 
an estimated surplus of 0.8 percent in 2003).’ The domestic fiscal surplus is, in part, required to 
progressively pay  off the government’s domestic arrears over the next ten years in l ine  with the plan 
envisioned at the end of the 1999-2002 PRGF arrangement. The PRSP predicates fiscal prudence based 
o n  (i) increasing the tax yield, (ii) intensifying tax collection efforts, (iii) adopting a value-added tax 
(VAT) in 2006, (iv) controlling the wage bill by freezing recruitment in the c iv i l  service, (except in 
priority areas, such as education, health, and the judiciary), continuing with the demobilization program 
of ex-combatants, retiring eligible c i v i l  servants, and adopting a single computerized registry for  c iv i l  
servants; (v) cutting non-priority spending by better controlling government consumption o f  utilities 
(electricity, telephone, and water) and reducing domestically-financed military expenditure; and (vi) 
improving the operational efficiency o f  public spending. 

Financing assumptions. The PRSP projections-which envisage stronger real growth, l o w  inflation, 
and higher spending o n  priority social sectors-support the aim o f  improving living conditions for  the 
poor and creating j o b  opportunities. To achieve the ambitious targets o f  the PRSP, the authorities have 
planned a large public investment program (PIP) o f  about $293 mi l l ion (equivalent to 47 percent o f  
2003 GDP) f rom 2004 to 2006. About 15 percent o f  the program i s  expected to be domestically 
financed through budgetary resources and the rest ($250 mill ion) externally financed. The authorities 
have so far secured external financing for $1 17 m i l l i o n - o f  which ha l f  in the form o f  grants. 

1.3.3. Evaluation of  the PRSP: Joint World Bank/IMF Assessment 

Realism of growth projections. The PRSP aims for an average annual real GDP growth rate of 4.6 
percent over the period 2004-06-almost double the average economic growth experienced in the past 
few years. Although the PRSP elaborates o n  potential new sources o f  growth, such as tourism, 
manufacturing, fishing, livestock and geothermal energy, i t recognizes that port  services will l ikely 
remain the backbone of the country’s economy and the main source o f  growth over the foreseeable 
future. Attracting foreign direct investment wil l be essential to support the planned expansion o f  the 
country’s port facilities and associated free zone. The long-run impact o n  growth and poverty reduction 
of this expansion will l ikely depend o n  the magnitude o f  i t s  spillover effects o n  the rest o f  the economy. 
Nevertheless, in light of the slow progress in implementing key pol icy reforms in the past and the 
country’s weak absorptive capacity, the projected growth rate could prove diff icult to achieve as it 
assumes full implementation o f  key structural and governance reforms, the full achievement of an 
exceptionally large PIP, and a sharp increase in grant financing (which i s  typically highly volatile), as 
well as forthcoming FDI to finance the expansion o f  the port and the development o f  the free zone. 

Excluding military-related revenue from France and the United States, the domestic fiscal balance i s  expected to record a 
deficit equivalent to about 1.5 percent of GDP by 2006, down from 4.2 percent in 2003. 
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Sustainability of the public investment program underlying the PRSP. Assuming that the authorities’ 
public investment program would be implemented as planned, GDP growth would gradually increase 
over time, but the external debt situation would remain fragile. The debt sustainability analysis 
conducted in Chapter 2 w i l l  reveal that, while external debt would remain sustainable in the baseline 
scenario, adverse temporary shocks would significantly increase the external debt burden. The analysis 
highlights the need to avoid any macroeconomic slippage and to ensure donor’s confidence on the 
government’s commitment to reforms so as to ensure availability o f  grants for the financing o f  the 
public investment program. Indeed, an unprecedented increase in external aid wil l be required to cover 
the large fiscal and external financing gaps, projected to reach about 7.5 percent o f  GDP in 2006, and 
maintain the of f ic ia l  debt within manageable levels. In addition, according to the PRSP projections, the 
wage bill (which i s  expected to decline gradually in percent o f  GDP in the period ahead) would s t i l l  
remain at 12 percent of GDP in 2006, absorbing ha l f  o f  domestic revenue. Another issue o f  concern i s  
the volati l i ty o f  military-related budgetary assistance, particularly that coming f rom the United States. I t  
i s  uncertain whether it will remain at the current level  (equivalent to about 2 percent o f  GDP) over the 
medium term. Thus, in light of the exceptional nature o f  this source o f  government revenue and the 
high dependence o f  the public investment program on grant financing, government spending should be 
planned with caution and within a medium-term framework. In addition, raising foreign-financed 
capital expenditure by 9 percent o f  GDP between 2004 and 2006 would need to  proceed in parallel with 
sustained capacity building and reforms aiming to improve the quality o f  governance and the public 
expenditure management system to manage the risk that these additional funds would not  be used 
effectively. 

Challenges ahead. A number of challenges would need to be addressed to achieve the projected PRSP 
goals. These include (i) slow implementation o f  key macroeconomic and structural reforms, notably, in 
public finances and state corporations; (ii) lower than expected grant financing and in f low o f  FDI; and 
(iii) institutional and capacity constraints. Misallocation o f  resources could undermine the poverty 
reduction efforts by failing to improve service delivery and discouraging donor assistance and private 
investment. A decline in military-related external budgetary revenue could lead to a sharp deterioration 
in the fiscal accounts, requiring adjustment measures with adverse effects o n  growth and poverty- 
reduction. A deterioration of the regional security situation could discourage additional investments in 
port infrastructure, and hinder growth prospects significantly. For the private sector t o  take full 
advantage o f  the new opportunities, the authorities should be ready to adopt a l l  necessary measures to 
improve the business climate. As Chapters 4 and 5 will illustrate, most o f  these risks could be mitigated 
if the government takes decisive actions to improve governance and public expenditure management. 
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CHAPTER 2: ASSESSING PUBLIC EXPENDITURE PERFORMANCE 

2.1. Criteria for assessing public expenditures 

This report draws on the five criteria for assessing public expenditures developed by Pradhan (1996): 

(i) Fiscal Sustainability. The aggregate level o f  public spending must be consistent with the medium- 
term macroeconomic framework, yielding a sustainable deficit and public debt. Fiscal sustainability 
also calls. for limiting other fiscal r isks not typically included in the government budgets, such as 
contingent liabilities. 

(ii) Allocative efficiency. The aggregate spending should be allocated within and across sectors to 
maximize social welfare, including the impact on the poor. Consequently, the relationship between 
program expenditures (primary education expenditures) and their outcomes (educational performance) 
rather than mere trends or international comparisons or expenditure ratios, should be the basis for 
allocating resources. 

(iii) Technical efficiency. The input mix, or the allocations for capital and recurrent expenditures, 
should be analyzed in an integrated manner within programs and sectors to address the shortcomings o f  
traditional capital-led budgeting with unsustainable recurrent cost requirements and the crowding out o f  
non-wage operations and maintenance by wage expenditures. This requires assessing the recurrent costs 
of existing and new investments, the non-wage O&M requirements, the extent of c i v i l  service 
overstaffing, and the adequacy o f  c iv i l  service pay. 

(iv) Role of the government versus the private sector . This should also be a key  criterion governing 
the choice o f  programs for public financing and provision. This requires assessing the determinants o f  
demand and supply to identify the nature and magnitude o f  specific market failures, which in turn 
would indicate the scope for private financing and delivery as well as the fo rm o f  appropriate 
government intervention - regulation, financing or outright provision. This will be discussed in 
Chapters 6-8. 

(v) Quality of Budgetary institutions. I t  i s  also important to assess the extent to which incentives, 
formal and informal fiscal rules and fiscal management capacity contribute to  the control o f  aggregate 
spending, prioritization of aggregate spending to  achieve allocative efficiency and equity, and technical 
efficiency in the use of budgeted resources. Particular emphasis i s  placed upon assessing the 
transparency and accountability features o f  the public expenditure management system. This will be 
discussed in Chapter 5. 
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2.2. Fiscal Sustainability Analysis'o 

2.2.1. Introduction 

The permissible aggregate level of spending depends upon the sustainability of budget deficit and the 
composition of this deficit. Perhaps the most intuitive way to analyse this issue i s  through the so-called 
accounting approach to debt sustainability. Applied to Djibouti, assuming that the country will continue 
to maintain the currency board arrangement in place (and therefore, discarding seignorage as a deficit 
financing mechanism), means that the non-interest budget deficit will need to be financed with new 
debt. If the government i s  running a non-interest deficit, and if the average real interest rate on public 
debt exceeds the growth rate of the economy, total public debt will increase as a share o f  domestic 
income. Over time, this will lead to  an unsustainable fiscal position, in which excessive budget deficits 
require higher debt, leading to higher debt service , which, in turn, will result in higher budget deficits. 
Ultimately, the country would fa l l  in a "debt-trap" (the so-called "Ponzi scheme", where debt i s  
financed through additional debt). At some point, this will lead to a debt crisis in case of foreign 
borrowing, or a situation in which the government will be unable to se l l  i t s  debt in case o f  excessive 
domestic borrowing, and the process will have to be brought to an halt by cutting the budget deficit. 

Fiscal sustainability helps illustrate the challenges faced by Djibouti's Jiscal policy to avoid the 
emergence of excessive debt. For the purposes o f  this analysis, fiscal sustainability would be defined as 
the level of the primary deficit required to stabilize the government debt-to-GDP ratio in the medium 
and long term. W h i l e  recognizing that in analyzing the sustainability o f  the deficit, the definition of the 
public sector needs to be as comprehensive as feasible, the analysis could not taken into consideration 
total public sector debt, owing to the lack o f  consolidated data on public sector accounts. An important 
distinction must be made between this type o f  approach and the debt sustainability analysis (DSA) 
performed in the context of the HIPC initiative. The latter adopts a balance o f  payments perspective, 
trying to determine whether a country i s  facing an unsustainable debt situation after the full application 
of the traditional debt relief mechanisms. In the HIPC framework, a debt-to-export ratio o f  n o  more 
than 150 percent (on NPV terms) i s  considered sustainable. The analysis performed here adopts a fiscal 
perspective, trying to determine the level o f  the fiscal deficit that would al low the debt-to-GDP ratio to 
remain stable over time. However, despite these analytical differences, the two approaches are related, 
since they both assess sustainability talung into account underlying macroeconomic policies. 

2.2.2. Overview o f  level and composition of  debt 

The level of external debt in Djibouti remains relatively high by international standards. Total 
external public debt stood at $396 mi l l ion (67 percent o f  GDP) at 2002, a level that was higher than the 
unweighted average o f  Sub-Saharan countries (see graph), o f  which government external debt 
represented 47 percent o f  GDP. The government-debt-to GDP ratio, which deteriorated sharply in 2000, 
has since then remained stable. I t  improved slightly, reaching almost 70 percent by the end of 2003, a 
level that i s  s t i l l  high, in comparison with other developing countries. As t o  the nature o f  creditors, 

lo Ideally, fiscal sustainability analysis should include a discussion on the structural and cyclical factors underling the fiscal deficit. For 
instance, if a proportion o f  the rise in the fiscal deficit can be attributed to cyclical factors, part o f  the increase in the deficit would then be 
temporary, and less of concern f rom a sustainability point  o f  v iew (as automatic stabilizers would be self-correcting once growth returns to i ts 
long-run path). It is also useful to distinguish between cyclical factors (that have only a transitory impact on budget outcomes) and changes in 
the underlying policy and institutional structure that have more permanent effects. However, existing quantitative techniques to estimate the 
structural fiscal balance require estimating structural elasticities o f  revenues and expenditures with respect to output over a relatively long 
period of time, Data limitations impair this kind o f  fiscal analysis in Djibouti. Whi le there are less data intensive methodologies (such as 
Chand's methodology to calculate the structural fiscal balance and the fiscal impulse, that i s  often used by the IMF), they assume unitary 
elasticities for revenues and expenditures. Yet, as this report illustrates, in Dj ibout i  these assumptions do not seem to hold. 
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about 60 percent i s  debt owed to multilateral creditors and the remaining 40 percent i s  debt owed to 
bilateral creditors. 

I I I  I 
Figure 2.1 Djibouti: External Debt, by Source, 2003, 
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Figure 2.2 Djibouti: External Public Debt, 1990-2004, in percent o f  GDP 
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More worrisome is the stock of domestic debt, mostly on account of domestic payment arrears. 
Domestic payment arrears amounted to about 28 percent o f  GDP at end-2002, according to  a recent 
actuarial review carried out by a French consulting firm (Actuaria, 2003). T o  clear this stock, the 
government adopted a plan in October 2002 which provides for the annual settlement o f  DF 2.5 b i l l ion 
over a period o f  10 years. More  recently, the authorities accelerated the clearance of domestic arrears in 
2003, which declined by 2.7 percent of GDP to 23.6 percent by the end o f  the year (See also next 
section on contingent liabilities). 

2.2.3. Debt Sustainability Analysis" 

Baseline Scenario: main assumptions 

The baseline scenario for assessing fiscal sustainability draws on the medium-term macroeconomic 
framework for the period 2003-08 that the IMF agreed with the authorities in March 2004. I t  reflects 
pol icy actions already taken by the authorities during recent years (2002-03) and factors in the pol icy 
reforms announced in the PRSP that are expected to  be introduced on the revenue, expenditure and 
financing side in the period 2004-06. The projections are extended to 2008 to allow for the analysis of 
medium- term debt dynamics . 

The baseline medium-term fiscal framework assumes an (i) average real GDP growth rate of 4.6 
percent a year and (ii) real annual interest rates of about half of 1 percent. The l o w  real interest rate 
reflects the assumption that the government will not  service any interest on i t s  domestic debt (that is, 
that i s  not accumulating new domestic arrears) and assumes that the government will continue to 
benefit f rom concessional external financing. Construction o f  a new modem port in Doraleh (near the 
capital city) and the substantial public investment in support o f  the government's poverty reduction 
strategy (about $293 million, equivalent to 47 percent o f  GDP in 2003) are expected to be the main 

I' Due to data limitations, fiscal sustainability will be assessed in its narrow sense, that is, the analysis will focus on external and total 
government debt dynamics. Contingent liabilities and other potential fiscal r i sks  that may affect Djibouti's public finances in the medium-term 
are discussed in the next section of the chapter. The debt sustainability analysis updates the macroeconomic framework underlying the fiscal 
sustainability projections on the basis o f  the macroeconomic and fiscal data available in March 2004, factoring in the PRSP assumptions over 
the period 2004-06. Whi le  the present analysis follows a similar methodological approach for sensitivity analysis that the one carried out by 
the IMF (Article IV consultation, December 2003), i t  adds an additional stress test to assess the sensititivity of government debt and external 
debt-to-GDP ratios to a sudden drop in foreign aid (a drop by 25 percent of the projected official grant financing of the public investment 
program) 
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source o f  this growth target. However, the medium-tern growth assumption exceeds the growth 
performance recorded since 199 1. While the macroeconomic framework i s  internally consistent, the 
growth target i s  dependent on a substantial increase in public investment (projected to increase from 6.7 
percent in 2003 to 16 percent of GDP in 2006) and o f  grant financing (which almost double in per 
capita terms relative to the level  received in the second ha l f  o f  the 1990s). The projected growth rates 
could only b e  achieved assuming that the authorities would embark on key structural, governance and 
public finance management reforms that would help achieve the planned public investment program 
and boost donors’ confidence, thereby ensuring the availability o f  the required grant financing. 

On the revenue side, the projections include additional external disbursements (about 3 percentage 
points of G D P  on an annual average from 2003 to 2008) representing mainly external aid expected 
to be mobilized in support of the PRSP public investment program. I t  i s  assumed that 75 percent o f  
this additional external assistance will be in the form o f  grants, that would represent about 7.5 percent 
o f  GDP on average during the projection period. On the financing side, the baseline scenario assumes 
that new lending will account for 30 percent o f  the yet-to-be-secured financing o f  the government’s 
public investment program. The assumptions o n  the terms o f  new concessional lending are as follows: 
new loans are assumed to be amortized over a period o f  12 years, and would be serviced at an average 
interest rate o f  2.5 percent a year. 

On the expenditure side, total spending is expected to reach almost 34percent of GDP by 2008, up 
from 32percent of GDP in 2002. I t  i s  assumed that a decline in current outlays -notwithstanding 
additional spending o n  social sectors - expected essentially f rom a reduction o f  the wage bill (through 
the pursuit o f  the demobilization and retirement programs), and rationalization o f  expenditure in goods 
and services, will be partially offset by a significant r i se  in domestically-financed capital spending 
l inked to the implementation of the government’s public investment program. On account o f  a l l  these 
elements,. In l ine with the plan adopted in October 2002, the government i s  also expected to honor i t s  
commitments to creditors whose claims in arrears were validated; thus clearance repayments o f  
domestic arrears, representing o n  average 2 percent o f  GDP per year, are factored in the baseline 
medium-term macroeconomic framework. 

Reflecting these assumptions, the baseline scenario assumes that the primary deficit (defined as total 
revenue, excluding grants, minus domestically-financed spending) decline and record a surplus, 
ranging between 1 and 2percent of GDP over the projection period. However, i t should be noted that, 
excluding military-revenue from France and the United States (currently representing about 2 percent o f  
GDP), the domestic fiscal balance i s  expected to record a deficit equivalent to about 1.5 percent o f  
GDP, down f rom 4.2 percent in 2003. Accordingly, the government debt-to-GDP ratio would decline 
f rom 79 percent at end-2002 to about 63 percent by 2008, a level s t i l l  high by international standards. 
This decline would mainly reflect a decrease in tne in domestic debt consistent with the implementation 
o f  the plan for clearing domestic arrears. The table below summarized the evolution in the main debt 
indicators derived from these assumptions: 

Table 2.1 Djibouti: Indicators of  Government Debt Sustainability, 2002-08 

2002 2003 2004 2005 2006 2007 2008 

Exports o f  goods and services (in percent o f  GDP) 46.0 46.2 46.8 47.2 47.4 45.8 44.9 

Interest payments (as a percent o f  exports of goods and seMces) 0.49 0.76 0.97 1.04 1.03 0.94 0.89 

Debt service to exports (in percent) 1.5 2.2 3.0 2.4 2.8 2.9 3.0 

Government debt (in percent o f  GDP) 78.9 76.6 71.3 69.0 67.2 65.0 63.2 

Government debt (as a percent o f  exports o f  goods and services) 171.4 165.9 152.2 146.3 141.7 141.8 140.8 

Government debt to broad money ( in percent) 126.8 110.4 103.8 101.7 101.9 99.5 97.3 

Sources: Djibouti authorities and Fund staff estimates and projections. 
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The government debt profile over the medium-term is assumed to be relatively stable over the 
projection period. This i s  due in large part to the assumptions on real GDP growth ,real interest rate (of 
4.6 on annual average and half a percentage point on annual average, respectively) and favourable PIP 
financing assumptions (with grant financing o f  the PIP representing between 70 and 75 percent). Higher 
growth prospects and rising public consumption and investment are factored in the baseline projections, 
showing a marked increase on imports o f  goods and services, and a widening current account deficit of 
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50 

the balance o f  payments. However, under the 
favorable financing assumptions described 
earlier, the total  external debt-to-GDP ratio i s  
expected to remain broadly constant during the 
baseline projection period at about 68 percent 
o n  average. However, this level i s  s t i l l  high in 
comparison with average ratios o f  60 percent 
in Africa and 40 percent o f  GDP in developing 
countries. The payment o f  debt service i s  
expected to absorb on average about 2.5 
percent o f  exports of locally produced goods 
and non-factor services during the projection 
period. 
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Minimum Primary Balanced required to achieve fiscal sustainability. Taking 2001 as the base year, 
the table below simulates the minimum required primary balance (defined as total revenue, excluding 
grants, minus domestically-financed spending) for various combinations o f  real GDP growth rates and 
real interest rates on government debt to keep the government debt-to-GDP ratio constant. Under the 
baseline assumptions, the government could record primary fiscal deficits o f  up to 4.3 percent of GDP, 
whi le keeping the government debt to GDP ratio stable. However, one should not forget that the 
baseline projection assumes a favourable financing scenario and optimist projections for real GDP 
growth and real interest rates. Should these assumptions not be as favorable, this would require Dj ibout i  
to achieve much improved primary fiscal balances f rom the historical average (5 percent of GDP 
primary deficit on average over the last decade) in order to preserve fiscal sustainability, as the table 
below shows. 

Figure 2.4 Djibouti: Minimum Primary Balance required to maintain the 
government debt to GDP Ratio Constant 

(in percent of  GCP) 

Real Interest on Publ ic  Deb t  Rea l  GDP Growth Rate 
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Sensitivity Analysis on Government's Debt 

110 

105 

100 

95 

90 

85 

80 

75 

70 

65 

Sensitivity analysis carried out on the government debt-to-GDP ratio underscores the vulnerability of 
the fiscal accounts as government debt ratios would determine significantly and become 
unsustainable in the event of adverse macroeconomic shocks. A sensitivity analysis was conducted to 
assess the impact of shocks arising f rom lower growth (at historical average plus two  standard 
deviations in 2003 and 2004, equivalent to a GDP decline o f  6.7 percent each year), real interest rates 
(at historical average plus two standard deviations in 2003 and 2004, interest rates at an average o f  -0.8 
percent a year), and primary balance (at historical average minus two standard deviations in 2003 and 
2004, equivalent to a deficit of 15 percent o f  GDP). In the case o f  higher primary deficits, the 
government-debt-to-GDP would be 38,percent higher by 2006 than in the baseline. In the case o f  a 
GDP shock, the government debt-to-GDP ratio would be 28 percent higher. When setting real GDP 
growth, real interest rate, and the primary balance at their historical values (combined shock), the 
government debt-to-GDP ratio would increase significantly to reach 100.4 percent in 2008, that is, 5 8  
percent higher than in the baseline scenario. 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. 

Figure 2.5 Djibouti: Government Debt, 2002-2008 (in percent of  GDP) 
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The analysis also indicates that the government debt-to-GDP projection is most sensitive to a 
decrease in official grantfinancing. When assuming a less favorable financing scenario (a drop by 25 
percent o f  the projected official grant-financing o f  the public investment program- with the resulting 
shortfall assumed to be covered by new concessional lending on the same terms as the new lending 
baseline projections), the government-debt-to-GDP ratio would be higher than the baseline for al l  
projection years and would fo l low an unsustainable upward trend, reaching 82.3 percent o f  GDP by 
2008. 
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Sensitivity Analysis on External Debt 
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The results of the stress tests on external debt-to-GDP ratio confirm the fragility of Djibouti’s fiscal 
position to the occurrence of adverse temporary shocks to key macroeconomic variables. Most  stress 
tests show that short-term macroeconomic shocks would shift the external debt-to-GDP ratio upward b y  
at least 11 percent points during 2003-08, calling for further fiscal adjustment in the near future to 
maintain external debt to manageable levels. In the event o f  a sharp decline in real GDP by 6.7 percent 
in 2003 and 2004, the external debt-to-GDP ratio would increase by about 15 percentage points by end 
2004 before declining slowly thereafter. As expected, a sharp deterioration in the current account would 
also have a large impact on external sustainability. Assuming that the current account deficit 
deteriorates to 15 percent o f  GDP in 2003 and in 2004, the external debt ratio would increase by almost 
14 percentage points of GDP by end 2004. In spite o f  the relatively high volati l i ty o f  the current 
account deficit-to-GDP ratio over the past decade, these levels would be rather exceptional by historical 
standards (the highest current account deficit-to-GDP ratio was 17 percent in 1992). The impact o f  
nominal interest rate shocks would be more limited, with each additional 100 basis point increase (from 
2003 to 2004) adding about 0.7 percentage point to the external debt ratio during the projection period. 
By setting a l l  the main macroeconomic variables at their historical values the external debt ratio would 
deteriorate steadily, reaching about 89 percent in 2008 as compared with 67 baseline scenario. 

The upward trend of the external debt-to-GDP ratio under a less favorable financing scenario 
reflects that, unless the public investment needs are financed mostly through grants, the external 
debt dynamics would become explosive in the medium-term. The sensitivity analysis o n  external debt 
also included a less favorable financing scenario, assuming a drop by 25 percent o f  official grant 
financing o f  the public investment program for the period 2004-06, with the resulting shortfall assumed 
to be covered by new concessional lending (on the same terms as the new lending baseline projection). 
Under these assumptions, not surprisingly, the external-debt-to-GDP ratio would deteriorate steadily. 
Compared with the baseline scenario, the debt ratios are higher and in al l  projection years, reaching 76 
percent in 2008. 

Figure 2.6 Djibouti:External Public Debt, 2002-2008 
(in percent o f  GDP) 
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Conclusions and policy implications 

The stress tests conducted above show that, in the absence offiscal discipline and greater budget 
flexibility, both government debt and external debt ratios would deteriorate and become unsustainable 
in the occurrence of adverse economic and fiscal shocks. T w o  main pol icy implications could be 
derived from t h e  previous analysis: 

(i) Achieving medium-term fiscal sustainability hinges on the government’s ability to maintain solid 
macroeconomic situation through the implementation of key structural and fiscal policy reforms: (i) 
structural policies aiming at enhancing the country’s competitiveness and support higher economic 
growth, (ii) continued fiscal consolidation requiring a combination o f  revenue mobilization efforts and 
measures to restrain non-productive expenditures, accompanied by reforms aimed at re-focusing public 
expenditures on priority areas while increasing the efficiency and the poverty incidence o f  public 
intervention; and (iii) a cautious external debt policies, maximizing foreign grants in the overall 
composition of the external debt. 

(ii) Securing grant financing would be vital for ensuring fiscal sustainability over the medium-term 
However, Dj ibout i  faced high grant volatility over the past decade (averaging 54 percent with respect to 
the average per iod from 1990-2002). Availability o f  grant financing wil l critically depends o n  the 
degree of donor’s confidence on the commitment o f  the government to pol icy reforms. And, as Chapter 
5 illustrates, the required package o f  pol icy reforms would need to be accompanied by an improvement 
in the fiscal management system-encompassing budgeting, accounting, cash and debt management, as 
wel l  as internal and external control-together with measures to improve the transparency and 
accountability in the way public resources are managed. 

2.2.4. Broadening the analysis of  fiscal sustainability: contingent liabilities 

International evidence has confirmed that fiscal analysis is incomplete if it skips over “hidden”fisca1 
risks, such as obligations made by the government outside the budget. First, as Kharas and Mishra 
(1 999) explain, analyses of past increases in the stock o f  government debt have shown that governments 
often accumulate debt as a result o f  “hidden deficits” rather than reported budget deficits. Hidden 
deficits mainly arise fi-om debt structure, as currency, maturity or interest rate r isks materialize, and 
from off-budget government obligations, such as contingent liabilities that fa l l  due. Second, any 
changes in the reported budget deficit are an i l lusion i f they are accompanied by offsetting changes in 
the value o f  public assets and in the country’s exposure to fiscal risks, such as government contingent 
liabilities (Easterly, 1998). Furthermore, as Selowslq (1 998) emphasizes, reported deficit 
improvements do not necessarily imply “quality” o f  fiscal adjustment, which has the dimension o f  
sustainability as wel l  as 
efficiency. Third, traditional 
analysis o f  fiscal 
sustainability, as the one 
carried out in the previous 
section, i s  limited in two 
ways: i t looks only at the 
l iabil i ty side o f  the public 
sector balance sheet and i t  
considers only direct 
liabilities, ignoring contingent 
liabilities, both explicit and 
implicit. 

Figure 2.7 Djibouti: Contingent Liabilities cause “hidden deficits’’ 

Hidden  def ic i t  averaged over  the sample periods, Kharas and Mishra (2000) 
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Djibouti’s government exposure to fiscal r isks i s  assessed drawing on Polackova’s analytical 
framework (1 998). The analysis focuses on fiscal r isks emerging from government obligations o f  four 
types: direct explicit, direct implicit, contingent explicit and contingent impl ic i t  (Table below). 

Table 2.2 Djibouti: Djibouti Fiscal Risk Matr ix  

Sources of Liabilities 
(liabilities of the fiscal 
authorities, not the central bank) 
Explicit 

(Government l iabil i ty as 
recognized by law or contract) 

Implicit 

(A “moral” obligation of 
the government that mainly 
reflects public expectations and 
pressures by interest groups) 

Direct 
(obligation in any event) 

Foreign and domestic 
sovereign debt 

Payment o f  domestic budget arrears 
Budget expenditures 

legally binding in the 
long term (such as civil service 
salaries, cost o f  the military demobilization 
program agreed in the 200 1 peace accord, 
and civil service pensions) 

Projected public investment and current 
expenditure needs to meet MDGsPRSP 
goals 

Future recurrent costs of the Public 
Investment Program 

Contingent 
(obligation i f a  particular event occurs) 

State guarantees for non-sovereign borrowing on 
external debt contracted by public sector entities 
and private banks 

Liability cleanup in public entities associated 
(EDD, ONED) unclear financial viability in the 
event o f  privatization 

risks associated with losses of newly created 
public enterprises with unclear financial and 
commercial viability (water desalination and 
mineral water bottling company, cement 
production company, natural stone company) 

Bailouts of banks following an eventual reversal 
in private capital flows 

I n  Djibouti, room to absorb unexpectedjiscal risks is limited. Djibouti’s fiscal position i s  less resilient 
to fiscal r i sks  than i t  appears f rom the analysis o f  debt ratios, because it remains highly vulnerable to 
unexpected macroeconomic and fiscal shocks. First, whi le the currency board arrangement has proved 
effective in achieving fiscal stability and maintaining reserves, i t has reduced the range o f  options 
otherwise available for deficit financing, and therefore the scope for fiscal expansion or for 
accommodating sudden expenditure hikes due to the materialization o f  unaccounted for fiscal r isks. Out 
of the f ive possibilities that are available to most countries in financing their publ ic sector deficit 
(printing money, running down foreign reserves, drawing on exceptional proceeds -such as 
privatization, and borrowing abroad and/or at home), the currency board arrangement rules out the 
former two, and the third (privatization receipts) has only played a l imi ted role in Dj ibout i  given the 
slow progress achieved in public enterprise restructuring. Foreign and domestic borrowing remain the 
only means o f  deficit financing and o f  raising money to face sudden shocks. As a consequence o f  i t s  
l imited financing options, the government resorted to the accumulation o f  domestic payment arrears to 
domestic suppliers, pension funds, c i v i l  service wages and public enterprises, undermining the 
credibility of the state and disrupting public service delivery. 

I n  responding to shocks, the government faces budget rigidities both on the revenue and expenditure 
side. With revenues ranging from 23-26 percent o f  GDP over the last few years and a bias toward 
payroll tax, further increase in tax rates would damage private investment and growth. Revenue 
mobilization i s  more l ike ly  to be achieved by broadening the tax base (e.g. through the gradual 
introduction o f  the VAT) and strengthening tax collection, but these efforts wil l n o t  y ie ld  immediate 
results in the short-term. In addition, government revenues are highly reliant on external sources o f  
revenue (military-related receipts and foreign aid). Yet, the temporary and uncertain nature o f  mi l i tary 
receipts over the medium-tern and the high volatility o f  grants (+/- 54 percent over 1990-2003) 
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constrain government’s ability to adequately forecast revenues. At the same t ime the structure o f  the 
budget remains rigid owing to a large share o f  mandatory expenditures mainly o n  account o f  a high 
public wage bill. The high share o f  pre-determined expenditures leaves l itt le r o o m  for reallocating 
expenditures to respond to unexpected shocks. 

The issues identified in this section wi l l  be discussed in greater detail thorought the report. The main 
objective o f  this section i s  to provide a brief but comprehensive review o f  the ma in  fiscal r i sks  to which 
Djibouti’s economy i s  exposed. The corollary i s  for the government to improve i t s  capacity to 
anticipate, monitor and manage these r isks.  

Direct Explicit Risks 

(i) Explicitfiscal risks refer to government liabilities that have been recognized by law or contract. In 
Dj ibout i  these include: foreign and domestic debt incurred by the government; payment o f  domestic 
budget arrears; and budget expenditures legally binding in the long term (such as c i v i l  service salaries 
and pensions, cost o f  the military demobilization program agreed in the 200 1 peace accord). 

(ii) Foreign and domestic sovereign debt . Djibouti’s baseline fiscal scenario suggests a relatively 
stable debt-to-GDP ratio over the medium-tern. But debt dynamics and stress-testing illustrated the 
vulnerability o f  the fiscal position to macroeconomic and fiscal shocks, and i t s  high sensitivity to a 
sudden drop in official grants. 

(iii) Payment of domestic budget arrears. As mentioned in the previous section, by the end o f  2002, 
the stock of arrears totaled 28 percent o f  GDP. The composition o f  these arrears was as follows: 
pension funds (36 percent), wages and salaries to c iv i l  servants (33 percent) , private suppliers (17 
percent), and public enterprises (14 percent). As mentioned earlier, the government committed to settle 
these areas over the next ten years. B o x  2.1 provides more details on the government’s domestic arrears 
settlement plan approved in November 2002. More recently, budgetary a id  (mostly the disbursement o f  
American and French military-related receipts) allowed for a significant reduction in the stock o f  
domestic budgetary arrears, which fell about DF 1 mi l l ion o n  account o f  repayment o f  arrears o n  wages 
and to private sector supplies. All arrears to multilateral creditors on government-guaranteed debt were 
cleared by 2003. Yet, at end-2003 external arrears to bilateral creditors by the central government and 
public enterprises reached US$21.6 mi l l ion (equivalent to about 3.5 percent o f  GDP). Consistent with 
the government’s domestic arrears settlement plan, the government wou ld  need to ensure a domestic 
fiscal surplus (excluding grants) on average o f  about 2 percent o f  GDP over the next three years (rising 
from an estimated domestic fiscal surplus o f  0.8 percent in 2003). Excluding military-related revenue 
from France and the United States, fiscal consolidation would need to  b e  bolder (the domestic fiscal 
balance would need to record much smaller fiscal deficits o f  about 1.5 percent o f  GDP by 2006, down 
f rom 4.2 percent in 2003). 
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Box 2.1 Djibouti : Domestic financing of deficit through the accumulation o f  domestic payment arrears 

The significant rise in the level of domestic arrears in 2001-02 can be traced back to the early 1990s, after the outbreak of 
the ethnic-based conflict that erupted in 2001. T h e  following year, the government ordered a general mobilization, which led 
to the hiring o f  12,000 additional military personnel. To finance these supplementary outlays, the government introduced a 
patriotic contribution equivalent to a 10 percent levy on al l  salaries exceeding DF 60,000 (around USD 338), expected to last 
one year. Whi le  this new tax contributed to the rise in the ratio o f  revenue to GDP (up to 1.4 percentage points o f  GDP in 
1992-93), the budget deficit, nonetheless, widened significantly. In the face o f  rapidly diminishing external support, (which 
dropped from 6.6. percent o f  GDP in 1990 to 3.2 percent o f  GDP in 1994), and growing financing needs (which rose heavily 
during the same period from 2.1 percent o f  GDP to 8.5 percent of GDP), the government resorted to domestic financing 
(rising by 8.3 percentage points o f  GDP from 1990 to 94). The government started by withdrawing i t s  deposits from the central 
bank as well as from commercial banks. When these deposits proved insufficient to cover the growing needs o f  the 
government, the authorities resorted to nonblank resources, by forcing public enterprises to make budget contributions, loans 
and cash advances. With financial needs not yet fully covered, the government stopped repayng the short-term certificates of  
deposit owned by  public enterprises for a total equivalent to 3 percent o f  GDP. By 1993, after the recourse to domestic 
financing became unsustainable, the accumulation o f  domestic and external arrears on salaries, private suppliers, pension funds 
and public enterprises started to accelerate, leading to major imbalances. 

I n  June 2002, the government completed two audits of domestic payment arrears that were accumulated throughout the 
1990s. While the f irst exercise, supported by the European Union, covered claims on the private sector, the second, undertaken 
with financial support from the World Bank, expended the audit to cover the arrear 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 Djibouti government to 
validate an overall stock of domestic arrears payments o f  DF29 billion as of end-2000, of which: (i) DF1.7 billion were to the 
private sector; (ii) DF 7.7 billion on wages outstanding for FY1995, FY1997 and FY2000; and (iii) DF 19.5 billion to 
government agencies (including pension funds) and public enterprises. 

I n  November 2002 the government prepared a domestic arrear repayment plan over a period of ten 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 o f  the beneficiary to engage in poverty-reduction activities. Private suppliers 
topped the l is t  of claimants, followed by the civil servants, the pension funds, and finally, the public enterprises. With regard to 
the civil servants’ claims, the plan calls for the repayment of an amount equivalent to one full month’s salary per year. As to 
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 to repayment (on a need basis only) was retained for public enterprises, so that 
clearing o f  arrears to these institutions will be made once their liquidity needs are identified through financial audits. 

I 

Source: Djibouti: Selected Issues, International Monetary Fund, March 2004 

(iv) Civil service wages. In the early 199Os, the public sector wage bill reached about 24 percent o f  
GDP during the period 1993-95, mainly as a result o f  the mobilization o f  security personnel in the face 
of ethnic strife. T h i s  trend started being reversed in 1995, and the government wage bill was reduced 
(from 24.2 percent o f  GDP in 1995 to 14 percent o f  GDP in 2002) o n  account o f  expenditure 
curtailments, a major component o f  Djibouti’s stabilization efforts. Even considering measures taken so 
far, including the 10 percent cut in nominal wages exceeding DF 80,000 per month in 1998, recruitment 
freezes and efforts to demobilize mi l i tary personnel, the wage bill in 2003 s t i l l  takes up over h a l f  o f  
total current spending, absorbs almost 60 percent o f  total revenue, and i s  equivalent to total exports o f  
the country. With virtually n o  room for spending restraint on other non-wage aggregates, pol icy actions 
on the wage bill are crucial steps in allowing reallocation o f  spending in favor o f  priority social sectors, 
and maintaining control o f  the public finances in Djibouti. The issue o f  the public sector wage bill will 
be discussed in greater detail in the next sections o f  the chapter. 

(v) Civil service pensions. The pension system was facing a severe financial crisis by end-2001 as a l l  
funds had depleted reserves and new liquidations were blocked. In the case o f  the major social security 
fund (OPS), the overall deficit o f  the system was close to 0.8 percent o f  GDP. In the absence o f  a 
meaningful policy intervention, the present value o f  the accumulated deficit up to 2010 could have 



reached 10 percent o f  GDP. While the other pension funds (CNR and CMR) were not  displaying a 
deficit given that the government was contributing enough to pay current pensions, forgone revenue 
was estimated at 0.65 percent o f  GDP. In January 2002 the Djibouti government adopted a major 
pension reform to restore i t s  financial sustainability (Box 2.2). While the parametric reform succeeded 
in achieving this objective, implicit pension liabilities remain. Chapter 8 will provide a detailed 
discussion about the contingent liabilities that are s t i l l  associated with the pension system. 

Box 2.2 Djibouti: Pension system reforms 
- -  - ~~~. - ... . - . - 

D j i b o u t i  adopted a m a j o r  pension reform in January 2002 to restore i ts  financial sustainability, i m p r o v e  management  ef f ic iency 
and set the p a t h  for expanding coverage. 

Status before the reform. The pension funds in Djibouti operated on a pay-as-you-go basis (that is, the current  work fo rce  
essential ly pays  for the benefi ts o f  the older retirees), based on the French pension mode l .  I t  compr ised three pens ion  funds: (i) 
the Caisse N a t i o n a l e  des Retraites (CNR), w h i c h  covers c i v i l  servants, pol ice, cabinet members, parl iamentarians, and war  
veterans; (ii) the Organisme de Protection Sociale (OPS) w h i c h  covers pr ivate sector workers, non-regular  c i v i l  servants, and 
p u b l i c  enterprise workers; and (iii) the Caisse M i l i t a i r e  des Retraites (CMR) w h i c h  prov ides pensions for the benef i t  o f  the 
m i l i t a r y  personnel. Var ious problems put heavy  pressures on the entire pension system, lead ing  to the  deplet ion o f  i t s  reserves, 
and expenditures in pensions exceeding revenue. These inc luded:  (i) the generous structure o f  cont r ibut ions a n d  benefits; (ii) the 
deteriorat ion o f  the economic and f inancial s i tuat ion o f  the country; and (iii) delays in payments  o f  government  and pr ivate 
sector contr ibutions. At the same t ime, the inst i tu t ional  and management capacity o f  a l l  pens ion  funds  was weak.  Furthermore, 
they lacked a database with basic  in format ion about contr ibutors and retirees, as w e l l  as h u m a n  expert ise to conduct  actuarial 
studies and f inanc ia l  planning. A b o v e  all, these pension funds h a d  to face constant government  interference, hamper ing  the 
management o f  reserves. 

Reforms implemented. Following a comprehensive r e v i e w  with the technical and f inanc ia l  assistance o f  the World Bank, in  
2002, the authorit ies in t roduced a range o f  corrective measures cover ing the parametric, inst i tu t ional  a n d  f inanc ia l  aspects o f  the 
pension system. T h e  parametric re fo rm inc luded the fo l low ing  measures: (i) the vest ing p e r i o d  was u n i f i e d  and now covers 25 
years o f  con t r ibu t ion  to b e  e l ig ib le  for a full re t i rement  pension; (ii) the minimum age for re t i rement  for everyone stands at 5 5  
years; (iii) the ca lcu lat ion m o d e  of future pensions was created n o w  us ing a n  average o f  the salaries earned over  the 10 years 
preceding the year  of ret irement, compounded by a percentage o f  a l l  the contr ibutions; (iv) the  ru les a f fec t ing  cumulat ive 
pensions ( c i v i l  servants, parliamentarians, and cabinet ministers) were mod i f ied  s o  that n o w  the  cumula t ive  amount  a re t i ree can 
earn i s  the s u m  o f  the  highest pension and 5 0  percent o f  the l o w e r  one. Furthermore, a m i n i m a l  y e a r l y  pens ion  w a s  in t roduced at 
set at DF 170,000 (US%lOOO), exc lud ing a l l  w i thhold ings and other benefi ts. On the f inanc ia l  side, to clear the outs tanding stock 
o f  government  arrears to the pension funds, i n i t i a l  f inancing was secured f i o m  the World B a n k  in the context  o f  the Fiscal 
Consol idat ion Credi t ,  and the government  resumed i t s  regular  transfers to  pension funds. F ina l ly ,  pensions are now taxed at 15 
percent. T h e  inst i tu t ional  reform, however, did not progress as expected. T h e  pension funds w e r e  expected to m e r g e  into one 
single ins t i tu t ion  ca l led  the Centre Nat iona l  de Securite Sociale (CNSS) w h i c h  was created in N o v e m b e r  2002. 

Challenges ahead. To ensure the success of th is  ambi t ious r e f o r m  the government  needs to (i) comple te  the merger  o f  a l l  the 
pension funds into the C N S S  and he lp  m a k e  th is  n e w  inst i tu t ion operational; (ii) build a comprehensive a n d  re l iab le  database of 
the retirees and contr ibutors; (iii) put in place a system to manage e f f i c ien t ly  the reserves o f  the p e n s i o n  system; a n d  (iv) expand 
coverage. 

(vi) Fiscal costs of the military demobilization program. As a result o f  the c iv i l  confl ict that erupted in 
1991, a large contingent o f  new recruits jo ined the ranks o f  the regular army in 1992, placing a heavy 
burden on Djibouti’s fiscal accounts. T o  address this issue, thte government launched a demobilization 
program in 1993, using i t s  own resources, that led to the dismissal o f  3,943 soldiers by end-1996. In 
1997, the international donor community (France, European Union) financed the second phase o f  the 
demobilization program. By the end o f  2002, a total o f  4,737 soldiers were demobilized. The total cost 
of the second phase o f  the demobilization phase amounted to DF 1,6 bil l ion. With the help o f  France, a 
first wave o f  2,785 soldiers were demobilized by 1997 at a cost o f  DF 0,95 bi l l ion.  The second wave 
was financed by the European Union, helping the demobilization o f  1752 soldiers fo r  a cost o f  DF 0,16 
bil l ion. Savings f i o m  these two waves o f  demobilization were estimated at DF 0,95 b i l l i on  and DF 0,63 
billion, respectively. The number o f  mi l i tary personnel that remained to be demobilized at end-2002 
was 3983, whose wages accounted to  DF 1,6 b i l l ion (about 1,3 percent o f  GDP). This remains a 
significant fiscal burden that the government i s  committed to finance. The differential pace o f  the 
demobilization program i s  explained by the fact that at the outset, mi l i tary personnel volunteered to 
leave the army and the police. However, subsequent departures were more di f f icul t  t o  promote, partly 
because i t  was claimed that severance benefits were modest for those who had been enrolled in security 
forces for a long time. 
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The authorities intend to demobilize the remaining staff over the next 10 years through incorporation 
into regular a rmy  ranks to substitute for departing military into retirement, so as to  keep constant the 
payroll o f  the regular military forces. 

Direct Impl ici t  Risks 

Direct impl ic i t  r i sks  relate to government ‘moral’ obligations resulting f rom government commitments 
that do not have yet a legal basis but that have generated public expectations and pressures f rom interest 
groups. In Djibouti, the government has committed to implement a number o f  actions under i t s  Poverty 
Reduction Strategy (PRSP) over the next three years in view o f  spurring growth, reducing the incidence 
of poverty and progressing towards the achievement o f  the Millennium Development Goals (MDGs). 
T o  achieve the PRSP objectives, the government i s  expected to increase spending whi le at the same 
time maintaining medium-term fiscal sustainability. 

(i) The Public Investment Program underlying the PRSP may generate significant fiscal pressures. 
The Public Investment Program does not include detailed estimates o f  recurrent cost implications o f  
proposed projects an programs. In addition, r i sks  associated with Djibouti’s public investment program 
are threefold: (a) project and program quality, (b) availability o f  expected financing, and (c) counterpart 
requirements. 

Project quality risks: mainly emerges from the limited capacities o f  the sectoral ministries and the 
Ministry o f  Finance to  carry out a thorough economic and financial analysis to  assess the overall 
soundness o f  the public investment proposals. Coupled with the fact that PIP does not include recurrent 
and maintenance cost implications o f  investment programs, this may cause that future pressures on the 
budget exceed expectations. More  recently the Division o f  External Financing i s  working closely with 
the Divis ion in charge of formulating the public investment program to  prepared detailed project 
costing implications. But given that most o f  the PIP i s  externally financed, this work  would need a 
strong cooperation by a l l  donors active in Djibouti. 

Financing risks: the risk that pre-identified sources o f  financing fa l l  short, i s  also real. The PIP 
underlying the PRSP i s  estimated at about $293 mil l ion (equivalent t o  47 percent o f  2003 GDP) f rom 
2004 to 2006. About 15 percent o f  the program i s  expected to be domestically financed through 
budgetary resources and the rest ($250 mill ion) externally financed. The authorities have so far secured 
external financing for $117 m i l l i o n - o f  which hal f  in the form o f  grants. In addition, the authorities 
expect to finance new investments by state-owned enterprises. Some o f  these investments will be 
domestically financed, and are directed to recently created public enterprises whose commercial and 
financial viabil ity i s  questionable. State guarantees on their credits may generate significant contingent 
fiscal r i sks  for future state budgets. 

Counterpart fund risks: mainly relate to Djibouti’s investments financed by donors. Bank programs 
typically require government to  co-finance 10 percent o f  investment cost. EU programs require 
domestic co-financing ranging between 10 and 25 percent o f  investment cost. These counterpart 
requirements do not originate fiscal r i s k  by themselves but require attention in order to have the needed 
room in future budgets. 

(ii) Fiscal pressures on account of expected increases in current expenditures to meet the health and 
education MDGs. Given the high level o f  public wages, meeting the MDGs will entail significant 
wage bill implications, particularly in the social sectors. This may lead to  unexpected pressures on the 
budget in the future and, consequently, to disruptions in further investment programs as wel l  as in the 
provision o f  expected social services. In Djibouti, an average c i v i l  servant received more than U S $  
10,000 in 2003, that is,  over ten times higher than the GNI per capita (estimated at $910 dollars in 
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2003). Considering the very l o w  starting level in education and health service coverage and the 
increasing population, reaching the MDGs will require intensive hiring o f  teachers and nurses. As the 
next section wi l l  discuss, to maintain medium-term fiscal sustainability, there i s  l i t t le alternative to  meet 
this new hiring but through wage cuts under the same relative size o f  the wage bill and/or through a 
c i v i l  service reform involving downsizing o f  c iv i l  service employees. Chapter 6 will illustrate the kind 
o f  adjustment that would be necessary to make to the average public sector wage in the education sector 
t o  make up for the financing gap implied by a scenario o f  full school enrollment. The financing gap 
corresponds to a reduction o f  the wage level by about half. 

Contingent explicit risks 

(i j  State-guaranteed external debt contracted by public sector entities. In 2001, the total external debt 
contracted by public enterprises represented over 64 percent o f  total debt owed to bilateral creditors, 
and close to 30  percent o f  total debt owed to multilateral creditors (see Tables X and X in Annex). T h e  
external debt contracted by public sector entities amounted to US$269,848,020 (about 18.4 percent o f  
GDP) by end-200 1. Since then, public enterprises have contracted new long-term debt with bilateral 
and multilateral creditors (Annex). 

(iij Particular risks are associated with the non-concessional terms under which public companies 
negotiate loans with some bilateral creditors. An associated risk i s  the increasing stock o f  external debt 
arrears accumulated by these public enterprises (Annex). Total contingent liabilities associated with the 
power company (EDD) could be roughly estimated at US$ 100 mi l l ion (including state-guaranteed 
loans, the costs o f  operational losses and i t s  external debt arrears). Since there are n o  o i l  and electricity 
subsidies the energy sector does not rely on budget support f rom the government. However, the 
government has guaranteed loans 
contracted by EDD amounting to 7.3 
b i l l ion DF in 2002 (US$41 million). 
Capital expenditures o f  EDD (amounting 
to a total o f  1.2 b i l l ion DF, or US$6.7 
mill ion) are mostly financed through 
external resources. In 2001, 75 percent 
of EDD’s capital spending was financed 
through long-term loans, 15 percent 
through own  resources and only 10 
percent through connection fees. And 
due to increasing operational losses, 

Figure 2.8 Djibouti: Government and public enterprises external debt, by 
source, 2001, in percent of total 
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long-term financing needs increased by almost 50 percent between 1999 and 2000 and 15 percent 
between 2000 and 2001 (See Table 2.D in Annex). 

(iiij State guarantees for private bank borrowing - risks are limited, but not negligible. The banking 
sector i s  dominated by two  large French-owned commercial banks (Banque pour l e  Commerce et 
l’hdustrie, or BCI, and Banque Indosuez M e r  Rouge, or BIS), which together account for about 95 
percent o f  total deposits and issue more than 85 percent o f  total credits. W h i l e  the overall soundness 
and foreign lending policies o f  these banks i s  adequate, In 2002, the state guaranteed a credit 
negotiated on non-concessional terms by the BCI that amounted about 1.3 mi l l ion DF with short- 
maturity (five years) and a relatively high interest rate (7.5 percent). 
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Contingent implicit risks 

(i) Liability cleanup of public entities in the event of privatization- Public enterprise restructuring in 
the water and power sectors may turn out expensive as it would need to cover for operational losses 
and potential layoffs aiming at reduce staffing costs. Take the power company as an example. In 
addition to  the contingent explicit r i s k s  described above, implicit r i sks  for the state include: (i) EDD 
operating losses, that amounted to 5.2 bi l l ion DF in 2002 (US$29 million); accumulated payment 
arrears on account of the utility bill by the central government and other public entities, amounting to 
5.3 b i l l ion DF ( U S 3 0  mill ion) in 2002. The largest operating expenses in the company were fuel (32 
percent), fuel-related taxes (14 percent) and wages (30 percent). The high cost o f  EDD operations led to 
high utility prices. These operating costs would need to be reduced in the even o f  the restructuring o f  
the public company. EDD carries very high overhead costs owing to the high wage bill. The average 
salary per public employee in the company amounts to 8,850 US$, 9 times the GNI per capita o f  the 
country. Compare this to the average salary per employee in Yemen’s publicly owned power company 
(about US$1,500). T h i s  has led to serious inefficiencies that are reflected in l o w  access to energy. 
Dj ibout i  has only 31 connections per employee, extremely l o w  ratio compared to other small states in 
Africa: Maurit ius (1 79 connections/employee) or Cape Verde (70). International best practice points to 
a range between 70-100 connections per employee. In addition, the company grants generous benefits 
to staff in the form o f  heavily subsidized electricity consumption (at a rate o f  5.15 DFKwh). This 
incentive led to an average consumption among ED staff around double that o f  a customer and ends up 
costing EDD about US$1.5 mill ion. accumulated utility bill payment arrears o f  the central government 
and other public entities (water company). These amounted to 5.3 b i l l ion DF (US$30 mill ion) in 2002. 

(ii) I n  addition to the central government payment arrears to public enterprises, inter-enterprise 
arrears represent contingent liabilities that would materialize in the event of their financial 
restructuring. Electricity i s  an important part o f  ONED’s costs. Inefficiencies and operating losses has 
led ONED to accumulate payment arrears on account on the uti l i ty bills owed to  EDD, to the point that 
EDD i s  one o f  the biggest creditors o f  the water company. These are two large enterprises which are to 
a large extent tangled up with one another - the financial viability o f  EDD depends o n  being paid by 
ONED for the electricity it supplies and the financial viabil ity o f  O N E D  depends on the continued non- 
payment o f  i t s  power bills. The government feels that i t  cannot just hike water prices so that ONED’s 
utility bills are paid, or subsidize EDD to the tune o f  the unpaid bills, nor can it permit EDD to cut 
ONED off .  The current situation o f  these public companies i s  not sustainable and addressing this issue 
will inevitably entail fiscal costs that ought to be carefully studied. 

(iii) There are also risks associated with potential losses of newly created public enterprises with 
unclear financial and commercial viability. The government has recently set up three new public 
companies (water desalination and mineral water bottl ing company, cement production company, 
natural stone company) whose profitabil ity and financial viability are unclear. Lack  o f  detailed data 
about the financial accounts o f  these companies impair the analysis o f  the contingent liabilities 
associated with such investments. 

(iv) The major banking system risks are to ,be found in loan portfolio weakness and not in risk 
lending. The liquidity and solvency o f  the banlung system could be threatened by a banking crisis in 
the country o f  origin o f  the parent institutions or in a major trading partner country o f  Djibouti. But it i s  
unlikely that such a crisis would occur. In addition, both BCI and B I S  pursue a conservative lending 
pol icy aiming at minimizing r isks  .These banks operate very much l ike traditional savings banks, with a 
focus o n  deposit collection and only very l imi ted credit activity. Gradually, most o f  their activities have 
shifted to financial placements with parent companies, given the l imi ted opportunities to invest in the 
real sector in Djibouti. Whi le the overall soundness o f  the banking system seems adequate r i s k s  
associated wi th  the increasing amount o f  non-performing loans i s  a matter o f  concern, as illustrated in 
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Chapter 1. The experience with the Dj ibout i  Development Bank should help as an example o f  what ‘not 
to do’ to avoid accumulate contingent r isks unnecessarily. The BDD faced serious difficulties mainly 
due to poor supervision and increased government interference in i t s  operations. As a result, the assets 
of the BDD were frozen by 1996, owing to the growing number o f  NPL in i t s  portfolio. An early 
dissolution o f  the BDD was decided in 2000. The lengthy and costly liquidation o f  two commercial 
banks points to the need to strengthen the judiciary and the regulatory framework to avoid future fiscal 
r isks associated with the banlung sector. Weaknesses in the judicial framework that impair the effective 
materialization of real-state collaterals. Outstanding weaknesses in the enforcement o f  loan agreements 
combined with mismanagement hindered the financial viability o f  two commercial banks, the A1 
Baraka Bank and the Banque de Dj ibout i  et du Moyen-Orient, which were placed in liquidation in 1998 
and 1999, respectively. The liquidation o f  these banks i s  yet to be completed owing to a number o f  
judicial delays and difficulties in liquidating real-state assets. 

Dealing with contingent liabilities: conclusions and policy implications 

The government of Dj ibout i  i s  committed to address the issue o f  contingent liabilities. T o  this effect, a 
number o f  reforms were launched: 

(i) Halting the build-up of domestic payment arrears, and beginning an orderly process for clearing 
them. An audit was carried out and enabled the Government to validate an overall stock o f  domestic 
arrears payments of DF29 b i l l ion or 27 percent o f  GDP. A ten-year prioritized settlement plan was 
defined and adopted by the Government and i s  being implemented on an accelerated basis for wages 
and on a timely basis for  the rest. 

(ii) Pension system reform, implementing a strong parametric reform to improve the viability of the 
existing pay-as-you-go (PA YG) pension system. A strong parametric reform was implemented and 
brought Djibouti’s PAYG system much closer to sustainability; and government contributions to the 
pension funds have been paid on a regular basis. The reform aimed at adapting the pension funds to the 
new demographic realities o f  Djibouti, providing benefits in l ine with the financial capacity o f  the 
pension institutions, lowering the wage bill by unfreezing retirement o f  c iv i l  servants and expanding 
pension coverage. 

(iii) Improving civil service management. Close to  800 c iv i l  service employees eligible for retirement 
were removed from the payroll and In preparation for addressing the wage bill and better managing the 
c i v i l  service, the authorities implemented an action plan to update and merge the c i v i l  service and 
payroll databases on the basis o f  a census o f  employees, ministry by ministry. 
(iv) Public enterprise reform. Management o f  the Port and Airport was entrusted, through a long-term 
management contract to an international investor (Dubai Port International). Independent financial and 
organizational audits were completed in 2003 for a l l  public companies. On the basis o f  these financial 
and organizational audits, the Government has undertaken the restructuring o f  Dj ibout i  Telecom. The 
authorities are also in the process o f  preparing an action plan to restructure the public utilities (EDD and 
ONED) to improve the financial viabil ity and efficiency o f  the energy and water sectors. 

(v) Improving debt management. The government stepped up efforts to settle arrears due o n  the 
government external debt. With respect to government arrears o n  non-reschedulable debt vis-a-vis a 
bilateral creditor, the government has initiated discussions to  reach an understanding on a new 
repayment schedule and to settle disputes about the total amount o f  accumulated payment arrears. The 
authorities are also exploring the possibilities for  debt rescheduling vis-a-vis non-Paris Club members 
on the same terms as those offered by the Paris Club. With financial support f rom the Wor ld  Bank and 
UNCTAD, the finance ministry launched a project to improve the database o n  the external debt. By 
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2003, the external debt database was fully operational. However, the government s t i l l  needs to 
consolidate the revised debt data, particularly with bilateral creditors. In addition, the institutional 
framework fo r  debt management remains weak owing to the lack o f  integration o f  debt management 
functions that are currently spread across different units o f  the ministry o f  finance and the Central Bank. 

I n  spite of the progress achieved by these reforms, challenges remain. In spite o f  the above mentioned 
reforms, the fiscal implications o f  contingent liabilities are s t i l l  not  well assessed and are no t  included 
in the state budget for effective oversight. And there i s  also a need to strengthen the government’s 
capacity to manage these risks. Recent international experience provides useful guidance on options for 
pol icy reform that could be relevant to Djibouti. A summary i s  provided in below. 

Box 2.3 Djibouti: Policy directions to deal with contingent liabilities: lessons from international experience 

Pursue cautious financing strategy, adjusting it to risk management objectives. Given Djibouti’s vulnerability to economic 
and fiscal shocks, policy makers need to acknowledge the need to minimize debt service cost and ensure grant financing to the 
extent possible. 

Analyze and regularly reportfiscal risks. Regular fiscal reports should show debt scenarios, discuss the potential future fiscal 
impact of contingent liabilities and tax exemptions. These reports would form a basis for reassessing government borrowing 
and risk management strategies. Budget documents would then include the results o f  stress-testing o f  the fiscal baseline with 
respect to major macroeconomic, fiscal and demographic risks. Since risk exposures change with time, as underlying 
conditions evolve, government should reassess assumptions that underlie i t s  risk analysis several times a year and adjust i t s  
reserves. 

Adjust medium-term fiscal strategy to risks. Government medium-term fiscal strategy i s  hardly viable if it does not reflect 
implications o f  fiscal risks. The best way to show medium-term implications o f  fiscal risks for the overall fiscal position, i s  to 
develop baseline medium-term cash projections and stress-test these projections w i th  respect to specific r isks. Results o f  stress- 
testing w i l l  be critical to re-estimate periodically the government’s risk exposure wi th respect to changes in the underlying 
assumptions and to decide on reserve and hedging strategies accordingly. In addition, confidential contingency plans could be 
prepared to assess how to proceed when implicit r isks materialize. 

Strengthen transparency and accountability in public finance management. To ensure that policy makers adequately reflect 
fiscal risks in their fiscal plans, they must become accountable for their analysis and assumptions. Therefore, supreme audit 
institutions and budget reports should comment on, and evaluate ex post, government risk analysis and risk management. The 
budget law should require that guarantees and other promises o f  contingent government support be subject to the same scrutiny 
as budgetary programs. Since no cash i s  spent f rom the budget when governments assumes a contingent obligation or provides 
a tax exemption, cash-based accounting systems fail to detect such fiscal risks. But a full accrual-based accounting system i s  
neither necessary nor sufficient as a remedy. International accounting standards, for instance, require only probable contingent 

, liabilities (contingencies wi th relatively high probability o f  realization) to be included in the balance sheet, leaving the others 
in a separate statement o f  contingent liabilities. 

Share risk. To create proper incentives for the borrower, lender, and program manager under programs o f  government 
contingent support, the budget law should demand a significant amount o f  risk to be shared by these parties. The budget law 
may advise that state guarantees w i l l  not cover either the full credit/obligations or risks that are under control o f  the borrower 
and lender, such as specific commercial risks. 

Monitor thefinances ofpublic enterprises. This i s  needed for statistical purposes, and also to ensure that there is  continuing 
justification for excluding them. An added reason for monitoring them is that even commercially run enterprises can borrou 
and invest irresponsibly, and more generally pose macroeconomic risks. Finally, governments need information on  al l  the 
enterprises in which they have a stake, in order to effectively discharge their ownership and asset management responsibilities. 

Source: Polackova (1998, 2002) 
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2.3. Inter-Sectoral Analysis o f  Public Expenditure 

2.3.1. Introduction 

I n  principle, the composition of public expenditures should finance the mix of goods and services 
that maximizes social welfare, responding in a balanced way to efficiency and equity criteria. I n  
practice, alas, applying these two criteria to the gamut of public expenditure allocations is infeasible. 
Indeed, given data constraints, i t would be impossible to rigorously apply these criteria to any 
meaningful fraction of the capital investments and recurrent expenditures that comprise Djibouti’s 
overall expenditure program. Hence, the main objective o f  this section i s  to choose the level and scope 
of analysis consistent with available information, and which, nevertheless, provides some useful 
insights for expenditure policy and analysis. 

The section identifies some expenditure imbalances, using a few easily applicable criteria and some 
relatively robust stylized facts - e.g. inter-sector imbalances, public-private roles in infrastructure 
service delivery, input-mix imbalances, and incidence o f  spending. In addition to these, the section uses 
international comparisons o f  expenditure ratios and outcomes that show some key imbalances in the 
country’s expenditure composition. But it i s  critical to bear in mind that there i s  no optimal ratio or 
international no rm for expenditure allocations. Differences in relative prices, state of infrastructure, 
public-private roles, make i t  diff icult to meaningfully compare such ratios. The main objective o f  this 
section i s  to identify gross anomalies o f  expenditure allocation across sectors. It i s  beyond the scope o f  
this report to deal with complex comparisons o f  benefits across sectors in inter-sectoral analysis. 

To carry out this analysis, this section focuses, to the extentpossible, on the IMF’s GFS which offers 
both the functional and economic classification of expenditures. The functional classification o f  
expenditures i s  based upon the purpose or function toward which spending i s  directed, and it includes 
expenditures by sector and sub-sectoral programs. The economic classification i s  based upon the 
economic characteristics o f  transactions o f  which resources are spent (e.g. capital versus recurrent, and 
within recurrent, wage, non-wage expenditures - operations and maintenance, interest payments and 
subsidies). 

2.3.2. Overall level o f  government expenditure 

Djibouti’s aggregate level of public spending is high by international standards. Central government 
spending represented over 40 percent o f  the country’s GDP on average during the period 1990-2004, 
spending 4 times more than other small states and Sub-Saharan A h c a .  The overall level o f  government 
spending declined by 15 percent as a share o f  GDP from 1995 to 2002, mainly owing to  the drastic 
capital expenditure cuts, with total current spending declining by only 1 percent o f  GDP. The optimal 
size o f  public expenditure i s  clearly a function o f  the country context, so international comparisons bear 
their own limitations. The real question is: where did al l  this money go? The fol lowing sections will 
analyse the evolution o f  the expenditure composition, by functional and economic categories, and will 
reveal a number of expenditure imbalances that would need to be squarely in the agenda o f  Djibouti’s 
fiscal pol icy and budget management in the upcoming years. 
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Figure 2.9 Djibouti: Government Expenditure, 1990- 
2004 (in percent of  GDP) 
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2.3.3. Functional composition o f  expenditures": 

. . ... 
Figure 2.10 Djibouti: Government non-interest 
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levels, shares and performance 

I n  spite of the small decline in overall levels, the current expenditure composition by functional 
categories has changed considerably over the last years- with the social services the 'big winners', 
and in particular, the education sector. Figure 2.13 below illustrates variation in rates o f  nominal 
growth between the main current expenditure categor ie~'~.  Social spending increased by 11.5 percent. 
But this growth in social spending was uneven. W h i l e  education received about 19 percent overall 
increase, the health sector saw i t s  current expenditures fa l l  by 3 percent. The decline in current spending 
in the real sector (agriculture) i s  explained by i t s  l o w  polit ical priority on account o f  this l i t t l e  share in 
the country's GDP. Note that health 
expenditure over the period o f  analysis has 
overall negative growth, and yet, current 
spending on defense slightly increased. 
And the reason for this increase i s  not 
l inked to the cost o f  the military 
demobilization program that the 
government launched after the end o f  the 
c i v i l  conflict. This category o f  spending 
was classified separately and included in 
'other spending' for most o f  the period 
under analysis. 

Figure 2.11 Djibouti: Total expenditure growth by main 
functional categories, in nominal terms (million DF), 1992-2002 

40.0 I 
20 0 

0 0  

-20 0 

-40 0 " L u  

' I  -60.0 ' 
When one looks at expenditures in shares of GDP, the picture changes. Whi le  in nominal terms, the 
current expenditures o n  general administration and defense declined, their budgetary allocation 
expanded when expressed as shares o f  GDP. As for education and health, they fo l low a similar, but 
more pronounced trend. Note that these ratios are also affected by the rate o f  GDP growth, that was 
highly volatile during the period o f  analysis. 

Growth in the government budget during 1992-2002 was shared between three main sectors: general 
administration, defense and education, to the detriment of the health sector. The shift o f  budget 
resources to education seems appropriate and commensurate to  the challenge o f  raising the l o w  

Time series data on inter-sector expenditure allocation suffer from methodological constraints. In Djibouti, pr ior  to 1998, the treasury d id  not 
include foreign-financed capital expenditure in its accounts (the distinction was between treasury and extra-treasury capital expenditure). By 
the same token, prior to 1998, the budgetary presentation o f  current spending by functional categories included some budget lines that are to be 
found in the economic classification o f  expenditures (i.e. transfers). In 1998, the government adopted a new budget classification with the 
assistance o f  the International Monetary Fund and has been gradually implemented in the subsequent budget laws. However, as Chapter 5 will 
illustrate, the budget does no t  yet fu l ly  reflect the GFS classification. 
l3 The report w i l l  focus on nominal expenditure and revenue growth because: a) inf lat ion has no t  been significant owing to the strict rules o f  
the currency board; and b) GDP deflator series before 1999 and f rom 1999 onwards di f fer  in terms o f  index coverage (baskets and households 
data were not comparable) 
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education attainment indicators. But the small, and declining, portion o f  the budget devoted to the 
health sector over the same period seems difficult to justify in view o f  the extremely l o w  levels of 
infant mortality, maternal mortality and l i fe expectancy. 

The expenditure patterns in defense and general administration, while reflecting Djibouti’s 
legitimate political priorities, raise a number of allocative and efficiency considerations that need to 
be thought through. While the protection o f  the defense expenditures during the period of c i v i l  conflict 
was understandable, it seems less evident i t s  non-declining trend over time. Even more so, when the 
donor community (France and the European Union) financed a military demobilization program to 
assist the government with the social reinsertion o f  ex-combatants. In 2002, and in spite of the 
significant growth o f  education expenditures f rom 1992, the defense share in total expenditures was 
higher than the share received by the education sector. 

I n  spite of its overall decline over the period, spending on general administration continues to absorb 
the bulk of the current budget. General administration spending represented on average almost 40 
percent o f  government expenditures and about 3 5 percent o f  total current spending during 1992-2002. 
This raises questions concerning the efficiency o f  Djibouti’s public administration. If the bulk of 
current spending (as it wi l l  be illustrated in the next section) goes to wages, the money spent o n  current 
spending for general administration went essentially to pay the salaries o f  c i v i l  servants. To a certain 
extent, t h i s  allocation o f  expenditures may make sense owing to the need for a small and centralized 
country as Dj ibout i  to devote a critical mass o f  well-trained c i v i l  servants to  run the country’s finances. 
But the current imbalance between the spending in this category and the priority sectors identifying in 
the PRSP, raises questions about the size o f  the wage bill and i t s  effectiveness (or lack of) t o  improve 
service delivery. The next section takes up this issue in greater detail. 

Figure 2.12 Djibouti: Ma in  functional categories of  current 
expenditures (as shares of  total current exp), in percent, 1995-2002 
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Figure 2.13 Djibouti: Expenditure Composition trends: 
period average and growth of main functional categoties 
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The previous analysis also reveals that the actual pace of expenditure restructuring has been slow. 
This i s  illustrated by the small and gradual changes over the years for each o f  the functional categories 
of current spending. Partly this has to  do with polit ical economy considerations (current spending o n  
general administration services and defense have changed litt le over the period under consideration, 
probably due to the resistance by the interest groups that these categories o f  spending represent). But 
the slow pace o f  expenditure restructuring i s  also related to government capacity limitations. As it will 
be explained in Chapter 5, budget formulation capacity i s  s t i l l  constrained. There i s  excessive inertia in 
the system. Too much budgeting i s  done on an incremental basis, determined pr imari ly by the last 
years’ s actual expenditures, but not by longer-term priorities that are supposed to be strategically 
selected in the course o f  public discussions. In addition, as explained in Chapter 1, the fiscal adjustinelit 
programs, while relatively successful in terms o f  the size of fiscal consolidation, they had a less 
satisfactory impact on the quality o f  adjustment. 
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Fiscal policy i n  Djibouti will need to focus more on the quality of fiscal consolidation to ensure 
improvements in the expenditure structure according to the development priorities set forth in the 
PRSP. This could be attained through a gradual implementation o f  a performance-based budget 
management system that would allow for radically different future growth (or decline) rates o f  specific 
expenditure categories on the basis o f  the link between the expenditure priorities and the long-term 
PRSP objectives. 

Expenditure performance: the link between public expenditures and outcomes. As noted earlier, the 
overall level o f  public expenditures in Dj ibout i  i s  relatively high, given i t s  size and the relative 
spending patterns of other developing countries. Table 2.14 compares Dj ibout i  with other Sub-Saharan 
African countries and finds that i t s  ratio o f  public administration and defense expenditures to total 
government expenditure i s  considerably higher than the comparator countries. H o w  effective has been 
public spending in attaining i t s  expected outcomes? T h i s  section briefly illustrates the weak link 
between public expenditures and outcomes in key socials sectors: education and health. Chapters 6 and 
7 wil l provide a more in-depth analysis on the effectiveness o f  public expenditures in these sectors 

Figure 2.14 Djibouti: Adult literacy and Public Expenditures on Education 
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Link between public expenditures and outcomes in the education and health sectors, after controlling 
for national income. As Chapter 5 will illustrate, Dj ibout i  public spending on education i s  considerably 
higher than what would be 
expected given i t s  income 
level, yet, as Figure 2.14 
illustrates, by such measures 
as the adult illiteracy, 
Dj ibout i  i s  no t  doing as wel l  
as i t s  income comparators. I t  
has been inefficient (spent 
more but achieved less). 
Part o f  the explanation for 
this pattern l ies in the strong 
emphasis o n  higher 

(In perce Figure 2.15 Djibouti: Inter-sectoral allocation in comparative 
perspective, 2002 (in percent) 
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education over the recent years, which i s  much more costly per student, therefore consuming a 
substantial share of the education budget. But, as Chapter 6 will explain, unit costs o f  educating 
elementary and secondary school students in Dj ibout i  tend to be significantly higher than in other 
comparator countries, owing to the large share o f  the wage bill. With regard to the effectiveness o f  
health public expenditures, by such measures as the infant mortality and the maternal mortality rate, 
Dj ibout i  stands out in comparative analysis as an underachiever (spent less and achieved less than i t  
would have been predicted by i t s  level  o f  income). 

Figure 2.16 Djibouti: Infant mortality and public health expenditure 
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Figure 2.17 Djibouti: Maternal mortality and public health expenditures 
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The weak link between public expenditures and outcomes in education and health sectors. is partly 
due to donor fragmentation but also to weaknesses in accountability. Donor fragmentation, particular 
in the financing of health services, might well be part o f  the problem. Bilateral and multilateral donors 
have financed investment lending operations in the health sector without effective coordination. 
Disbursement delays and volatility o f  financing have also affected effective budget management in the 
sector. However, given the predominant role played by the government in the provision o f  these key 
services, a great deal o f  the lack of public expenditure effectiveness in these sectors has to do with the 
way in which i t  has managed public monies. Indeed, this i s  the main argument emerging from Chapters 
6 and 7 o f  the report. 
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Take for example the health sector. As Chapter 6 will show, poor accountability has invariably 
weakened the effectiveness of the budget over the years, which in addition, remained low and 
declining over time. Bureaucratic ‘failures’ in monitoring the quality and access to services are 
particularly high for highly discretionary and transaction-intensive clinical services (such as diagnosing 
and treating a n  illness). As a result o f  lack o f  effective oversight, absenteeism in health clinics i s  high, 
and so it i s  the practice o f  ‘double-dipping’ (hospital doctors that provide private consultations during 
official work ing hours). And while the public hospitals are ‘free’, those who end up benefiting the most 
are the non-poor. Greater accountability o f  service providers and policy-makers through the 
involvement o f  citizens in service delivery monitoring could help improve effectiveness o f  health 
services. Strengthening accountability will take time. Political economy considerations may stand on 
the way. Politicians find it easier to claim success for building a hospital and providing employment to 
nurses and doctors, than for reducing malnutrition or treating vaccine-preventable diseases among the 
nomadic population and other ‘voiceless’ vulnerable groups. But success i s  clearly possible, as 
hundreds o f  examples across the world have shown. 

The findings described above come as no surprise. Recent econometric evidence shows that the 
association between public spending and outcomes, after controlling for national income, are only 
weakly associated. A number of studies have investigated the reasons behind the differential impact o f  
public spending (See Wor ld  Bank Development Report,2004 for a summary o f  these findings). For 
countries that are high ‘aid receivers’, part o f  the answer i s  associated with lack o f  donor coordination, 
malung it harder for governments in these countries to effectively manage a id  resources. But part o f  the 
answer l i es  on the quality o f  governance and budget management. 

The message from these studies is not that public funding cannot be successful. I t  is that sustained 
political commitment and strong governance and policy environment, backed by public spending, can 
achieve a lot. Infant mortality was high in Thailand in 1970 at 74 per 1,000 births, and the use o f  
community hospitals and health centers was low, in part because quality was low .  But the government’s 
commitment to  reduce infant mortality was strong. Health plantiers took stock, asked citizens’ opinion 
o n  the quality of services, analyzed information on service use and assessed the incidence o f  spending 
from household surveys. And took action. Thailand doubled real per capita publ ic spending on health 
between the early 1970s and the mid-1980s. It built facilities in remote areas, directed more services to 
poor areas and poor people, improved staff training, provided incentives for  doctors to  work  in remote 
areas, and promoted greater community involvement in managing health care delivery. But it also did 
more. I t  strengthened accountability for service delivery. The oversight o f  doctors and health personnel 
was strengthened. The Ministry o f  Public Health was g v e n  greater autonomy over the health budget but 
it was also held accountable for  results. T o  increase efficiency, the authority for  various health 
programs was devolved to the provincial level, freeing the central Ministry o f  Public Health to 
concentrate on planning, coordination, and technical support. By 1985 infant mortal i ty had fallen to 42 
percent per 1,000 births, and today i t  i s  28 per 1,000 (Lieberman, 2003). Similar stories are playing out 
twenty years later in other parts o f  the developing world. 

The forthcoming Consultative Group to be held early next year will help improve donor 
coordination- but stronger accountability would be needed to ensure that the earmarked funds 
would be used effectively. More public spending alone would not  be enough to  make an impact on 
service delivery outcomes. Technical adjustments without changes in incentives would not be enough. 
Djibouti’s government could make services work better if more public spending and better policies are 
accompanied by sustained efforts to improve accountability for  service provision and budget 
management. Chapters 4 and 5 provide greater detail on the challenges and opportunities to improve 
governance and public finance management. 
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2.3.4. Economic composition o f   expenditure^'^: levels, shares and performance 

Part of the answer of the weak link between public spending and outcomes lies on the composition of 
spending and structural rigidities of the Djibouti’s government budget. This section identifies 
important input-mix imbalances in the economic composition of expenditures that need to be addressed. 
The economic composition of the budget includes: (a) capital investments; and b) current or recurrent 
expenditures, which include wages and salaries, other good and services (including non-wage 
operations and maintenance expenditures), interest payments and subsidies. The section finds that in 
Dj ibout i  there are patterns of expenditure anomalies, that is, patterns o f  under-and overspending for 
some of the above mentioned categories, which cut across sectors. The most salient imbalances include: 
(i) overstaffing and overspending o n  c iv i l  service; (ii) under-funding o f  non-wage operations and 
maintenance; and (iii) high utility bill that crowds out other expenditures on materials and supplies. 

Overview of t h e  ‘input-mix’: current and capital expenditures 

Current expenditures represented on average over 84 percent of total government expenditures 
during 1990-2004, although there has been a slight shijit in the balance between current and capital 
expenditures i n  recent years. After a decade o f  declining capital expenditures, the Dj ibout i  authorities 
reversed the trend in 2002 and since then there has been a gradual shift towards increasing capital 
expenditures. Part o f  this increase i s  
explained by increased project 
financing (particularly in education), 
but the shift i s  also attributed to an 
increase in domestically financed 
capital expenditure. As it wil l be 
explained in the next section, the 
additional domestically financed 
capital budget was allocated to the 
creation o f  new public enterprises 
(water bottl ing and cement 
production companies) whose 
financial viabil ity i s  questionable. 

Figure 2.18 Djibouti: Government expenditures: economic 
composition, 1990-2004 (in percent o f  total expenditures) 
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Overall, during the period 1990-1 994, current expenditures increased whereas capital expenditures 
declined. The growth variance of current expenditures in nominal terms was 23 percent increase, 
where as capital expenditures (in spite o f  the recent trend reversal) experienced an overall decline over 
the same period of about 30 percent. W h i l e  domestically-financed capital expenditures increased by 38 
percent over the period of analysis, the drastic declining in foreign-financing explains the overall 
negative growth o f  capital expenditures. 

l4 Data on expenditure by type includes provisional data on the 2004 budget and whenever available, the PRSP projections for 2005 and 2006. 
Data on capital and current expenditures suffer from several weaknesses pertaining to the way, how the existing budget classification i s  
applied. With regard to current exuenditures. main weaknesses include: i)under-reporting of subsidies; b)biased upwards estimates for 
purchases of goods and services; and C) lack of clarity in classifying certain categories of current expenditures (it. demobilization and social 
reinsertion program for ex-combatants, and recurrent costs associated with foreign-financed investment projects); and d) a relatively high 
portion of the budget that goes under ‘other expenditures’ (ranging from 13 to 15 percent of total current expenditure). In addition, time series 
data on cauital expenditures present its own limitations. Prior to 1998 the treasury did not include foreign-financed capital expenditure in i t s  
accounts (the distinction was between treasury and extra-treasury capital expenditure). With the assistance of the International Monetary Fund, 
the authorities have gradually consolidated the capital expenditure data in the budget law , although at a very aggregate level. On the other 
hand, while a large share of donor resources are used for investment purposes, there i s  a certain amount of recurrent charges related to project 
execution that are financed with donor money. T h i s  has been presented as a separate item of current expenditure projections in the medium- 
te rm fiscal framework prepared in the context of the PRSP. And yet, the equivalent amount has not been subtracted from capital expenditures 
projections. 
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Figure 2.19 Djibouti: Average sharp of  government expenditures 
1990-2004 

shares of total expenditures, period average,i990-2004 

Capital 
expenditures 

Government expenditures (expressed in million DF) 
Total expenditure 

Current expenditure 
Wages and salaries 
Materials 
Maintenance 
Transfers 

Other cment spending (foreign-financed) 

Domestically financed 
Foreign financed 

Interest 

Capital expenditure 

Merest payments 

Wages and 
salanes 

52% 

Growth in period (1990-2004) 
in percent 

9 
23 

6 
-1 
a 

328 

a9 

38 

7 

-30 

-39 
20% 

The high level of current expenditures is mainly driven by the exceptionally high share of wages and 
salaries, that took up to 52 percent of total current spending on average over the period 1990-2004. 
Unl ike other developing countries, interest payments do not represent a significant burden in Djibouti, 
that amounted to  about 1 percent on average over the period o f  analysis. Expenditures o n  materials and 
supplies have also remained high by international standards (averaging 20 percent of total government 
expenditures over the period 1990-2004. Transfers and foreign-financed current expenditures also 
experienced a drastic increase. T h e  next section elaborates on the factors driving the structure and 
trends of current expenditures over the period 1999-2004. 
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2.3.5. A closer look to the composition o f  current expenditures 
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The Wage Bill 

I n  spite of considerableprogress in reducing the wage bill over the recent years, Djibouti still has one 
of the largest wage bills among comparator countries, in particular when considering the low service 
delivery level- it represents 14 percent of GDP, 60 percent of total fiscal revenues, almost 50 percent 
of total current expenditures and over 40 percent of total government  expenditure^'^. In the early 
1990s, the publ ic wage bill represented on average 19 percent o f  GDP, before r is ing to around 24 
percent of GDP during the period 1993-95, mainly as a result o f  the mobilization o f  security personnel 
in the face o f  ethnic str i fe. This trend started being reversed in 1995, and the government wage bill was 
reduced ( f rom 24.2 percent of GDP in 1995 to 16.4 percent o f  GDP in 1998), o n  account o f  several 
measures introduced during that period, including the partial demobilization o f  1,500 soldiers, the 
elimination o f  irregularities in employment and cash allowance surveys, the cutback in benefits and 
salaries o f  embassy personnel, and the elimination o f  overtime work. The expenditure curtailments, a 
major component o f  Djibouti’s stabilization efforts since 1996, were instrumental in bringing down the 
share o f  wages and salaries to GDP to 14 percent by 2003. Measures included the 10 percent cut in 
nominal wages exceeding DF 80,000 per month in 1998, recruitment freeze in the c i v i l  service except 
for social sector, and non-replacement o f  c iv i l  servants eligible for retirement (amounting to 800 c i v i l  
service employees). 

The driving factor behind the exceptionally wage bill size is the high level of civil service pay- the 
annual average pay of a civil servant is  about 10 times the country’s G N I p e r  capita. Over the period 
1990-2004, the annual salary of c i v i l  servants averaged about $8,000. By 2003 it reached over $10000, 
that is, 10 times the GNI per capita of the country (estimated at 910 U S  dollars). 

Figure 2.22 Djibouti: Wage Bill, 1990-2004 
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’Figure 2.23 Djibouti: Average public sector wage and GNI per 
capita, 1994-2004, in current US dollars 
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’’ The high level and structure of c iv i l  pay has been inherited from the French colonial administration and has l i t t le changed since. By virtue 
of Djibouti’s Currency Board system (the nominal  exchange rate has no t  changed since 1971), inflation is  only about 2 percent, which does 
l i t t le to adjust down the real wages as k other developing countries. 
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7 Figure 2.24 Djibouti: Ratio of  average public sector wage to per capita GSI 
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Public sector wages serve as a benchmark forprivate sector wages, and together with rigidities in the 
labor code, they explain the paradox of downward inflexibility of wages in Djibouti and high 
unemployment. Lack of reliable labor market data impair a detailed analysis o f  public-private sector 
wage differentials. Based on the data made available by the social security fund (OPS), one can 
estimate the private sector wage as inferred from total contributions collected, number o f  contributors 
and contribution rate (assuming collection rate to be loo%, i.e. n o  arrears in contribution payments). 
Using this methodology, for 2002, the annual private sector wage for 2002 i s  estimated at 1291250 DF. 
This amount, in current U S  dollars, i s  equivalent to $7,266, and it i s  lower than the annual average 
public sector wage for that year (close to $8,000). However this estimate must be read with caution 
given the extent of evasion to social security contributions by Djibouti’s private sector. In addition, the 
sample provided by OPS does not include the total sample o f  private sector wages in Djibouti’s 
economy as a growing number o f  small businesses operate in the informal sector. Though dating f rom 
1996, Table 2.3 below shows the wage differentials between the public and private sector: the average 
annual public sector wage in 1996 was over $400 higher than the average annual private sector wage. 
While these numbers are l ikely to be underestimated due to the size and biases in the data sampling (see 
EDAM, 1996), they te l l  a similar story f rom the data obtained by OPS: the marked discrepancy between 
the public and private sector average wages. 

Table 2.3 Djibouti: public-private sector wage differentials, 1996, U S D  

High government wages impact negatively on poverty reduction by crowding out other government 
spending on basic services. Considering the very l o w  starting level in education and health service 
coverage and the increasing population, reaching the MDGs will require additional hiring o f  teachers, 
doctors and nurses. There are l i t t le options to meet this new hiring but through wage cuts under the 
Same relative size o f  the wage bill or through a combination o f  a c i v i l  service reform involv ing 
reduction in other categories o f  c i v i l  service employees and wage level reduction. Chapter 6 will 
illustrate what adjustment needs to be made in average wages in the education sector to make up for the 
financing gap impl ied by a scenario o f  full school enrollment. The financing gap corresponds to  a 
reduction of the wage level by about half, which could be an indication o f  the overall overvaluation o f  
the wage level and prices in general. The polit ical economy o f  such a wage bill reform i s  obviously 
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diff icult as it r u n s  against the immediate interest o f  the public sector elite i tself .  But inaction also has a 
high cost that Dj ibout i  policy makers need to consider. 

I n  addition to crowding out social expenditures, the oversized wage bill crowds out productive 
investment in infrastructure hindering growth and competitiveness. H i g h  publ ic wages and salaries 
also affect negatively the overall competitiveness o f  the economy and hinder growth. Downward 
rigidities o f  publ ic wages limited the government’s room for maneuver to respond to  fiscal pressures 
arising f rom a growing population and volatility o f  revenues, and led to increased fiscal imbalances 
over the years. Given Djibouti’s currency board system, which excludes money creation to  finance 
budget deficit, financing of these deficits was generally accommodated through accumulation o f  arrears 
and/or an increase in taxes and surtaxes. The latter measure reflected in higher factors o f  production on 
account o f  higher prices for services and service inputs (such as electricity, water, and petroleum 
products) wh ich  in turn has further hindered private sector development and affected the country’s 
competitiveness. Moreover, the accumulation o f  budget arrears to c i v i l  servants, public 
enterprises and the private sector led to a loss o f  credibility o f  the state and an escalation in the use 
o f  ad hoc financial management procedures, such as uncontrolled advanced payments, that often 
circumvented the normal accounting and control system. Such procedures reduced transparency and 
accountability in public finance management, contributing to further overruns and distrust from 
Djibouti’s development partners with the subsequent fa l l  in grants and external financing. 

The evaluation of civil service wages and salaries entails examining three key dimensions: the total 
wage bill, civil service pay and civil service employment. The earlier discussion revealed anomalies 
pertaining to the size o f  the wage bill and c iv i l  service average pay. But anomalies in c i v i l  service 
employment are also present in Djibouti, mainly because the government continues to be the employer 
of last resort (with public wages being more attractive that private sector wages) and also because 
informal ‘quotas’ determined along ethnic l ines (see Chapter 4). Determining whether there i s  excessive 
or surplus c i v i l  service employment ultimately depends upon the appropriate role o f  government within 
and across sectors. This involves identifying the major programs where c iv i l  servants are employed, 
evaluating whether government spending on these programs i s  justified, and assessing the 
appropriateness of the wagehon-wage balance within these programs. T o  carry out such analysis, a key 
challenge i s  to get accurate data on the growth and breakdown o f  employment. In Djibouti, data scarcity 
limits the detailed analysis o f  the impact o f  the wage bill and c iv i l  service employment on the 
effectiveness o f  sectoral programs. A review o f  the distribution o f  the wage bill across sectors i s  
provided in Figure 2.25 below drawing from budget laws since 2002. But weaknesses in the quality o f  
budgetary information’6 impair a more detailed analysis o f  the wage bill and c i v i l  service employment 
by sectoral programs. The ministries with highest wage bill are Interior, Defense and Education, these 
three ministries took up 70 percent of the total wage bill in the period 2002-04. 

Lack o f  detailed and consistent data on number of  employees and their salaries by sector and sub-sectoral programs impair  an accurate 
computation o f  c iv i l  service employment by sector. The Dj ibout i  Public Expenditure Note (2002) compiled sectoral data, and found that in 
1999 the so called ‘sovereign’ ministries had the highest average publ ic sector wages (the Presidency, the Ministry o f  Finances, the Min is t ry  o f  
Public Administration and the Ministry of Defense), whereas the health sector had the lowest average publ ic sector wage. A note of caution is 
warranted when interpreting these findings. The number o f  employees in the latter was much larger than that o f  the former, so in the absence 
o f  detailed information on c iv i l  service salary scales, one cannot conclude that civil servants were paid ‘better’ in the former. 
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Figure 2.25 Djibouti: Wage Bill shares b) Ministr), 2002-2004 
(percent average), in percent of  total wage bill 

7 30.0 

25.0 

20.0 

15.0 

10.0 

5.0 

0.0 

An obvious manifestation of excessive employment is the existence of ‘ ghost’ workers. In Djibouti, 
some key informant interviews in the Ministry o f  Education revealed the presence o f  ‘ghost’ teachers 
(teachers that were not even in the country but whose payroll was s t i l l  active and the Ministry of 
Finance kept authorizing the payment o f  wages and salaries). The total number o f  ‘ghost’ workers can 
only be identif ied through a proper accounting o f  c iv i l  service employment with payrol l  l i s t s  and the 
employment register. In Djibouti, there i s  an urgent need to compile data o n  c i v i l  service employment 
by ministries and sectoral programs. A functional review o f  ministerial portfolios can in this regard help 
identify surplus employment in specific areas. 

I n  addition, within economically viable programs, the growth of public employment over time can be 
analyzed to identify whether civil service employment was related to the expansion in scale of 
appropriate serviceprovision. In Djibouti, the government i s  s t i l l  the employer o f  last resort, and c iv i l  
service employment expanded across the board. One particular area within programs where such 
growth has occurred pertains to temporary staff, who are typically hired outside the scrutiny o f  the 
employment register. Another illustration o f  overstaffing i s  the observation that critical, complementary 
non-wage productive expenditures. In Djibouti, particularly in the health sector, supplies, drugs and 
synnges are grossly inadequate and under-funded, and impair the effectiveness o f  health programs o n  
expected outcomes. Turning to c i v i l  service pay scales, these are typically determined centrally, and 
therefore, cut across sectors and programs. The patterns observed in Dj ibout i  are the increase in the 
average public sector pay, a proliferation o f  non-wage allowances, and a compression o f  the wage 
structure. Yet, data scarcity o n  c i v i l  service compensation and private sector wage comparators 
impinge on a more detailed analysis o f  c iv i l  service pay scales. 

A high wage bill and inefficient management of public sector employees have also hindered the 
productivity of public utilities in Djibouti. When looking at public enterprise accounts, it appears that 
wages and salaries o f  public enterprises represented between 35 and 50 percent o f  total output 
generated by these companies (see Tables 2.3 and 2.4 below). Take the electricity company (EDD). The 
wage bill o f  the EDD represented almost 30 percent o f  the wage bill o f  a l l  publ ic enterprises combined, 
about 8 percent o f  total wage bill (government and public enterprises combined), and 2 percent o f  GDP. 
Yet, i t remained highly inefficient. Tariffs for electricity are amongst the highest o f  comparator 
countries, averaging US$0.20kWh. Whi le  part o f  the reasons for the high prices are technical (higher 
cost of electricity production due to a reliance o n  imported diesel fue l  for  power generation and 
inefficiencies on account network losses), a number of  factors are directly related to public sector pay 
and employment practices. In particular, high administrative overhead costs due to  overstaffing and 
inordinately high wages, and high levels o f  taxation (33 percent taxes on a l l  petroleum products and 
about 20 percent more o f  surtaxes). 
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- 0 \ n  

1999 2000 2001 2002 2003 
wages & salaries /total domestically financed expenditures (budgeted) 608 592 6 3 9  1160 1096 
wages & salaries /total domestically financed expenditures (executed) 58 1 5 7 0  610 4 8 0  4 3 2  
wages & salaries /goods and services (budgeted) 2742 290 7 301 6 288 0 276 7 
wages & salaries/ goods and services (executed) 2214 243 8 3144 2250 1979 
wages & salariesioperations and maintenance (budgeted) 18082 28100 37320 2087 8 2237 5 
wages & salariesioperations and maintenance (executed) 40257 2043 2 2874 6 24292 3295 6 

Similarly, the scope for adjustment during the budget execution process is constrained by the priority 
treatment of payments on wages and salaries, which are centrally administered and treated as 
priorities in the cash management system”. This results in at least ha l f  o f  the budget being protected 
from adjustments in case o f  revenue shortfalls during the budget period. These adjustments therefore 
need to be conducted at the expense o f  key current expenditure items. The effect o f  the protection o f  
wages and salaries payments in budget execution i s  illustrated by a comparison between the economic 
composition o f  public expenditures at the allocation and execution levels. The most strihng finding i s  
the ratio of wages and salaries relative to non-wage operations and maintenance (obviously extremely 
high due to the high wage bill and the l o w  level o f  non-wage O&M expenditures), that increases f rom 
2535.1 percent at the allocation stage to 2933.7 at the execution stage (average 1999-2003). This 
corroborates claims o f  officials in line ministries about under-funding for O&M. This issue will be 
discussed later in the section. 

Period average (1999-2003) 
81 9 
53 5 

286 2 
241 7 

2535 1 
2933 7 

Since there is no ‘optimal’ size for a country’s civil service, its actual size is likely to continue to be 
dictated by macroeconomic realities, the amount of tax revenue available to pay civil servants, and 
the balance between wage and non-wage government spending needed to achieve expected outcomes. 
Djibouti’s policy-makers are caught in a dilemma: o n  the one hand, they would need to maintain 
macroeconomic stability and fiscal sustainability over the medium-term to sustain growth and poverty 
reduction efforts. On the other hand, growing demographic pressures and the current l o w  levels o f  
service delivery wil l require a substantial increase in public expenditures (and particularly education 
and health personnel) to meet the MDGs. Yet, as highlighted above, the size o f  the public wage bill in 
Dj ibout i  i s  already high, mostly driven by an average high wage o f  about 9 times the GDP per capita. 

One policy option is to reduce the wage bill. A reduced wage bill will create fiscal room to reallocate 
expenditures and contribute to achieve the MDGs. T h i s  could be done in different ways. One way i s  
through a nominal reduction in wages. However, this i s  a direct and visible measure that could trigger 
hard opposition and remains polit ically diff icult to carry out. Another way i s  through a devaluation o f  
the Dj ibout i  Franc(See B o x  2.4). Since most o f  the revenues are in foreign currency and most o f  the 
expenditures, but the wage bill, are also in foreign currency, the wage bill could be reduced by the same 
rate as the devaluation. The devaluation could be gauged so that i t  meets the objectives o f  the PRSP in 
terms o f  achieving the MDGs. But a wage compression through devaluation entails also some r isks.  It 
can fuel inflation (the pass-through effect). I t  can also hurt the poor, in the absence o f  effective social 
safete nets, as the consumption basket i s  highly import intensive. T o  undertake such a reform, the 
authorities need to weigh advantages and disadvantages o f  various possible options, i.e. direct wage 
reduction versus indirect general relative price adjustment or a combination o f  both, as well as the size 
and pace o f  such adjustment. The overall phasing and management o f  the reform should be carefully 
planned. 

” A detailed discussion o f  the cash management mechanism and its impact on budget outcomes is provided in chapter 5. 
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Box 2.4 Djibouti: Preliminary analysis o f  the potential consequences of a devaluation of  the Djibouti Franc 

If the government manages to contain inflation and wage pressures, a devaluation could generate significant fiscal savings. Preliminary 
estimates show that, assuming, a 45 percent pass-through of the change in the exchange rate to prices, and about 50 percent pass-through of the 
acceleration in inflation to nominal wage increases, the overall fiscal balance (on a cash basis) could improve by the equivalent o f  about 
1 percentage point of GDP with every devaluation of 10 percent. Th is  i s  because government revenues in foreign currency currently account 
for about 55 percent of total revenue (including grants), but containing the increase in the wage bill, which accounts for roughly 43 percent o f  
total spending, would be crucial. Given that this debt i s  on concessionary terms, the impact o f  a devaluation i s  not expected to be significant. 
The resulting fiscal savings could be used to establish social safety nets, and accelerate the repayment of both domestic arrears, particularly to 
the private sector, as well as the relatively high-interest domestic debt to a local commercial bank. 

A devaluation willprobablyproduce gains for the banking system. In a static analysis, the central bank would see an increase in the excess 
coverage o f  the currency board, and commercial banks would continue to see a positive foreign currency position (assets exceed foreign 
exchange liabilities). However, given Djibouti’s free capital mobility regime, an anticipated depreciation could lead to portfolio shifts and 
capital flight. In these circumstances, lending interest rates might have to r i s e  temporarily, increasing the chances of default in a banking 
system already subject to high non-performing loans. In addition, the government might need to step in to restore the health o f  the banking 
sector at some cost to the budget. 

The decline in real domestic income afer a devaluation could bring about a decrease in imports in US. dollar terms, leading to an 
improvement in the external current account. However, with about half of broad money comprising foreign currency deposits, the private 
sector would probably draw down these deposits to partially offset the fa l l  in real income, dampening the impact of a devaluation on import 
demand. In addition, the expatriates’ and foreign troops’ demand for imports will not be affected by an exchange rate realignment 

Yet, it is unlikely that the devaluation would generate any tangible supply response in the short run. Under current conditions of structural 
rigidities, limited productive capacity, and weak institutions, i t  i s  highly likely that this response could be negligible, particularly in the short 
run. Moreover, i t  i s  not clear that an exchange rate adjustment would immediately unleash a process of structural change toward the 
development o f  labor-intensive activities in a country where a large part of the population i s  unskilled and illiterate. In the medium term, 
however, the reduction in labor cost in foreign currency, together with the development o f  human capital and adoption o f  structural reforms, i s  
likely to make Djibouti more attractive for investors, unlocking potential productive capacity of the private sector. Indeed, new activities could 
emerge alongside the port, such as ship maintenance, ship repairs, commerce, packaging, and processing. 

Political economy considerations might also militate against a devaluation. The combination of a possible adverse reality in the short run and 
an uncertain future will inevitably weaken the government’s resolve to own and implement such a difficult policy change, and especially so 
prior to presidential elections. Moreover, there i s  a legitimate concern that a devaluation may create more hardship to the poor and the 
population at large, as staples and medicines are imported, and disrupt the informal family safety network of wage-earners (most of them 
employed by the government sector) that support unemployed relativesifriends. 

A possible exchange rate realignment also raises issues of its timing and size that need to be studied. Djibouti might need to implement a 
large enough adjustment in the exchange rate that would be perceived as sufficient to restore external competitiveness, sustain fiscal 
consolidation, and avoid destabilizing capital flows. Yet, on the other hand, i t  would need to mitigate the potential social costs on vulnerable 
groups through social safety nets. A clear assessment o f  the appropriate size of a devaluation will require further analysis. 

Another important issue is what type of exchange rate regime Djibouti should adopt afer the exchange rate adjustment. The currency 
board has provided financial stability, but at a high cost as reflected in a sharp deterioration in external competitiveness and i t  has not 
prevented the emergence of large fiscal deficits. In addition, most o f  Djibouti’s main trading partners (such as Ethiopia and Yemen) have 
already moved to a floating exchange rate regime. However, a regime change will require extensive technical assistance and time to be 
implemented. The central bank currently lacks the technical capacity to adopt quickly the required changes in i ts institutional setting to 
establish a new nominal policy anchor (e.g., broad money targeting) as well as to adopt a proactive monetary policy that signals commitment 
to price stability. Alternatively, the authorities could consider pegging the Djibouti franc to a basket of currencies of i t s  main trading partners, 
with the exchange rate fluctuating within a narrow margin that can be gradually widened in parallel with the strengthening of the central 
bank’s monetary management. 

Source: International Monetary Fund, Djibouti Country Strategy Paper, 2003 
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A complementary policy option would be to undertake civil service reform in view of restructuring 
both its size and composition. Although the number o f  c iv i l  servants has already been reduced over the 
past few years, there i s  s t i l l  scope for further downsizing. Functional reviews could be carried out to 
provide guidance for the ministries or agencies that could be downsized. At the same time, there i s  a 
need to reform current remuneration policies to enhance transparency and improve governments' abil ity 
to recruit and retain skilled staff. A number o f  possible options to achieve greater c i v i l  service 
efficiency are discussed below: 

Employment policy reform options: 

(i) Ensuring that all ghosts are eliminated. In this regard, the completion o f  the census o f  
employees could prove to be useful tools for verifying that a l l  staff on the payroll are actually 
worlung. In preparation for addressing the wage bill and better managing the c i v i l  service, the 
authorities implemented an action plan to update and merge the civ i l  service and payroll 
databases on the basis o f  a census o f  employees, ministry by ministry. As a f i rs t  step, a complete 
census o f  government employees was completed in December 2001, and a central single data fi le 
of the c i v i l  service was finalized in October 2002, merging the payroll and administrative 
management data files. 
Considering the scope for private sector provision in  some sub-sectoral programs in the social 
sectors. This would require a shift in the government role in these programs, f rom direct service 
provider to regulator. 

(iii) Introducing performance-oriented budgeting and strengthening accountability. Sectoral, 
performance-based indicators, such as pupilkeacher and patienthealth worker ratios would help 
identify staff redundancies. Accountability for  results could help retrenching non-performing c i v i l  
servants and being bolder in restructuring government ministries. M u c h  o f  the downsizing so far 
has been achieved by laying o f f  mil itary personnel with the demobilization program. This would 
require mechanisms for objective assessment o f  employee performance. 
Promoting early retirement and 'voluntary' retrenchment. This measure i s  l ikely to generate 
resistance if formal safety nets  are not reinforced, and if the unemployment rate in the private 
sector does not reverse. 
Reducing the cost of severancepackages, such as the mi l i tary demobilization program 

(ii) 

(iv) 

(v) 

Remuneration policy reform options: 

(i) Replacing automatic %-grade " salary increases andpromotions that are based solely on 
seniority by policies that reward the most competent staff members (whatever their ages) and 
penalize poor performers. 

(ii) Systematically monitoringpublic/private salary differentials for jobs that require the same s lu l l s  
and experience, and reducing and eventually eliminating wage gaps for comparable jobs. 

(iii) Completing the monetization of in-kind nonwage benefits and integrating most cash allowances 
into the base salary structure. 

I n  sum, a public sector reform aiming at reducing the wage bil l  and improving the civil service 
efficiency could help spur growth and poverty reduction. But political economy considerations need 
to be carefully taken into account so as to manage the reform process and mitigate any potential 
economic and social costs. Indeed, reducing the oversized wage bill would help reduce business costs, 
improve  the country 's competitiveness and provide fiscal room to raise spending on non-wage 
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productive expenditures. But in order to assess the political feasibility o f  reducing the wage bill andor  
further downsizing of the c iv i l  service, particular attention might be given to the informal r u l e s  along 
ethnic lines that govern public sector management in Djibouti. As discussed in Chapter 5, the peace 
accord also brought along 'informal' agreements on employment quotas distributed across ministries to 
maintain a balanced ethnic representation in the government. Likewise the demobilization program 
affects mi l i tary  personnel that belong to  both ethnic groups and similar considerations apply when 
considering reducing i t s  cost. 

total expenditures it increased 
from 15.6 percent in 2002 to 
18.5 percent by 2004. 
Expenditure on non-wage goods 
and services remains wel l  above 
the average of comparator 
countries, averaging 17.6 
percent o f  total expenditures and 
(See Table 2.E in Annex). As 
shown in Figure 2.26, 
expenditure o n  goods and 
services were particularly high 
in the Ministries o f  Interior, 
Defense, Foreign Affairs, 

Expenditures on goods and services 

Figure 2.26 Djibouti: Public expenditure on materials, shares by Ministries, 2002- 
2004 (period average), in  percent of  total exp. on materials 
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Figure 2.27 Djibouti: Utility by sector, period average, 2002-2004 
(in percent o f  total government utility bill) 
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Trips abroad by civil servants is a expenditure category that is often overlooked. Expenses financing 
trips abroad amounted to 3.4 percent o f  expenditures o n  goods and services, almost 2 percent o f  current 
expenditures, 1.5 percent o f  total expenditures and 0.5 percent o f  GDP in 2003. The Ministry of the 
Presidency absorbs about 67 percent o f  these expenses, and Foreign Affairs spends about 16 percent of 
the total budget allocated to trips abroad. The government's commitment to  strengthen international 
partnerships help explain the allocation of this budget category. 

Figure 2.28 Djibouti: Expenditure on trips abroad by sector, period 
average (2002-04), in  percent of total govt. exp. on trips abroad 
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Expenditures on goods and services increased considerably in recent years mainly on account of 
high utility bills (power, water, and telephoneAnternet services). The government utility bill 
(excluding the utility bill by public enterprises) amounted to 14.7 percent o f  expenditures on goods and 
services, 7.3 percent o f  current expenditures 6.3 percent o f  total expenditures and about 2.1 percent of 
GDP. Figure 2.27 shows the distribution o f  the utility bill by sector. The ministries o f  the Presidency, 
Interior, Defense, Finance, Education and to a lesser extent the health ministry, are the highest 
‘spenders’ o n  account of utility charges. Foreign affairs and Religious Affairs also share a relatively 
high utility bill. In addition, the government paid high utility bills owed by public entities (Radio and 
Television o f  Djibouti, the National Assembly, and the Hassan Gouled stadium). 

The high utility bills crowd out productive expenditures on materials and supplies that are needed to 
achieve the MDGs. T h i s  i s  particularly the case in the health sector, where the electricity bill crowds 
out spending o n  essential supplies and equipment, undermining the effectiveness o f  the already 
stretched resources allocated to achieve the MDGs. 

Stronger accountability in public finances could help improve restore current imbalances in this 
category of spending. The current system under which the Ministry o f  Finance settles the payments of 
these utility bills does not provide incentives to the sector ministries and agencies to control or even 
reduce these costs. Sector ministries receive the invoices after payment has been made, and the 
Ministry o f  Finance pays without carrying out any effective control or oversight. As a result large 
inefficiencies emerge across the board’*. In addition, This example illustrates the costs associated with 
the lack o f  accountability in service delivery. Recognizant o f  these inefficiencies, the Ministry of 
Finance recently set up a small unit to monitor utility expenses, but the unit i s  understaffed and under- 
equipped to provide effective oversight. Providing a provide greater role to the sector ministr ies in 
managing their own budgets and holding them accountable for results might help to allocate enough 
resources establish more effective controls on these expenditures. 

Non-wage operations and maintenance 

Non-wage operations and maintenance (O&M) has averaged 2.5 of current expenditures, 1.5 of total 
expenditures and less than 2 percent of GDP over the period 1990-2004 and have not increased in 
recent years in spite of the peak up in capital ejcpenditures since 2002. Comparable cross-country 
O&M expenditure data are notoriously diff icult to obtain. The evaluation o f  non-wage O&M needs to 
be country specific and integrated in the economic evaluation o f  sectoral programs and projects. In 
Djibouti, expenditures on non-wage O&M, such as capital upgrading and other expenses aiming at 
cover capital depreciation costs appear to be low, and they have not kept pace with the increases in 
capital expenditures in recent years. 

Under-funding of non-wage O&M have affects the productivity of investments. An illustration o f  this 
i s  found in the roads sector, where in spite o f  a high capital spending on the sector in the late nineties, 
lack of funding for road maintenance have resulted in a deterioration o f  the national road network. The 
Road Fund that was created in 2000 i s  not  functioning efficiently because most o f  i t s  budget i s  used to 
pay c iv i l  servants and not channeled to road maintenance-related costs. In the health sector, insufficient 
funding for operations and maintenance has also led to  a progressive deterioration o f  buildings and 
equipment. Insufficient spending on this category has led to high and rapid depreciation o f  capital 
investments made by public enterprises in key infrastructure sectors. This i s  evidenced in the accounts 
of the electricity and water companies (EDD, ONED), that are experiencing increasing technical losses 

’* In 2003 the Ministry o f  Education found out that the Ministry o f  Finance had been high paying utility bills to a number o f  ‘ghost’ schools 
(school buildings that were not operating as educational centers, but their utility bills were being systematically paid by the Ministry o f  
Finance). 
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associated with lack of rehabilitation of the water and power networks. In turn, these inefficiencies have 
affected the profitability of these companies and resulted in higher utility tariffs. 

Non-wage operations and maintenance (O&M) is critical for extending the economic life of and 
raising returns to publicly-owned capital stock- but more funding would not be enough, there is 
room for improving the effectiveness of O&M allocations. In view o f  the planned increase in public 
capital stock, especially in infrastructure, the under-funding o f  non-wage O & M  i s  a concern. However, 
i t appears, as also stressed by the officials o f  Ministry o f  Finance, that there i s  room for improving the 
effectiveness o f  O&M expenditures through better management and by not diverting non-wage O&M 
allocations to  finance wage payments. Improvements in budgetary control, accounting practices, and 
accountability would contribute in this respect. Moreover, robustness and standardization in the init ial 
choice o f  equipment, machinery, and structures in public projects, together with beneficiary 
supervisiodinvolvement in maintenance whenever feasible and practicable, would contribute to 
efficient use o f  O&M resources 

A move towards performance-oriented budgeting may help reverse this trend, as O&M norms could 
be established on the basis of a certain level of service delivery and accountability for results could be 
strengthened. For instance, O & M  expenditures could be based upon program-level evaluation of the 
inputs required to accomplish socially desirable outcomes whose net social benefits would be subject to 
scrutiny. In Djibouti, most of the capital expenditures are foreign-financed and while donors contribute 
to finance part of the recurrent expenditures associated with the planned investments, the government i s  
often required to contribute from i t s  own budget 10-to-15 percent o f  the total investment (counterpart 
funds). Yet, arrears in counterpart funds have also affected the adequate financing o f  O&M costs, 
reducing the productivity and sustainability o f  investments. 

Transfers 

Expenditure on subsidies and current transfers is relatively high by international standards. 
Subsidies and current transfers averaged 8 percent of total current expenditures, 7 percent o f  total 
expenditures and close to 4 percent of GDP over the period 1990-2004. There are many different types 
o f  subsidies and transfers with distinct public-private rationale and net social benefit and impact o n  the 
poor. Consequently, the economic evaluation o f  each type o f  subsidy and transfer will be carried out 
separately in Chapters 6-8. 

Yet, these transfers are not benefiting the poor people and vulnerable groups. From these transfers, 
26.7 percent (1 .I percent of GDP) are subsidies to public institutions (university, private schools, and 
the public media), 26.6 percent (1.1 percent o f  GDP) are housing subsidies for c iv i l  servants, and 10 
percent are fellowships to study abroad. Housing subsidies for c i v i l  servants are as high as the total 
budget o f  the education sector, and 5 times the budget o f  the health sector. And yet, targeted cash- 
transfer programs towards the vulnerable and poor capture less than 0.5 percent o f  GDP (compare this 
to the government expenditures to trips abroad that also amount about 0.5 percent o f  GDP). 

Interest paym ents 

Interest payments have remained relatively stable and are relatively low by international standards, 
remaining around 1 percent for the period of analysis. This i s  explained by the highly concessional 
terms T h i s  i s  most l ikely explained by the highly concessional terms o f  loans negotiated with 
multilateral and bilateral creditors. Most  other Sub-Saharan Afr ican countries have a higher debt- 
service (see Table 2.E in Annex). 
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Foreign-financed current expenditures 

Over the past few years foreign-financed current expenditures have increased as share of total 
current spending since aid flows resumed to the country, in the late nineties. They averaged 12 
percent o f  GDP, 13 percent o f  current expenditures and 9 percent o f  total expenditures in the period 
1999-2004. Foreign-financed current expenditures are distnbuted across sectors. Examples include 
expenditures o n  materials and supplies financed by France and United States under military aid 
agreements with the government o f  Djibouti, and the co-financing o f  recurrent expenditures associated 
to investment and technical assistance projects (Le. recurrent expenditures financed through the Social 
Fund loan provided by the African Development Fund and ADETIP, financed by the Wor ld  Bank). 
Strong fiduciary controls o f  donors tend to ensure a broadly adequate management o f  these 
expenditures. 
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2.3.6.Capital expenditures : levels, sources o f  financing and sectoral composition 

Overall levels and sources offinancing 

Capital expenditures remain low by international standards- they averaged about I 5  percent of total 
expenditures and about 6 percent of GDP over the period 1990-2004, More troubling is their high 
volatility and their declining trend that the recent peak up has not been able to reverse. In 200 1, 
capital expenditure was a fourth of i t s  1990 value. Capital expenditures have borne most the burden o f  
the overall decline of government expenditures over the stabilization period, as illustrated in Chapter 1. 
But what explains the high degree o f  volatility o f  capital expenditures? Part o f  the answer l i es  in the 
nature of the sources o f  financing. 

Grant volatility and slow donor disbursements have greatly contributed to the volatility of capital 
expenditures. But domestically-financed capital expenditures have also fluctuated considerably. 
Their small share in total capital expenditures does not have a meaningful impact o n  the overall picture 
of capital expenditures, but their volatility raises questions about budget management and the relevant 
role of the government in key infrastructure sectors. W h i l e  domestically financed capital expenditures 
were relatively high in the early nineties, this was due to a construction boom that faded away soon 
after the c iv i l  conflict erupted, and remained l o w  during the stabilization period in the second ha l f  o f  the 
nineties. 

' Figure 2.29 Djibouti: Capital expenditures, by sources o f  ' financing, 1990-2004, in percent of total capital expenditures 
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Figure 2.31 Djibouti: Capital expenditures, by sources o f  
financing, 1990-2004, in percent o f  GDP 
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Figure 2.30 Djibouti: Capital expenditures, 1990-2004, in 
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Figure 2.32 Djibouti: Capital expenditures, by sources o f  
financing, 1990-2004, in percent of total govt. expenditures 
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On average, 84 percent of total capital expenditures were foreign-financed during 1990-2004. The 
share of investments funded from domestic sources is minimal although it has increased in recent 
years. Domestically financed Investment 
increased by 0.7 percent o f  GDP in 
2003, reflecting the establishment o f  two 
new publicly owned enterprises (a water 
desalination and bottl ing factory and a 
cement production company). A third 
publ ic ly owned company (that will 
extract natural stones) i s  expected to 
start operations in the near future 
financed through a bilateral loan. 
External financing has a strong impact 
o n  the expendi tye structure, notably on 
capital expenditures, o f  which more than 
80 percent are financed by donors. 

Figure 2.33 Djibouti: Capital Expenditure, by source o f  financing, 
1990-2004, in YO of  total capital expenditures 
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Execution rates of capital expenditures 

The annual execution rates of capital expenditures are low - less than 60percent of allocated capital 
expenditures in budget laws are actually executed. But the picture changes according to the sources 
of finance. Foreign-financed capital expenditures have systematically been executed we l l  below the 
planned allocations in init ial budget laws, mostly on account o f  the l o w  predictability o f  funds and 
general delays of external disbursements. But part of the answer i s  also related to administrative red 
tape and weaknesses in financial management and public procurement practices that can slow down the 
actual implementation o f  investment projects. Moreover, execution rates o f  capital expenditures need to 
be regarded with caution, as a number o f  factors could distort these rates. Extra-budgetary projects are 
by definition no t  captured by budget allocation data, while financial transactions for their execution are 
partly recorded. Furthermore, projects for which a convention was signed are usually captured in the 
budget laws, whi le i t  usually takes a long time f rom the convention to the start o f  implementation, due 
to procedural and bureaucratic delays. With regard to domestically-financed capital expenditures, their 
execution rates have fluctuated greatly f rom one year to another, which points to budget planning 
weaknesses and the need to cast public investment planning and budgeting in the medium-term. 
Chapter 5 will provide greater details o f  the budget planning process 

Figure 2.34 Djibouti: Capital expenditures (actual-vs-budgeted), 
annual variation, in percent, 1999-2003 I 140, 
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Figure 2 3 5  Djibouti: Budget execution of  the public investment 
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Trends in sectoral composition of capital expenditures 

The sectoral breakdown of capital expenditures has changed significantly over the period 1994-2002 
-yet, on average, the infrastructure sectors (electric& roads, port & housing) followed by the 
education, absorbed the bulk of total capital expenditures and had the highest shares in GDP. 
Agriculture remained the smallest recipient o f  budget investments which i s  explained by the l imi ted 
share of the sector in national output. Electricity has remained the highest recipient o f  capital 
expenditures. Almost 40 percent of total capital expenditure provisions in 2000 were targeted to the 
energy sector for rehabilitation of the network system. The recent trend, however shows a decline that 
affects capital upgrading in the sector. 

The share of capital investments in social sectors (particularly in education) decreased substantially 
over theperiod 1994-2002, from almost 15percent in 1994 to less than lopercent i n  2002. Yet, more 
recent data points to a renewed government’s commitment to finance capital expenditures in the 
education sector. T h i s  increase can be partially attributed to an increase in the disbursement rate o f  
externally funded credits. Rehabilitation o f  schools i s  the basic type o f  investment funded in this sector. 

The roads sector showed a steady expansion of its share of the budget investment envelop in 1998, 
but declined dramatically thereinafter. The ports sector has experienced a rising share in the total 
capital expenditure envelop, averaging 20 percent o f  total capital expenditures during the period 1994- 
2002. Capital expenditures in the water sector, by contrast, declined from about 10 percent in 1994 to 
about 3 percent in 2001. In 2002, however, the water sector benefited f rom a sudden increase in capital 
spending amounting to about 17 percent o f  total capital expenditures. 

Figure 2.36 Djibouti: Sectoral allocations o f  capital expenditures, 1994-2002, in percent of  total capital exp. 1 4 0  
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Most current donor projects aimed at rehabilitation of the existing infrastructure, which deteriorated 
during the civil conflict in the early nineties. Types o f  projects include investments in transports (road 
rehabilitation and expansion o f  the port), power transmission, rehabilitation o f  schools and hospitals; 
etc. Completion of each o f  the above mentioned projects displays a huge drop in sectoral budget 
allocation for the respective year, which clearly signals that there i s  inadequate domestic substitution 
for externally provided investment credits. 

Almost of sectors have suffered from high volatility of capital spending. There i s  cause for w o n y  
either if cuts in public investment are not reversed, and thus fiscal adjustment contributes to  declining 
public investment ratios, or if cuts are reversed and there i s  substantial volati l i ty in public investment. 
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Volat i l i ty  o f  publ ic investments increases uncertainties in the investment climate, and reduces the 
efficiency of both public and private investment. 

The share of new investment versus capital repair increased substantially . However, this happened 
not because of declining demand for capital repair but due to continuous under- funding of capital 
maintenance of existing assets. There i s  an obvious imbalance between relatively high availability of  
foreign financing for new construction and major rehabilitation works and constant shortage o f  local 
funding for proper daily upkeep o f  the existing assets. 

~ 

Figure 2.37 Djibouti: Sectoral allocations o f  capital expenditures, period average (1994-2002), in millions DF 
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Figure 2.38 Djibouti: Sectoral allocations of  capital expenditures, period average (1994-2002), in  percent of  total 
govt. capital exp. 
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Figure 2.39 Djibouti: Sectoral allocations o f  capital expenditures, period average (1994-2002), in  percent of  GDP 
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Capital expenditures needs: the public investment program underlying the PRSP 

Meeting the challenge of increasing access to quality infrastructure services, as foreseen in the 
PRSP, will require sizable investments. Current estimates point to financing needs o f  about 7% o f  GDP 
for all developing countries - for both new investment and maintenance (O&M) expenditures. Foreign- 
financing needs for capital investment in Djibouti can be as high as 9 percent o f  GDP. Comparing past 
actual investment and O&M rates (on average about 3 percent o f  GDP) to projected requirements 
indicates the need to potentially double 'actual financing for infrastructure. Given the limits to 
absorptive capacity, and the dependence on grant-financing (highly volatile), raising foreign-financed 
capital expenditure by 9 percent between 2004 and 2006 would need to proceed in parallel with 
sustained reforms in governance and public finance management to manage the r isks  that the additional 
funds would not be used effectively. 

The overall size of the PIP, while broadly consistent with the PRSP growth assumption, it raises a 
number of issues pertaining to fiscal sustainability. As discussed earlier, a sudden drop in expected 
grant-financing or lower-than-expected growth rates would entail a reduction in the size o f  the planned 
public investment program (estimated at US$293). In affect, as discussed earlier, the size o f  the PIP 
raises some fiscal sustainability issues. If the debt-to-GDP ratio i s  to remain stable at around 68 percent 
during 2004-2006, grants would have to account for over 70 percent o f  additional external financing to 
be secured during that period. In addition, adequate provisioning in future budgets o f  the recurrent 
expenditures associated with the PIP would be necessary to ensure productivity and sustainability o f  
investments. 

Figure 2.40 Djibouti: Public Investment Program, Secured financing, 
2004-06, in percent of  total public investment 
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The sectoral allocation of the PIP broadly reflects the priorities set forth in the PRSP but the 
financial needs on social protection and capital upgrading in the infrastructure sectors, in particular 
water and electricity, could remain unmet. As Figures 2.41 and 2.42 show, the PIP gives a clear 
priority t o  education and health, as evidenced by their share in total secured financing (34 percent and 
16 percent respectively). However, the share of other sectors, which have an important bearing on 
poverty reduction, such as water, sanitation, electricity, and social affairs remain relatively l o w  in v iew 
of the urgent need to  improve infrastructure service delivery and put in place effective social safety 
nets. 
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However, rehabilitation, which is not complemented by increased current maintenance funding from 
the regular budget is meaningless. The government has explicitly committed in the PRSP to address 
this issue, by including in the national budget an annual average o f  5 percent o f  the projected capital 
spending and counterpart funds (10 percent o f  projected public investment) associated with the public 
investment needs. In the context o f  preparing the next Consultative Group meeting, Dj ibout i  authorities 
are revising the PIP that would be presented to the donor community for funding, and for  this purposes, 
they have stepped up efforts to refine sectoral priorities, select projects according to  those priorities, and 
estimate in a greater detail the recurrent cost implications o f  each project selected. T h e  Wor ld  Bank 
prepared a guide that might help the authorities in estimating the desired level o f  recurrent expenditure 
with any given public investment proposal. I t  calculated ratios o f  recurrent expenditure to investment 
expenditure for 10 sectoral categories (and 75 sub-sector categories) o f  investments. Because the ratios 
reflect averages over a variety o f  country situations, they should be viewed as n o  more than indicative 
of actual requirements in any given country (World Bank, 2002). Table 2.5 below provides a summary 
of the ratios calculated for selected sectors. 

Education 
Energy 
Environment 
Health 
Environment 
Transport 
Urban devt 
Water 
Sector average 

Table 2.5 Djibouti: R-coefficients (rations of recurrent costskapital costs in 

2.9 7.4 
4.7 1.3 
7.4 1.7 
7.3 3 
4.3 0.3 
1.9 2.5 
1.6 1.7 
5.4 4.4 
4.2 3 

Sector IADB Projects . !World Bank Projecis 
Agriculture I 2.31 4.7 

2.3.7. Conclusions and policy implications 

Three main conclusions emerge f rom the inter-sectoral analysis o f  public expenditure. First, fiscal 
performance in Dj ibout i  (understood in a broad sense that is, the link between public expenditures and 
their expected outcomes) i s  weakened by budget rigidities driven by a high wage bill, that limits the 
government’s room for manoeuvre to reallocate expenditure and absorb unexpected shocks. Second, the 
role of foreign aid in financing expenditures, and particularly, capital expenditures, had a mixed effect 
in fiscal performance, and has affected budget planning through i t s  impact o n  expenditure volatility. 
Third, weaknesses in governance, and in particular, weak accountability (both internal and external) 
have also affected fiscal performance and the country’s absorptive capacity. 

A high share ofpre-determined expenditures, and in particular an oversized wage bill, that limits the 
government’s room for manoeuvre to reallocate expenditures and absorb fiscal shocks. Important 
input-mix imbalances in the economic composition o f  expenditures need to  be addressed to spur growth 
and poverty reduction. Over 60 percent o f  available domestic resources finance “mandatory” 
expenditures (expenditure items arising f rom legislative or contractual obligations on which the 
executive branch has l itt le discretion). These include: wages and salary expenditures (absorbing 52 
percent o f  total expenditures), transfers (8 percent) and debt service (1 percent). The most salient and 
urgent imbalance pertains to the high wage bill. Overstaffing and overspending o n  c i v i l  service wages 
impinge o n  the country’s abil ity to manage the trade-off o f  achieving the MDGs whi le maintaining 
fiscal sustainability over the medium-term. In addition, the high wage bill crowds out other productive 
expenditures that affect growth and poverty reduction. Chronic under-funding o f  non-wage operations 
and maintenance (such as capital upgrading) and a high utility bill have affected the productivity of 
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investments across sectors. The chapter highlighted a number o f  practical measures to increase budget 
flexibility through alternative ways to reduce the wage bill, and to improve c iv i l  service efficiency 
through a revision o f  public sector employment and remuneration policies . 

Weak governance, both in terms of internal and external accountability, contributed to weaken the 
link between public expenditures and outcomes. In spite o f  high levels o f  central government 
expenditure, Dj ibout i  displays extremely l o w  levels o f  service delivery. Part o f  the answer i s  the way in 
which the publ ic monies are spent. As Chapters 5 and 6 wi l l  illustrate, allowing more public debate on 
the state budget and greater citizen’s voice in monitoring the quality o f  service delivery (external 
accountability) will lead the government to pay more attention to evaluating expenditure performance. 
On the other hand, greater perfonnance orientation in the budget process will help identify 
redundancies and inefficiencies in public sector administration and hold c iv i l  servants accountable for 
results. Publication o f  reports by effective government audit agencies wi l l  improve budget control. 

The predominant role of foreign aid in budget financing, while contributing to the country’s fuced 
capital formation, has also affected effective budget planning through its impact on the volatility of 
expenditures. More than 50 percent o f  total public expenditures in Dj ibout i  were financed through 
external aid and over 84 percent o f  capital expenditures are financed by donors The l o w  predictability 
of external sources o f  financing and disbursement delays have contributed to  the overall volati l i ty of 
capital expenditures. At the same time, a slower-than-planned pace o f  external disbursements 
contributed to lower-than-budgeted capital spending. In addition, donors have often provided 
concessional credits l inked to the implementation o f  specific sectoral investment programs. Unless this 
type of lending i s  based on wel l  designed operations, it may affect expenditure flexibil i ty as these 
credits cannot be reallocated in the course o f  budget execution in response to external shocks. 
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CHAPTER 3: ASSESSING REVENUE PERFORMANCE 

Given a sustainable deficit, the composition o f  that deficit, that is, the revenue-expenditure mix, needs 
to  be analyzed. After having assessed government expenditure in the last chapter, th is chapter moves 
on to the revenue side and sheds l ight on the level and composition o f  the revenue structure paying 
particular attention to efficiency and equity considerations. 

3.1. Criteria for assessing revenue performance 

Efficiency, equity and administrative feasibility are key criteria in designing and evaluating tax 
systems. Taxes are necessary both to finance desired public spending in a non-inflationary way and also 
to ensure that the burden o f  paying for such spending i s  fairly distributed. Whi le  necessary, taxes 
impose real costs on society. Good tax policy seeks to minimize those costs. Tax pol icy also reflects 
polit ical factors, including concerns about fairness. In many countries, increased economic growth has 
increased the disparity between the r ich and the poor. Taxes influence the before-tax distribution o f  
income by changing economic incentives. They also influence the after-tax distribution of income 
through, for example, progressive income taxation. Finally, regardless o f  what a particular country may 
want to do with i t s  tax system, or what it should do with respect to taxation f rom one perspective or 
another, i t i s  always constrained by what i t  can do. Tax pol icy choices are influenced by a country’s 
economic structure and i t s  administrative capacity. These factors reduce the tax pol icy options available 
to developing countries. 

I n  theory, the tax system should be capable offinancing the necessary level ofpublic spending in the 
most efficient and equitable waypossible. The tax system should aim to (i) raise enough revenue to 
finance essential expenditures without recourse to excessive public sector borrowing; (ii) raise the 
revenue in ways that are equitable and that minimize i t s  disincentive effects on economic activities; and 
(iii) do so in ways that do not deviate substantially f rom international norms. 

However, in practice, the establishment of efficient and equitable tax system faces a number of 
challenges. The f i rst  o f  these challenges i s  the structural weaknesses o f  Djibouti’s small economy that 
makes it di f f icul t  to impose and collect certain taxes. The second i s  the l imi ted capacity o f  the tax 
administration. The third i s  the paucity, or the poor quality, o f  basic data. Finally, polit ical economy 
considerations also come into play. Djibouti’s highly uneven income distribution, with a Gini 
coefficient exceeding 0.5 has direct implications on the tax structure. First, that to generate high tax 
revenue, the top deciles would have to be taxed significantly more proportionally than the l o w  deciles. 
Second, that economic and polit ical power i s  concentrated in the top deciles so that richer taxpayers are 
able to  prevent tax reforms that would affect them negatively. This partly explains why personal income 
taxes and property taxes have been very l i t t le  exploited in Djibouti. And while data constraints limit the 
study of tax incidence, available evidence suggests litt le effective progressivity o f  income taxation in 
Djibouti. 

3.2. Level and composition o f  tax revenue 

From a macroeconomic perspective, aspects o f  a tax system that are o f  particular interest to pol icy- 
makers in developing countries such as Djibouti, are: (i) whether the existing overall tax level (usually 
expressed as a ratio o f  tax revenue to GDP) i s  appropriate, and (ii) given a particular level, whether the 
existing composition o f  tax revenue (usually in terms o f  income relative to consumption taxation) i s  
desirable. 
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3.2.1. Level  o f  Tax Revenue 
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While the overall level of tax revenues is (ranging from 22 to 29 percent of GDP compared with 19 
percent in Sub-Saharan African countries) revenue growth has been highly volatile, and the decline 
of the revenue-to-GDP ratio remains a matter of concern. Determining the optimal tax level i s  
conceptually equivalent to determining the optimal level o f  government expenditure. Lacking practical 
pol icy guidance from the literature on integrated frameworks o f  expenditure and taxation, an 
alternative approach to assessing the appropriateness o f  the overall tax level in a country has often been 
to  compare it to  the average tax burden o f  a representative group o f  countries with similar levels of 
economic and institutional development. 
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Djibouti’s tax effort is relatively high by international standards. The term “tax effort” i s  used to 
signify the measure of a country’s tax performance. It i s  regarded as the expected tax y ie ld  given a 
country’s taxable capacity, hence reflecting the extent to which a country makes use o f  i t s  taxable 
capacity. The tax effort index can be obtained by takmg the ratio o f  the actual share o f  taxes to  GDP to 
the tax ratio predicted by the regression equation. The results o f  available cross-sectional regression 
analysis reveal that Djibouti’s tax effort i s  relatively high when compared to  other countries with 
similar levels o f  economic development (Stotsky and Woldemariam, 1997). But cross-sectional analysis 
only provides for ‘static’ measures o f  tax performance. We are also interested in ascertaining whether 
Dj ibout i  has made efforts over the years to increase tax revenues. This calls for the dynamic measures 
of tax performance, such as the tax buoyancy, measured as revenue-to-income e la~t ic i ty ’~ .  

When using a dynamic measure of tax performance (tax buoyancy), Djibouti appears to have made 
less effort over time to increase tax revenues compared to other countries with similar income levels. 
The overall elasticity of Djibouti’s tax system, calculated as the average o f  the elasticity o f  individual 
taxes (weighted by shares in total taxes) has remained slightly above unity o n  average during 1990- 
2003 but has fluctuated considerably. Djibouti’s tax buoyancy ratio was slightly over unity o n  average 
during the nineties- i t improved in recent years mainly owing to the reforms introduced in both direct 
and indirect taxation, but s t i l l  lags behind comparator countries. Other countries with similar levels o f  
economic and institutional development had higher tax buoyancy ratios, indicating that they are making 
better use o f  their tax bases to increase revenue (Stotsky and Woldemariam, 1997). Whi le  empirical 

l 9  Increases in the tax revenue o f  a country over t ime are due to both increase in the national income and the deliberate decision o f  the 
government to raise the tax rates, to broaden the tax base, to introduce new taxes and to improve the tax collection. The total response o f  the 
tax system to these factors is known as the tax buoyancy. For the purposes o f  the analysis, tax buoyancy is  measured as revenue-to-income 
elasticity owing to the difficulties in estimating the quantitative effects o f  the discretionary measures in tax revenues. 
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evidence shows that countries with higher tax effort tend to enjoy higher tax buoyancy, in Dj ibout i  
there seems to be litt le correlation between tax effort index and tax buoyancy. 

The elasticity of a tax system depends on the speciJic characteristics of its structure. In Djibouti, a 
number of other observations can be made on the basis o f  the figures in Table 3.1. First, there has been 
a clear shift in the income elasticities o f  direct and indirect taxation. While direct taxes had the highest 
tax-to-income elasticity coefficient in the early nineties, in more recent years indirect taxes have 
experienced the greatest tax-to-income elasticity. Second, while the elasticity o f  personal income taxes 
have experienced a surge in recent years, that domestic consumption taxes have displayed negative 
elasticities w e l l  below unity. This points to a high degree o f  tax evasion, since consumption taxation in 
Dj ibout i  cover mostly imported goods and services. 

Table 3.1 Djibouti: Tax buoyancy (revenue-to-income elasticity), in percent of  GDP, period average 

T o t a l  revenues (excl.grants) 

T a x  revenue 
D i r e c t  taxes 

Property tax 
Licenses 
T a x  on wages and salaries 
T a x  o n  income and profits 

Corporate tax 
Other (BIC, BNC, and PVI) 

T a x  arrears 
Patriotic contribution 

I n d i r e c t  taxes 
Domestic consumption taxes 
Surcharge on khat 
Surcharge o n  petroleum products 
Surcharge o n  tobacco 
Surcharge on alcohol 
Other surcharges 
Other 

Registration, tags, and stamp duties 
Registration fees and tags 
Stamp duties 

N o n t a x  revenue 
Estate revenue 
User  fees 
Service revenue 
Miscellaneous revenue 
Other 

199 1-1995 1996-1999 2000-2003 

2.1 -1.4 2.3 

2.3 -1.4 
4.3 -2.2 

-0.6 -3.9 
-2.1 -1.4 
3.2 -3.5 

0.3 
39.1 0.5 
-3.1 -0.3 

6.4 
-2.9 

0.1 -0.5 2.4 
-1.7 -1.7 -0.2 
10.5 -0.3 0.2 
14.6 9.6 -2.1 
-6.3 -8.4 6.2 
1.0 -1.5 0.4 
0.9 20.4 2.2 

1.5 
1.3 

-0.2 
0.6 
7.1 

-7.7 
2.1 

-2.4 
4.2 

-1 1.7 -7.7 

-0.8 -3.9 21.5 
-3.3 1.6 

1.1 1 .o 

-1 1.7 -7.7 

-0.8 -3.9 21.5 
-3.3 1.6 

1.1 1 .o 

2.7 -0.9 8.4 
-9.3 7.5 1.2 

8.6 
-3.6 

-8.1 0.3 
26.1 -8.1 

~ 

-. . .. r <  I- .- . F m... ,.. I I ne aeptn o~ xnaer-perjormance- OJ ujioouti's tax: system may nave Deen unaerestimated given tne 
critical role played by non-tax revenues (official grants and military aid) in overall budgetary 
revenues. In spite o f  a high tax effort, the primary fiscal balance (excluding non-tax revenues such as 
grants and military aid) remained in deficit, suggesting that the domestic revenues generated by the tax 
system has not been able to finance essential government expenditures. By contrast, when grants and 
other non-tax sources o f  revenue (such as military aid and the personal income taxation obtained from 
expatriate personnel present in Djibouti) are included in total government revenue, fiscal balances (on a 
commitment basis) are significantly improved. Over the years, Dj ibout i  policy-makers have resorted to 
frequent marginal tax reforms aimed pr imari ly at closing short-term revenue gaps, but failed to address 
the underlying factors behind the weaker-than-predicted revenue performance. 
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A number of factors affected revenue performance in Djibouti. The rate at which revenues increase 
over time differs depending on the structure o f  the economy, the composition o f  the tax system, the 
quality o f  tax administration, the degree o f  tax evasion, income distribution and the pace and nature o f  
economic growth. The structure o f  Djibouti’s economy has affected the overall revenue performance by 
i t s  impact on the tax composition- a large share o f  imported goods in total consumption, a weak local 
manufacturing sector, a growing informal sector, a large share o f  wages in total national income, and a 
small number of corporations. In addition, a highly uneven income distnbution brings into the equation 
polit ical economy considerations that might have led Dj ibout i  policy-makers to prefer marginal and 
frequent changes in the tax system over long-lasting structural changes to improve the overall fairness 
and neutrality of taxes. Finally, the quality o f  governance also matters for revenue performance. An 
analysis o f  39 Sub-Saharan African countries (Katz, 1998) indicates that the variations in tax revenue- 
GDP ratios are influenced by the level o f  corruption and a more recent study (IMF,2004) shows that 
those countries with weak governance that receive high levels o f  external grants tend to have worse 
revenue performance. These issues are explained in greater detail in the following sections. 

3.2.2. Composition of  Tax Revenue 

A number o f  issues need to be analyzed when discussing revenue composition, including: (i) the 
taxation o f  income relative to that o f  consumption, and (ii) under consumption taxation, the taxation o f  
imports vis-a-vis domestic consumption. But before assessing these issues, i t  may be useful t o  provide a 
brief overview o f  the main features o f  Djibouti’s tax structure: 

(i) Import duties and taxes represent over 50percent of total tax revenues. T h i s  reflects the structural 
features of Djibouti’s economy where domestic manufacturing industry and agriculture shares in 
national output are exceptionally low. Imports in Dj ibout i  represent over 90 percent o f  total 
consumption. Locally produced goods from the manufacturing and agnculture sectors represent less 
than 5 percent of GDP. 

(ii) There is no general retail sales taxes nor value-added tax in Djibouti. The domestic consumption 
tax (ITC) is essentially comprised by import taxes and excise duties on certain goods (petrol , khat, 
tobacco and alcohol). There i s  n o  general value-added taxation (VAT) o n  goods and services, which i s  
often a profitable source of revenue in many countries. In Djibouti, albeit weak, local production i s  not  
subject to domestic consumption taxation. The average domestic consumption tax i s  about 7 percent. 
And spite o f  their large share in total value added, services such as electricity, telecommunications, 
hotels, restaurants and port activities, are not subject to value-added taxation. Services are subject t o  a 
tax on service provision. 

(iii) Personal income taxes, and in particular, the tax on wages and salaries, pay an important role in 
overall tax effort on account of the high shares of wages in total national income. In 1995, th is tax 
represented close to 12 percent of GDP. With the introduction o f  the ‘patriotic contribution’ introduced 
as a way to  finance the domestic military expenditures associated with the c iv i l  conflict, the relative 
importance o f  personal income taxes increased up to 37 percent o f  total tax revenues. 

I n  assessing the optimal income-consumption tax mix in Djibouti, both efficiency and equity 
considerations are central to the analysis given the country’s high Gini coefficient’. The 
conventional belief that taxing income entails a higher welfare (efficiency) cost than taxing 
consumption i s  primarily based on the observation that the income tax consists o f  two broad 
components: a labor tax and a capital tax. 

2o The Gini income index increased by nearly 3.5 percent during 1996-2002 (from 39.5% in 1996 to 40.9% in 2002) 

68 



I n  Djibouti, the tax burden falls disproportionately on consumption and labor income. Whi le  in 1998 
direct taxation played a greater role in overall revenue performance, the situation reversed in recent 
years. In 2003, only about 19 percent o f  Djibouti's fiscal revenue comes f rom direct taxes. This reflects 
the extensive tax breaks in the corporate and personal income tax. Over 75 percent of  personal income 
tax revenues stem from wages and salaries, while the tax base o f  the corporate income tax i s  
undermined by the tax breaks. The tax burden on labor income i s  exacerbated by the high social 
security contributions. A high tax burden on labor income and the prevalence of  indirect taxes, which 
are to a large extent passed on to consumers, undercut the fairness o f  the tax system and the 
redistribution objectives pursued through tax policy. The significant increase o n  non-tax revenue i s  
explained by the recent financial windfall received under military agreements with France and the 
Uni ted States (representing close to 5 percent o f  GDP). It i s  worthwhile mentioning that the share of 
khat tax in total revenue has decreased over the year in spite o f  the negative externalities associated 
with the consumption of this drug. Lack o f  data on the tax incidence in Dj ibout i  impair the study o f  the 
net impact o f  the  decline of the khat-to-total revenue ratio. 

Figure 3.3 Djibouti: Revenue composition (excl growth) in percent o f  
total revenue, 1998 b m t i c  
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Figure 3.4 Djibouti: Revenue composition (excl. Grants), in percent of  
total revenue, 2003 
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I t  is however dijJkult to draw policy prescriptions as regards the income-consumption tax mix For 
one, existing econometric evidence remains inconclusive on this issue. In Djibouti, the elasticity o f  
labor supply appears to be low, which could in principle point  t o  a relatively heavier consumption 
taxation. But on the other hand, the magnitude o f  the interest elasticity o f  savings remains unclear due 
to the difficulties in disentangling the effects o f  other relevant variables o n  private savings. And the 
picture gets more complex if human capital i s  brought into the analysis. Whi le  taxing physical capital 
may wel l  depress physical capital accumulation, it, l ike taxing consumption, could have an impact on 
human capital accumulation, rendering the relative welfare costs o f  the two taxes a pr ior i  uncertain. 
This underscores the importance o f  focusing o n  the impact o f  income and consumption taxes o n  both 
human and physical capital accumulation when designing tax policy. 

The impact of taxation on physical capital accumulation has traditionally received the lion's share of 
attention in Djibouti, which in turn has led to the excessive use of tax incentives for its promotion. In 
this case, increasing income taxes in the fo rm of reducing distortive tax incentives could arguably be a 
pol icy measure to consider. In sum, the important tax pol icy issue for Djibouti i s  not so much in 
determining the optimal tax mix as in assessing the efficiency and equity implications o f  any 
contemplated tax mix. 
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3.2.3. A review of selected major taxes 

A key objective of tax policy is to minimize the interference by the tax system in the allocation of 
resources. This means not only that the tax system should be as neutral in design as possible, it 
should also have simple and transparent administrative rules and procedures, so that ex-ante 
neutrality i s  not offset by expost non-neutrality due to the inability o f  the tax administration to enforce 
the tax system as designed. The tax structure in Dj ibout i  suffers f rom a number o f  imbalances and 
inefficiencies that deserve particular attention. In countries with uneven income distribution such as 
Dj ibout i  i s  often polit ically diff icult to impose effective income tax and wealth taxes. In contrast, it may 
be polit ically acceptable to pass tax legislation that i s  in theory progressive but in practice does not 
impose significant tax l iabil i ty on the upper classes. This seems to be the approach followed by Dj ibout i  
policy-makers. Marginal changes in tax structure have been often preferred over major structural 
changes even when the latter would be preferable. This has perpetuated inefficiencies and imbalances in 
Djibouti’s tax structure. 

Personal Income Tax 

I n  Djibouti, personal income tax has played an important role as a revenue source - and while its 
administration is relatively efficient, the effectiveprogressivity of the tax is a matter of concern, In 
Djibout i  ,the personal income tax (ITS, or l ’ impot sur les  traitements et les salaires) i s  merely a wage 
withholding tax. Taxes on labor in the formal sector represent almost 100 percent the total ITS 
revenue. Dj ibout i  policy-makers have attached importance to maintaining nominal rate progressivity by 
applying many rate brackets to the ITS. However, the effectiveness o f  the I T S  in delivering effective 
rate progressivity has been undermined by the plethora o f  tax exemptions and deductions which tend to 
benefit those with high incomes. Tax rel ief  provided in the fo rm o f  deductions i s  particularly di f f icul t  to 
justify under equity considerations because i t s  value (in terms o f  implied tax savings) increases with the 
rate bracket the taxpayer i s  in. The effective rate progressivity could be likely improved by reducing the 
degree of nominal rate progressivitity and the number o f  rate brackets, and reducing tax rel ief  in the 
form of exemptions and deductions. The effectiveness o f  the high marginal tax rate in Dj ibout i  i s  also 
much reduced by the fact that i s  often applied at such high levels o f  income, that l i t t l e  income i s  subject 
to these rates in practice. 

I n  addition, personal income taxation does not reach some forms of income from capital, such as 
capital gains. The limited abil ity o f  the personal income tax to effectively levy income f rom most 
forms of capital means that i t  i s  unlikely that the very r i ch  bear significant tax l iabil i ty. 

Corporate Income Tax 

I n  Djibouti the level of the top marginal personal income tax rate is the same than the top marginal 
corporate income tax rate (25 percent) which is considered good practice. Djibout i  differs in this 
regard from many other developing countries where the former exceeds the latter by a significant 
margin, providing strong incentives for taxpayers to choose the corporate fo rm o f  doing business purely 
for tax reasons. 

However, the corporate income tax base is seriously eroded by the generous tax incentives for 
investment. The corporate tax base i s  relatively small owing to  the l imited number o f  formal 
businesses operating in Djibouti. But corporate taxes have an importance beyond the revenue they 
yield. T o  the extent a corporate tax falls on foreign-based corporations, for example, i t may both y ie ld 
revenues that are pa id in effect by foreigners. Whi le  there are currently n o  estimates o f  the total cost of 
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tax incentives, available evidence suggests that i t falls disproportionately on the corporate income tax 
and customs duties collection. 

The corporate income tax remains administratively ‘complex and it and does not promote horizontal 
taxpayer equity - its is unbalanced against small local businesses. This i s  partly because activities 
with very different profit margins are being taxed at a similar lump-sum amount. In addition, the 
corporate tax system remains complex (see B o x  3.1), making i t  diff icult for the tax administrators to 
ensure predictability o f  related ru les  and regulations. T h i s  increases the transaction costs for  the private 
sector, particularly for small businesses who cannot bear extra costs to pay experienced intermediaries. 
As a result, many small businesses, faced with high taxation on profits, fuel and social contributions, 
have n o  choice but to operate informally. 

Djibouti’s corporate tax system fails to effectively collect taxes. The Dj ibout i  system be split into two 
parts. One part of the corporate tax system has relatively high tax compliance rates but l o w  levels o f  tax 
liabilities. This i s  the case o f  large corporations, that are subject to public reporting requirements and 
keep relatively accurate books and records. And a substantial portion o f  labor income derived f rom their 
employees’ wages and salaries are subject to final or provisional withholding. Corporate taxpayers 
operate in the “formal” economy and the difference between estimated tax l iabi l i ty  and actual tax 
payments i s  relatively small. But, as mentioned earlier, their effective tax l iabi l i ty  i s  considerably 
reduced owing to the web o f  tax exemptions and deductions. T h e  second part o f  the Djibouti’s tax 
system has relatively l o w  compliance rates. This part o f  the economy i s  comprised o f  small enterprises 
operating, at least in part, in the informal economy. Here, tax evasion i s  quite high and efforts to bring 
this sector into compliance are diff icult and expensive. The tax administration lacks the information and 
resources to tax effectively the informal sector o f  the economy. A more effective way to raise revenues 
and increase collection o f  corporate income tax could be to reduce the web o f  tax exemptions to 
businesses operating in the formal sector. 

The current depreciation allowance system is not investment-friendly. Allowable depreciation of 
physical assets for tax purposes i s  one o f  the most important elements in a corporate income tax, owing 
to i t s  impact o n  the cost o f  capital, and thus the productivity o f  investments. Designing an appropriate 
depreciation system can contribute to foster a favorable investment climate. Yet, in Dj ibout i  the 
depreciation system i s  complex and restrictive and not applied in a predictable and coherent manner. In 
restructuring i t s  depreciation system, Dj ibout i  could simplify the number o f  asset categories and 
depreciation rates (e.g. grouping long-lived assets such as buildings at one end, and fast-depreciating 
assets such as commercial vehicles and computers at the other end, with one or two categories o f  
machinery and equipment in between. On administrative grounds, the accelerated amortization o f  assets 
may have advantages to the current ‘straight-line’ amortization method. The former allows the pooling 
of a l l  assets in the same asset category and automatically accounts for  capital gains and losses from 
asset disposals, thus substantially simplifying book keeping requirements. 

Excises 

I n  Djibouti, the economic rationale from imposing excises seems adequate overall. Excise taxation i s  
highly selective, narrowly targeting a few goods (including: tobacco, alcohol, petroleum products, 
motor vehicles, electronics and khat). These goods are either luxury items that are consumed most ly by 
richer taxpayers, or their consumption entail negative externalities on society. Their administration i s  
relatively easy in view o f  their l imited numbers, and their abil ity to generate revenues i s  guaranteed - 
these goods are usully the highly inelastic in demand. Whi le  increasing further the taxation on most o f  
these items (with already high rates by international standards) might foster tax evasion even further, 
this does not seem to be the case for the khat. The khat enjoys a captive demand owing t o  the 
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widespread consumption o f  this drug across the country. The product i s  imported f rom Ethiopia o n  a 
daily basis by airfreight , and the khat import receipts are handled by a local public monopoly. Given 
the negative effects of the khat on health and the observation that it affects disproportionately education 
and health expenditures of poor households, a further increase in this tax might b e  an issue to  consider. 

Import taxes 

I n  Djibouti, import tariffs do not play the traditional protectionist role as in many other developing 
countries. They merely play a fiscal role, aiming at collecting revenue from imported goods. This i s  
due to the structure of Djibouti’s economy, with insignificant local production and heavy dependence 
o n  imported goods. I t s  domestic consumption tax (taxe intkrieure a l a  consommation), in spite o f  i t s  
denomination, i s  essentially an import tax that i s  levied on al l  declared imported goods. The lack of 
protectionist ro le  of Djibouti’s import tax i s  evidenced by the fact that there are n o  quantitative 
restrictions to imports, basic foodstuffs are virtually exonerated and most o f  the other imported goods 
are subject to a single rate o f  33 percent. 

Import taxes are also relatively easy to administer- yet, tax evasion remains and issue for concern. In 
1997, almost 47 percent of imported goods were not taxed. As with excises, import  taxes’ performance 
are weakened by the lack o f  effective control. In Djibouti, for historical reasons, there i s  n o  customs 
administration as such. A governmental unit (service de contrale des importations) i s  granted with the 
same prerogatives, and while i s  reasonably wel l  staffed, has not been able to reduce tax evasion. T o  
reinforce control and audit o f  import taxes, the authorities contracted the service o f  a private firm 
(COTECNA) to exert controls a-priori and complement the authorities’ control ‘a-posteriori’ . Yet, tax 
evasion and underreporting o f  import value f rom ‘charcharis’ ( impodexport  traders operating in the 
underground economy that import goods fi-om neighboring countries and sell them in the local market) 
continue to represent a growing share of imports. Whi le accurate data o n  the total foregone revenue 
associated with this informal trading are diff icult to obtain, the significant differences between declared 
imports and the value of the imports verified by customs agents reflect confirms that this problem s t i l l  
continues2’. 

3.3. The costs of taxation and the role o f  governance 

While Djiboutipolicy-makers can do little in the short run to change the structural determinants of 
the tax revenue (such as the composition of value added) they can alter other factors that influence 
tax revenue that are associated with the quality of governance. These include as the degree of 
transparency and accountability and the quality o f  tax administration. Indeed, as documented by 
Nashashibi and Bazzoni (1994) the wide divergences between the effective and statutory tax rates in 
many countries in Sub-Saharan Africa indicate that there i s  scope for raising tax revenue without 
increasing tax rates by reducing the costs o f  taxation- reinforcing tax and customs administrations, 
reducing tax exemptions, and fighting tax evasion. 

Administrative costs of tax collection. Depending o n  the types o f  tax, the actual cost o f  collecting taxes 
in developed countries i s  roughly 1 percent o f  tax revenues. In developing countries, the costs of tax 
collection may be substantially higher. In Djibouti, data limitations impair the calculation o f  these costs, 
but the next section will provide insights o n  the costs associated with red tape and administrative 
complexities in tax collection. 

21 (Faria, 2001) 
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Tax compliance costs. These refer to the costs that taxpayers incur in meeting their tax obligations, 
over and above the actual payment of tax. Compliance costs include the financial and time costs o f  
complying with the tax law, such as acquiring the knowledge and information needed to do so, setting 
up required accounting systems, obtaining and transmitting the required data, and payments to 
professional advisors. Evidence suggests that compliance costs can be up to five times larger than the 
direct administrative costs incurred by governments (Sandford, 1995). Moreover, compliance costs are 
generally quite regressively distributed, and are typically much higher with respect to taxes collected 
f rom smaller f i rms .  In Djibouti, relative progress in tax administration was accompanied by frequent 
changes in tax legislation that raised transaction costs for the private sector owing to lack of 
predictability of tax rules and regulations. 

Preferential Regime 

Vienna Convention (diplomatic privileges) 
Public Contracts 
Private Investment 
French Army 
Others 
Grants 
National Army of Djibouti 
Tax Code 
Presidential Privileges 
US Army 
Spanish Army 

Excluding French Army 
Total Value of Tax Exemptions 

Memorandum Items: 
Nominal GDP 
Total Revenue 
Total Imports 
Total Revenuesfrota1 Tax Exemptions Ratio (in percent) 
Total ImportsRotal Tax Exemptions Ratio (in percent) 
Total Tax ExemptionslNominal GDP Ratio 

The “distortion” costs for the overall economy on account of non-neutrality of taxation. Almost 
every tax may alter decisions made by businesses and individuals as the relative prices they confront are 
changed. The resulting changes in behavior l ikely reduce the efficiency with which resources are used 
and hence lower  the output and potential well being o f  the country. 

1998 1999 2000 2001 2002 Percent change 

0.8 0.8 1.1 1.4 1 .o 25.C 
3.2 2.0 2.2 1.1 3.2 0.c 
1.5 1.2 5.2 1 .o 1.2 -2o.c 

26.3 33.9 21.6 27.1 31.8 20,s 
2.6 2.9 1.6 3.2 5.2 1oo.c 
1.1 1 .o 0.6 0.7 0.4 -63.6 
0.2 0.8 0.2 0.4 1 .o 400.C 
0.6 1 .o 0.6 1.5 1.6 166.i 
0.7 0.2 0.2 0.6 0.5 -28.E 
0.0 0.0 0.0 0.0 1 .o 
0.0 0.0 0.0 0.0 0.7 

34.4 40.8 31.7 33.8 42.4 23.2 
8.1 6.9 10.1 6.7 10.6 30.5 

91.2 95.3 98.2 101.9 105.2 15.L 
23.2 22.4 24.0 23.7 24.9 7.: 
58.1 58.2 62.5 58.8 63.9 1o.c 
0.67 0.55 0.76 0.70 0.59 -125 
1.69 1.43 1.97 1.74 1.51 -10.2 
0.38 0.43 0.32 0.33 0.40 6.E 

3.3.1. Tax incentives 

I n  Djibouti, the investment incentive regime grants very generous tax advantages to foreign investors 
-but these tax exemptions and tax holidays entail sizeable fiscal costs and administrative complexity. 
Table 3.2 below shows the number and costs o f  tax incentives that are granted to foreign f i rms.  The 
ratio o f  tax exemptions to GDP has increased by 7 percent over the period 1998-2002 and their fiscal 
cost was estimated at 40 percent o f  GDP in 2002. Another cost associated with the incentive regime 
relates to  i t s  complexity, and thus, the administration’s diff iculty to administer i t effectively. The web 
o f  tax exemptions pose a considerable administrative burden, and this results in delay and uncertainty 
for investors, increasing the cost of investment. Tax holidays, o n  the other hand, are simple to 
administer, but they also have numerous shortcomings. For example, by exempting profits irrespective 
o f  their amount, tax holidays provide strong incentives for tax avoidance, and tend to benefit investors 
who expect high profits, that would have undertaken the investment even if there are n o  such 
incentives. The duration of the tax holidays, even if formally time-bound, i s  also prone to abuse and 
extension by investors. Finally, the revenue cost to the budget i s  not  transparent, because the companies 
enjoying the tax holidays (1 percent o f  sales figure according to  the investment code) are not required to 
fi le proper tax returns. 

Table 3.2 Djibouti: Tax Exemptions on goods and services, in billions o f  DFunless otherwise indicated, 1998-02 



I n  spite of the  generous tax incentives in place, the responsiveness of the private investment has been 
rather mute,  as Chapter 1 i l lustrated. In ternat ional  evidence shows that t a x  i ncen t i ves  do not play an  
i m p o r t a n t  r o l e  in the d is t r ibut ion of FDI be tween  countr ies (Morisset, 2003; Oman, 2000). By contrast, 
o ther  factors, s u c h  as the perce ived qua l i t y  o f  governance by investors, seem to h a v e  a stronger bea r ing  
in d e t e r m i n i n g  p r i va te  investment. T h e  first-best strategy for sustained inves tmen t  promotion consists 
i n v a r i a b l y  o f  providing a stable, transparent and predictable l ega l  a n d  regu la to ry  f r a m e w o r k  as w e l l  as 
adequate accoun tab i l i t y  that ensures the enforcement  o f  contracts, ru les a n d  regulat ions.  Simplifying 
and r a t i o n a l i z i n g  the various tax  exempt ion  systems i s  essential for expanding t h e  t a x  base and r e d u c i n g  
t ransact ion costs  to the pr ivate sector (see Box 3.1 be low)  

Providing tax incentives in the form of accelerated depreciation might be an option to consideJ2. 
C o m p a r e d  with other types of tax incentives, i t  i s  less costly, as the fo rgone  revenue  (relat ive t o  no 
accelerat ion) in the ear ly  years i s  at least pa r t i a l l y  recovered in subsequent years o f  a n  asset’s l i f e .  
Second, if t h e  accelerat ion i s  g i v e n  only temporar i ly ,  t hen  i t  c o u l d  i nduce  a s ign i f i can t  shor t - run surge 
investment, as investors  are l i k e l y  to bring forward investments p lanned  for t h e  fu tu re  to take advantage 
o f  the  i ncen t i ve .  

Box 3.1 Djibouti: Improved governance could enhance the link between the tax system and private investment 

Currently, there are five exemption systems: the Investment Code, the Regime of the Djibouti Free Trade Zone, the 
Business Corporations of the Free Trade Zone, the Regime of the Free Zone Enterprises, and the Industrial Free 
Trade Zone. These different systems provide a complex set o f  generous privileges whose impact o n  private investment has 
been limited. The Investment Code provides significant tax breaks for private entrepreneurs investing up to  DF 50 m i l l i on  
(USD 280,000). They are exempt from the business tax as we l l  as the general consumption tax for as long as they operate 
their f i .  If the investment exceeds DF 50 mill ion, the entrepreneur i s  exempt f rom the business tax, the property tax, and 
the prof i t  tax for a period of 10 years. Under the regime of the Business Corporations o f  the Free Zone Trade regime, the 
entrepreneurs are fully exempt from any taxation.These exemptions introduce discriminatory treatment against domestic 
businesses. These exemptions benefit f r om 1,500 to 2,000 entrepreneurs but there has n o t  been a subsequent impact o n  
investment and employment creation by these companies. So not  on ly  are these tax exemptions complex and costly t o  
administer, their application lacks predictabil ity and transparency. They are awarded o n  a discretionary basis by various 
government agencies, increasing the cost of doing investments owing to  the uncertainty surrounding the f inal cost o f  
investment. 

The government is aware of these challenges, and ispreparing a new investment code with the aim atproviding a legal 
and administrative framework for private investment which is transparent, simple, and investor-friendly. The new draft 
code lays out the technical and institutional aspects that will help facilitate private investment in Djibouti .  Fiscal 
incentives, which wil l remain in effect after the full simplification, rationalization, and merger o f  a l l  previous systems, wil l 
be incorporated in the tax code. In line with the new investment code, the National Agency for Promoting Investment 
(Agence Nationale pour l a  Promotion des Investissements) wil l p lay the role o f  one-stop-shop providing investors with 
information o n  related government procedures, legislation and tax exemptions. M a j o r  revisions include the elimination of 
the exemption o n  the consumption tax o n  capital equipment and imports o f  r a w  materials, wh ich  would bo th  be replaced 
by a reduced 3 percent rate, and a reduction o f  the tax hol iday on  the business tax (patentes) and profit tax from 10 t o  5 
years. Under the new regime of the investment code, the monitoring o f  tax holidays wou ld  be under the authority o f  the 
directorate o f  revenue. Should an investor be found not  complying with the terms o f  the tax holidays, the directorate of 
revenue wil l have the authority to suspend a l l  privileges and request collection o f  back taxes due, and the national 
commission for investments would withdraw the investment license. 

I Source: Djibouti: Selected Issues, International Monetary Fund, 2004 

’* Since merely accelerating the depreciation of an asset does no t  increase the total allowable nominal  depreciation o f  the asset beyond its 
original cost, l i tt le distortion in favor o f  short-lived assets i s  generated and neither i s  there much incentive for  an enterprise to engage in the 
k ind  of tax abuse connected with investment allowances and tax credits. 
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3.3.2. Tax arrears 

Tax arrears also entail sizeableJisca1 costs in Djibouti. W h i l e  the level  o f  tax discipline i s  o f  concern, 
i t i s  clear that the real source o f  the accumulation o f  tax arrears i s  tax evasion. In Djibouti, as i t  will be 
exDlained in the next section, taxes delayed are effectively taxes evaded, owing to the administrative 
deiays in reporting and recovering them. The 
existing system o f  tax administration in Dj ibout i  
has been fai l ing to register a large portion o f  tax 
liabilities in the economy. W h i l e  the Government 
has been addressing this problem by reinforcing 
institutional capacity in tax administration with the 
assistance o f  the IMF, the return o f  these efforts 
has been disappointing so far. Moreover, a radical 
improvement in revenue performance requires, in 
addition to the reforms in the administration, a 
much stronger polit ical commitment to address the 
problem o f  powerful  vested interests. Surprisingly 
l i t t le has been done to strengthen compliance with 

Figure 3.5 Djibouti: Tax arrears. 1998-2003 stocks by 
the year as share o f  total revenue 
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personal income tax legislation by the wealthiest quintile o f  the population, especially by business 
managers and business owners o f  the import/export enterprises. 

3.4. T h e  ro le  of official grants and mil i tary-related receipts 

The depth of ‘under-performance’ of Djibouti’s tax system may have been underestimated given the 
critical role played by ofJicial grants and military aid as sources of revenue. In spite o f  a high tax 
effort, the primary fiscal balance (excluding non-tax revenues such as grants and military aid) remained 
in deficit, suggesting that the domestic revenues generated by the tax system has not been able to 
finance essential government expenditures. By 
contrast, when grants and other non-tax 
sources o f  revenue (such as military aid and 
the personal income taxation obtained from 
expatriate personnel present in Djibouti) are 
included in total government revenue, fiscal 
balances (on a commitment basis) are 
significantly improved. Over the years, 
Dj ibout i  policy-makers have resorted to 
frequent marginal tax reforms aimed primarily 
at closing short-term revenue gaps, but failed 
to address the underlying factors behind the 
weaker-than-predicted revenue performance. 

Figure 3.6 Djibouti: Official grants and nontax 
receipts, in percent of  GDP, 1990-2004 
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Figure 3.7 Djibouti: Revenue (including grants), in million of  D Francs, 1990-2004 
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"s fiscal position improved significantly in recent years mainly reflecting a large increase in 
Djibout i  received the equivalent o f  about 4.4 percent 

Figure 3.9 Djibouti: Domestic Fisal Balance, 2002-4004, in 
percent of GDP 
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Figure 3.8 Djibouti: Military-related receipts from France 
and U S  (2002-04), in percent o f  GDP 
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Figure 3.10 Djibouti: Total domestic revenue, 2002-2004, in 
percent of GDP 
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23 T h e  domestic fiscal balance is  defined as total government revenue (excluding foreign grants but including revenues from defense-related 
sewices provided to France and the United States) minus domestically financed expenditures. 
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Since grant financing is needed to preserve medium-term Jiscal sustainability, the challenge would 
be to ensure that the expected increase in grants is accompanied by sustained reforms aiming at 
strengthening governance and domestic revenue mobilization. In addition to options aiming at 
improving domestic revenue mobilization, the Dj ibout i  authorities are requesting donors to  treat foreign 
a id  as a legitimate and long-term source o f  i t s  government's revenue. Yet, this issue mer i ts  some 
discussion. Recent international evidence shows that, in countries with weak governance, foreign grants 
(and by extension, any unrequited transfers such as military-related receipts) are associated with weaker 
tax effort (Gupta et a12004). See Figures 3.11 and 3.12 below. On the other hand, increased domestic 
capacity to broaden the tax base can help improve accountability. Evidence suggests that governments 
that are financially dependent on their own taxpayers tend to be more accountable, and effective, than 
those that r e l y  on unearned incomes- or rents (Moore, 2004). By contrast, in countries where 
government income sources are 'unearned' (rents) and income distribution i s  highly concentrated, there 
are often strong interests for collusion between the state and those who control those ma in  income 
sources. I f  in addition, accountability i s  weak, aid effectiveness to spur growth and poverty reduction 
may be limitedz4. 

~ 

Figure 3.11 Djibouti: Grant aid and revenue effort: When countries 
receive more aid in the form of grants, their domestic revenues decline 
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Figure 3.12 Djibouti: Grant aid, governance and revenue effort: The 
weakest the governance quality in a country, the more its revenue 
decline when it receives grant aid 
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3.5. Tax administration 

Taxperformance also depends on the institutional capability of tax authorities. The best tax pol icy in 
the wor ld  i s  worth l itt le if it cannot be implemented effectively. What can be done may to a 
considerable extent determine what i s  done in any country, and the same applies to Dj ibout i .  In 
Djibouti, unlike many other Sub-Saharan A h c a n  countries, tax administration staff i s  relatively 
competent and wel l  paid. But a number o f  challenges remain. One key area for improvement i s  related 
to understaffing and lack o f  training opportunities that would contribute to make the integration o f  tax 
assessment, audit and collection functions fully operational. Another important weakness in Djibouti 's 
tax administration pertains to  the limited capability o f  tax authorities to forecast revenues. Tax 
administration challenges also relate to weaknesses in accountability and the lack o f  pol i t ical  will 

24 The impact of foreign aid on the quality of governance has been subject to debate. It has been argued that aid could weaken governmental 
accountability, by retarding development o f  a healthy "civil society as i t  reduced government's dependence on its citizenry for tax revenues 
(Moore,2004). In countries with uneven income distribution and high levels of aid, recipient governments tend to be accountable primarily to 
foreign donors rather than to taxpayers. Aid may weaken the tendency of governments pursuing institutional reform and efficient policies by 
providing rulers with alternative sources of revenue. In sum, aid can help 'good' and 'bad' governments to survive. Increased aid needs to go 
hand-by-hand with improvements in governance if i t  i s  to contribute to growth and poverty reduction. 
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and/or feasibility to implement strategic reforms wi th  a longer t e r m  perspective. So far, tax 
administration reforms have been marginal and induced by short-term resource gaps. 

Improving tax collection is critical to increase revenues and requires making sure that those who 
sltould be in the system are in the system and that they comply with the rules. This implies that: 

(i) First, taxpayers must be found. If taxpayers are required to register, the registration process should 
be as easy as possible. Systems must be in place to identify those who do not register voluntarily. 
Dj ibout i  tax authorities have recently adopted a unique taxpayer identification system to  facilitate 
compliance and enforcement. Second, tax authorities need an assessment process for determining tax 
liabilities. This may be done administratively (as with most property taxes) or by some self-assessment 
procedure (as with most income taxes). 

(ii) Second, taxes due must be collected. Tax authorities should facilitate tax collection by providing 
adequate taxpayer service in the form o f  information, pamphlets, forms, advice agencies, payment 
facilities, telephone and electronic filing, and so on, to make taxpayer compliance with the system as 
easy and as less costly as possible. 

(iii) Third, taxes collected must be audited are needed to detect tax evasion and reduce it. T o  be able 
to reduce tax evasion, tax authorities would need some estimate o f  the number and type o f  individuals 
and f i r m s  not registered with tax authorities i s  needed to devise strategies to bring them into the tax 
system. In addition to exploring the nature o f  the ‘tax gap’ and undertaking the often diff icult tasks 
involved in extending the reach of the tax system into the informal economy to  the extent feasible, close 
attention must also be paid to the simple task o f  ensuring that those who are in the system f i le on time 
and pay the amounts due. Immediate follow-up o f  non-filers and those whose payments do not  match 
their liabilities i s  a too often neglected aspect of good tax administration. Adequate interest charges 
must be imposed on late payments to ensure that non-payment o f  taxes does no t  become a cheap source 
o f  finance. Similarly, an adequate penalty structure i s  needed to ensure that those who should register 
do so, that those who should file do so, and that those who under-report their tax bases are sufficiently 
penalized to increase the costs o f  evading tax. 

I n  Djibouti, both indirect and direct taxation collection could be improved. With regard to the 
administration o f  direct taxation, the main challenges concern (ii) the continued presence o f  tax rolls; 
and (ii) the weak separation o f  responsibilities and ineffective integration o f  information flows 
concerning tax assessment, collection and audit. A s  to indirect taxation, the planned introduction o f  the 
VAT and the external common tar i f f  under COMESA will pose formidable administrative challenges. 

3.5.1. Direct tax collection 

Administrative complexities increase collection costs and foster tax evasion. In Dj ibout i  direct taxes 
are collected in the form of a payment by taxpayers (using the voluntary compliance system), or by 
means o f  the issuance of assessments based on the tax rolls. These two collection methods represented 
over fifty percent of balances pending collection. Taxpayers receive a warning, pr ior  notice of 
surcharge, reminder letter, final notice pr ior  to action, and formal notice to  pay the outstanding balance. 
T w o  o f  these notices are pointless and generate an unproductive workload. In addition, the records are 
s t i l l  annotated, even when computerized assessment registers exist. On the other hand, there i s  no 
targeted approach to tax collection, despite the fact that where the property tax i s  concerned, for 
example, 7.5 percent of the taxpayers accounted for 87 percent o f  the amount o f  assessments issued in 
1997. Balances-pending collection statements are not being prepared, and it i s  invariably diff icult to 
take action against taxpayers after the year the l iabil i ty was registered. This has contributed to the 
accumulation o f  tax arrears and in view of weak tax audits, tax delayed are effectively taxes evaded. 
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InefJiciencies associated with the roll procedure. The f i rs t  disadvantage i s  the long delay between the 
time of submission o f  the tax declaration form and the collection o f  the tax2’. In particular, where filing 
and payment a re  made in separate locations, this can compound administrative difficulties by impeding 
the reconcil iation o f  payment and return data. This has also been the case, until recently, in many 
transition economies, where taxpayers f i l e  their return at the tax office and pay their liabilities at a bank. 
This practice can be a serious impediment to the timely detection o f  delinquent tax payers (namely 
those who file a return but to do not pay their tax liabilities). The second disadvantage i s  the 
disproportionate amount o f  staff time that has to be devoted to relatively unproductive tasks, mostly 
related to paper work and red tape associated with the roll, at the expense o f  more productive tasks, 
such as tax audi t ing and following up on tax defaulters. Considerable staff t ime i s  taken up with tasks 
such as processing returns, issuing payment notices, and reconciling liabilities and payments for all 
registered taxpayers. 

Lack of effective integration of the assessment and collection functions. In spite o f  the recent re- 
allocation o f  responsibility o f  collection o f  direct taxes from l e  Trksor to the S R D  (Sous-Direction de 
Recouvrement), the responsibilities for tax assessment and collection remained separated26 (instead of 
merged, in l i ne  with international best practice). So, in spite o f  this marginal reform, the shortcomings 
of the previous system remain, mainly the lack o f  effective integration o f  tax assessment and collection 
functions. A number o f  disadvantages o f  the continued separation o f  these functions merit particular 
attention. First, i t  increases compliance costs. The taxpayers have to go to separate locations at different 
times to fulfill their tax obligations, instead o f  submitting their tax declarations and malung their tax 
payment a l l  a t  the same time. Second, i t weakens accountability. On the one hand, there are 
coordination and information-sharing problems between the SDRD and the SDR, even if they are 
within the same Direction. On the other hand, there i s  a lack o f  clear division o f  responsibilities 
between the t w o  Sous-Directions. I t  i s  not clear which Sous-Directeur should b e  held fully accountable 
for poor performance relating to tax collection, including tax arrears. Experience elsewhere has shown 
that, with such organizational set up, tax arrears tend to accumulate, and at best the tax administration 
staff strive to update their statistics o n  amounts o f  unpaid taxes to recover. 

Lack of effective audit reduces the performance of direct taxation. Most miscellaneous budget 
revenue i s  collected through revenue offices (regies). This system, with i t s  proximity to the taxpayers, 
i s  effective, but it requires regular, stringent controls, along with penalties, if necessary. In practice, the 
controls that are applied are insufficient. In cases where misappropriations o f  revenue have been 
discovered, the interested parties seem to  have escaped any punishment (Toussant, 1998). The property 
tax collection has also been highly inefficient. In addition to continue publishing the l i s t  of defaulting 
taxpayers in the official journal, the government i s  committed to  confiscate movable and fixed assets of 
delinquent taxpayers. 

3.5.2. Indirect  tax collection 

The domestic consumption tax (TIC) is relatively easy to administer but gaps in the accounting 
system and ineffective audit affect itsperformance. The tax i s  levied o n  a l l  imported goods. The T I C  i s  
received in cash when the goods are collected, or at 10-day intervals for  major importers having a 
customs and excise bond secured with guaranteed bonds. In the latter case, at 10-day intervals, the tax 
authorities prepare a statement payable within eight clear days. In 1998 there were approximately 40 
~ 

25 h many francophone African countries where the roll system was in place, delays exceeding 12-18 months, were no t  uncommon. 
26 In the past, two different divisions handled tax returns and payments (la Sous-Direction des Recettes Directes, a division within la  Direction 
des Recettes et Domaines, was responsible for tax assessment and tax audits, and la  Direction du Tresor was in charge o f  collecting direct 
taxes based on rolls). 

79  



customs and excise bond beneficiaries- a small number that would normally facilitate collections 
tracking operations. In the event o f  nonpayment, Treasury staff are authorized to execute bonds, or to 
order customs officials to suspend collection o f  further goods. In these conditions, balances pending 
collection ought to be non-existent. However, the stock o f  such balances was in 1998 o f  DF 1,248,090, 
301. Whi le  i t would seem that an individualized outstanding balance statement could be prepared for 
some fiscal years, the balances prior to 1995 ought to be written o f f  quite soon as the taxpayers cannot 
be identified. Further, there i s  a serious gap in the TIC accounting system, as accruals (rather than 
actual receipts) are applied to the budget accounting system. In other words, balances pending 
collection are reflected in budget revenues. This practice i s  inconsistent with the chart o f  accounts and 
serves to distort budget outturn analysis. Only actual collections should be credited to  the account 
‘budget revenues’. But improvements in tax accounting must be accompanied with more stringent 
tracking o f  collection f rom customs and excise bond beneficiaries. For this purpose, individualized 
statements should also be systematically prepared and the government should step up efforts to audit 
imported goods. T o  combat smuggling and increase the collection o f  the surtax o n  alcohol and 
cigarettes, the government plans to strengthen border inspections and step up i t s  efforts to audit 
imported goods. 

The planned introduction of the VAT and the external common tariff under COMESA will pose 
formidable administrative challenges. The integration o f  the tax assessment and collection functions i s  
especially important in the context o f  the planned introduction o f  VAT by 2006, since VAT i s  a self- 
assed tax. VAT implementation i s  lengthy. Typically countries that introduced VAT take over two 
years. Over twenty months i s  the estimated time required for the preparation o f  the VAT administrative 
organization, the design o f  forms and computer systems supporting self-assessment procedures; and 
taxpayer education and staff training programs. In addition, the planned introduction o f  the C O M E S A  
(Common Market for Eastern and Southern Africa) external common tar i f f  in 2006, would also entail 
reforming the administration o f  customs duties. 

3.6. Revenue reform agenda: current status and challenges ahead 

Djibouti’s tax system became complex and highly distorted by the end of the nineties as a result of 
frequent changes in legislation made at ad-hoc basis for fiscal consolidation purposes or to meet 
demands from particular business interest groups. In 1994 the investment code was amended twice, 
the f i rs t  time in October 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. In 1996 the authorities included benefits in kind in the tax net. 
In 1997, the business lump-sum tax was modified, and a year later, the marginal rates o n  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. 

Recognizant of these challenges, Djibouti made bold efforts since 2001 to simplifi its tax system 
through a reform package that concerned both direct and indirect taxation: 

(0 Indirect taxation reform focused on the simplification of the consumption tax structure. In 
Djibouti, the consumption tax i s  not  a general domestic consumption tax. I t  i s  a substitute for  import  
duties because virtually a l l  goods consumed in Dj ibout i  are imported. But i t s  base has remained narrow 
because it has excluded taxing services such as electricity, telecommunications, hotels, insurance, as 
wel l  as port-related activities. In addition, the authorities reformed the petroleum tax and i t s  
administration, and eliminated the excise taxes on mineral water, milk and dairy products, wheat flour, 
as wel l  as the export taxes o n  livestock. 
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(ii) Direct taxation was also subject to reform -the main goal of income tax reforms has been to 
enhance collection by broadening the tax base and strengthening tax control and audit. Since 200 1 , 
taxes are collected on work-related incomes, industrial and commercial profits and profits f rom 
noncommercial professionals. Taxation on work-related incomes (tax o n  wages and salaries) now 
covers al l  incomes earned by individuals, including salaries, fringe benefits, pensions, a l l  benefits in 
kind, and the patriotic tax. Other key measures included: (i) revision and expansion o f  sanctions and 
legal liabilities for delinquent taxpayers to include a wide range o f  sanctions and liabilities, f rom the 
exclusion o f  publ ic procurement to the publication o f  the l is t  o f  delinquent taxpayers; (ii) creation o f  a 
unit in charge o f  large taxpayers, together with a unified taxpayer identification number (PIN). The P I N  
was aimed at improving tax information management by identifying al l  taxable persons in the country 
so that any transaction made by them could be systematically identified and the appropriate tax 
captured. The authorities also introduced: (i) a new self-assessment tax system to  al low prompt 
payment of direct taxes by taxpayers with limited intervention f rom the tax administration; (ii) 
strengthening of tax control and audit programs (creating a tax auditing structure intended to ensure 
better collection and coverage o f  the full range o f  taxes as wel l  as a general verif ication unit backed by 
two specialized control and investigation units. They also reorganized the unit in charge o f  the business 
tax and undertook the computerization o f  al l  tax declarations), and (iii) establishment o f  licensed tax 
centers to help all f irms adopt accounting rules and participate in the fiscal network. 

But the reform agenda is still unfinished. The tax system remains unbalanced and inefficient- key 
challenges include: (i) heavy reliance o n  direct taxation; (ii) a tax base eroded by a web o f  exemptions; 
(iii) a distorted taxation on consumption; and (iv) weak tax administration. The revenue structure in 
Dj ibout i  has no t  been as productive as desired. Government revenue has failed to  catch up with 
government spending pressures, a situation that has occasioned huge imbalances between the demand 
and supply o f  public budgetary resources. The distributional impact o f  taxation appears to be uneven, 
both between labor and capital income and across tax payers. Serious non-neutralities remain in the tax 
system that undermine the fairness o f  the tax system; narrow the tax bases; create complexities that 
increase the cost o f  tax administration; weaken incentives for tax compliance. 

The self-assessment tax system is not generalized yet. Although the authorities introduced a new self- 
assessment tax system to al low prompt payment o f  direct taxes by taxpayers, the former system (based 
on rolls) s t i l l  takes place for several taxes, notably the Impot sur les Traitements et les Salaires (ITS), 
Impot de Benefice Professionnel (IBP) and the Patentes and Licenses. Furthermore, the assessment and 
collection functions have yet to be properly integrated at the operational level. In particular, the Sous- 
Direction de Recouvrement does not as yet have and adequate number o f  properly-trained staff. 

Auditing of taxpayers (especially of large enterprises) needs to be strengthened further. A separate 
auditing unit has been established under the Services des Grandes Entreprises (Brigade de controle 
pontuel) with full authority t o  conduct tax audits at any time deemed appropriate. But systematic on-site 
visits do not take place, and there are n o  specialized audit agents. Also, coordination problems 
associated with the separation o f  the tax assessment and tax collection functions into two Sous- 
Directions have led to the same coordination and red tape problems as experienced under the previous 
system. As a result, long delays in dealing with tax defaulters and recovering unpaid taxes have 
weakened the performance of direct taxation. Consideration could be taken to  limit overlapping o f  
responsibilities to increase accountability o f  the two sub-units @.e. malung the S R D  responsible mostly 
for the accounting aspects o f  tax collection, with the SDRD in charge o f  init iating and implementing 
procedures to recover unpaid taxes). In addition, the “Services des Grandes Entreprises” and “Services 
des Petites et Moyennes Enterprises” would need to reinforce i t s  audit functions to fo l low up on tax 
delinquents (Fossat, 2002). Whi le  a Large Taxpayers Unit has been set up, it has not been given enough 
staff and resources to conduct audits and it has not be granted with the authority t o  collect property 
taxes (“Fonciers” and “Patentes et licenses”). 
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Efforts to reform the tax system would need to focus on redistributing the tax burden and improving 
tax neutrality. Moreover, to attain the planned growth objectives Djibouti would need to  strengthen the 
investment climate so as to spur private sector development. In this regard, the government would need 
to focus on reducing transaction costs to the private sector associated with administrative complexities 
and level the p lay ing field among investors by increasing tax neutrality and predictability o f  tax ru les  
and regulations. 
Djibouti tax reform agenda to boost revenue mobilization includes the following options: (iv) 
reducing tax incentives and shifting to broader, simpler tax bases on which moderate rates are applied, 
including a gradual introduction o f  the VAT; (iii) ensuring that high income earners and bear a larger 
proportion o f  the  tax burden; (iv) introducing more stringent administrative changes to  seal loopholes 
that encourage tax evasion and tax arrears; and (v) lowering tax distortions to reduce administrative 
complexity and increase predictability o f  tax rules and regulations. In this context, Dj ibout i  authorities 
are committed to  introduce a number o f  measures aiming to reform taxation on profits generated by 
industrial and commercial operators. These measures will include: (i) a new system o f  tax reporting that 
would unify al l  taxes on industrial and commercial profits; (ii) a revamped business tax with a 
simplified structure; and (iii) the unification and simplification o f  the tax exemptions and the inclusion 
of the remaining tax privileges (currently in the investment code) in the tax code. 

Yet, the expected increase in grant financing (required to maintain fiscal sustainability) could 
weaken incentives to carry out the above-mentioned measures aiming at revenue mobilization. The 
challenge wou ld  be to ensure that the expected increase in grants i s  accompanied by sustained 
improvements in governance. Aid, revenue mobilization and governance reforms are n o  substitute. 
They should reinforce each other. Stronger governance could help reduce the costs o f  taxation, help 
improve tax collection and reduce tax evasion. B o l d  eforts in these areas would also send a strong 
signal to donors showing the government’s commitment to governance reforms and it could contribute 
to ensure grant availability to finance expenditures. With regard to military-related receipts, given that 
they are time-bound, these additional sources o f  revenue might be treated as temporary - one more 
argument in favor o f  further domestic revenue mobilization. 

Box 3.2 Diibouti: The Tax System in Djibouti 

Direct Tnration .- 
Zndividual zncome T a x e s .  Revenue form individual income taxes represented about 4.4 percent of GDP (21 
percent o f  total revenue) in 2002. Since the re fo rm o f  2001, t h i s  tax i s  a progressive month ly  l e v y  o n  a combined 
income derived from al l  wages, benefits in cash, pensions pa id  in Djibouti ,  as w e l l  as the patr iot ic contribution. 
The tax i s  payable by the employee who n o w  files under a n e w  self-assessment system. The various marginal tax 
rates are as follows: 2 percent (DFO-DF300,OOO); 15 percent (DF30,000-DF50,000) 18 percent (DF 50,000- 
DF150.000); 20 percent (DF 150,000-DF 600,000); and 30 percent (over DF 600,000). 
Corporate Income Taxes. Corporate income taxes amounted t o  3.9 percent o f  GDP (18 percent of total revenue) 
in 2002. Corporate taxes comprise the fol lowing four categories: the business lump sum tax; tax o n  professional 
earnings; taxes on business profi ts o f  individuals; company prof i ts tax, and a m i n o r  tax o n  real state capital 
gains. All natural o r  legal persons exercising handicraft, commercial or industr ial activities or l iberal professions 
are subject to a tax o f  1 percent of turnover that wou ld  no t  exceed DF 120,000. N e t  prof i ts up to DF 600,000 
made by Professionals o r  the remuneration o f  business operators who have a control l ing interest in their 
companies are subject t o  a 25 percent tax. The same rate applies t o  net annual profits generated by 
unincorporated industrial, commercial or craft enterprises, and also t o  prof i ts made by joint stock companies, 
cooperatives, and partnerships ( including government -owned enterprises, m i x e d  economy enterprises, and 
industrial O r  commercial publ ic enterprises). A 5 percent tax i s  levied o n  real estates or  land  transactions. The 
authorities intend to merge a l l  these taxes and replace them for one synthetic tax. 
Property Tc2xe.S. Property tax revenue amounted to 0.6 percent o f  G D P  in 2002 (2.9 percent o f  total revenue). 
Property taxes are levied o n  real estate operations, including transfers o f  property and land registration. 

- 

Indirect Taxation : 
Domestic Consumption Tax. Domestic consumption tax represented 6.9 percent of G D P  in 2002 (63 percent of 
total revenue), of wh ich  1 percentage points o f  G D P  i s  derived from o i l  products. The rest comes from taxation 
other products- This tax i s  levied on a l l  goods imported into and consumed in Djibouti. There are three standard 
rates 10, 20 and 33 percent. Some part icular products l i ke  dairy products, fruit juices, toiletries, and perfumes are 
subject to as specific tax. 
Excise Taxes. Excise taxes amounted t o  4 percent o f  G D P  (37 percent o f  total revenue) in 2002. Excise taxes are 
levied on  khat, tobacco, alcoholic beverages, o i l  products and other goods. The tax rate o n  champagne and 
brandies i s  160 percent of c.i.f. value, and that o n  tobacco i s  27 percent. Table wines are subject to a specific tax 
o f  DF 100 Per liter, other alcoholic beverages DF 4, 700 per liter, regular and premium gasoline DF 9 0  per liter, 
and khat DF 561 per k i logram gross weight. 
Other taxes. Tax o n  car registration as we l l  as stamps issued for government transactions amounted t o  0.9 
percent of G D P  (9.7 percent o f  total revenue) in 2002. 

- 
Nontnr Revenue: 
Nontax revenue amounted to 2.4 percent o f  G D P  (26.9 percent of total revenue) in 2002. Th is  included user fees o n  o i l  
(1.1 percent o f  GDP), administrative fees and charges (0.7 percent of GDP), dividend payments from public enterprises 
(0.2 percent o f  GDP), rental proceeds for government housing and land (1 percent GDP)  and sale o f  government property 
(0.2 percent of GDP). Since end-2002, i t  included receipts f rom the mi l i ta ry  cooperation agreement with the Un i ted  States 
(2.4 percent of GDP). 

Source: Diibozlii. Selected rssues, Irrrernniionnl Morreinrv Fund, 2004 



PART 11. GOVERNANCE AND PUBLIC FINANCE 
MANAGEMENT 

CHAPTER 4: ASSESSING THE QUALITY OF GOVERNANCE 

The f i r s t  part o f  the chapter assesses the quality o f  governance in Dj ibout i  (Box 4.1. summarizes the 
main features o f  Djibouti’s political ystem). The chapter moves on to illustrate that weaknesses in 
governance2’ have impaired the effectiveness o f  public expenditures on expected outcomes- in 
particular, the quality of service delivery and the business climate, both key factors in spurring growth 
and poverty reduction. 

Box 4.1 Djibouti: Overview o f  Djibouti’s political system 
Government Type: Republic 

Administrative Divisions: Under the decentralization law, the country i s  divided in five autonomous regions o r  
districts: ‘Ali Sabieh, Arta, Dikhil, Obock, Tadjourah. Dj ibout i  district, with i t s  own legal status, covers 600 km2 and 
includes the country’s capital, Djibouti, which in turn i s  divided into 5 urban areas. The capital i s  the biggest urban 
area o f  the country and hosts over 65 percent o f  the total population. 
Constitution: Mult ipar ty  constitution approved by referendum 4 September 1992 
Legal System: based on  French c i v i l  l a w  adopted at independence, Islamic law (Shari’a), and customary l a w  
Executive Branch: 
Chief of state: President Ismail  Omar GUELLEH (since 8 M a y  1999). A former head o f  security, he succeeded his 
uncle and Djibouti’s f i rs t  president, Hassan Gouled Aptidon. 
Head of Government: Prime Minister DILEITA Mohamed Dileita (since 4 March  2001) ,appointed by the president. 
Cabinet: Council of Ministers responsible to  the president. 
Key Government Posts: Foreign Minister (Ali Abdi Farah), Defense Minister (Ougoureh Kifleh Ahmed), Interior 
Minister: Doualeh Abdoulkader Waiss; Economy, Finance and Planning Minister (Yacin Elmi Bouh) 
Elections: president elected by absolute majori ty vote under direct universal suffrage for a six-year term; election held 
9 April 1999 (latest he ld in April 2005). 
Election results: I s m a i l  Omar GUELLEH elected president; percent o f  vote - Ismail  Omar GUELLEH 74.4%, I D R I S  
Moussa Ahmed 25.6% 
Legislative Branch: 
National  Assembly: Unicameral Chamber o f  Deputies (65 seats). Members o f  the National Assembly are directly 
elected by a party-list simple majori ty system for five-year terms 
Elections: last held o n  10 January 2003 (next to be held in January 2008) 
Election results: percent of vote - U M P  (RPP, FRUD) 62.2%, UAD 36.9%; seats - U M P  (RPP, FRUD), 65, UAD 0. 
Judicial Branch: The judiciary i s  composed of a lower  court, appeals courts, and a Supreme Court. Codes based o n  
French c i v i l  l a w  are administered in a lower court and a court o f  appeals in the capital. U rban  crime i s  dealt with in the 
regular courts in accordance with French-inspired l a w  and jud ic ia l  practice. C iv i l  actions may  b e  brought in regular o r  
traditional courts. Shari’a i s  restricted to  c i v i l  and family matters. Traditional l aw  (xeer) i s  often used in confl ict 
resolution and v i c t im  compensation. The Supreme court rules o n  constitutional questions. 
Political Parties: Polit ical parties are grouped in to two blocs: the presidential bloc named “Union pour  l a  MajoritC 
Presidentielle” (UMP), headed by the Issa-party Rassemblement Populaire pour le  Progres ( W P )  and the opposition 
bloc named “Union pour une Alternance Democratique” (UAh4) headed by the Afar-party Front pour  l a  Restauration 
de 1’UnitC et l a  DCmocratie (FRUD). The limit set by the constitution to  the number o f  pol i t ical parties was on ly  
removed in September 2002, raising the number o f  parties f r o m  four to  eight. 

*’ Th is  section draws on the definition of governance developed in the World Bank report entitled “Better Governance for Development in 
MENA (2003). It distinguishes two main aspects of governance: public accountability and the quality of public administration. Public 
accountability refers to the degree of inclusiveness in the process of selecting and replacing those in authority, the degree of citizen’s 
participation, transparency and accountability in the conduct of public affairs and in public finance management, and the relative independence 
of the legislative and judicial branches from the executive. Quality of the public administration refers to the institutional capability of the 
public administration to enforce property rights and formulate and implement sound policies, rules and regulations. 
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4.1. Djibouti’s position in global governance data 

The assessment of the governance system in Djibouti draws on the s i x  governance indicators 
developed by Kaufmann eta1 (2003).28 The data show that in a sample o f  about 200 counties 
worldwide, D j i bou t i  scores in the lower end for most governance indicators, such as polit ical stability, 
the rule o f  law, government effectiveness, the regulatory framework, control o f  corruption as well as 
voice and accountability. On average, only 20 percent o f  counties have worse governance indicators 
than Dj ibout i  (Table 1). 

Djibouti’s lowest scores pertain to perceptions of its overall government effectiveness. Djibouti’s 
scores only 16.5, compared with 49.9 for the MENA region and 41.5 for lower middle income 
countries. ( T h i s  index uses a scale ranging from 0-100, and higher i s  better.). The quality o f  public 
service provision and o f  the bureaucracy, the competence o f  c iv i l  servants, the independence of the c iv i l  
service f rom pol i t ical  pressures, and the credibility o f  the government’s commitment to policies are 
among the aspects measured by this indicator o f  government effectiveness. 

However, the six aggregate governance indicators presented in Table 1 should be interpreted with 
caution in view of thepaucity of governance data available for Djibouti. Out o f  the 200 cross-country 
indicators used by Kaufmann et a1 (2003) to construct their six aggregate governance indicators, only 
10 are available for Djibouti. These ten indicators are derived from the only 2 data sources that cover 
Dj ibout i  (Freedom House and Heritage FoundatiodWall Street Journal), out o f  the 25 data sources 
employed by Kaufmann et a1 (2003). 

Table 4.1 Djibouti: The Six Governance Indicators for Djibouti, 2002 

Governance Indicator Percentile Rank l i  
(0-100) 

Voice and Accountability 26.8 
Political Stability 24.9 
Government Effectiveness 16.5 
Regulatory Quality 23.2 
Rule o f  Law 36.6 
Control o f  Corruption 28.4 

Source: Worldbank. D. Kauhann. A. Kraay, and M. Mastruzzi 2003. 
I/ Percentile rank indicates the percentage o f  countries worldwide that rate below 
the selected country (subject to margin o f  error). 

** While the literature on measuring governance provides a wide array o f  indicators covering all aspects and dimensions o f  
governance, most of these rely on subjective perceptions by international investors and rating agencies. The recent work o f  
Kaufmann et a1 (2003) has allowed the construction o f  aggregate governance indices drawing on some 200 cross-country 
indicators from 25 separate data sources from 18 different organizations, across 199 countries. The authors define governance 
as (a) the process by which those in authority are selected and replaced; (b) the capacity o f  the state to formulate and 
implement sound policies; and (c) the respect for institutions that govern interactions between citizens and government. Each 
of the 3 governance concepts clusters into 2 dimensions: voice and accountability and polit ical stability; regulatory quality and 
government effectiveness; rule o f  law and control o f  corruption. Aggregate indices that draw on large number o f  indicators 
provide more robust measures o f  governance than individual indicators, wi th precision declining as the number of indicators 
available per country declines. 
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Figure 4.1 Djibouti: Voice and Accountability 
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Figure 4.3 Djibouti: Government Effectiveness 
Y 100.0 r 
E 

8 0 0  

Eg 6 0 0  

s g  4 0 0  

- 

-A 2 0  0 g 
0 0 0  

Djibouti sub- Middle East Asia L a t i n  O E C D  
Saharan East & America 
Afr ica N o r t h  & 

Afr ica Caribbean 

Source: Kaufmann, Kraay and Mastruzzi (2003). 

Figure 4.5 Djibouti : Rule of Law 
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Figure 4.2 Djibouti: Political Stability 
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Figure 4.4 Djibouti : Regulatory Quality 
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Figure 4.6 Djibouti: Control of Corruption 
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4.2. Internal Accountability: National Checks and Balances 

Djibouti's political system remains relatively open but national checks and balances need to be 
strengthened. In Djibouti, presidents do not  serve for l i f e  -they are elected by direct suffrage for six- 
year terms. The national assembly i s  also elected and constitutionally bear primary responsibility for  the 
legislative process. And there i s  a relatively strong constitutional basis for  parliamentary and judiciary 
authority over the executive. However, in practice the presidential prerogatives- especially those related 
to the role o f  the president, the cabinet, the legislature and the judiciary- position the head o f  the state as 
a referee among various authorities in the polit ical system. Consequently, the legislative, the judiciary 
and the supreme audit institutions remain a l imi ted source o f  internal checks and balances. 
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The legislative branch (Chamber of Deputies) is institutionally weak, lacks opposition representation 
and remains dependent on the executive. Djibouti’s national assembly i s  made o f  a fragmentary body 
of politicians, mostly grouped into the presidential party bloc, with some seats informal ly assigned 
along ethnic and tribal l ines. The constitution grants the legislative branch the authority t o  approve the 
state budget , which i s  sent to parliament for approval in November. But parliamentary discussions on 
the budget are not detailed and hence do not serve as an effective legislature oversight o f  the executive. 
Overall, the parliament’s input in pol icy implementation remains minimal, part ly because the 
parliament does not have the staff and resources necessary to effectively monitor and control Djibouti’s 
government, but also because the executive often communicates a l l  important proposals too late, 
preventing the legislature from exerting any meaningful influence. And even assuming adequate and 
t imely information, Djibouti’s parliament lacks the institutional tools necessary to influence the course 
of rule-making. N o r  does Djibouti’s legislature have direct links with public opinion. The public has 
notice only once a final rule or piece o f  legislation i s  passed. 

The judiciary branch is also administratively subservient to the executive branch. The Ministry o f  
Justice and the Ministry of Finance control the appointment, promotion, assignment, income and 
benefits o f  judges. T h e  government promulgated a new l a w  on judicial organization in 2000 providing 
for the separation o f  the court system f rom the Ministry o f  Justice. However, the l a w  has not been 
enforced to date. Constitutional provisions for a fair trial are not  respected universally because o f  
interference f rom the executive branch. And the Constitutional Council, which was set up with the main 
objective o f  granting the judiciary branch oversight capacity over the executive and the legislature, has 
not  been an effective source o f  checks-and-balances. 

The Supreme Audit Institutions (Court of Accounts and the General Inspection Office) were only set 
up recently and do notperform yet effective oversight functions. These central oversight bodies are al l  
attached to  the office o f  the Prime Minister and essentially report, through him, to  the Council o f  
Ministers. This affects the independence and the effective functioning o f  these internal audit 
institutions. In addition, the intervention o f  these central oversight bodies i s  often resisted by the 
incumbent Ministers -who as members o f  the Council o f  Min is te rs  are constitutionally higher in 
authority than the c iv i l  servants at the head o f  the oversight agencies. Since 2001, Ministries are 
required by l a w  to provide accounting documentation to the Court o f  Accounts for  review. In 2003, the 
Court o f  Accounts released i t s  f i rst audit report on the government budget. Since 2004 i t s  audit reports 
are published. Whi le the General Inspection Office (set up in 2001) i s  also invested by l a w  with power 
to audit public accounts, i t  has not been operational yet owing to lack o f  human resources. 

4.3. External Accountability: Elections, the Media and Civil Society 
Oversight 

Djibouti holds regular and peaceful elections monitored by foreign observers -but the opposition 
remains weak and without representation in parliament as a result of the winner-takes-all electoral 
system. Political pluralism was slowly introduced in Dj ibout i .  A 1992 l a w  restricting polit ical parties to 
four expired in 2002. Before 1992, Dj ibout i  had been a one-party state since gaining independence f rom 
France in 1977. The country f i rs t  full multi-party elections was held in January 2003. The pro- 
presidential coalition took al l  65 seats in the national assembly leaving the country with n o  
parliamentary opposition. Parties supporting the President - grouped under the U n i o n  pour l a  majorite 
presidentielle (UMP) - won 63 percent o f  the votes. Even i f the opposition alliance gained over 37 
percent o f  a l l  votes given in Djibouti, i t  will have n o  parliamentary representation during the next six 
years. The Dj ibout i  electoral system awards the party that wins the majority in one district a l l  the 
parliamentary seats o f  that constituency. This means that the opposition - which scored under 50 
percent in each o f  the five constituencies in the last parliamentary elections - failed to  win a single seat. 
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Women ’s political representation has slowly increased over the years. Women generally have been 
excluded from senior positions in government and in the political parties even though they legally were 
entitled to participate in the polit ical process. N o  women served in the legislature. In 1999 the President 
announced the appointment of the first female minister to his cabinet. Hawa Ahmed Youssouf served as 
Minister o f  State for the Promotion o f  Women’s, Family, and Social Affairs, and reports to the Prime 
Minister. Khadi ja  Abeba, was appointed as President o f  the Supreme Court, becoming the highest- 
ranlung female official and, according to  the Constitution, could become inter im President should that 
position become vacant. legislation was introduced to slowly change this imbalance. Polit ical parties 
are n o w  obliged to include a given minimum o f  female candidates on their l ists. The last parliamentary 
elections, he ld in January 2003 marked the f i rs t  time women will s i t  in the Dj ibout i  assembly: seven 
female candidates were elected as members o f  parliament. 

A vocal independent press that openly demands greater accountability in the governance process is 
allowed to circulate freely. The government owns the principal newspaper, L a  Nation, which i s  
published biweekly. There are several opposition-run weekly and monthly publications that circulate 
freely and openly criticize the Government. The government also owns the radio and television stations 
(RTD). The of f ic ia l  media i s  generally uncritical o f  government leaders and government policy. 
Foreign media (The British Broadcasting Corporation, Radio France Internationale and Voice of 
America) broadcast in the country. Dj ibout i  has only one government-owned Internet service provider. 
Academic freedom i s  broadly respected. Teachers can speak and conduct research without restriction. 
The Constitution, while declaring Is lam to be the state religion, provides for freedom o f  religion, and 
the Government generally respected this right in practice. 

Djibouti’s civil society remains weak and fragmented, playing a limited oversight role. The 
Constitution provides for freedom o f  peaceful assembly and association provided certain legal 
requirements are met. Non-political associations must register and be approved by the Ministry o f  
Interior (MOI). The Ministry o f  Interior also requires permits for peaceful assembly and monitors 
opposition activities. Whi le  permits have been generally approved, the Min is t ry  o f  Interior has 
instructed security forces to disperse popular demonstrations and strikes. The NGO community in 
Dj ibout i  i s  fragmented into a small myr iad o f  associations, whose most active members are women and 
young people who play an advocacy role on health, education and environmental issues (HIV/AIDS, 
youth unemployment, female genital mutilation, chi ld mortality, gender gaps in education, and so on). 
Even though the government launched a consultative process with c i v i l  society in the context of the 
PRSP formulation, the involvement o f  c i v i l  society organizations in the country’s governance process 
remains fairly limited. 

4.4. Assessing the impact of governance on service delivery and the business 
climate 

This section illustrates that governance matters for the effectiveness o f  public expenditures o n  expected 
outcomes- in particular, o n  the quality of service delivery and the business climate, both key factors in 
spurring growth and poverty reduction. 

4.4.1. Governance and service delivery 

I n  Djibouti service delivery outcomes remain among the lowest in the world, in spite of its relatively 
high GDP and the large amount of foreign grants per capita (about $900 and $ 77 respectively). 
Djibouti’s social indicators rank 157th among 174 countries on the UNDP’s Human Development 
Index. Djibouti displays extremely high rates o f  adult illiteracy, morbidity and maternal and infant 
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mortality. About 50 percent o f  Djibouti’s children do not attend school, compared to  over 70 percent in 
neighboring Yemen, and more than 20 percent o f  those enrolled do not complete the six years o f  
primary education. Female ill iteracy reaches 70 percent (compared to 49 percent for men). Despite 
progress in expanding access, Djibouti’s education system i s  s t i l l  not  o n  track to meet the Mi l lennium 
Development Goals (MDGs). Illiteracy i s  also very high, especially for women (85 percent). There are 
also large inequalities in access to education services: enrollment varies widely across income levels, 
gender, and regions. Basic health indicators are also very low.  L i f e  expectancy, the overall health index, 
i s  estimated at 49 years, one o f  the shortest in the world. Infant mortality i s  at 103 per 1000, high by 
international standards. The immunization rate i s  only 45 percent, and malnutrition i s  a serious 
problem, with indications that 14 percent o f  children under the age o f  five suffer f i o m  acute 
malnutrition, and 3 1 percent f rom chronic malnutrition. Diarrheic illnesses and acute respiratory 
infections are the most extant causes o f  infant mortality. Maternal mortality rate i s  high at about 7 per 
1000 l ive births and for extremely poor women this rate i s  as high as 9 percent. 

The quality of governance in Djibouti has affected the link between public expenditures and their 
expected outcomes. Recent Wor ld  Bank research powerfully argues that governance affects service 
delivery (Wor ld  Bank Development Report “Making Services work for the poor”,2004; W o r l d  Bank 
Middle East and Nor th Afr ica Report “Better Governance for Better Economic and Social 
Development, 2003). Recent cross-country empirical studies corroborate these findings. Rakjumar and 
Swaroop (2002) found that governance affects the relationship between public expenditures and their 
expected outcomes. In particular, the authors found that public health spending lowers ch i ld  and infant 
mortality as countries improve governance. Their findings also revealed that as countries improve 
governance, public spending on primary education becomes more effective in increasing pr imary 
education attainment. Chapters 6 and 7 will illustrate that weaknesses in governance (an particular 
insufficient inclusiveness and accountability in public affairs and the budget process) have negatively 
affected the link between public expenditures in education and health and their outcomes. 
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I n  spite of considerable investments in water and energy infrastructure, access to water and 
electricity is limited, mostly owing to high tarvfs triggered by high wage bill and operational 
inefficiencies. Prices for electricity and water in Dj ibout i  i s  much higher than in other countries in the 
region, and also when compared to good general industry practice more generally. Average electricity 
tariffs in the region range from US$9/kWh to industry and US$6/kWh to households in Yemen; 
US$6/kWh to  industry and households in Jordan and US$6.9/kWh to industry and US$9.5/kWh to 
households in Morocco. In Djibouti, the average selling price i s  US$20/kWh, but commercial 
customers including small enterprises pay as much as US$32/kWh and the Office National des Eaux de 
Dj ibout i  (ONED) pays U S . 4 l k W h .  The same applies to the water sector, where the lowest tar i f f  to 
households reaches US$35/m3, compared to US$25/m3 in Yemen; US$22/m3 in Jordan, and 
US$20/m3in Morocco. Good practice in electricity i s  an average tar i f f  o f  between US$10-15/kWh. It 
i s  more di f f icul t  to have a benchmark for water since i t  varies greatly with the source and amount o f  
water resources. 

The reasons for the high utility prices are several, but most of them are related to weaknesses in 
governance andpublic expenditure management. The higher cost o f  electricity production i s  due to a 
reliance o n  imported diesel fuel  for power 
generation; large inefficiencies in the form o f  
network losses; relatively high levels o f  taxation 
(33 percent taxes on al l  petroleum products and 
about 20 percent more o f  surtaxes); and high 
administrative overhead costs owing to high wages 
and overstaffing. Measured in relationship to 
number o f  connections, the Dj ibout i  Electricity 
Authonty (EDD) has 31 connections per 
employees whereas good practice i s  70-100. 
Measured slightly differently for the water sector, 
ONED has 21 employees per active 1,000 
connections, whi le good practice i s  in the range o f  
four to six. 

Insufficiencies in accountability (reflected in the excessive political interference and discretion in the 
administration of public affairs) have rendered the Djibouti public sector vulnerable to weak 
expenditure management and bureaucratic inefficiency. Given the important role o f  government in 
delivering public services in Djibouti, the institutional arrangements that govern public sector 
management (budgetary rules, procedures, restraints and alike) impinge on actual service delivery. 
Because budgets translate policymakers’ priorities into policies, programs and projects, a review o f  the 
budget process (formulation, execution and control) shows the degree o f  accountability between 
policymakers, service agencies and the service users. Chapter 5 will illustrate that, in spite o f  
considerable progress achieved in expenditure management reform over the past few years, weak 
transparency and accountability remain a concern throughout the budget process. 

A transparent and accountable public expenditure system may be a central mechanism for ensuring 
good service delivery, but it is only as effective as the civil service that administers it. In Djibouti, as 
the following chapters will illustrate, institutional weaknesses and inefficiencies in c i v i l  service 
administration have also hampered effective service delivery. With virtually n o  r o o m  for spending o n  
other non-wage aggregates, pol icy actions on the wage bill are crucial steps in al lowing greater budget 
flexibility, improved efficiency o f  social spending and control o f  public finances. Chapters 6 and 7 will 
show that wages and salaries take up most o f  the public expenditure devoted to the social sectors. And 
as mentioned earlier, access to water and energy i s  also l imi ted owing to the high utility prices and 
insufficient capital and maintenance spending. 
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4.4.2. Governance and the business climate 

The quality of governance, through its impact on economic, fiscal and regulatory policy decisions, 
have also affected Djibouti’s business climate. The private sector contributes only about 20 percent to 
GDP and investment has been staggering. Governance increase the cost o f  doing business in Dj ibout i  
owing to: (i) high production costs (capital, labor and utilities) triggered by weak accountability and 
weaknesses in public sector administration, and (ii) high transaction costs triggered by bureaucratic red 
tape. This confirms recent empirical findings on the link between governance, investment and growth 
(Kauffman et al, 2003) 

Figure 4.8 Djibouti: Impact of  good government on investment growth 

% Investment share in GDP Income per capita Growth Rate 
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A key aspect of the quality of the business climate is the rule of law - the security ofproperty rights, 
Main concerns expressed by investors include the unpredictability of the judiciary (due to the lack of 
autonomy of judges) and the slowness of the court system in resolving disputes. A good illustration of 
the impact of these governance weaknesses on the business climate and the cost o f  doing business in 
Dj ibout i  i s  the lengthy liquidation o f  two commercial banks (A1 Baraka Bank and the Banque de 
Dj ibout i  et Moyen Orient), which has yet to be finalized. The two banks were placed in liquidation in 
1998 and 1999 respectively. But the recovery o f  these bank’s debts and the gradual reimbursement of 
depositors have been slow, owing to judic ia l  delays and difficulties in liquidating real state  collateral^^^. 

Investors in Djibouti are also concerned about the high transaction costs triggered by administrative 
delays and cumbersome procedures for starting and exiting a business. T h i s  has hampered the 
development of small and medium enterprises, leading a growing number o f  small entrepreneurs to 
operate in the informal sector. Another obstacle for  businesses operating in Dj ibout i  i s  the lack of 
predictable application o f  rules and regulations which impedes the analysis o f  investment returns. 
Entrepreneurs in Dj ibout i  have expressed concerns about the bureaucratic arbitrariness in the 
determination of taxable profits, the inconsistent application o f  tax exemptions, and the lack of a 
commercial court for the resolution o f  commercial disputes. 

Djibouti’s governance quality has also affected the cost of doing business through its impact on 
production costs (mainly, its impact on administrative overheads, labor costs and utility prices). 
Weaknesses in the judiciary framework have contributed to the high cost o f  capital and limited credit 
availability to the private sector. Faced with growing non-performing loans (due to unresolved disputes 
over real state collaterals and difficulties in enforcing loan agreements) commercial banks have been 

29 See IMF Staff Report, Art icle IV  Consultations, December 2003 
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forced to restraint credit to the private sector and increase the cost o f  capital, in spite o f  their 
comfortable liquidity position. Lending rates average 13 percent on secure loans, and between 18 
percent and 25 percent on cash facilities. The apparent insensitivity o f  wage rates in Dj ibout i  to the 
high level o f  unemployment reflects weaknesses in governance, and in particular, a rigid legal 
framework governing the labor market, and a high level o f  public wages (which serve as a benchmark 
for private sector wages). Estimated average salaries for Dj ibout i  public sector employees are more than 
five times the level in Ethiopia and about four times the level in Yemen. The Labor Code (practically 
unmodified since 1952) includes a number o f  regulations that inhibit the efficient functioning o f  the 
labor market30. Besides labor costs, f irms operating in Dj ibout i  face high production costs affected by 
utilities prices (water, telecommunications, power)31. As the previous section noted, utilities are 
expensive because o f  high public wages, a large and increasing tax burden, and poor management 
practices. Poor collection rate and payment arrears by the central government have also affected 
utilities’ prices. 

4.5. Moving the governance agenda forward to improve the link between 
public spending and outcomes 

The Djibouti government has embarked on a reform agenda to improve service delivery and the 
business climate. One o f  the key pillars o f  the PRSP i s  the improvement o f  governance and publ ic 
expenditure management to strengthen the effectiveness o f  public service delivery. The authorities are 
also committed to a reform agenda aiming at improving the business environment through: i)the 
simplification and rationalization o f  the tax system; ii) the reform o f  the investment, commerce and 
labor codes in view o f  reducing the costs o f  doing business in Djibouti; and iii) the reform o f  public 
utilities’ management to improve their efficiency and reduce tariffs. A strong polit ical commitment and 
sustained efforts in these areas will contribute to shift the perceptions o f  foreign investors about the 
business climate in Dj ibout i  (see B o x  4.2 below). 

But these reforms will n o  go far in the absence o f  stronger accountability, both internal and external, 
that would be need to improve the link between public expenditure and outcomes. Internal and external 
accountability are not substitutes. They reinforce each other. Stronger external accountability systems 
can reveal weaknesses in internal accountability, thus requiring action by the government to be able to 
respond more effectively to external demands. Stronger internal accountability i s  needed to generate 
information about what the government i s  doing, information on which external accountability depends. 
As Chapter 5 will illustrate, allowing more public debate on the state budget and greater citizen’s voice 
in the quality of service delivery (external accountability) will lead the government to pay more 
attention to monitoring and evaluating expenditure performance. Publication o f  reports by effective 
government audit agencies (internal accountability) wil l improve budget control. Progressive focus on 
performance-oriented budgeting will help reform the c iv i l  service corps to achieve greater bureaucratic 
efficiency. 

30 Examples o f  these regulations include: separate minimum wages for each occupational category in both the public and the 
private sectors; strict ru les  for dismissals and termination of employment, limiting employers’ options to lay off workers for 
economic reasons; provisions that increase the cost of firing and hiring foreign employees; and high overtime rates and 
minimum annual leave (five weeks plus off icial holidays). 

31 The price o f  the kwhour for industries was about 26 cents in 2000, and the cost of telephone calls abroad ranged from more 
than U S S l  per minute to neighbouring countries to almost USS3 per minute to Europe. 
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Box 4.2 Dj ibou t i :  H o w  fore ign investors perceive the qua l i t y  o f  t he  business c l imate in D j i b o u t i  ? 
D j i b o u t i  2004 I n d e x  of Economic F r e e d o m  (Heritage Foundat ionlWal l  Street Journal):  
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Djibouti Index o f  Economic Freedom, 
Heritage Foundation, 1997-2004 
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Overa l l  Score Assessment: Rank: 92 (out o f  154 countries). Score: 3.23 
(1 Best- 5 Worst). Dj ibouti ’s overall score i s  0.07 point better this year. 
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CHAPTER 5: PUBLIC EXPENDITURE MANAGEMENT 

Better budget management systems make for better service delivery and stronger business climate. 
yet, in Djibouti, public expenditure management - formulating, implementing and monitoring 
annual budgets- is a challenging task. Earlier chapters illustrated that in Dj ibout i  there considerable 
rigidities within the state budget itself. They arise primarily f rom the growing burden o f  the pre- 
determined expenditures. The high size o f  the wage bill (which absorbs over ha l f  percent o f  the state 
budget) constricts the government’s room for fiscal maneuvering in the short run. In addition, 
amounting contingent liabilities are assumed without sufficient analysis and are not  being reflected in 
the state budget. T o  complicate matters, the budget lacks credibility owing to the high degree o f  
volati l i ty of expenditure and revenues and l o w  execution rates. And the budgeting process i s  
mechanistic, paying more attention to inputs than to the services being delivered or the outcomes 
expected from them. As a result, the budget process yields insufficient information to guide budget 
choices. 

A number of factors impinge on the effectiveness’of budget management in Djibouti. These include: 
(1) institutional capacity weaknesses, (ii) the predominant role o f  donors in the country’s public 
finances and i t s  impact on the volatility o f  expenditures and revenues, (iii) polit ical interference in the 
administration o f  public affairs and (iv) lack o f  transparency and accountability affecting fiscal 
performance and the effectiveness o f  overall public sector management. 

This chapter argues that tackling transparency and accountability weaknesses can help improve 
budget management by addressing most of the problems delineated earlier. When institutional 
capacities are l o w  at the start, the road to improved budget management may need to be covered in 
small steps.. Reforming basic incentives that strengthen accountability i s  the place to start. As 
incentives become better aligned and internalized and as administrative capacity grows, more advanced 
reforms can be deployed to support deeper institutional change. Strong accountability in public 
administration can help the government spend wisely and predictably in l ine with priorities. By 
ensuring more active participation o f  citizens in decision-making, stronger accountability can respond 
to the needs of  the different ethnic groups present in the country. I t  can also help develop and deploy 
administrative capacity to take sound decisions at the top and to  implement them well. Stronger 
accountability can also help better manage aid flows. For one, donor coordination i s  easier where the 
recipient has a legitimate and credible national development strategy and budget process that can serve 
as the common framework. Transparent and accountable budget and public procurement systems can 
also encourage donors to shift responsibility toward the recipient, reducing duplication, waste and 
transaction costs. And it can al low donors to provide budgetary aid flexibly, keeping them f rom 
crowding into a few fashionable sectors - and thus lessen concerns about absorptive capacity. 

5.1. Criteria to assess the quality of public expenditure management 

The following criteria underpin the assessment o f  Djibouti’s budgetary institutions: 

(0 Fiscal transparency. Openness toward the public at large about government structure and functions, 
fiscal pol icy intentions, public sector accounts, and projections. I t  involves ready access to reliable, 
comprehensive, timely, understandable, and internationally comparable information on government 
activities so that the electorate and financial markets can accurately assess the government’s financial 
position and the true costs and benefits o f  government activities, including their present and future 
economic and social implications (Kopits and Craig, 1998). The budget documents should show a clear 
trail f rom summary of revenues and expenditures through detailed estimates o f  expenditures and revenues 

93 



l inked to expected outcomes and indicating accountable budget heads (which agency i s  being voted funds 
and for what purpose). 

(ii) Fiscal accountability. The concept i s  inherently relative and requires specifying accountability to 
whom and for what purposes. Internal accountability refers to the degree to which the executive i s  held 
accountable by the legislature and the judiciary, and the degree to which service providers and agencies 
are held accountable to policy-makers. External accountability refers to the degree to which policy- 
makers and service providers are accountable to citizens for the use o f  allocated resources. 

(iii) Fiscal Performance. Fiscal performance relates to the achievement o f  fiscal pol icy outcomes. 
These include, inter alia: fiscal consolidation to maintain medium-term fiscal sustainability and 
improved productivity of investments so as to spur growth and poverty reduction. Campos and Pradhan 
(1997) ident i fy key institutional arrangements that can potentially lead to fiscal performance (See Box 
5.1). These arrangements are organized around the following basic objectives which are n o w  widely 
accepted as fundamental to the tasks of government budgeting: (i) aggregate fiscal discipline (hard 
budget constraints and a medium-term strategic orientation); allocative efficiency (alignment o f  
budgetary allocations with the strategic priorities o f  the country); and technical efficiency (cost- 
effectiveness associated with the functioning o f  the c iv i l  service corps). These three tasks are 
essentially about: (1) making budget allocations and implementing them; (ii) organizing and monitoring 
the tiers o f  government that provide, finance, regulate, or monitor services; and (iii) managing public 
employees and resources involved in service delivery. 

Box 5.1 Djibouti: Key question for assessing fiscal performance 

1. Aggregate fiscal discipline: 
IS the budget prepared based upon a medium-term macroeconomic framework? There exist formal constraints on aggregate spending, deficits or 
borrowing? Does the central ministry have dominance in enforcing aggregate expenditure ceilings in budget preparation and execution, as 
measured by the percent deviation between their proposals, on the one hand and actual budget submissions and expenditures on the other? Are there 
limits on overspending by individual line ministries? If these rules exist, are they binding? Are there legislative mandate for full and frequent fiscal 
disclosure (e.g. reconciliation between ex ante and ex post outcomes budgeted versus actual spending and deficits)? 
2. Allocative efficiency : 
Are expenditure priorities primarily determined by the central ministries, the Cabinet, donors or parliament, as measured by the percent deviation 
in expenditure composition made by these players in the budget cycle? What are the rules and consultation governing the resulting priorities during 
budget implementation? What are the percent deviation between budgeted and actual expenditure composition? A r e  these published and made 
public within a meaningful time frame? A r e  there sanctions against large deviations? Which i s  the basis on which expenditure priorities are based, 
and how macro versus micro tensions are resolved between the central and line ministries in making budgetary allocations? I s  there a medium-term 
expenditure planning process which projects the medium term macro framework and allocates expenditures to sectors and programs based upon 
strategic priorities? Are prioritization ru les binding? I s  there ex-post reconciliation of expenditure allocation s vis-a-vis budgeted priorities? I s  there 
post evaluation to ascertain whether intended outcomes are achieved? To what extent to which expenditure prioritization i s  donor-driven? A r e  there 
mechanisms for donor coordination? 
3. Technical efficiency: 
How much flexibility line agencies have in allocating their human resources, including the ability to hire and fire? 
How efficient are budgetary procedures in managing public employees and other expenditures? 

Source: World Bank. Public Emenditwe Manapement Handbook. 1997 

5.2. Brief overview of expenditure management reforms 

Djibouti’s budgetary reforms undertaken in recent years have focused on the more ‘technical’ 
aspects of budgetary reform. Box 5.2 provides a br ie f  overview o f  the status before the public 
expenditure management reforms undertaken since 200 1. The most salient measures included: (i) 
reforming the legal framework governing public finances; (ii) reforming the budget classification 
system to ensure that i t broadly complies with international standards; (iii) revising treasury 
nomenclatures; (iv) improving budget execution and accounting procedures, including a new 
classification o f  vouchers, a government chart o f  accounts, procedures for specific expenditures, and 
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setting up a cash-management system; (v) improve the debt management database; (vi) adopt an 
application decree aiming at reorganizing the ministry o f  finance to improve the institutional setting for 
an adequate budget preparation and execution; (vi) adopt a parametric reform to improve sustainability 
of the pension system; (vii) complete a census o f  employees, update the civil servant database, and 
merge it with the payroll database, and (viii) establishing an Audit and Fiscal Discipline Off ice attached 
to  the Supreme Court. 

Throughout the 1990s, in the absence of a consolidated framework, budget presentation and execution were seriously flawed. The budget was 
formulated o n  a piecemeal approach, essentially based o n  the sources o f  financing. Nomenclatures used to report revenue and expenditure transactions 
were outdated and could n o t  be  computerized. In addition, budget preparation was conducted mainly toward the end o f  the year, mak ing  i t  d i f f icul t  for  
the financial authorities to take important trade-off decisions at the various levels o f  government. At the same time, capi ta l  spending was prepared and 
executed outside the government finance system, w i th  l i t t le coordination between staff involved in budget preparation and planning. Budget execution 
was also hindered by resource constraints, the extensive use o f  the procedure o f  advance payment o f  government orders (or execution o f  such orders 
p r io r  to commitment), and the circumventing o f  spending regulations b y  the National Assembly and the Const i tut ional  Counci l .  This led  to the 
accumulation o f  domestic payment arrears.The legal  kamework  governing expenditure management was also inadequate. I t  was based mainly o n  
legal texts o n  publ ic f inancial management and accounting adopted in 1968, at the time o f  the French Temto ry  o f  A fars  and Issas and o n  the 1992 
Constitution. The coexistence o f  such disparate legal sources led  to a number o f  inconsistencies, including the required date fo r  filing the draft budget 
law, the relevant authority that could decide the assessment base, rates, and modalities fo r  collection for a l l  types o f  taxes, and the supplementary 
budget period. A third major shortcoming in the government financial management was the absence o f  a macroeconomic f ramework to  serve as a 
basis for budget preparation. A budget circular- wh ich  may contain at times max imum percentage increases f r o m  p r io r  year o r  freezes o n  some 
particular outlays- was usually issued rather late in the year (October instead o f  July) and merely requested of f ic ia ls o f  various ministries to express 
their spending projections. Moreover, there was n o  consultation among the various units in charge o f  p lann ing  and budget preparation, nor  any 
medium-term expenditure framework. Finally, procedures for budget execution were slow, costly and cumbersome. Th is  was the result of 
overlapping tasks between the authorizing authority and the ministry o f  finance, and redundant controls w i th in  the  min is t ry  o f  finance. The excessive 
controls have no t  prevented excess spending, and have in fact facilitated the circumvention o f  regulations during times o f  t ight  resource constraints, as 
they represented incentives for  incessant recourse to advance funds and spending operations wi thout p r io r  approval. 

To address these weaknesses public expenditure management reforms were implemented since November 2001. T h e  re fo rm package included: (i) 
new budget and accounting nomenclatures, broadly featuring functional and economic classification; (ii) n e w  nomenclature fo r  accounting 
documentation as we l l  as new accounting plan to ensure consistency o n  procedures; (iii) revised general expenditure procedures intended to eliminate 
redundant tasks and controls, ensure that l ine  ministries are involved in managing their budget appropriations, and strengthen budgetary execution and 
control by the ministry o f  finance; and (iv) new procedures related to special spending operations (those camed  through imprested accounts or by 
districts and embassies, as we l l  as expenditures financed w i th  external resources, and outlays wi thout p r i o r  approval(extema1 debt services 
transactions). T o  ensure that a l l  government financial operations were fully integrated, a l l  special accounts are n o w  attached to  the central budget. At 
the same time, the government introduced new provisions for the allocation o f  shared expenses as we l l  as expenditure authorizations by spending 
ministries. An important measure was the revis ion to the budget l a w  and subsequent approval o f  an application decree to reorganize the central 
smctures o f  the ministry of economy and finance so as to restore the budget preparation functions, phase ou t  redundancies in the area o f  budgetary 
control, and separate the function o f  investment program execution k o m  the economic analysis function, that were previously performed by the same 
directorate. A crit ical step toward fully implementing this reorganization is  to adopt and implement the appl icat ion decree. Furthermore, this 
reorganization w i l l  help the transfer o f  expenditure authorizations to l i ne  ministries that have the necessary s ta f f  and administrative capacity before 
extending i t  to other minismes. In the meantime, the staff o f  other ministries w i l l  benefit k o m  a training program a imed at  fami l iar iz ing them wi th  the 
new budgetary procedures. 

Source: International Monetary Fund, Djibouti :  Selected Issues, 2004 i 
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5.3. Budget formulation 

Sound budget formulation helps achieving fiscal discipline. The budget formulation process is also 
important because it helps translate government policies and programs into resource allocations, I t  
must reflect a clear overall pol icy strategy, as defined in government's polit ical program and mandate 
and it must b e  embedded into a medium-term fiscal strategy that takes into account the projected overall 
resource envelope and that promotes fiscal discipline. I t  i s  therefore a demanding process, which 
beyond the technical work necessary to collect information, process it and draft the necessary 
documents, of ten entails complicated negotiations and compromises, requiring the full consideration of 
decision-makers, both at the polit ical and the technical levels. 

I n  Djibouti, with no effective mechanism to forecast revenues and prioritize expenditures according 
to available resources, the government has continued to struggle with chronic under-funding of 
expenditure demands. The resulting unsustainable fiscal deficits translated into burgeoning current 
account deficits that resulted in accumulation of domestic payment o f  arrears and heavy dependence on 
availability o f  external sources o f  financing. But Djibouti can instil fiscal discipline and improve 
allocative efficiency by strengthening budget formulation. 

5.3.1. Budget preparation process: role of  line ministries and the legislature 

The budget timetable seems fairly restrictive and leaves little time for the necessary research and 
analysis. In Djibouti, preparation o f  the budget law begins in July o f  the previous year, when, at the 
initiative of the Ministry o f  Finance, the circular requesting that the ministers and heads o f  
administration submit their requests for appropriations for the next fiscal year i s  issued. Tables 
accompanying the circular identify current services appropriations and expenditure items reflecting new 
decisions. I t  also sets the deadline for  returning the requests (theoretically in August). Budget planning 
sessions are then organized in August and September, to discuss requests for  appropriations for each 
individual department. The draft l aw  i s  finalized with the incorporation o f  data f rom the planning units. 
I t  i s  adopted, submitted in October to the Council o f  Ministers for  approval, and then submitted by 
November 15 (a deadline set by the Constitution) to the National Assembly that must vote o n  the 
budget by the end o f  the parliamentary session. Should it fail to do so before the beginning o f  the fiscal 
year, the President may approve provisional twelfths, with n o  time limits. 

The budget timetable is also rarely followed, and the essential steps are bunched together at the end 
of the year, and thus, get reduced to their simplest form. T h i s  i s  true, in particular for  trade-off 
decisions -first at the ministerial level, and subsequently at the level o f  the Prime Minister. The budget 
circular, which marks the beginning o f  the budget preparation procedure contains n o  real instructions or 
guidelines. In fact, some ministries do not even reply to the circular, as they know that their 
appropriations will simply be renewed. In several cases, they do no t  even attend the budget planning 
sessions. The lack of flexibility in the allocation process and the absence o f  explicit budgetary choices 
reflects blatant disinterest in the budget preparation exercise. The concept o f  budget management, 
which begins precisely with budget preparation, has vanished almost entirely, as confirmed by the 
anomalies discovered during budget execution. Budget management has become a routine exercise 
without interest by l ine ministries that see that their budget allocations are simply renewed and adjusted 
by a weak increased percentage 

The role of the legislature in the budget process could be strengthened. Parliament has had until n o w  
a l imi ted role in budget formulation, basically approving the annual budget proposed by the executive 
with few or no changes. In order to compensate for  this limitation o n  i t s  own discretionary powers, the 
National Assembly could receive more and better information f rom the executive, both during budget 
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approval and during budget execution. In addition, the procedures for discussion and approval o f  the 
budget by the Assembly could also be revised in order to improve i t s  involvement and reinforce i t s  role 
as a counterweight to the executive. The process could be split into two stages: first, a discussion would 
focus on the macroeconomic and sectoral projections, policies and assumptions. This f i r s t  stage could 
take place earlier in the budgetary process, depending on whether it i s  decided to submit these 
documents ahead of the budget document itself. In a second stage, the discussion would focus on the 
detailed scrutiny of revenue and resource allocations, based on the budget proposal. Finally, the 
technical capacity of the National Assembly to analyze the budget and to monitor i t s  execution must be 
reinforced. T h i s  could be done both by increasing the budgetary allocation in favor o f  the Parliament's 
Planning and Budget Committee and through capacity building with the support of the donor 
community. 

5.3.2. Budget time horizon: casting fiscal choices in the medium-term 

Preparation of the budget law is still a strictly annual exercise in which virtually the same process is 
repeated each year. There i s  n o  across-the-board multiyear programming .The only effort in this 
connection i s  made by the planning units, in connection with the PIP preparation, without any 
consultation with the budget preparation authorities. T h e  effects o f  budget po l icy  are thus not  assessed 
in a time frame extending beyond the fiscal year, and this prevents the full budget pol icy implications 
from being identified. 

With budget execution deviating substantially from the projections stated in the budget law, the 
budget law lacks credibility and this reflected in the lack of interest in anchoring it in a true 
macroeconomic framework. The preparation o f  the PRSP involved an intensive process o f  research and 
consultation among different units in charge o f  budget planning and preparation and for the f i rs t  time, 
the authorities, and not the international financial institutions, presented their own macroeconomic 
framework in connection with the priorities stated in the PRSP. As a result, the draft budget l a w  2004 
for the first t ime anchored i t s  fiscal choices according to the revenue and expenditure projections 
underpinning the macroeconomic framework o f  the PRSP. 

The next step would be to systematize and institutionalize this process and update the macroeconomic 
framework on an annual basis. One option would be to set up a macroeconomic research unit in the 
Budget Directorate, that would collect and analyze economic and fiscal data f rom relevant budget 
units, the National Bank of Dj ibout i  (BND), the direct and indirect taxation directorates, the planning 
unit in charge of preparing the public investment program and the external financing directorate. This 
analysis could help improve the realism o f  budget projections and could serve as a basis for preparing a 
preliminary budget proposal reflecting projected revenue and expenditure levels, and therefore the level 
of the deficit and scope for i t s  financing. This macroeconomic framework could serve as a basis for 
discussion with sectoral ministries to make sectoral choices in light o f  their fiscal impact. 

Another challenge in budget formulation is to overcome the built-in inertia of expenditure programs. 
As explained in Chapter 2, a key reason for existing budget rigidity i s  that a large part of recurrent 
expenditures are mandated by legislation or other contractual obligations. Substantial delays are l ike ly  
to be involved in reducing outlays in these areas. Being covered by legislative or contractual 
commitments, mandatory outlays are not  easily changed in the course o f  the annual budget process, due 
to the time taken to identify, plan, legislate, and implement the changes. T h i s  section will argue that up- 
front policy commitments and medium term fiscal frameworks can help tackle this challenge. 
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5.3.3. Budget comprehensiveness: consolidating public finances 

Sound budget formulation requires transparent and comprehensive budgets that do not hide 
guarantees and other contingent liabilities. In order to ensure the efficient use o f  government 
resources and appropriate macroeconomic management, the budget should include total revenues and 
a l l  public expenditures. Dj ibout i  has made considerable progress in this regard, as the budget l a w  now 
includes practically al l  extra-budgetary funds32. However, the budget excludes the accumulation o f  
public liabilities by the largest state enterprises, primarily in the infrastructure sector. I t  also excludes 
tax arrears. 
Yet, this issue i s  particularly important in the case o f  Dj ibout i  given the large number o f  fiscal 
incentives that are applied under the form o f  total or partial tax exemptions to a wide range o f  activities. 
These fiscal incentives are regulated by an outdated investment code and n o  of f ic ia l  estimate o f  their 
consolidated revenue cost i s  made public. In particular, no information on this issue i s  provided in the 
budget document, hindering transparency and accountability, and reducing the scope for meaningful 
scrutiny of these activities by the Parliament and the public in general. 

Contingent liabilities and tax expenditures should be subject to an explicit trade-off against new 
spending initiatives and should be as transparent as possible. Ideally, as in the case o f  government 
lending, the direct impact o f  tax expenditures should be budgeted in gross terms both o n  the revenue 
side and on the expenditure side. However, as the explicit budgeting o f  tax expenditures may be 
diff icult in some cases, a consolidated assessment o f  a l l  tax expenditures should be attached to the 
budget document. France, f rom which the Dj ibout i  budget system i s  inspired, requires the executive to 
present to the legislature such a consolidated statement, even though it i s  no t  subject t o  a vote by 
Parliament. 

5.3.4. Budget presentation: linking expenditures to policy priorities and outcomes 

The content of the budget could be improved, by better spelling out policy and program objectives 
underpinning the proposed allocation of resources. Future state budgets could be more specific 
regarding the annual program targets and monitoring indicators, at least for  the PRSP pr ior i ty sectors. 
In Djibouti, the budget law package includes the cover note and explanatory statement, the body o f  the 
law, and discussions o f  projected revenue and expenditure, as wel l  as a number o f  appendices that 
include extra-budgetary funds, and a statement o f  budgeted staff, the essential feature o f  which seems to 
be i t s  invariability. This relates to the problem o f  the built-in inertia o f  budget expenditures. As 
discussed earlier, a key reason for existing budget rigidity i s  that a large part o f  current expenditures i s  
taken by wages and salaries (over 52 percent o f  total current spending). Be ing  covered by legislative 
commitments, mandatory wage outlays are not easily changed in the course o f  the annual budget 
process, due to the time taken to identify, plan, legislate, and implement changes in the wage bill. This 
section will argue that up-front pol icy commitment and introducing performance-based budgeting with 
a medium-term perspective can help tackle this challenge. 

The continued reliance on line-item budgeting prevents any mechanism for linking budgets to 
government policies. Sector budgets continue to be allocated on the basis o f  inputs rather than outputs 
and outcomes33. With the wage bill dominating the current spending por t ion o f  the budget, the 
remaining economic items, particularly materials and supplies, tend to get squeezed when there i s  

32 The CFAA (2004) points to  three extra-budgetary accounts that are st i l l  not  included in the budget 
33 Preparing budgets by inputs, o r  l ine items, according to  economic classification categories (wages and salaries, 
materials, and so on) 
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shortfall of funding. Hence, sectoral expenditure planning i s  focused on budgetary inputs, with l i t t le  
attention being given to expected outcomes and their links to sectoral policies. As a result, the Ministry 
of Finance at the start o f  the annual budget preparation process focuses pr imari ly on the level of 
increase to be applied to the main expenditure items (wages, utility costs). 

I n  the absence of more strategic budget allocation procedures, budgets become led by inertia rather 
than by policy and expenditure prioritization, with incremental budgeting the result. Incremental 
budgeting refers to the practice o f  the Ministry o f  Finance to merely add percentages, guided by an 
inflation projection in the budget circular, to their previous years’ budget. In theory, spending ministries 
should be responsible for compiling their own draft estimates within the prescribed medium-term 
ceilings, and in accordance with instructions issued by the Ministry o f  Finance. However, as explained 
earlier, budget preparation work i s  carried out by the Minister o f  Finance with l imi ted participation by 
line ministries. 

The budget’s functional classification is too aggregated and that does not offer a sufficiently detailed 
view of resource allocations among sectors. Expenditure classification improved significantly in 
recent years with the adoption o f  the economic and functional classification o f  IMF GFS. But this 
classification i s  yet not fully applied and the expenditure classification method does not al low to  ho ld 
individuals accountable for results. Expenditure i s  presented by chapters (investment, personnel, 
materials, transfers). Each chapter presents the functional composition o f  expenditures, divided into 
ministries, and subdivided into directorates or units. But the current budget classification does not  
provide the detail necessary to assess the impact o f  budget allocations on outcomes. This results in a 
loss of polit ical visibility for the government, and makes i t  diff icult for the legislature to compare 
government pol i t ical  objectives and programs with the allocation o f  public funds. The lack o f  detailed 
information on the allocation and use o f  budgetary resources reduces donor confidence in the budget, 
undermining the government’s strategy to gradually increase the share o f  of f ic ia l  grants to  finance 
expenditures. Finally, the broad classification hinders effective measure o f  the efficiency and poverty 
incidence of public expenditures, therefore neutralizing the necessary monitoring o f  the impact of 
public intervention. Likewise, during execution, expenditure returns by l ine ministries as we l l  as the 
accounting process in the Ministry of Finance are exclusively performed o n  the basis o f  the economic 
classification. Budget execution data by government functions i s  therefore not captured by the 
accounting system, and i s  simply calculated by aggregating those monthly expenditure returns 
submitted by l ine ministries along sectoral lines. 

Expenditure prioritization would also be easier if the budget process generated a better sense, not 
only of where public monies are being spent, but also what is being achieved with them. Such 
information would also make the diff icult trade-offs, which the need for fiscal adjustment makes 
unavoidable, easier to judge. Dj ibout i  state budget unfortunately resembles that in many other countries 
in that spending tends to vary incrementally fi-om one year to the next. This behavior breeds status quo 
budgeting: calculating the resources needed to continue existing services, and paying l itt le attention to 
how the budget might be used to improve the efficiency or quality o f  public services or what the real 
trade-offs are in the necessary redeployment o f  public resources. The move to a greater performance 
orientation o f  the budget would help strengthen sector ministries’ responsibilities for preparing budgets 
according to their sectoral program priorities and expected outcomes. The introduction o f  a simple 
program area classification within the budget can help make explicit the linkages between sector 
policies and budgetary allocations and to strengthen the role o f  sector ministr ies in expenditure 
prioritization. But greater involvement in the budget preparation process would need to be accompanied 
by shifting accountability for  sector budget outcomes. This means that budget appropriations would 
need to move beyond the current administrative classification (by ministry and by directorate) and 
identify specific agencies responsible for results. 
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Moving towards performance-oriented budgeting could be done gradually Perhaps the most 
pragmatic and effective way to  start l inking resources and outcomes in the budget i s  to  specify the 
activities that will be carried out if the money i s  forthcoming. Indeed, many countries seeking to inject 
sophisticated performance measures into pol icy debate have been stalled by sterile controversy over 
whether particular indicators are outputs or outcomes. Measuring performance can then become an 
exercise in taxonomy, and those trapped in this mindset often lose sight o f  that basic link between the 
government and i ts citizens: the services being provided. 

Aj i rst  step in thatprocess might therefore be to enhance the budget classification in a way that better 
identifies what services are being rendered. At present, chapters are the basic unit for compil ing the 
budget, voting appropriations, and managing expenditures. For each ministry and agency, chapters are 
breakdown in to  line items common to al l  chapters (i.e., essentially an economic classification). 
servicelactivity classification o f  specific indicators would the way for l ine departments to identi fy their 
ma in  lines o f  work  performed within each budgetary chapter, and possibly within each budgetary 
institution as well. In performance-oriented budgeting, they would be the main  means by wh ich  the 
Government provides budgetary information and guidance on  i t s  services and activities. They wou ld  be 
the channels through which information would f low concerning the impact o f  expenditure policies on  
the volume, cost, and quality o f  services. 

A second step would be to integrate gradually performance budgeting with a medium-term 
expenditure framework. In the suggested activity-based approach to performance budgeting, the budget 
baseline wou ld  for instance number the schools/classrooms to be built and operated under approved 
policies, and the additional schools and classrooms to be built and operated under proposed or  adopted 
pol icy changes. I t  would show similar baselines and adjustments for other major education activities as 
well as for activities in other sectors. Projected changes in service levels wou ld  be estimated f o r  each 
year covered by the medium-term expenditure framework. 

Box 5.3 Diibouti: Medium-Term expenditure Framework: What i s  it? 

A Medium Term Expenditure Framework (MTEF) frames annual budget decisions in terms o f  the resources available - through 
current revenue or borrowing - in future budgets. The basic elements o f  an MTEF include aggregate fiscal constraints set in advance of 
specific spending bids; baseline (or forward) estimates o f  the spending contemplated for each o f  the next several years under approved 
policies; the allocation of spending targets to each budget chapter; rules for updating the baseline in response to new data or decisions; 
procedures for trading off between or within budget chapters and for measuring the budgetary impact o f  proposed or adopted pol icy 
changes; and preparation of annual budgets that are consistent wi th  the MTEF. With an M T E F  in place, the government l imits budget 
allocations to the amount i t  intends to spend in each of the next several years. Moreover, when the government decides the budget for 
the year immediately ahead, i t  also decides the amounts that should be spent on account o f  policy changes in the out-years as well. 
Although there i s  no standard time length, the M T E F  typically extends two or three years beyond the budget year. The amounts 
authorized for each year covered by the MTEF comprise the budget baseline (or forward estimates). This baseline i s  maintained by the 
Finance Ministry and represents, in budgetary terms, al l  approved government policy. The baseline i s  the starting point for each year’s 
budget cycle. In lengthening the time horizon of the budget, the MTEF also shifts the focus o f  budget decisions from the details of 
expenditures to policy changes, and i t  encourages ministries and budgetary institutions to shift resources from lower to higher priori ty 
programs. Budgeting becomes the process b y  which the baseline i s  rolled forward, updated, and changed each year. 

In order to reap the benefits in fiscal discipline and allocative efficiency o f  a true MTEF, governments need to transform medium term 
outlook from a prospective exercise into an authoritative budgetary statement o f  the spending approved under authorized policies for 
each o f  the next several years. This involves much more than merely lengthening the  time horizon o f  budgeting. To be  useful, the 
M T E F  should establish the fiscal boundaries within which the annual budget is made and expenditures are authorized; and span al l  the 
financial resources allocated b y  government. To constrain spending, the M T E F  must be approved by the government and be the basis 
on which budget estimates are prepared and voted. To encompass government finance comprehensively, the M T E F  must include al l  
financial flows to or from state entities and any extra-budgetary funds established by law. An MTEF w i l l  add l i t t le value i f  i t  i s  
confined to the routine transactions that are now formally included in the state budget. One o f  the biggest gains from having a medium- 
term framework would come from incorporating matters that have been excluded from the budget. 

In concept, an MTEF i s  simple; in application, i t  entails an array o f  rules and procedures as well  as political engagement and support. 
T h e  approach w i l l  fail, however, if i t  seen merely as a technocratic exercise in which Ministry o f  Finance experts specify budget limits. 
To be useful, the M T E F  must become an instrument to commit senior pol icy makers to common goals, and to share a common vision 
of strategic priorities across ministries departments. For i t  to succeed, i t  must therefore be supported by a similar effort at bui lding 
expenditure programming capacity in line ministries, as within the budget department. To  maintain this strategic value, MTEF can 
remain hlghly aggregated, with only a sum specified for each budgetary chapter, and perhaps also with amounts set forth for the most 
important Government initiatives. The detail o f  expenditure programs, however, can be dealt with on an annual basis in the state 
budget. 

Source: World Bank, Czeck Republic Public Expenditure Review, 2002 



5.3.5. Planning and Budgeting of Capital Expenditures: moving towards greater strategic 
selectivity 

The Public Investment Program in Djibouti is, as in many other developing countries, highly 
dependent on external aid and does not provide an accurate estimate o f  capital expenditures because it 
also includes recurrent outlays. I t  also reflects many o f  the shortcomings associated with dual 
budgeting, even though the budgeting processes for recurrent and investment expenditures are now 
deemed to be combined. 

Public investments are planned and funded according to a ‘residual’ approach to investment 
budgeting, rather than based on sectoral investment strategies. Capital expenditure i s  usually the 
spending category that i s  the most affected by sudden budget cuts and ceilings. However, the existing 
challenges in capital budgeting are not only related to the leve l  o f  investment spending, but also, and 
primarily to the quality of investment budgeting. Indeed, there i s  lack o f  adequate economic/financial 
analysis o f  investment proposals, while tools for  efficient inter- and intra-sectoral allocation o f  the 
available investment resources remain underdeveloped. There i s  n o  proper project evaluation and 
analysis. Targeted technical training would help strengthen institutional capacity to  carry out an 
integrated analysis of input mix imbalances within major programs, conduct technically sound cost- 
benefit analysis of proposed investment projects, structure contracts and evaluate bids, and better 
monitor project implementation. 

Until recently, the Government did not have a real investment strategy, which would be based on 
realistic estimates of investment needs of the public sector, availability of resources, and a clearly 
spelled out set of priorities. M a i n  budgeting decisions lack strategic and are often driven by a desire to 
complete unfinished construction or by purely populist interests. The investment program i s  a 
combination o f  specific sectoral projects, which are often initiated and prepared by donors, and 
implemented by sectoral ministries under donor supervision. Whi le donor-financed capital investment 
projects are broadly consistent with larger sectoral priorities, recurrent costs o f  existing investments are 
grossly under-funded, and the recurrent cost implications o f  a growing investment program are not 
systematically taken into account. 

The efficiency of public investment could be enhanced through the determination its fiscal impact. 
The size and composition o f  an annual investment program should be chosen talung into account i t s  
short- and longer-term impact on government finances. This requires detailed projections of any multi- 
annual outlays to cover construction costs, future operation and maintenance, and debt service, and of 
any direct revenues (e.g., user fees) from the projects. These projections are needed for a reliable 
assessment o f  the consistency of the proposed investment program with financing availability, short- 
term macroeconomic stability, and longer-term debt sustainability. Insofar as possible, any quantifiable 
impact on productive potential, and therefore o n  growth and tax revenue over the longer term, should 
also be assessed. Currently, the current budget provision for capital maintenance o f  basic public 
services i s  only fifteen percent of the required amount o f  annual investments. 

The lack of general multi-year budgeting in Djibouti has impaired efficient planning of public 
investments. Since the implementation of major investment projects takes more than one year, a longer- 
term budget vision i s  necessary to assure their suffcientlsustainable financing. A multi-year framework 
i s  also important to foresee the future recurrent costs associated with the undertaken investments. Yet, 
under the current arrangements, the government implements the investment programs within annual 
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state budgets. In 2004, the government prepared for the f i rs t  time a set o f  medium-term investment 
projections consistent with the overall policy priorities, and the macroeconomic framework 
underpinning the PRSP. Yet, as discussed in Chapter 2, Dj ibout i  authorities are in the process o f  
revising the publ ic  investment program to provide a more realistic and detailed set o f  proposals that 
would be presented to the donor community for funding in the context o f  the Consultative Group 
meeting to be he ld  early next year. 

5.5. Budget execution 

5.5.1. Budget unpredictability: low budget execution rates 

Budget execution is still undertaken in a “crisis management” mode leading to budget uncertainty 
and loss of budget credibility. Budget credibility requires actual budgetary releases to be similar to 
budget plans and calls for appropriate fiscal discipline to be in place. Also frequent changes in 
authorized budget amounts should be avoided. Budget outturn measured by executed expenditures in 
recent years reveals a picture that i s  substantially different f rom the originally voted budget. This i s  a 
matter of concern, as it implies that the budget lacks credibility and that the execution process has 
strongly distorted public expenditures choices made in the budget preparation process within the 
government and subsequently adopted by the National Assembly34. Figure 5.1 illustrates the annual 
deviation o f  budget execution . The use o f  the budget deviation index i s  a simple methodology for 
measuring overall budget predictability (whether the Budget L a w  gives an accurate estimate of final 
expenditures). The index expresses the sum o f  the absolute value o f  budget deviations as a percentage 
of the originally approved budget expenditures. The analysis indicates that the deviations between the 
approved and executed budgets were significant. 

Figure 5.1 Djibouti: Budget Execution, 1999-2003 (actual-versus- 
budgeted), annual percent deviation 
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34 Part of the discrepancies between executed budget (payment order stage) and in i t ia l  budget (“Loi de Finances Indicative, LFI”) have been 
formally adopted by  the National Assembly, through Budget revision laws (“Loi de Finances Rectificative” , LFR). 
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Table 5.1 Djibouti: Budget execution (actual-vs.-budgeted allocations, in million DF), annual variation, in percent, 1999-2003 

Revenues and grants -8 -4 -1 2 -5 -6 
Total  revenue 

Tax  revenues 
D i r e c t  taxes 
Indirect  taxes 

N o n  tax receipts 
Official grants 

Total expenditure 
Current  expenditure 

Wages and s a l a r i e s  I /  
M a t e r i a l s  
M a i n t e n a n c e  
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I n t e r e s t  
F o r e i g n - f i n a n c e d  d e v e l o p m e n t  programs 

Domesticallv financed 
Capital  expenditure 

-4 -1 -6 -3 14 
-4 -1 -6 -1 6 
-6 -5 -7 -2 -1 
-3 2 -5 -1 11 
-6 22 -1 0 -1 4 47 
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Foreign financed I -34 -42 -54 -33 -36 
Source: Djibouti MoF. LFI,LFR and TOFE, 1999-2004 
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Wage and salaries, transfers are better protected in the budget execution process than other 
expenditure categories. The need to protect wages and salaries renders adjustments in the course o f  the 
budget exercise diff icult. In order to safeguard these payments, the authorities at times have to cut other 
expenditure items that are considered priorities for poverty reduction. By contrast, as shown in Table 
5.1, capital outlays, and in particular foreign-financed capital expenditures, display very l o w  execution 
rates that affect service delivery and the productivity o f  investments, which both require regular f l ow  of 
budgetary funds. As Chapter 7 will illustrate, l o w  execution rates o f  non-wage operations and 
maintenance (in particular, spending on essential materials, supplies, and basic equipments) have 
affected service delivery in the health sector. 

A number of factors explain the low execution rates. Delays in granting o f  spending authorizations by 
the Ministry o f  Finance may help explain l o w  execution rates. Another factor that limit the 
Government’s abil ity to ensure more predictable and more strategic budget outcomes include high 
dependence on donor financing, which creates additional uncertainty due to constant delays with 
disbursement o f  foreign credits The immediate problem with external deficit financing pr imari ly 
relates to slow predictability and general delays o f  external disbursements, which made a significant 
contribution to l o w  efficiency o f  budget planning. 

5.5.2. Expenditure execution in Djibouti 

The legal framework governing public finances in Djibouti still bears the hallmark of the French 
tradition. Public finance management in Dj ibout i  i s  based o n  1992 Constitution and the texts adopted in 
1968 comprising the public financial and procurement regulations o f  the French Territory o f  Afars and 
Issas. The 1992 Constitution grants a predominant role to the President o f  the Republic, Head o f  State 
and Government for a l l  practical purposes. As chief  executive, the President concurrently holds power 
of legislative initiative, with full regulatory powers. For instance, financial regulations authorize the 
President to suspend or reduce import or export duties o n  goods for a three-month period, subject to 
renewal. This i s  tantamount to giving the President authority with respect to rates and collections. When 
i t  comes to governance finances, the President i s  the sole ‘authorizing’ authority (ordonnateur principal) 
with the Prime Minister playing a secondary role. B o x  5.4 br ief ly reviews the four phases o f  the 
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expenditure execution process in Dj ibout i  and the respective roles o f  the ‘ordonnateur principal’ and the 
accounting officer. 

Box 5.4 Djibouti: Expenditure execution in Djibouti 

Budget expenditure execution relies on the separation of roles between the authorizing authority (ordonnateur principal) 
and the accounting officer (comptable) functions typical of the French-style systems. The President o f  the Republic 
delegates sole authorizing authority to the Min is te r  of Finance. The Finance Directorate commits and authorizes expenditure 
o n  behalf o f  the Ministers and the  Paymaster General (Tresorier payeur national) makes the relevant payments. The Budget 
Controller i s  also invo lved in the commitment and authorization phases. The expenditure procedure includes the four 
traditional phases o f  commitment (engagament), validation (liquidation), administrative authorization (ordonnancement), and 
payment (paiement). 

Commitment phase. Expenditure i s  init iated by the credit management authority, who contacts the supplier o f  goods or 
services, and, in return, obtains a pro-forma invoice, which i s  forwarded to  the Ministry o f  Finance along with an order fo rm 
in four copies. The documentation i s  approved by the Finance Directorate and forwarded to  the budget controller, who  
verifies the status o f  the management authority, budget application, available allocated funds, and the fo rm and val idity of the 
documentation. T h e  existence of an advisability check (controle d’opportunite) i s  not  yet clearly established. After 
acceptance, the expenditure i s  entered into the register, and a parallel entry i s  made in the computer system. The 
documentation i s  then forwarded to the credit management authority who addresses the validated order f o r m  in duplicate to  
the supplier. 

Validation and authorization. After the service i s  rendered, the supplier remits the f inal invoice and one copy o f  the order 
from to the credit management authority, who approves the invoice to  indicate service rendered, validates the expenditure 
and prepares a delegated payment order. The expenditure documents are forwarded to  the Finance Directorate, which 
conducts an init ial  control procedure identical t o  the control carried out during the commitment phase, and repeats the 
validation calculations. When the payment order i s  approved, the expenditure documents are sent to the budget controller, 
who  conducts the same control as the Finance Directorate, authorizes the payment order, and forwards the documents to  the 
Accounting Sub-directorate of the Finance Directorate, which enters it manually into the register, and a credit advice or cash 
voucher (bon de caisse) i s  issued. The documents are then forwarded to the authorizing authority, who approves them and 
remits them to the Paymaster General t o  be processed for payment. 

I n  Djibouti, expenditure execution remains cumbersome, with superfluous control procedures- The 
introduction o f  budget control into the expenditure execution procedure i s  tantamount to separating the 
control function f rom the execution function, which involves an extra step, complicating a procedure 
that ought to be fairIy expeditious. Expenditure can be committed and authorized in the same day, in 
case of need. However, most expenditure presented for commitment in fact has already been executed, 
or should be treated as such. The pro forma invoice i s  generally only a copy o f  the final one, and i s  
presented immediately after (or simultaneously with) commitment and processing for payment, if 
sufficient liquidity i s  available. The service, certified as having been executed, has often not  even been 
rendered yet. Under these conditions, control procedures become purely notional and the commitment 
function fails to fulfill i t s  intended purpose o f  regulating expenditure. The procedure i s  also unduly 
permissive, as it fails to prevent the accumulation o f  payment arrears. However, this practice i s  
currently encountered on a fairly limited scale, as suppliers attempt to obtain advance cash payment for 
government orders as a precautionary measure. Moreover, such as a procedure i s  not  conducive to 
accountability among credit managers, as the final decision o n  the order i s  not up to them. At the same 
time, the financial controller function has been weakened to the point that sometimes commitments 
being discharged are n o  longer recorded. In some cases, this has l ed  to  the creation o f  additional 
administrative steps by the financial controller, usually rely ing o n  manual transmission o f  information 
(as he i s  generally located in l ine ministries). This additional control, can only serve as an information 
device since it occurs too late in the expenditure process to block an unwarranted expenditure. 
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Lack of accountability in the expenditure process has contributed to weaken efficient prioritization of 
expenditures. When a budget i s  cash-constrained, the treasury naturally becomes a prominent center o f  
power. This situation can create a diff icult balance o f  power, because the director general o f  the trksor 
often chooses w h o  he/she sides with. For example, the director general may be a close relation to the 
president, who has ultimate control over which checks are effectively paid. By contrast, the minister o f  
finance must then rely on the budget department to monitor the fiscal situation. The twin set o f  controls 
described above becomes a power struggle where the treasury usually has the final say. The power 
struggle may also result in the trekor on the side o f  the prime minister or the minister o f  finance, leading 
to a different, but equally damaging impact on the public expenditure process. In any case, these 
practices undermine both the budget process and the credibility o f  the government. They also explain 
the difficulties experienced by the recently created cash-management-plan committee, linking 
prioritization decisions over expenditures to commitments made, and streamlining controls even if they 
are redundant. On the other hand, the absence o f  link between the person who orders the goods and 
services f rom a supplier, and the one who orders the payment, has led to an avoidance o f  responsibility 
within l ine  ministries, an indifference to expenditure prioritization and, conversely, an incapacity in the 
ministry o f  finance to properly prioritize payments. These factors have led  to  wrong incentives, 
impeding the reconciliation of  commitment with payment data, and the proof  of  effective delivery 

Stronger transparency and accountability in financial management will help reduce the recourse to 
expenditure procedures that undermine budget discipline. In Djibouti, an increasing number o f  
expenditures not subject to the general spending procedures generally includes: 

Urgent delays, such as duty travel and related expenses or debt maturities whosepayment 
must take priority over all other pending payments, and required expenditure for which 
no remaining funds are available. Such expenses are processed for payment directly by 
the Treasury, without prior commitment or  administrative authorization, and are applied to 
the operations account pending regularization with the National Treasury. They are 
regularized at the end o f  the fiscal year, or o n  request, to the extent that the relevant funds 
are available. Such expenditure i s  much more serious factor in the process o f  accumulating 
arrears, as it i s  beyond the scope o f  the commitment and authorization units, and i s  most 
often reflected in overruns o f  available budget appropriations. 

PIP expenditures, that are often executed directly by donors and lenders, or through 
bank accounts with commercial banks, in Djibouti or abroad. Most  extraordinary budget 
expenditure -counterparts o f  external assistance and domestic financing for  investment 
projects- i s  executed in the form o f  transfers to  bank accounts which may be opened with 
commercial banks in the name o f  the projects involved. Once transferred to  the bank 
accounts, such expenditure i s  n o  longer monitored by the Ministry o f  Finance, and i t s  
ultimate use can non longer be controlled. Accordingly, i t constitutes a blind disbursement. 

Cash advance expenditure. A special category i s  expenditure o f  embassies and domestic 
districts (districts are domestic administrative territorial units with a paying officer who 
settles certain decentralized expenditure decided by the district authorities). The 
administrator’s funds are replenished o n  the basis o f  monthly expenditure authorizations. 
Advances are then regularized in the budget accounting system when the supporting 
documentation i s  submitted. However, such regularizations are not applied regularly, as 
such, expenditure i s  frequently carried out without the in i t ia l  authorizations, to the extent of 
exceeding appropriations for the line i tem in question. 

Suspense accounts. Suspense accounts were in i t ia l ly  designed to ensure that every 
transaction got recorded, even if temporarily, until comprehensive information might be 
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available for proper records. However, delays in the circulation o f  information, the absence 
of integration between the budget execution phase and accounting records, and the over- 
centralization o f  the accounting process, have substantially increased the size o f  suspense 
accounts. T h e  size o f  these accounts i s  especially difficult to keep track o f  since, in the 
absence o f  effective closing at the end o f  the year, suspense accounts are never purged. 

(v) T h e  current practices of submitting payments for processing before the order is in fact 
executed, based on a false certification o f  the service rendered, are a byproduct o f  the 
government’s loss o f  credibility. The only advantage o f  such a situation i s  that the 
government does not accumulate further payment arrears. This established habit, however, 
wi l l  be diff icult to break once a normal financial situation has been restored. Accordingly, 
such practices should be monitored closely through periodic on-site supervision. 
Government suppliers should also be clearly informed o f  the r i sks  involved in executing 
orders without prior approval f rom the Ministry o f  Finance. T o  that end, the respective 
roles o f  the budget controller and finance directorate must be specified: just one approval 
should make it possible to undertake commitments on behalf o f  the government. The 
authorizing authority must therefore be clearly identified - a clarification that i s  urgently 
required, before the expenditure procedure reform i s  in fact implemented. 

5.5.3. Cash management and budget arrears 

Fiscal rationale of the cash-management system. Djibouti’s narrow domestic resource base has 
resulted in a structural gap between government expenditures and government revenues. Although 
efforts towards stabilizing expenditures and enhancing revenues have reduced this gap in recent years, 
the country remains strongly dependent on external donor assistance, which has been characterized by 
unpredictability o f  funds, disbursement delays, and often lower than expected levels. The fiscal 
situation therefore remains highly vulnerable to unexpected revenue shortfalls andor  liquidity 
bottlenecks. The authorities have to face this challenge with a highly l imi ted fiscal pol icy toolkit for 
adjustment. First, i t s  currency board regime renders the monetization o f  the fiscal deficit impossible. 
Second, they have to adhere to strict fiscal discipline, in order to satisfy IMF-program performance 
benchmarks. Third, external financing i s  l imi ted to grants and highly concessional borrowing, and the 
demand largely exceeds the supply. Within the “fiscal straightjacket”, budget overruns resulted in the 
accumulation of arrears. T o  reverse the trend o f  accumulated arrears and offset the fiscal slippages 
recorded by end-2000, Dj ibout i  introduced in April 2001 a drastic cash flow plan, aimed mainly at 
maintaining monthly spending in line with projected revenue. 

The successful implementation of the cash-management system was predicated on key conditions, 
including the following: (i) the building o f  a consensus among l ine ministries for strict adherence to the 
cash flow plan objectives; (ii) the need to strictly observe prioritization retained in the cash flow plan; 
and (iii) the ministry o f  finance being in a decision-malung position regarding non-priority spending. 
Regarding the f i rs t  condition, the authorities adopted the cash f l ow  plan by presidential decree on M a y  
23, 2001, providing a legal foundation for, and a polit ical back up to, the new treasury instrument. With 
respect to the second condition, the decision was made not t o  r o l l  over the next month’s uncommitted 
spending in the current period. Finally, to strengthen implementation o f  this plan, it was agreed that the 
ministry o f  finance would retain authority over the amount o f  non  pr ior i ty spending that can be 
committed each month by line ministries. A government cash f l ow  management commission was set up 
under the chairmanship of the prime minister’s chief o f  staff( including the director o f  finance, 
budgetary control treasury, and revenue, as wel l  as representatives o f  the pr ime ministers’ office, D a y  to 
day cash f low plan monitoring activities were carried out by a technical committee made up of the 
deputy directors of finance, budgetary control, accounting, and the head o f  the treasury’s research and 
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programming unit). T h e  main task of this commission was to design, monitor and implement this plan, 
engineered o n  the basis o f  the budget. 

The effectiveness of the cash-management system has been mixed so far. Measured by i ts  original 
objective o f  tightly controlling expenditure levels and being able to flexibly and quickly adjust to 
revenue shortfalls, the cash management system has achieved mixed results. Since i t s  introduction, 
there have been appreciable gains in macroeconomic stability and in fiscal balance. With the 
strengthening of the budgetary process by last 2000, and rigorous implementation o f  the treasury cash 
management p lan  since April 200 1, Dj ibout i  was successful in bringing government spending in l ine  
with available resources, thus, triggering for the f i rs t  time in years, a decline in the outstanding stock o f  
arrears (estimated at 27.8 percent o f  GDP by end-2002). Furthermore, aware that they were a major 
constraint in the face o f  economic revival, the authorities adopted by end-2002 a comprehensive plan to 
gradually clear al l  validated domestic payment arrears. 

However, the goal of completely avoiding a further accumulation of payment arrears seems not to 
have been achieved. Gradual, ad hoc adjustments have eroded the distinction between the 
administrative and accounting phases, at the expense o f  budget cross-verification. However, arrears 
were narrowly defined as accounts payable for more than 30 days, but this definition excludes other 
types of arrears which are not recorded as accounts payable (See B o x  X for a review o f  the different 
sort of budget arrears). Increasingly, Dj ibout i  officials have applied circumventing practices that 
weaken budget discipline. For  example, i f  the actual control point i s  at the payment order stage, 
commitments are made but payment orders never issued (for lack o f  transmission o f  the relevant 
vouchers to the ministry o f  finance or because the ministry itself prefers holding it back). This gives r i se  
to the DENOs that plague many francophone Afncan countries. If there remains a control point  at the 
commitment stage, commitments may be entered without recording them properly, giving rise to off- 
budget expenditures. In sum, the build-up o f  arrears reflects an incomplete system o f  commitment 
controls. 

I n  order to produce the information required for verification and cash-management monitoring, 
special funds procedures have been generalized. There i s  a legitimate need for these procedures in 
francophone African countries: some areas are remote, for  instance, and communication i s  inefficient, 
justifying the use o f  “advance mechanisms” (rkggies d’avance) to increase government efficiency for 
certain specific expenditures. Unfortunately, these procedures have instead been used by Dj ibout i  
central public agencies with the polit ical clout to impose their own expenditure priorities and timing. 
Special funds have sometimes been used either without requesting pr ior  payment order (in which case 
the special fund i s  equivalent to an unlimited capacity to draw o n  general resources, with n o  controls), 
or by creating special accounts which usually benefit f rom earmarked resources (this reduces 
accountability in the use o f  resources); and similar to the special funds, the ordres de paiement (OP) are 
payments requested o f  the accountant in the normal way, except that they are not accompanied by 
vouchers. Emergency needs init ially justif ied such orders, but they soon became common in Djibouti. 
Gradually, as these OP were not matched with init ial appropriations by the financial controller or by the 
relevant control in the l ine ministries, the normal expenditure process and the need for budget 
authorizations were totally circumvented. 
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Box 5.5 Djibouti : Arrears and DENOs (Depenses Engagees Non Ordonnancees) 

T h e  distinctions between the different sorts of arrears are useful t o  illustrate where the ma in  weaknesses are in the various stages o f  the 
expenditure process. They a l l  correspond to  government l iab i l i ty  beyond the due date, and hence, need to  b e  addressed systematically to 
avoid favor ing c i rcumvent ing behaviors: 

Arrears are expenditures wh ich  have passed stage 3 o f  the expenditure process (the payment order has been issued), but have not  
completed stage 4 (the check has no t  been issued or the payment has n o t  effect ively been made) w i th in  a certain per iod of t ime. 
Af ter  this per iod,  these should b e  considered treasury arrears. Thei r  accumulation gives the tresor the ab i l i t y  t o  decide wh ich  
checks effectively wil l be pa id  first, thereby leaving the door open to fraud and abuse. 
DENOs (expenditures that have been committed but for wh ich  no order to  pay  has yet been issued) are expenditures wh ich  have 
completed stage 1 and 2 (they have been committed and generally verified) bu t  no t  stage 3. They  usual ly  emerge when there is  
close m o n i t o r i n g  o f  treasury arrears as defined above. A l though they are d i f f icu l t  t o  monitor, i t  i s  interesting that the Fund has 
occasionally negotiated and set ceilings o n  their accumulation. 
Some erpenditure is not even committed formally (although supplies are delivered). By extension, the name DENOs i s  often also 
applied to  t h e m  although they did no t  reach even stage 1 in terms o f  the accounting record. 

These failures interact with (whether they are encouraged by them or whether a stock o f  arrears fosters these malpractices) specific 
expenditure processes, or payment mechanisms: 

T h e  ordre de paiement (OP) i s  an expenditure immediately pa id  by the trdsor f o l l ow ing  an order o f  a Minister, meant t o  be 
regularized later. Or ig ina l ly  designed for exceptional circumstances, the use o f  OPs has expanded to  the point  that in some 
francophone A f r i c a n  countries, most  of the expenditures have been settled through OPs, generating arrears fo r  regular budgeted 
items, and eventual ly for OPs as w e l l  (although they were supposed to  b e  pa id  immediately). 
T h e  mandaternentpour ordre e n f i n  d’exercice are OP’s H issued for a series o f  expenditure that has been c engagee )) but not  
“ordonnancee (a DENO) with a v iew  to accelerating cash payments before the end o f  the fiscal year. Wh i le  this type of 
expenditure reduces the stock of DENOs, the actual a im  is  to  secure a payment w h i l e  ensuring that the necessary approvals and 
checks cannot b e  performed, leav ing an uncertainty as to  the exact nature o f  the expenditure i tem. Once again, regularization i s  
supposed to take place later. 
T h e  ddpenses par  rdgies d’avance were designed to  speed up the expenditure process and they d o  n o t  follow a l l  i ts  stages: 

payment i s  made  jus t  after stage 2 and the other stages are regularized ex post. A regie d’avance operates l i k e  the special or 
imprest accounts that donors establish to  speed up disbursements fo r  their projects; 

Source: Lionert,  2002 

Moreover, cash-management system as currently applied it has affected expenditure prioritization. 
Decision-malung o n  releases of budget allocations to l ine ministries follows in practice an ad-hoc, not 
transparent process, which concentrates discretionary powers in the Ministry o f  Finance and the Prime 
Minister’s office. There are also indications that the cash-management system was a major factor 
behind the l o w  execution rates of expenditures on goods and services by l ine ministries. In order to 
prevent a liquidity crisis due to a serious shortfall in domestic revenues and delays in disbursement of 
budget support, the government strictly limited spending authorizations. Many  line ministry officials 
reported not having received any spending authorizations for goods and services before May. 
According to them, this strongly disrupted their ability to implement their programs. 

Substantial delays occur between commitments and actual payments, and some commitments remain 
outstanding. The necessity o f  monitoring closely the impact o f  cash payments on bank financing and 
easily reconciling above- and below-the-line data has demanded the creation o f  instruments such as the 
tableau des opkrations financizres de I’ktat (TOFE) (fiscal tables) and a cash plan. However, 
substantial delays occur between commitments and actual payments, and some commitments remain 
outstanding. Therefore, the reconciliation o f  above-the-line data o n  a commitment basis with financing 
data i s  not  straightforward. One must extract commitments for multiyear operations with n o  good or 
service delivery during the fiscal year, and split the rest between (a) regular nonbank short- short-term 
supplier’s credit; and (b) payment arrears (both as nonbank-financing items).20 These additional 
requirements ‘have contributed to the relative lack o f  interest in commitment controls at a time when 
such controls should have been strengthened to enforce hard budget constraints and limit 
circumvention. 
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A number ofpolicy implications can be derived from this analysis: 

(i) Cash monitoring and the emphasis on the TOFE should not shwt priorities away from good 
accountingpractices. There i s  often a misconception that the TOFE i s  an accounting tool. I t  i s  not: i t  i s  
essentially a tool to monitor budget implementation. Even when the trdsor i s  in a position to compile 
the lines o f  the TOFE on the basis of account balances, i t  i s  useful to give responsibility for  putting 
together the f ina l  numbers (including those produced outside the trdsor) to a forecasting unit whose 
focus i s  o n  economic development and policies. 

(ii) Arrears monitoring is obviously critical, but must be applied to the whole expenditure process. 
Otherwise, n o t  only does it paint a biased picture o f  the actual situation, but it also provides incentives 
to  create other types o f  arrears where there i s  no monitoring (e.g., the DENOs). 

(iii) Even when short-term cash monitoring is necessary, strengthening commitment control should 
remain a priority for sound public expenditure management. The monitoring o f  actual budget 
implementation and auditing should receive greater emphasis. Sources o f  financing should always be 
included in the budget documentation to (1) provide a more comprehensive view, (2) increase 
awareness about the financing constraints at the time o f  budget presentation, and (3) foster 
transparency by allowing for disclosure (and discussion) o f  the potential impact o f  nonfinancing items. 
There i s  n o  point  in insisting that the LdR be submitted to parliament if the compte de gestion 
(accounts kept by the public accountants and reflecting the effective use o f  funds-the payments) and the 
compte administratif (accounts kept by the ordonnateur and the financial controller reflecting the use 
of budget appropriations) are not included. 

(iv) Expenditure execution needs to be substantially streamlined as an excessive number of 
administrative steps and controls nurture rent-seeking behaviors and undermine effective 
monitoring. Duplicate tasks and control procedures remain, particularly the superfluous controls and 
overlapping o f  responsibilities between the Finance Directorate and the Budget Directorate. The recent 
reorganization o f  the ministry of Finance i s  a step in the right direction. The objectives o f  this 
reorganization include: (i) strengthening the budget supervision unit by adding expenditure advisability 
checks to i t s  responsibilities and payroll supervision; and (ii) limiting the role o f  the Finance 
Directorate to  serving commitments and administrative authorizations, and keeping the relevant books. 

(v) Operating efficiently the expenditure execution system critically depends on the quality of the 
staff and the adequacy of incentives. B o t h  are l inked because competent staff familiarized with 
expenditure procedures can only lead to a better budget management system if the staff can genuinely 
be made accountable for mistakes. A move towards performance-based budgeting wou ld  strengthen 
accountability in the expenditure execution process while increasing i t s  efficiency. Consideration could 
be given to enhancing the accountability o f  credit management authorities (paying ministries), who 
would need to be prepared for effective budget authorization management, and to strengthening 
supervision role for the Ministry o f  Finance. In practice, the disbursing ministries would directly 
commit their expenditure after obtaining approval f rom the budget controller, who  would keep 
computerized accounting records o f  commitments. Administrative authorizations would also be 
prepared by the technical ministries, and forwarded directly to the Paymaster General, who would 
ver i fy the degree to which they match the commitment and validation. Such a scheme would simplify 
and streamline the expenditure system, and would substantially strengthen the Minister o f  Finance’s 
supervision powers while leaving responsibility for expenditure choices to the discretion o f  technical 
ministries. 

(vi) Even when short-term cash monitoring is necessary, strengthening commitment control through 
systematic internal audits should remain a priority for sound expenditure management. The 
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monitoring o f  actual budget implementation and auditing should receive more emphasis. Sources o f  
financing should always be included in the budget documentation to (1) provide a more comprehensive 
view, (2) increase awareness about the financing constraint at the time o f  budget presentation, and (3) 
foster transparency by allowing for disclosure (and discussion) o f  the potential impact o f  nonfinancing 
items. There i s  n o  point in insisting that the LdR be submitted to parliament if the compte de 
gestionaccounts kept by the public accountants and reflecting the effective use o f  funds-the payments) 
and the compte administratif (accounts kept by the ordonnateur and the financial controller reflecting 
the use o f  budget appropriations) are not included 

5.5.4. Budget ‘technical’ efficiency: improving civil service and payroll management 

Internal audits may be a central mechanism for ensuring internal accountability, but it is only as 
effective as the civil service that administers it. The quality o f  c iv i l  service, the degree to which it i s  
managed to maximize performance, and the degree to which i t  respects an ethic o f  stewardship and 
public service weaken the budgetary system. The problems are compound when c iv i l  service i s  large, as 
it i s  the case in Djibouti. As discussed in Chapter 2, c iv i l  service in Dj ibout i  i s  overstaffed, overpaid, 
and under-managed, a legacy o f  using government employment as a reward and as a solution to weak 
employment opportunities in the private sector -and o f  assuming wide-ranging responsibilities to 
deliver public services. If, as discussed earlier, performance-oriented budgeting provides a framework 
for stronger accountability, the functioning o f  the c iv i l  service will determine h o w  much o f  the potential 
‘good governance dividend’ (in terms o f  better development outcomes) can be realized. One o f  the most 
difficult areas of public sector reform, improvement in c iv i l  service administration stands out as a key 
element in improving internal accountability mechanisms. 

I n  Djibouti, important challenges remain to improve civil service and payroll management. Djibout i  
has yet to undertake a comprehensive c iv i l  service reform that tackles accountability o f  c iv i l  service by 
making recruitment more competitive, by linking promotion and grading to some assessment o f  
performance, and by improving training opportunities. During the budget preparation process there i s  
n o  link between the preparation o f  sectoral programs and the review o f  staff allocations. Staff and 
payroll estimates are based on the staffing plans prepared by the Ministry o f  Employment and Social 
Protection. Yet, sector ministries do not  prepare j ob  descriptions nor a breakdown o f  staff against the 
pol icy goals set forth by the respective ministry or department. Hence, there i s  a lack o f  objective 
standards for staff and payroll estimates. The recent computerization o f  the payrol l  system i s  a step in 
the good direction, as it will increase transparency in the human resource management process and 
lower transaction costs. Chapter 2 discussed in further detail other challenges associated with public 
sector remuneration and employment policies. 

5.5.5. Public Procuremenf’ 

The cost and quality of government programs are critically affected by the procurement process 
through which budgets are spent. Irrespective o f  the quality o f  public budgeting, i t i s  the actual 
expenditure o f  funds that ultimately determines the effectiveness o f  the budget programs -expenditures 
o n  both goods and services procured from outside government an c i v i l  service staff. Procurement 
inevitably encompasses an intricate set o f  rules and procedures, each capable o f  undermining/or 
promoting transparency, contestability, accountability and efficiency. Leakages, primarily through 
fraud and corruption, can mean substandard equipment and infrastructure, lack o f  essential medical 
supplies, insufficient textbooks, unnecessary low-priority goods, and poor-quality public services. 

35 From June 7 to June 22,2003, the government o f  Djibouti conducted along with a World Bank mission a review of procurement rules, 
regulations, and practices, in order to assess their effectiveness and transparency, and to propose measures for improvement. For a detailed 
analysis of the main issues and recommendations, see Djibouti CPAR (2003) 
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Inefficient procedures create higher costs for suppliers, which are passed through as higher costs o f  
investment. Improved transparency and efficiency in procurement processes foster greater public 
accountability and open competition, key ingredients to improve the productivity o f  investments. 

I n  Djibouti, public sector procurement represents a small share of GDP and total expenditures. 
According to the latest Wor ld  Bank CPAR(Country Procurement Assessment Report) carried out in 
June 2003, publ ic procurement in Dj ibout i  represented around 8 percent o f  GDP in the period 1999- 
2002, owing to the small share o f  public sector investments to GDP (ranging between 3 and 5 percent 
of GDP between 1999-2002). Public procurement as share o f  total government expenditures i s  also 
small - averaging 25 percent in the period 1999-2002. This i s  explained by Djibouti’s unbalanced 
expenditure composition: civil servant wages and salaries make up the bulk o f  total public expenditures. 

Nonetheless, public sector procurement is expected to increase in the upcoming years. The PRSP 
projects a growth in investment expenditures and consequent increase in external a id in the upcoming 
years (foreign-financed capital expenditure i s  expected to increase by 9 percent o f  GDP between 2004 
and 2006) cal l ing for  greater efforts to strengthen the country’s procurement planning capacity. 

Overall, the quality of procurement laws, rules and regulations is fairly adequate. However, a 
number of weaknesses and inefficiencies in the procurement management process have been 
identified -calling for stronger transparency, accountability and procurement planning capacity. 
Whi le  the CPAR concluded that the overall quality o f  procurement regulation in Dj ibout i  was good, it 
identified a number o f  weaknesses in the procurement system. With regard to  the legal and regulatory 
framework, the report found that i t  remained incomplete in certain areas, including: (i) the scope o f  
application o f  the current Procurement Code (February 1995), which does not cover delegated 
ownership and concession contracts; (ii) procedural thresholds are not  systematically applied (i.e. the 
rule of open bidding procedure beyond the threshold o f  5 m i l l i on  FDj i s  not  always applied); (iii) bid 
selection criteria are not always specified; and (iv) lack o f  a fast and efficient system o f  dispute 
settlement. At the contract execution level, inefficiencies in the procurement system are manifested in 
the payment arrears o n  public contracts and excessive delays in obtaining the visa f rom the Treasury 
within the contract payment process. 

5.6. Budget oversight: strengthening internal and external accountability 

Auditing helps to hold the government accountable for the way policy-makers and service providers 
spend money. I n  Djibouti, internal audits have traditionally focused on basic financial controls and 
cash flows. This focus reflects the input-culture in public finance and the v iew that accountability for  
fund use supports the disciplined use o f  resources as planned in the budget. In recent years, however, 
accounting and auditing processes across the wor ld have been challenged to  examine expenditure 
performance as wel l  as conformance with planned allocations. The new performance orientation o f  
audits suggests an expanded notion o f  accountability .Public financial managers n o w  need to consider 
their roles as contributors to f inal  outcomes as wel l  as ‘budget controllers’ (Andrews, 2001). 

The Supreme Audit Institutions (Court of Accounts and the General Inspection Office) were only set 
up recently and do not perform yet effective oversight functions. As described in Chapter 4, these 
central oversight bodies are a l l  attached to the office o f  the Prime Minister and essentially report, 
through him, to the Council o f  Ministers. This affects the independence and the effective functioning o f  
these internal audit institutions. In addition, the intervention o f  these central oversight bodies i s  often 
resisted by the incumbent Ministers -who as members o f  the Council o f  Ministers are constitutionally 
higher in authority than the c i v i l  servants at the head o f  the oversight agencies. Since 2001, Ministries 
are required by law  to  provide accounting documentation to the Court o f  Accounts for  review. In 2003, 
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the Court o f  Accounts released i t s  f i rs t  audit report, but after reviewing it, the Prime Min is te r  office 
decided not  to make i t  public. And while the General Inspection Office (set up in 2001) i s  also invested 
by law  with power to audit public accounts, i t  has not been operational yet owing to lack o f  human 
resources. 

Increased citizens ’ role in monitoring budget outcomes: expenditure incidence versus expenditure 
tracking. Expenditure tracking, technically, i t  i s  making sure that money gets to  the destinations 
designated in the budget. Tracking i s  simple and accountability i s  obvious in this case. Usually budgets 
are much vaguer with respect to final users. To be effective, one needs to really cast the issue in terms 
of expenditure incidence -who has benefited f rom the spending, al l  along the line. This i s  more 
complicated, and includes typically an analysis o f  how ministnes manage their funds. The issue i s  also 
complicated to the extent that budget transfers down the line (toward beneficiaries) occurs in kind, not 
in cash (the c i v i l  service being the biggest ‘in kind’ contribution).In addition, tracking the composition 
of public spending requires that budget information i s  comprehensive and sufficiently detailed. Yet, 
functional data often give only an indication o f  shif ts towards general social sectors -such as education 
and health. They may not identify the pro-poor component within these broad categories. In Djibouti, 
the approach being used in the most recent budget (budget law 2004) i s  to use a ‘virtual’ poverty fund 
through which selected items in the budget identified as poverty-reducing are tagged and monitored as 
part of the overall budget implementation. But the ‘poverty-reducing spending’ i s  s t i l l  based o n  highly 
aggregated economic and functional classification. 

Monitoring expenditure incidence through client surveys may be more effective than formal 
expenditure tracking. Ultimately, monitoring o f  spending should assess whether the resources spent 
actually reach their intended users. Increased budget allocations to poverty-reducing programs may not 
have the desired impact on poverty if the funds do not actually reach their intended users or if the 
programs are poorly designed or implemented. Public expenditure client surveys in health and 
education can fol low the flow o f  funds through tiers o f  government to service providers to determine 
whether the funds actually reach the schools or clinics they are destined for. Tracking surveys not only 
highlight the uses and abuses o f  public funds, but also give insights into capture, cost-efficiency, and 
accountability. Even when l i t t l e  financial information i s  available, traclung surveys can show what 
money i s  supposed to reach a community and how much actually does. Made public, this information 
can strengthen external accountability f rom policy-makers and service providers to  the final users o f  
these services. For example, Ab10 and Reinika (1998) discuss a survey o f  selected pr imary schools in 
Uganda that found init ially that less than one-third o f  non-salary expenditures earmarked for primary 
schools actually reached the intended beneficiaries. This percentage has risen considerably as a result o f  
changes in disbursement procedures adopted in response to the study (See B o x  5.6). 

Box 5.6 Uganda: The case of the missing money: public expenditure tracking surveys 

In the early 1990s ,  the Ugandan government dramatical ly increased spending o n  primary education. But school 
enrollments stagnated. Cou ld  i t  b e  that the money  was n o t  reaching schools? T o  answer th is question, a pub l i c  
expenditure t racking survey started col lect ing data in 1996 o n  government flow o f  funds to schools. I t  found that 
87 percent o f  the non-wage resources intended for the school was diverted t o  other uses. Th is  i n f o m a t i o n  was 
made pub l ic  and prompted a vigorous response from the national government, wh ich  a long with parents, put 
pressure o n  school principals t o  plug the leaks. Fo l low-up studies have shown that the situation has improved. A 
survey in Peru tracking a part icipatory food supplement p rogram (“Glass o f  milk”) revealed that less than a third of 
each dol lar transferred from the central government reached intended beneficiaries. M o s t  o f  the leakage occurred 
be low the mun ic ipa l  level- in communi ty  organizations (“Mother committees”) and households. The  results 
challenged the bel ief under ly ing the Program that local  communi ty  organizations were always more  accountable 
than pub l ic  agencies. Authorit ies decided to  merge a l l  nu t r i t ion  programs in to  a cash-transfer p rogram (social fund) 
with stronger transparency and accountabi l i ty mechanisms. These and other t racking surveys in Chad, Ghana, 
Honduras, Mozambique, Rwanda, Senegal, Tanzania and Zambia, suggest several lessons. They  con f i rm  that 
budget execution i s  a ma jor  Problem and s h o w  that procedural c lar i ty and oversight are of ten missing. They  find 
that poo r  resource management i s  Often a result o f  too  m u c h  discretion in resource al location when  there i s  l im i ted  
information, weak accountability checks, and strong vested interests. T rack ing  surveys reveal  insights into the 
actual execution o f  budgets by schools and health cl inics and a l l ow  comparisons o f  publ ic, private and 
nongovernmental service providers. But tracking surveys need an  authorizing environment t o  b e  effect ive in 
improv ing  financial management: unless there i s  a sol id pol i t ical  commitment fo r  m o r e  transparency and 
accountability, government agencies and service providers m a y  b e  reluctant t o  open their books. 

Source: World Development Report, Making Services Work for Poor People, 2004 I 
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5.7. Conclusions and policy implications 

I n  sum, public administration reforms aiming at improving budget management do not substitute for 
policy action, nor do they replace hard-thought choices and political consensus building with ready- 
made technical recipes. But, properly conceived, they can help (i) illuminate the nature o f  the trade- 
offs being faced, (ii) create the budget room needed to deploy policies, (iii) apply public resources 
where they can be best utilized while mobil izing private and local ones wherever possible to the pursuit 
o f  public pol icy goals, and (iv) generate feedback on the effectiveness and efficiency o f  public 
interventions. 

The chapter outlines a number of practical measures to improve budget performance through 
increasedfiscal transparency and accountability. These include: (i) improving budget classification to 
link expenditures with expected outcomes; (ii) consolidating public finances by bringing contingent 
liabilities under the state budget’s oversight; (ii) improving budget credibility by casting fiscal choices 
in the medium-term, taking into account revenue and financing constraints; and (iii) moving the budget 
process towards a greater performance orientation. 

A pragmatic approach is suggested to take into account Djibouti’s realities. For instance, it has been 
suggested to fo l low a pragmatic approach in the move towards performance-based budgeting. In the 
current context of Djibouti, i t  i s  not  realistic to expect improved budget formulation in the form of full- 
fledged medium-term expenditure frameworks. Rather, the government could benefit from the 
consultative process that was initiated during the PRSP preparation to  translate pol icy priorities into 
budget allocations. This would entail including in the budget key sectoral programs to be financed and 
the main services that are expected to be rendered. Even if just for one year, that would be already a 
good start. In the short-run, i t will be necessary to take a pragmatic approach by building incrementally 
on existing systems to achieve more effective monitoring capacity and strengthen accountability. In the 
absence o f  a baseline MTEF, multi-year fiscal scenarios can help in assessing l ike ly  patterns o f  
spending. 
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PART 111. ASSESSING PUBLIC EXPENDITURE IN SELECTED 
SOCIAL SECTORS 

CHAPTER 6: PUBLIC EXPENDITURE ON EDUCATION 

This chapter assesses how much Dj ibout i  i s  spending on education, including public and private 
financing, and evaluates how public financing i s  being allocated among the levels o f  education and 
among the inputs required to provide education. I t  also analyzes the efficiency with which different 
levels o f  the education system are using their inputs, as measured against international norms on input 
levels  and expected education outcomes. It also asks whether public financing i s  being used to 
minimize the downstream poverty that results f rom a lack o f  access to education. 

The main features of the Dj ibout i  education system are delineated in this chapter through an 
examination o f  efficiency of the flow o f  students across different levels o f  education. A pattern of 
survival o f  a given cohort i s  constructed using comprehensive information o n  dropout and repetition 
rates, as i t  moves through primary and secondary school cycles. One o f  the main findings of the 
analysis i s  that, while the entire pre-university education system i s  beset with problems in terms of 
access and inefficiency, the situation i s  especially grave in lower and higher secondary education, 
because o f  the relatively high rates o f  dropouts and repetition resulting in a system that i s  wasteful. 
Any reform program for the education system should put emphasis o n  decreasing the attrition o f  
students within the three school cycles and during transition between them. 

6.1. Overall level of education expenditures 

Djibouti’s allocation for education is one of the highest among countries with similar levels of per- 
capita income (Table 6.1). Total public spending o n  education amounted to 8.6 percent o f  GDP in 
2002 in comparison to  an average o f  4.4 percent for a l l  other countries. It also allocates around 3 1.6 
percent o f  i t s  total recurrent budget to education, making it among the higher spenders on education. 

Table 6.1 Djibouti: Public spending on education by various middle-income countries, 2002 

%me: World Bank 

Total current and capital spending on education has expanded sharply36 after 1998 and has averaged 
8.1 percent of GDP between 1999 and 2002 (absolute values o f  expenditures and GDP are given in 
Tables A2, A3 in Annex 1). As a share of total public spending, the average over the period i s  around 
25.7 percent with a high of 28.6 percent in 2000 and a l o w  o f  24.3 percent in 2001 (Table 6.2). Current 
spending constitutes a major part of total expenditure o n  education and averaged around 89 percent 
over the same period (1 999-2002). 

36 This expansion has been mainly due to the budgetary support provided by the French government for the social sectors, a 
major part ofwhich i s  allocated to the education sector. 
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Teacher salaries and transfers absorb the bulk of this spending, leaving little for non-salary expenses 
including provision of books and pedagogic inputs, construction and furnishing of classrooms. The 
government, with significant donor participation, undertakes most investment activities in the education 
sector. With t h e  present emphasis on school construction, the share o f  capital expenditure i s  expected 
to r i s e  further in the near future as the government continues the construction o f  primary and secondary 
schools. 

Public education expenditure appears to have been protected, even through dijjficcult economic times. 
External debt does not appear to play a role on the pattern o f  public spending o n  education. In the short- 
to medium-term, the government i s  trying to increase i t s  revenue base. Each extra percentage increase 
in tax revenue as a share o f  GDP augments the finances available for education by DF 91  mi l l ion.  This 
calculation i s  only suggestive but it highlights the sensitivity o f  education budget to  fiscal effort. 
Overall, budgetary constraints on increasing domestic resources for the education sector over the 
coming years will be severe, and the government i s  advised to increase the efficiency o f  education 
spending 

Table 6.2 Djibouti: Total public education expenditure in Djibouti, 1996-02 

Demographic trends will increase the fiscal pressures on the education system. Total  population in 
Dj ibout i  i s  currently estimated at around 655 thousand. I t s  projected rate o f  growth over the next 
fifteen years i s  l o w  at 1.6 percent though the fer t i l i ty  rate, currently at 5.5, i s  much higher than the 
replacement level o f  the existing population3'. I t s  rate o f  growth o f  population i s  expected to continue 
declining (Table 6.3) over the next decade as a result o f  projected reduction in fertility. Young people 
continue to be a considerable share (though declining) o f  the overall population; the percentage o f  
primary school children i s  currently around 16.6 percent o f  the total (World Development Report, 2000) 
and i s  projected to decline to 15.3 percent in 2015. Moderate growth o f  total population, in conjunction 
with a decline in the share o f  primary school age population, i s  expected to result in an increase in the 
number o f  primary school children by about 17 percent ( f iom 105,200 in 2000 to 122,800 m i l l i on  in 
2015). With less than 30 percent o f  the population living in rural  areas3', the population i s  
predominantly urban; the share has changed since 1980 when 39 percent o f  the population was rural. 

37 Infant mortality and under 5 mortality rates, as indicated below, continue to be high. 
38 World Development Indicators, 2002 

115 



Table 6.3 Djibouti: Population projections for Djibouti 

Ages 12- 
Share in total 

Ages 18- 
Share in total 

Source: World Bank demographic databank. 

6.2. Main Features of  the Education System 

The education system of Djibouti, modeled after the French schools system, and inherited their 
administrative structure and pedagogical methods. The schooling structure i s  comprised o f  the 
primary school, secondary school (general and technical) and higher education that i s  mainly provided 
by the Pole University o f  Djibouti. 

With the advent of a new Government in 1999, the Ministry of Education undertook a fundamental 
review of Djibouti’s Education system with a view to assure that the entire population has access to 
quality education. The new government undertook a consultative process “Etats generaux de 
I’Education” in December 1999, bringing together al l  elements o f  the c iv i l  society and pol icy makers 
who have a stake in education issues, which resulted in the formulation o f  a new strategy “Shema 
Directeur de I’Education Nationale. Many  o f  the changes recommended were codified into a new 
education l aw  which was adopted in August, 2000 ( L o i  d’orientation du Systeme Educatij. Among 
other objectives, this new law  provides for: guaranteed education for al l  children between the ages o f  6 
and 16 years while making 9 years o f  education compulsory for a l l  school-aged children; improved 
quality o f  education, inclusion o f  parents and students in schools management committees and public 
financial support to private provision o f  education. The international community has also pledged i t s  
financial support for the implementation o f  the reforms in the Ministry o f  Education plan. 

Djibouti’s education system currently faces problems that are both quantitative and qualitative in 
nature. Weaknesses in the system include: insufficient school space; l o w  rates o f  enrollment 
(especially o f  girls) and internal efficiency (high repetition rates), lack o f  schools supplies, weak 
pedagogical skills, high unit cost and inefficient use o f  resources. Within the context of the agreed 
reform agenda, the government in partnership with the donors i s  addressing these issues. Some o f  the 
activities under the plan involve the construction o f  new schools and recruitment o f  additional teachers, 
and distribution o f  textbooks to a l l  students. All o f  these have resulted in a dramatic increase in gross 
enrollments f rom 39% in 1990 to 52% in 2003. 

Despite this progress, Djibouti education system is not on track to meet its obligation under the 
Millennium Development goals. About 50 % o f  children are s t i l l  out o f  schools, and more than 20 
percent o f  those enrolled do not  complete the six years o f  primary education. As indicated in later 
chapters, there are also large inequalities in access to education services: enrollment varies largely 
across regions, gender and income levels. Finally, the system i s  very costly due to high unit cost for 
schools construction, learning and teaching materials, and teachers salaries. 
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While the MOE, as indicated above, follows the pattern of the French education system, including 
the administrative structure, the evolution of the latter has not followed a systematic approach. A 
review of the administrative structure reveals the following areas o f  improvement: 

T h e  system remains centralized with most tasks concentrated at the level of the 
“Secretariat general”, which exerts influence over al l  administrative and educational areas, 
whereas the power o f  the heads o f  department are limited. T h e  SG i s  responsible for both 
the administrative and pedagogical services in addition to being the principal channel o f  
communication for number o f  affairs pertaining to the ministry. 

The Ministry of Finances concerns itself with all matters pertaining to finance. The 
recent decision to delegate the management o f  u t i l i t ies  bills to the ministry o f  education i s  a 
good step but it not sufficient to improve the efficiency and performance o f  the sector 
resources. Greater f lexibil i ty i s  required to improve execution and management o f  the 
budget. 

Administrative staff is not subject to the same level of inspection and accountability as 
the teaching staff, who are supervised in classrooms on a regular basis. I t  i s  important to 
develop a system o f  accountability that could be used to evaluate the performance o f  the 
administrative staff. 

The education system lack sufficient data to make a comparative evaluation o f  the number 
of school-age children and the current accessibility to school space. T h i s  limits the abil ity 
t o  plan school construction, as wel l  as the management o f  the personnel in the Ministry o f  
education. 

6.3. Assessing the performance of education expenditures 

6.3.1. Aggregate public enrollments 

In 2002, there were 72407 students at various levels o f  the education sector in Dj ibout i  divided between 
pre-primary (0.7 percent), primary (64 percent), vocational/technical (3.0 percent), lower secondary 
(22.9 percent), secondary general (8.1 percent), and higher education (1.3 percent). Pre-primary 
education availability i s  sparse with 497 students (Table 6.4) attending preschool in 2002; this implies a 
gross enrollment rate o f  less than 6 percent suggesting that a majority o f  children do not  have access to 
early childhood education. 

Access to primary education continues to be limited with a net enrollment rate of less than 45percent 
(52percent gross) in 2002. Recent emphasis on improving access has resulted in the growth in student 
population at a rate higher than the population trends o f  school-age children and this trend i s  expected 
to persist during the next few years. Population o f  primary age children i s  expected to  increase by 16.7 
percent in 2015 and would contribute to a rise in demand for education. Number o f  new entrants in the 
first grade (public) has risen over the past six years f rom 6735 in 1996 to 8236 in 2002. 

I n  addition to primary, access to upper basic and secondary education is still limited for various 
reasons resulting in a gross enrollment rate of 9percent and 4.4percent respectively in 2002. Access 
to schools i s  a major problem since there are not  enough o f  them. Since total lower and higher 
secondary school age-children numbered 92,000 in 2002, there were more than 67360 children outside 
the secondary education school system. In a few years, the rising trend in the number o f  primary 
education children i s  going to augment the demand for lower and higher secondary education; t o  a 
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certain extent, this i s  already reflected in the annual increase in lower secondary enrollments over the 
past five years. This segment o f  population i s  projected to increase to 116,400 in 2015 f i o m  87,000 
m i l l i on  in 2002. 

Table 6.4 Diibouti: Trends in public enrollments by level and tvpe of education, 1996-2002 

Source: Annuaire Statistique, 2002-2003, MENESUP, Dj ibout i  

Until recently, all students who wanted post-secondary education went abroad either on government 
(or foreign) scholarships that consumed a large proportion of the education budget, or used their 
own resources. Only a tiny segment of a given student-cohort, consequently, was able to gain access 
to higher education. With the creation o f  a University in 2002, student enrollments in higher education 
have risen rapidly, though they constitute a miniscule 1.3 percent o f  total student enrollment in 2002. 
Current gross enrollment rate stands around 1.4 percent and i s  expected to rise rapidly as the number of 
students rise rapidly in secondary schools. 

A major constraint for students to remain in the education system is the entrance exam required for 
transition from one cycle to another. Many  students take the exam several times, indicating a high 
demand for lower and higher secondary education, others drop out and are lost to the education system 
at this point. Increasing access to primary education i s  bound to raise the demand for secondary 
education and it i s  imperative to  design solutions that can increase access to the remaining segment o f  
the school age population. Technical/Professional education has relatively few students and i ts share in 
overall enrollments has not changed significantly during the past few years3’. 

6.3.2. Private enrollments 

The private sector has started playing an increasingly larger role in the provision of education in 
Djibouti (Table 6.5), which i s  evidenced in i t s  share o f  8.3 percent share in pre-primary, 13.8 percent in 
primary, 14.6 percent in upper basic and 25 percent in secondary general education (in 2002). Private 
schools have witnessed rapid gain in enrollments in nearly al l  sub-sectors o f  education and have 
doubled their share in primary and lower secondary education enrollments. Secondary general 
education has witnessed the most rapid growth with private sector enrollments increasing by 400 
percent. I t  i s  reported that a lack o f  public schools contributes to the growing shift towards to  private 
secondary education. 

~ 

39 In the absence of a labor market study o r  survey, it i s  dif f icult  to determine the demand for graduates o f  
technical school, or i t s  relevance to  the needs o f  the employers. 
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Table 6.5 D.jibouti: Trends in private enrollments by level and type of education, 1996-2002 

L o w e r  
Secondarv 

Pre-Pr imary P r imary  Year  

1996 247 2936 1555 
1997 263 2965 1920 
1998 202 3257 1387 
1999 172 2573 1130 
2000 242 4754 1887 
200 1 3 16 4873 1971 
2002 41 1 6424 3040 

H i g h e r  

0 - 
0 - 
0 

3 04 - 
868 - 
1098 446 
1710 619 

General Professional  

Monthlv tuition fee in private schools, varying between DF 700 and DF 1500, is expensive ir a 
majority of the Djiboutian population. Private schools are chosen by the richer segments o f  the 
society, and they are reported to consistently demonstrate good outcomes in national exams and have a 
higher level o f  efficiency in terms o f  l o w  dropout and repetition rates. 

6.4. Internal efficiency of  the education system 

6.4.1. Cohort survival rates 

Quite ofen, overall gross enrollment rate is used as an aggregate indicator for the level of access to 
the education system but it is not very useful forpolicy purposes. I t s  usefulness i s  constrained because 
it does not incorporate information on dropout and repetition rates. T h i s  hinders it in two ways: f i r s t  i t  
i s  a weighted average across a l l  relevant grades but each grade has the same weight. Thus i t s  
estimation in an education system with significant number o f  dropouts would result in an overestimate 
because of larger number o f  students in lower grades4'. Second, high repetition rates imply the 
presence of a significant number o f  overage children in total enrollments; this inflates the value o f  the 
gross enrollment rates since the numerator in i t s  definition includes a l l  children in a cycle irrespective 
of age, while the denominator includes only the number o f  school-age children in the cycle. This i s  
obviously a problem in al l  cycles o f  education in Dj ibout i  where both the dropout and repetition rates 
are relatively high, especially in lower and higher secondary education. 

To delineate the passage of students through various grades, cohort analysis is an important 
instrument because it integrates the indicators of inefficiency in its definition and provides an 
essential measure of the effectiveness of the education system in resource utilization. T h i s  instrument 
has been used in two ways in the analysis: first, i t  estimates the survival rates o f  a cohort as it passes 
through primary and secondary school cycle and, second, it utilizes information o n  grade-specific 
repetition to measure the efficiency o f  resource utilization in the system. 

In the absence of historical information related to a specific cohort, a methodology that utilizes cross- 
sectional data on non-repeaters (i.e., non-repeaters o f  various cohort in the same year) i s  used to 
construct survival rates. The limitation o f  this methodology i s  that it ignores differences in cohort sizes, 
intake rates and continuation rates to subsequent grades across actual cohorts. 

40 Grade specific enrollment shares are used as weights; if dropouts are significant they result in lower  number o f  
students in upper grades. The estimated value o f  gross enrollment rate is, therefore, biased upwards towards 
lower grades. 
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Table 6.6 Djibouti: Cohort survival rates, grade enrollment rates, and transition rates between cycles 

Survival Rates Grade Specific Enrollment Rates for a Cohort 
Grades boys girls boys girls 

1 1 .oo 1 .oo 0.54 0.45 
2 0.97 0.97 0.52 0.43 
3 0.93 0.93 0.50 0.42 
4 0.88 0.88 0.48 0.40 
5 0.84 0.84 0.45 0.38 
6 0.80 0.79 0.43 0.36 
7 0.48 0.48 0.26 0.22 

Lower 8 0.45 0.46 0.24 0.21 

10 0.23 0.26 0.13 0.12 
11 0.08 0.13 0.05 0.06 

Upper 12 0.08 0.12 0.04 0.05 
0.07 0.11 0.04 0.05 

Primary 

Secondary 9 0.41 0.43 0.22 0.19 

Secondary 13 

School l i f e  expectancy (implied) 3.9 3.3 

Transition Rates 
boys girls 

61% 61% 

37% 48% 

Out of every 100 boys and 100 girls in grade 1, 80 boys4* and 79 girls reach grade 6 (the end of 
primary cycle); but only 23 boys and 26 girls reach grade 10; and just 7 boys and 11 girls are able to 
reach the final year of secondary cycle. Given the high level  o f  dropout and repetition in the three 
education cycles, these results are not very surprising but, as noted below, they have significant impact 
on the quality o f  labor force. Whi le repetition and dropout rates for private schools were not available, 
the l o w  level o f  enrollments in those schools i s  not  expected to change the overall pattern o f  survival in 
the entire education sector. These results are consistent with dropout and repetition rates reported for 
the three school cycles. 

6.4.2. Grade-specific enrollment rates 

If the pattern of survival rate and intake rate persists over time, future men and women would have, 
on average, only 3.9 and 3.3 years of formal schooling as a part of their human capital proj?le. The 
above survival rate analysis pertains only to  children in the education system but does not provide 
information o n  the proportion o f  students in each cohort who actually attend school. Multiplying the 
apparent intake rate42 by the survival rate in each subsequent grade provides the grade-specific 
enrollment rates that are reported in Table 6.6. Summing up these rates across a l l  grades provides the 
school life expectancy o f  3.9 years for  boys and 3.3 years for  girls in Djibouti. T h i s  suggests that if the 
pattern of survival rate and intake rate persists over time, future men and women would have, o n  
average, only 3.9 and 3.3 years o f  formal schooling as a part o f  their human capital profile. These 
outcomes are lower than the average o f  5.6 years in Africa, 7.9 years in low-income Asia and much 
lower than 9.9 years reported in Lat in  America. It implies that if Dj ibout i  wants to  participate in global 
economy where human capital has become an important pil lar o f  economic growth, it should improve 
the quality and access to education in the three education cycles. 

Rates of transition from primary to upper basic are low at 61 percent for both boys and girls, and fall 
short ifthe goal i s  universal enrolment till grade 10. Students, in Djibouti, transit f rom primary school 

41 Mor ta l i ty  rates are l o w  for school-age children and, consequently, are ignored in the calculations. 
42 I t  i s  a ratio o f  al l  non-repeating children in grade 1 to the population in the corresponding age group o f  grade 1 
students. 
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cycle to upper basic in grade 6 and from lower to higher secondary in grade 10. These transition rates 
would have to attain a value close to 100 percent if the aim i s  to make ten years o f  education as part o f  
human capital profi le for all students. Transition rates fall to 37 and 48 percent respectively for  boys 
and girls during transition f rom lower secondary to higher secondary education. These rates suggest 
that whi le high repetition rates in the inter-cycle exams lower the efficiency o f  the education system, 
relatively small segments of students are able to make the transition f rom one school cycle to the next. 

I t  is important to comprehend at which point students are lost to the education system. Since less 
than 81 percent of children in a cohort reach the last year of the primary cycle, and inter-cycle 
transition rates are low, it is clear that the selection process in the school system operates both 
through a process of dropping out within and between school cycles. In other words, o f  the 100 
boys43 who start as first graders, 20 (22 percent o f  a total o f  93 dropouts) drop out within the primary 
school-cycle and 3 1 (34 percent) are lost during transition between primary and lower secondary school 
cycle. About 25 (27 percent) drop out within the lower secondary cycle and 15 (16 percent) do so 
during transition between lower and higher secondary cycle. The rest (1 student, 1 percent) leave the 
system while moving through the higher secondary cycle. Thus a total o f  47 (50 percent) boys drop 
within the three cycles, while 46 (50 percent) do during transition between different cycles. An equal 
number of students, hence, drop within and between the three education cycles. 

I n  conclusion, ifDjibouti wishes to improve its human capital profile, it has to improve both its rate 
of transition between education cycles and the performance and, internal efficiency of primary and 
secondary schools. At present, a substantial number o f  students are leaving the school system with 
incomplete schooling. This results in a reduced pool  o f  qualified students for admission into post- 
secondary education and impacts the quantity and quality o f  human capital available for transforming 
the economy, and the characteristics o f  i t s  future labor force. 

6.4.3. Internal efficiency of  student flow 

I n  an efficient education system, all new first graders would go through various grades and complete 
the primary and secondary school cycle in 6 and 7 years respectively. The system becomes less 
efficient if students drop out o f  the school cycle or take more than the required number o f  years, 
because of repetition, to complete the cycle. This leads to wastage o f  resources because dropouts leave 
the system without adequate learning, and the presence o f  repeaters strains the resources o f  the system. 

Using the information on patterns of survival and grade repetition it is possible to estimate the 
internal efficiency of the education system. This methodology compares the resources used by the 
system currently to produce i t s  graduates and the resources i t  would use i f there were n o  repetition and 
dropout. If the primary school cycle starts with 1000 new f i rs t  graders, only 259 students will graduate 
in six years from grade 6. Al lowing for two repetitions, 182 students will graduate in 7 years, 79 in 8 
years4. The total number o f  student years needed to graduate from grade 6 for a l l  possible students 
(including repeaters) i s  3853. In the absence o f  dropout and repetition, i t  would take 259 students 1554 
(259x6) years to graduate in 6 years. Accounting for both systems o f  wastage (dropout and repetition), 
the primary education system in Dj ibout i  operates with an internal efficiency o f  55 percent 
(1 554/3 853). Application of the same methodology to secondary schools indicates that they function at 
33 percent of their optimal efficiency. 

43 I t  should be noted that access rate to grade 1 in 2003 was only 54 percent, implying that 46 percent o f  six-year-old boys did 
not enter primary schools. 
44 Estimation i s  based on the assumption that the repetition rate for second time repeaters would remain the same as for the 
first-time repeaters. In all likelihood, the rate for second time repeaters would be lower resulting in higher efficiency. The 
method used here provides a lower bound for estimates o f  efficiency. 
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I t  i s  possible to examine the impact o f  these inefficiencies in terms o f  resources, since a deduction in 
dropout and repetition rates would reduce wastage resulting in better outcomes and improvement in the 
financial feasibility o f  the system. 

Public primary 

lneff iciency due to 
and dropout 

0.55 
I 1 

Public upper basic & secondary 0.63 
I I 
Source: Author's estimates based on a student flow model 

Simulations with primary school level data suggest that the elimination of such inefficiencies would 
release sufficient resources to educate 21 967 additional students in the sub-sector. Similarly, gaining 
these efficiencies would allow secondary education sub-sector to enroll and educate 13539 additional 
students without any increase in costs. Lack of data on dropout rates in private primary and secondary 
schools prevented the calculation of the efficiency ratios for them and for the sector as a whole. It is, 
however, known that the dropout and repetition rate in private schools are lower than in public schools, 
which implies that they would be more efficient. 

The above results inevitably raise the question whether the reason behind poor performance pertain 
to the lack of adequate educational spending and/or to the efficiency and effectively of the use of 
existing resources. Questions about educational spending can be examined through the prism o f  three 
criteria related to the level and trend of past spending, i t s  composition and the equity o f  resource 
allocation. Issues related to the efficiency of resource use have been analyzed in previous sections. 
The fol lowing sections will scrutinize educational spending and i t s  cost effectiveness in an attempt to 
provide some explanations for the l o w  and poor levels o f  human capital formation in Djibouti. 

6.5. Financing of  education 

This section analyzes financing of education covering: the trends and level o f  sub-sector public 
spending; the level of household spending on education; division o f  sub-sector spending between 
various functional categories and the unit cost o f  education service delivery across sub-sectors. 

6.5.1. Total financing o f  education by government and households 

Both the government and, to a lesser degree, households play an important part in the financing of 
educational services in Djibouti. As indicated above, private schools have a presence in al l  sector o f  
education but are becoming more active in upper secondary education. Households contribute in two 
ways: they pay tuit ion in private schools and some households spend on books and other pedagogic 
materials. 
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Table 6.8 Djibouti: Public spending on education (millions of  DF) 

Nominal 
Total Current Capital Year 

1996 3920 3920 nla 
1997 4065 4065 nla 
1998 4126 4126 nla 
1999 7049 6634 415 
2000 9170 7470 1700 
2001 7331 6641 690 
2002 9054 8192 862 

Real (in 1990 DJ Francs) 
Total Current Capital 
2940 2940 nla 
2974 2974 nla 
2953 2953 nfa 
4946 4655 292 
6283 5118 1165 
4934 4470 465 
6056 5479 577 

Public spending (Table 6.8) on education has risen quickly (12.8percent annually) and has gone up 
by about 206 percent since 1996 (in real terms), and this increase has been mainly on recurrent 
expenditure, which has grown up by 10.9percent over the sameperiod. Capital expenditure has been 
volatile during this period, increasing sharply in 2000 and then going down rapidly in 2001 and then 
doubling again in 2002. 

%maw2 Lower Secondary Higher Secondary 
D F  D F  

% 
Total DF 

Recurrent million (million) I 0' I % (million) I 
1920 2237 I 57.1 455 I 11.6 288 I 7.3 

An examination of distribution of recurrent expenditure between different sub-sectors (Table 6.9) 
indicates a significant increase in the spending on lower and upper seconda y education. Recurrent 
expenditure in primary has declined while those in higher education have also witnessed a significant 
diminution over the same period, though there was an upward spike in spending during 2000 (due to 
higher expenditure on scholarships). Data on sub-sector capital expenditures i s  not  available but it i s  
reasonable to expect that they would exhibit volatility similar to that o f  total capital expenditure shown 
in Table 6.9. 

Table 6.9 Djibouti: Distribution of  public recurrent expenditure' on education by level, selected years 1996-2002 

ProfessionaliTechnical Higher Education 

(million) I Yo 
D F  

(million) % 
D F  

181 I 4.6 759 I 19.4 

2000 
2001 
2002 

'From 1999, 

..-. 

4065 
4126 
4489 
5265 
4436 
5987 

2229 54.8 568 14.0 351 8.6 240 5.9 676 16.6 
2279 55.2 598 14.5 361 8.7 234 5.7 654 15.9 
2348 52.3 74 8 16.7 449 10.0 298 6.6 646 14.4 
2579 49.0 844 16.0 503 9.6 336 6.4 1003 19.0 
2215 49.9 808 18.2 485 10.9 333 7.5 594 13.4 
3083 51.5 1098 18.3 643 10.7 436 7.3 727 12.1 

Funding source 

External resources 

TOTAL 
Counter-part internal financing 

Distribution o f  capital spending between various sources 
2000 2001 2002 

Expenditure % Expenditure % Expenditure % 
10 94 3 81 4 91 
1 6 1 19 0.4 9 

10 IO0 4 100 4 100 



6.5.3. Household financing 

Households contribute a significant share of their income to total education spending in Djibouti. In 
the absence o f  information based on survey data, an estimate was obtained based on approximate tuit ion 

at different levels of private schools, and other contributions made by parents o f  children in 
private schools. Summing up across all households, private spending on education amounted to  DF 
1642 mi l l ion in 2002. During the same year, total public spending on education was equivalent to DF 
9054 mi l l ion.  

Taken together, public and private spending in 2002 amounted to about 10.2 percent of GDP with 
private spending equivalent to 1.6percent of GDP. Private spending o n  uniforms, transport, books and 
other pedagogic materials has been considered in the above estimates. Overall, the results suggest that 
household contribution to education spending i s  substantial and, more importantly, would increase over 
time if the past trends o f  rapid increase in private enrollments continue in primary and secondary 
education. 

I n  terms of distribution of private spending between levels of education, primary education sub- 
sector received 49 percent, followed by lower secondary at 24 percent, while the shares of upper 
secondary was estimated at 27percent. Households account for about 15.3 percent o f  total national 
spending on education, a proportion that i s  much higher than that o f  India46 (2 percent), Jordan (2 
percent), Malaysia (4 percent) but lower than Madagascar (40 percent) and Kenya 38 per~ent)~’ .  

6.6. Assessing the functional composition of personnel expenditures 

This section analyzes the nature o f  spending within each sub-sector and the functional allocation o f  
personnel expenditures. I t  uses the knowledge o f  the number o f  staff, their salaries, and combines that 
with spending on non-salary inputs to reconstruct total recurrent spending in each sub-sector. These 
estimates o f  recurrent spending are compared with reported spending in the budget in order to validate 
the latter. 

6.6.1. Functional allocation of  personnel expenditures 

I t  is estimated that about 21 percent of all civil service employees in Djibouti are employed in the 
education sector. About 10  percent of these employees are in administration with 1 percent deployed 
in the regions (Table 6.1 1). At the school level, 17 percent o f  primary, 30 and 24 percent o f  lower and 
higher secondary employees respectively are in non-teaching positions, whi le the respective 
percentages for technical/professional and higher education employees are 27 and 19 percent. A major 
share (61 percent) of the education sector staff works in primary schools followed by lower (21 percent) 
and higher secondary education (1 0 percent). 

45 The following estimates of monthly tuition cost were used for different levels of  private education: primary DF 700; lower 
and higher secondary, DF 735 and 1467 respectively. 
46 Total private expenditure on primary and secondary education for these countries i s  used for comparison. 
47 Data for these countries i s  available at Edstats. 
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Tableau 6.1 1 Djibouti: Distribution of government employees in the education sector, 2002 
~ 

Education Ministries 

Lower Secondary I Higher Secondary 
I Tec”’ca‘’ I 

Professional Education 
Primary 

Personnel in the M i n i s t r y  
Administrative 

Central 
Reeional 
Sub-total 

Teaching 

Sub-total 

In schoolslother pedagogtc instilitions 

Non-teaching 

In research and other institutions 
Total personnel o f  the Ministry 

190 65  33 23 52 

1550 454 243 165 91 
318 194 78 60 22  
1868 648 321  225 113 

0 0 0 0 0 
2058 713 354 248 165  

Functio 

Administrativ 
Teachin 
Non- 
Total 

6.6.2. Analysis o f  teacher qualification and salary 

Education 
Technical/ Higher 

Professiona Educatio 
Higher 

9.2 9.1 9.3 9.3 31.5 
75.3 63.7 68.6 66.5 55.2 
15.5 27.2 22.0 24.2 13.3 
100 100 100 100 100 

Primar Lower 

Djibouti historically always had a cadre of well-qualified teachers and this is reflected in the 
distribution of teachers by education qualification. Most teachers in primary education (Table 6.13) 
have a primary level certificate (BEPC, 61 percent) or a Baccalaureat (33 percent). In secondary 
education, by contrast, a large proportion o f  teachers have additional years o f  education after the 
Baccalaureat, especially those employed in higher secondary and professional/technical education. All 
teachers in the university have post-secondary education, with 75 percent reporting a DEA or a 
doctorate. 

Table 6.13 Djibouti: Percentage distribution of teachers by highest education level 

Education Level 

Primary 
% 

Lower secondary 
% 

Upper secondary 
% 

Technical/Professional 
% 

% 
Higher education 

Highest Educational Level 
Primary Secondary Tertiary 

BEPC B A C  BTS Licence or Maitrise DEA or Total Doctorat 
DESS 

1004 498 1502 

30 40 235 150 1 456 

1 3 55 163 10 232 

1 7 88 57 153 

13 35 5 53 
(25) (66) (9) 

(67) (33) 

(7) (9) (51) (33) (0) 

(0) (1) (24) (70) (0) 

(0) (5) (58) (37) 
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Nearly all teachers in Djibouti are trained in the highly selective training institute (CFPEN) and, as 
mentioned above, the level of Djiboutian teachers i s  qualitatively high, in part, because o f  the 
requirements of  the B A C  or BEF to enter teaching training. This, however, has a perverse effect on the 
supply o f  teachers, as CFPEN i s  unable to train enough teachers to cover the needs o f  the educational 
system. 

Primary 

Average salary o f  a teacher 
(as a multiple o f  per capita GDP) 

CountryIRegion 
Student-teacher ratio 

Djibouti 8.2 26 

Kenya 5.3 3 1  

Burundi 5.3 55 
Ethiopia 6.8 61 
Yemen 3.4 25 

Mauri t ius 1.3 34 

Salaries are determined, to a large extent, by the number of years of service. There do not appear to 
be any incentives that can advance a person from one category to another at a more rapid pace, 
Primary school teachers receive a gross monthly salary of around US$ 638. Secondary school 
teachers, who are more l ikely to have higher level o f  qualification, earn on average, 9 percent more than 
primary school teachers at every grade level. With such small difference between the two  levels, salary 
scales appear to  be compressed. I t  i s  possible that a lack o f  incentives combined with a rather 
compressed salary scales may constrain the ability o f  the education profession to  attract more qualified 
candidates, especially if there i s  improvement in the labor market situation. University professors 
receive a monthly salary (gross) between U S $  750 and U S $  1000, but as reported above, have higher 
levels of in i t ia l  qualification. 

Whi le  a proper survey of primary or secondary schools was not done for the purpose o f  this review, 
there i s  some evidence that teachers in private schools get higher annual salaries than those obtained by 
public school teachers with similar level o f  experience and education. 

High teacher salaries are the principle reason for the relatively high cost of the provision of 
education services in Djibouti. An alternative way o f  looking at salaries i s  to examine what multiple of 
per capita GDP do they constitute. Average annual salary o f  a primary school teacher (DF 1360875), as 
give in Table 6.14, came to about 8.2 times per capita GDP. This i s  a larger multiple than in 
neighboring countries, and in countries with similar level o f  per capita GDP. Average salaries in 
Burundi, Ethiopia and Yemen, for example, are 5.3, 6.8 and 3.4 times per capita GDP, while the 
average for OECD countries i s  l i tt le less than 2.0. 

Table 6.14 Djibouti: Comparison of  teacher salaries and student-teacher ratio in various countries and regions 

6.7. Assessing the economic composition of public expenditures across levels 
o f  education 

Despite the difficulty posed by unavailability o f  data o n  salaries o f  non-teaching personnel, total public 
spending by different expenditure categories for each leve l  o f  education i s  shown in Table 6.15. 
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Salaries constitute the major portion of total expenditure at all education levels with their share 
rising across education levels (except for higher education, where the high level of scholarships 
reduce the proportion of salaries). Transfers, in form o f  scholarships, amount to  2.3 percent o f  total 
expenditure in primary, r ise to 3.2 percent and 5.4 percent for lower and higher secondary respectively, 
before reaching their highest level o f  49.5 percent in higher education. 

Lower Upper Technical/ 
Secondary Secondary Professional Primary 

Salaries 84.5 87.8 86.4 91.6 
teachers 68.4 59.7 56.2 55.9 
non-teaching personnel 16.1 28.1 30.3 35.7 

Goods & Services 13.3 9.0 8.1 8.4 
Transfers 2.3 3.2 5.4 0.0 
Total 100 100 100 100 

Education Level 

Table 6.15 Djibouti: Distribution of public education recurrent expenditure by levels and categories 
'Total 

Education2 
35.3 79.8 
21.2 58.9 
14.1 21.0 
15.1 11.8 
49.5 8.4 
100 100 

Higher 

Total salaries have been further divided between teaching personnel and non-teaching personnel 
(administrators in schools, administrators in regions as well as in central ministry, and support staff 
such as cleaners, janitors etc). 

This breakdown shows that in primary education, salaries constitute 84.5 percent of recurrent 
expenditures4*; about 68.4 percent o f  these are spent on salaries o f  teachers while those o f  non- 
teaching personnel account for 16 percent o f  primary education recurrent expenditures. 

Similarly, in secondary general, salaries consume 87.8 percent of total recurrent spending, divided 
between the salaries of teachers (59.7 percent o f  recurrent) and non-teaching personnel (28.1 percent). 
The proportion of salaries, especially those o f  teachers, in recurrent expenditure falls sharply4' in higher 
education. Thus administrative functions, in general, constitute a larger fraction o f  per student 
expenditures at higher levels o f  education5'. 

Operational expenditures (goods and services) constitute 13.3 percent of total recurrent spending in 
primary; they are nearly the same (between 8 and 9 percent) across lower and higher secondary 
education, but rise to 15.1 percent for secondaryprofessionaVtechnica1 (Table 6.15). 

Scholarships account for 49.5 percent of all expenditures in that sub-sector. The relatively large 
proportion o f  scholarships in higher education (though not in context o f  Sub-Saharan countries) i s  
common across many countries, but nonetheless i s  disturbing in the context where the demand for 
higher education i s  strong as evidenced by high rates o f  repetition in the terminal grade o f  upper 
secondary education. These transfers are also questionable in terms o f  their equity, since the bulk of the 
benefits o f  undergraduate education are captured privately and, in general, the majority o f  students 
come from families whose income i s  more than the average income in the country. With the creation o f  

48 Salaries and material expenditure o n  administration have been distributed between different education levels 
(except for higher education wh ich  has a separate budget line). In addition, transfers to  private schools have been 
divided between education levels. Without these re-distributions, share o f  salaries in total primary spending 
would have been around 92 percent and, the same i s  t rue  for other levels o f  education. 
49 The lower share of salaries in higher education i s  due to  the relative higher share o f  scholarships spending in the  
sub-sector. Without these transfers, salaries would account for 70 percent and non-teacher salaries wou ld  account 
for 30 percent o f  total spending in higher education. 

This i s  the general trend in most countries; the relatively h igh  share o f  administrative expenditure in primary i s  
due to  the larger proport ion o f  higher salary non-teaching personnel compared to  secondary education. 
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POLE university in 2002, these transfers, most o f  which are given to students to pursue higher 
education in foreign countries, are expected to decline. 

Education level Enrollments Percentage 

Primary 39940 66.4 
Lower secondary 13548 22.5 
Upper secondary 4176 6.9 
TechnicaliProfessional 1547 2.6 

84Spercent of primary, 87.8percent in lower and 86.4percent of higher secondary education public 
spending is spent on education and learning. This is because teacher salaries are 68.4 percent, 59.7 
and 56.2 percent of total recurrent expenditures respectively. Table 6.16 examines the distribution o f  
education spending in public primary and secondary education sector. Whi le there are n o  external 
benchmarks that determine the ideal allocation o f  education spending, the current pattern o f  public 
spending in pr imary and secondary schools, in which spending on goods and services i s  relatively high 
in comparison to other countries in the region, comes close to that benchmark5'. T h i s  i s  because 
salaries o f  teacher and administrative staff in public schools (that could be regarded as core spending on 
education and learning) take up the bulk o f  recurrent expenditures. 

Recurrent 
spending Percentage 

3083 51.5 
1098 18.3 
643 10.7 
436 7.3 

Table 6.16 Djibouti: Distribution of  public enrollments and recurrent spending by education level, 2002 

Total 601 17 100 5987 100 
Sources: Based on tables provided by the MENESUP, Djibouti, author's calculations 

Overall student population (excluding pre-primary) i s  distributed between different levels of education 
in Table 6.16. Primary education, not surprisingly, has the largest share with 66.4 percent; lower 
secondary has 22.5 percent, secondary general has 6.9 percent while secondary professional/technical 
and higher education have 2.6 percent and 1.5 percent respectively. The distribution o f  expenditures in 
the same table, however, reveals the difference in funding between different levels o f  education. 

Primary education's (with 66.4 percent of students) share in total expenditures is 51.5 percent while 
higher education's (with 1.5percent of students) share is 12percent. I n  view of the fact that salaries 
constitute the major share of expenditures, these differences in per-student expenditure are traceable 
to disparities in staffing between different levels of education. As demonstrated later, significant 
differences in student-teacher ratios across education levels result in disparities in per student 
expenditures. The presence o f  subsidies (scholarships) to students makes the situation more complex in 
higher education as they further ratchet up the cost. Given this difference in per student expenditures, 
the growth in higher education enrollments over time implies an increasing share o f  higher education52 
in total education expenditure and larger public budgets. 

5 '  I t  should be noted, however, that despite spending a higher share o f  GDP o n  education than most middle- 
income countries, teachers buy their own manual scolaire and parents o f  children have to  purchase books and 
other pedagogic materials. With 90 percent o f  recurrent budget allocated for  salaries, resources for quality inputs 
are marginal. There is also some evidence that most non-salary spending i s  o n  utilities, as electricity costs are 
very high in Djibouti. 
52 To a certain extent, these increases would be mitigated by the diversion o f  students towards (lower cost) local 
university from foreign countries. 
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6.8. The cost of inefficiencies in the education system 

6.8.1. Unit costs: distribution of per student spending across education levels 

Disaggregation of recurrent education spending to generate estimates of per student spending (unit 
cost) provides an overview of the pattern of spending across education levels allowing for 
international comparisons. 

Unit cost rises as one moves through the education levels with spending in higher secondary 1.3 
times more per student than in primaly and, in professional/technical and higher education the per 
student spending is respectively 3.7 and 10.4 times more than in primary. In comparison to other 
countries in the region, these are modest differences and can be traced to variation in staffing within 
each sub-sector. See Table 6.17 below. 

Education Level 

Primary 
Lower secondary 
Upper secondary 
Technical Professional 
Higher Education 

Unit cost Total Public Enrollments As a multiple Spending (mn) DF Dollars 

39940 3083 77181 434 1 .o 
13548 1098 81014 456 1 .o 
4176 643 154083 867 2.0 
1547 436 282096 1587 3.1 
906 727 80241 8 45 16 10.4 

of primary 

6.8.2. The cost of inefficiencies in the education sector 

Multiple o f  Primary Uni t  Cost 

Djibouti 

Burundi 
,Mauritius 
Yemen 
OECD 

With the availability of unit costs, i t i s  now possible to estimate losses due to  inefficiencies caused by 
dropout and repetition rates in each sub-sector. As noted in a previous section, the overall internal 
efficiency was 0.55 in theprimary cycle and 0.33 in the secondary cycle. Using the data o n  repetition 
and dropouts it i s  estimated that these inefficiencies result in a waste o f  resources amounting to DF 
1698 mi l l ion in primary and DF 967 mi l l ion in secondary, for a grand total o f  DF 2665 m i l l i on  in the 
two  cycles. 

Secondary Higher 
Secondary technicallvocational education Primary 

1 1.3 3.7 10.4 

1 5 . 5  nla nla 
1 1.6 2.7 4 .I 
1 1.2 1.7 2.6 
1 1.4 nla 2.9 

This total loss is equivalent to 5Spercent of the entire recurrent budget ofpre-university education in 
2002. Djibouti's spending on pre- 
university education (Table 6.18) as a multiple o f  primary education spending i s  lower than neighboring 
countries, but the multiple for higher education i s  significantly larger. Such l o w  multiples for pre- 
university education are not surprising as the disparity in staffing levels and salary levels between 
different education levels  i s  not  as large as in other countries. 

International comparison of public spending per student: 
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Decomposition of unit cost into various components: The overall unit cost for  any sub-sector i s  an 
aggregate measure than can be decomposed into different components, mainly salary and non-salary 
spending. Since unit cost i s  defined as a ratio o f  total recurrent spending and the number o f  students at 
each education level, dividing total spending between teachers, non-teachers and other school inputs 
makes it possible to delineate those components o f  unit cost that are responsible for  i t s  variation 
between education levels. Total spending on teachers' salaries at any education level, for  example, i s  
affected by their average annual salary and the student-teacher ratio at that education level. Higher 
average salary will increase while a higher student-teacher ratio will decrease total salary spending. 

Spending per student Multiple o f  primary education 
Education Level primary Lower Upper Higher Lower Higher Higher 

Secondary Secondary Education Secondary Secondaw Education, 
In terms o f  teacher salaries 52813 48348 86578 170132 1.0 0.9 1.6 3.2 

Annual averaze teacher salary 1360875 1442759 1487852 1693846 1.0 1.1 1.1 1.2 

Overall spendingper student in higher education is about 10.4 times that ofprimary. This difference 
occurs because o f  disparities in per student spending on teacher salaries, non-teacher salaries and non- 
salary inputs. Unit spending on teacher salaries is 3.2 times higher in higher education because of 
lower student-teacher ratio and higher average salary of university teachers. Per-student non-teaching 
staff expenditure i s  also higher in higher education mainly due to a lower student-non-teacher ratio. 
And finally, spending o n  non-salary inputs, at 43.3 times that o f  primary, also contributes to higher 
overall unit cost in higher education. 

Student-teacher ratio 

Annual average non-teaching staffsalary 
In terms o f  non-teaching staff salary 

Overall spending per student in terms of teacher salaries is 60 percent higher in higher secondary in 
comparison to primary education, and there i s  also a disparity in terms o f  non-teacher salary spending 
arising from a smaller student-non-teaching staff ratio. With 321 non-teaching staff in school, and 33 
central ministry and regional staff, the total number o f  non-teaching personnel i s  ha l f  o f  the 
corresponding staff in primary education. Combined with non-salary input spending that i s  1.7 t imes 
larger, the unit cost o f  higher secondary education i s  twice that in primary education. Small difference 
between the shares o f  teacher salary expenditure in both primary and lower secondary education (68 
percent and 60 percent respectively, Table 6.19), result in minimal difference in per-student salary 
spending (student-teacher ratio and average salaries are nearly the same). Per-student non-teacher 
salary spending i s  higher 1.8 times higher, mainly due to a lower student-non-teaching staff ratio, while 
the average non-teacher salary i s  nearly the same. In conjunction with a lower spending o n  non-salary 
inputs per student, the unit cost o f  lower secondary education i s  nearly the same as in primary 
education. 

26 30 17 10 1 .O 1.2 0.7 0.4 
12388 22752 46619 113422 1.0 1.8 3.8 9.2 

973991 1190120 1753871 1388649 1.0 1.2 1.8 1.4 
Student-non-teacher ratio I 79 I 52 I 38 I 12 I 1.0 I 0.7 1 0.5 I 0.2 

Non-salaw inputs I 11980 I 9915 I 20887 I 518864 I 1.0 I 0.8 I 1.7 I 43.3 . 
Total I 77181 1 81014 I 154083 I 802418 I 1.0 I 1.0 I 2.0 I 10.4 
Sowces Based on tables provided by the MENESUP, Djibouti, author's calculations 

6.9. Equity impact and Incidence o f  Public Education Expenditures 

In most low-income countries, the poor rely o n  public provision o f  education to accumulate human 
capital and skil ls. Therefore, the distribution o f  public education spending across income groups can 
have an important effect o n  alleviating poverty as we l l  decreasing income disparity. The current 
emphasis on the expansion o f  primary education in Dj ibout i  has the potential t o  significantly increase 
equity by enhancing the share o f  primary education expenditure in total education expenditures. 
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6.9.1. Inc idence  Analysis by Income 

Income quartiles Primary Secondary ' Higher 

First quartile 1 .o 1 .o 1 .o 

Secondary quart i le 1.1 1.3 3.8 

Third quart i le 1.2 6.7 20.6 

F o w t h  quart i le 1.5 11.1 a9 2 

I n  this analysis, unit costs are considered equivalent to subsidy per student, which as seen in Table 
6.20, rise across education levels. Per capita on the other hand, declines across education 
levels as the number o f  students decline across successive education levels (see Table 6.21). 

Total 

1 .o 

1.2 

2.9 

5.5 

The total education subsidyper capita was DF 12604, in the year 2002, divided between primary 
subsidy per-capita o f  DF 6940, secondary and higher education per capita subsidy o f  DF 4584 and DF 
153 1 respectively. 

Table 6.21 Djibouti: Subsidy by education level (DF), 2002 

Education Indicator Higher 
Subsidy per student 77181 112990 

Multiple o f  primary unit cost 

Subsid er ca ita 6490 4584 1531 
Source: Household Survey Data, Ministry o f  Economics and Finance 
'Includes lower and upper secondary, and secondary technicalivocational 

Inequalities in the distribution of public education spending can occur due to various reasons. The 
main cause, usually, i s  the discrepancy in access to education, especially in secondary and higher 
education. If 80 percent o f  students in the university come from the richest quintile and only 5 percent 
come from the poorest, then a major portion o f  subsidy to higher education i s  captured by the more 
prosperous segment o f  the population. Thus, disparity in access to education translates into unequal 
distribution of public education spending. I f  these differences persist for  a significant period o f  time, 
they would have negative repercussions o n  efforts to reduce poverty and decrease inequality in the 
population. 

The analysis of per capita subsidies by income groups indicates that the poorest quartile receives a 
much smaller subsidy than the richest quartile in primary education. The per capita subsidy in 
primary education for the highest income quartile was 1.5 times larger than for  the poorest. At the 
secondary education level, the factor for  disparity increased to 11. The gap i s  even larger for  higher 
education where a person in the highest quartile i s  able to capture 89 times more subsidy than a person 
f rom the poorest quintile. 

j3 Per capita subsidy i s  defined as total education expenditures divided by total populat ion for that group. 
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Income quartiles 
First quartile 

Secondary quartile 

Third quartile 

Fourth quartile 

In terms o f  absolute expenditures by education levels, the poorest group gets 21 percent o f  total 
spending on primary education whi le the richest get 32 percent. But, the richest group captures five 
times the overall subsidy than the poorest group. The share o f  the richest group in total education 
expenditures was 52 percent compared to 11 percent for the poorest. 

Table 6.23 Djibouti: Distribution of  total education subsidies by education level and income (DF), 2002 

Primary Secondary' Higher Total 
75 23 2 100 

61  26 6 100 

32 54 14 100 

21 47 32 100 

Income quartiles 

'irst quartile 
Pr imary Secondary 

21 5 

Secondary quart i le 

Third quartile 

Higher  
1 

3 

18 

78 

22 7 

25 3 3  

Total 
10 

11 

27 

Public spending on primary education was weakly progressive while spending on secondary and 
higher education was regressively distributed. Figure 6.1 below shows the distribution o f  public 
spending with the Lorenz distribution o f  household expenditures for the year 2000. The diagonal l ine i s  
a locus o f  a l l  those points where the cumulative share o f  the population equals the cumulative share of 
recurrent public education spending. 
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Figure 6.1 Djibouti: Distribution of  public education spending by level and Lorenz distribution, 2002 

Education 

Subsidy per capita 

Subsidy per capita for boys 

Subsidy per capita for girls 

100 

75 

50 

25 

0 

Primary Secondad Higher Higher 

319 432 76 827 

367 534 122 1023 

272 330 31 63 3 

0 25 50 75 

Cumulative Share of Population 

I 

Sources: Integrated Household Survey (2002), Annuaire Statistique, MENESUP (200212003) 

6.9.2. Incidence Analysis by Gender  

While enrollments in primary education have improved sharply for girls in recent years, they still lag 
behind boys i n  secondary and higher education. This i s  reflected in Table 6.24 with girls receiving 
about 62 percent of the subsidy received by boys through all education spending. In other words, for 
every DF spent o n  girls' education, boys received a subsidy equal to DF 1.6. 

Table 6.24 Djibouti: Subsidy by gender and educational level 

'Includes lower and upper secondary, and seconday technicalhocational 

Gender disparities are lowest at the primary level with girls receiving 74 percent of the subsidy 
received by boys. But the disparities rise across education levels. For  example, at secondary level, girls 
receive only 62 percent of subsidy received by the boys whi le in higher education the percentage i s  at 
3 1  percent. The gender gap, moreover, i s  widest for the poorest quartile at every educational level. In 
primary education, girls in the poorest quartile receive 57 percent o f  the subsidy received by boys; at 
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the secondary leve l  they receive only 38 percent while at the higher education level they receive 4 
percent j4. 

Country 

Djibouti 
Guinea 
Cote d'Ivoire 
Ghana 
Kenya 
Madagascar 
Senegal 
South Africa 
Tanzania 

6.9.3. Incidence Analysis in Comparative Perspective 

Education spending benefiting 
Lowest quintile Highest quintile Year 

2002 10 52 
2000 12 49 
1993 10 38 
1992 16 21 

1992193 17 21 
1993 9 44 
2001 12 34 
1993 14 40 
1993 13 23 

Comparison across Sub Saharan African countries of the benefit incidence analysis of public 
education spending for the richest and poorest quartiles indicate that in 2002 Djibouti has the most 
uneven distribution of education subsidies (Table 6.25). Most o f  these countries have higher primary 
enrollment rates than Djibouti. T h i s  suggests that there are two effective ways to increase equity in 
public education spending: (1) increase the access to primary education, and (2) raise the share o f  
primary education in total education expenditure. These are also two o f  the major goals o f  the 
education sector program supported by the government, and attaining them would go a long way in 
increasing equity in total public education expenditure. 

Education Primary 
Subsidy per capita in urban 

Subsidy per capita in rural 

7434 

4063 

Secondad 
5006 

2186 

6.9.4. Incidence Analysis by Regions 

More than 70 percent of the population lives in urban areas, and hence the share of urban students 
is relatively high in total enrollments. I t  i s  then not surprising that incidence analysis by rural  and 
urban regions, in Table 6.26, indicates that per capita expenditures for primary and secondary education 
are biased towards urban areas. At the primary education level, for example, urban per-capita 
expenditures are almost 1.8 times as high as in rural areas. Similarly, secondary per-capita spending i s  
2.3 times higher in urban areas. 

54 Because o f  data constraints, these are rough estimates for each income quartiles. 
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percent o f  total  primary education spending. The situation i s  similar in secondary education where 85 
percent o f  total  spending i s  done in urban areas. 

Education 

Subsidy per capita in urban 
Boys 
Girls 

Subsidy per capita in rural 
Boys 
Girls 

Primary Secondad 

1416 1023 
1126 689 

343 200 
197 90 

Another interesting aspect of benefit incidence analysis is the persistence of gender disparities across 
urban and rural areas (Table 6.27). In urban areas, the per capita expenditures are biased towards 
boys in both pr imary (1.3: 1) and secondary education (1.5: 1). The degree o f  bias i s  mudh higher in 
rural  areas where expenditure o n  boys i s  1.7 t imes that o f  girls in primary and nearly 2.2 times in 
secondary education. Thus gender bias persists across urbadrural divide with stronger bias in rural 
areas. 

I n  conclusion, there is strong evidence that the incidence of government spending on education is 
biased towards the richest segment of the population, against girls and in favor of urban areas. The 
strength o f  these biases i s  l o w  for primary education and gets progressively higher as one moves up the 
education ladder. I t  i s  expected that as Dj ibout i  moves closer to i t s  goal of  universal basic education, 
a l l  o f  the three biases would diminish over time in primary education. Since basic education would be 
allocated the major share of total education expenditures, the reduction o f  biases in primary education 
would lessen bias in total education expenditures. 

6.9.5. Incidence of public spending across a cohort 

The above analysis can be complemented with the examination of the survival rate in Table 6.28 to 
analyze spending across members of a cohort. This allows a determination of the total benefit 
accruing to cohort members as they move through the primary and secondary education. Evidently, 
total benefits collected by any member depend on the length o f  time any member i s  able to survive in 
the system. A member who drops out of school stops getting any benefit f r om public spending on 
education. 

The methodology used to create a pattern of spending across a cohort i s  fairly simple and uses 
information on survival rate (Table 6.28) to p lo t  the progression o f  survivors across the education 
system in Table 6.28. Suppose, as in Djibouti, a cohort o f  100 six year olds starts with 50 members in 
grade 1 and 48 are promoted to grade 2, then using the information on per student spending in primary 
education given in Table 6.28, the total benefit accruing to a member o f  this cohort amounts to 0.02 
times the per capita GDP. Completion o f  the primary school cycle by the same member would bring 
the total amount of benefits to 0.12 times per capita GDP (=6x0.02). If 4 persons of this cohort drop 
out after completion of primary education, their total benefit i s  equivalent to 0.48 times per capita GDP 
(=4 x 6 x 0.02). In this way, i t  i s  possible to calculate the cumulative distribution o f  benefits 
accumulated by members of a cohort as they exit the education system at the same time. The last two 
columns provide the distribution of the cohort by years o f  education and the corresponding distribution 
of public spending over the entire cohort. 
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15 percent of any given cohort in Djibouti completes only s ix  years of education using 31 percent of 
total public spending on education. At higher education levels, 7percent of the cohort finishes basic 
education using 1 7  percent of resources while 4 percent of the same cohort completes secondary 
education with 9.5percent of total resources in the sector. Evidently, the survivors continue to garner 
a larger proportion o f  the resources as long as they are able to progress through the system while the 
incidence of publ ic  spending i s  lowest on those who abandon at the earlier stages. 

Education level 

No School 

Primary 

The twenty percent of the most educated in a cohort receive about 35 percent of all public spending 
on education. The value of Gini-coefflcient is estimated at 0.65 suggesting a sharply biased structure 
of expenditure on education5*. Additional measures provided at the bottom o f  the table indicate that 
the incidence of education spending in Djibouti, while not perfect, i s  moderately biased in favor of the 
highly educated; Such inequity in the incidence o f  public expenditure arises f rom relatively l o w  access 
to primary and  secondary education, and large expenditures on a minority o f  students in higher 
education. Large multiples o f  higher education unit cost (in terms o f  the primary unit cost) accentuates 
the ability o f  small fraction o f  the cohort to capture the bulk o f  the education benefits resulting in an 
uneven distribution o f  resources across the sector. 

Public spending on education (as a 
Division o f  ratio of per capita GDP) 

Enrollment a cohort by Per student Public 
Population 

Cumulative Total over spending 
Grade 

rate years o f  
schooling Annual to exit from cohort 

system members 
0 51 0 0 0 51 0 
1 50 2 0.02 0.02 0.03 52 1% 
2 48 2 0.02 0.04 0.07 54 2% 
3 46 2 0.02 0.06 . 0.13 56 4% 
4 44 2 0.02 0.08 0.17 58 7 % 
5 42 2 0.02 0.10 0.21 61 11% 

'Excludes secondary technicalivocational. 
'Four year o f  higher education are assumed 

55  Gini-coefficient, as calculated here, measure the degree o f  inequality in the incidence o f  public education 
expenditure on a given cohort with a value o f  1 representing complete inequality and a value o f  0 indicating 
perfect equality. 
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6.10. Estimating the cost of attaining the MDG education goals 

This section wil l  examine the fiscal impact of expanding the education system using a model of 
education finance, and would seek to estimate an equilibrium wage level for teachers that would 
enable the country to reach the MDG goal (to which the PRSP is aligned) with current levels of 
education financing (recurrent expenditures56) and efficiency. The principle challenge facing the 
education system in Dj ibout i  i s  to improve access to primary education in order to reach the MDG goal 
of  primary Completion rate” o f  hundred percent by 2015. Given the current gross enrollment rate of 53 
percent and a primary completion rate o f  less than 60 percent, it i s  clear that enrollments have to grow 
sharply in the future. T h e  quality of education would have to improve in parallel so that the r i s e  in 
internal efficiency would lead to a decline in the number o f  students who abandon the education 
system. Achieving both of these goals would require mobilization o f  additional resources, but has the 
potential to impact the entire budget. As noted earlier, the cost o f  provision o f  education in Dj ibout i  i s  
high, mainly due to the large salaries paid to teachers at a l l  levels o f  education. At 8.2 t imes per-capita 
GDP, these salaries are the highest in the region, and are more in line with low-income francophone 
countries, such as Burkina Faso, M a l i  etc. 

Methodology 

The process for estimating the cost of reform is done in three steps. First, targets are set for quality, 
access and resources for the education sector. Second, the education finance model i s  used to  determine 
the cost o f  additional resources required to meet the targets. Finally, the impact o f  additional cost on 
government budget i s  estimated and the financing gap i s  identified. 

Simulation model: The model simulates only the primary education sector, and the effect o f  higher 
enrollments o n  secondary education i s  not  considered”. Projections are made (until 2015) using 
information available in the year 2002/03 as baseline data, and the goal o f  100 percent primary 
completion rate by 2015. Resources in the model are determined based on the expected growth of the 
economy, total government budget and the share o f  education in the budget. Expenditures pertaining to 
reforms are determined using data o n  enrollment and efficiency parameters such as repetition and 
dropout rates in primary education. Cost variables include teacher salaries, non-salary spending on 
materials and overheads, and transfers such as scholarships. Difference between the cost o f  improving 
access and the budget envelope provides the financing gap for the primary education sub-sector. 

Key variables and assumptions 

Estimating the budget envelope for education using information: The simulations are done under the 
assumption that the economy wil l grow at an average rate o f  3.0 percent over the planning period, 
2003-201559. The government budget as a share o f  GDP i s  assumed to  remain constant at 29 percent 
whi le the share of education recurrent budget in government recurrent budget i s  assumed to  remain at 
26.6 percent. With growing student population at a l l  levels o f  education, there i s  l i t t l e  flexibility in the 
structure of education finance. 

56 Investment expenditures are assumed to  b e  co-financed with donor agencies. 
’7 Primary completion rate i s  defined (for Dj ibouti) as the number o f  students graduating f r o m  sixth grade divided 
by the total number o f  eleven years olds in the country. ’* I t  i s  expected that the demand for lower and higher secondary education wil l rise sharply over the period 
requiring substantial internal resources. 
59 Addit ional low-case scenarios were done with a projected growth rate o f  1 percent for the economy. 
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Targets for studentsflow: Specific target have been set in the model related to access but the efficiency 
parameters are assumed to remain unchanged. These targets are set for all scenarios and are delineated 
in Table 6.29. Primary education sector enrollments change as a result o f  variation in school-age 
population (that rises by 4 percent in 2010 and by 8 percent in 2015) and improvement in survival rate 
from less than 60 percent in 2003 to 100 percent in 2015. The proportion o f  students opting for private 
schools i s  assumed to follow current trends and attain 20 percent in 2015. As a consequence o f  a l l  these 
trends, total public primary enrollments are expected to increase by 100 percent in 2010, and by 176 
percent in 20 1 5. 

Student flow 

Primary 

Changes in service delivery parameters: These parameters are assumed to remain invariant over the 
planning period as shown in Table 6.29. The only change allowed in the second scenario i s  a reduction 
in teacher salaries that would allow the achievement o f  the MDG goal in primary education under 
current trends in education finance. Under this scenario, the salaries o f  teachers are reduced in such a 
way that total cumulative expenditure equals total cumulative budget for primary education over the 
planning period6' (2004-2015). 

Simulations in targets in 201 5 

Acsess to 

cvcle 

Simulation results Ne t  
enrollmen 

rate 

Student flow Number o f  public students as 

Average a multiple o f  the number in 2003 
End of grade 

repetitio 2005 2.1 2.15 (in2015) gradelin survival 

100 100 1.6 1.10 2.00 2.76 100 

1 
Access rate in primary i s  the entry rate to 

Two Scenarios 

T w o  scenarios are examined for primary education: 

Baseline Scenario: The f i rs t  scenario maintains the current values o f  the service delivery parameters 
and estimates the cost o f  reaching the target completion rates in primary education as outlined in the 
Table 6.30. Even though the MDG goals are reached in this scenario, the costs remain high because o f  
the presence o f  internal inefficiencies. 

Reduction in Wages Scenario: The second scenario seeks improvement in the cost effectiveness 
through a reduction in the salaries o f  teachers, which decline6' by 56 percent in real terms between 2003 
and 2015. 

Cost of classroom construction: An expansion o f  the education system would require a substantial 
amount o f  construction related to  schools. This premise in validated by the simulations, which indicate 
a need for a large number o f  additional classrooms in primary education. Since we  are focusing o n  the 
sustainability of recurrent expenditures in primary education, we  have ignored the expenditure related 
to construction activities. 

6o I t  should, however be noted, that projected expenditures could b e  lower or higher than projected budget in any 
given year. 
61 The decline in wages i s  gradual over the planning period. 
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Table 6.30 Djibouti: Assumptions and target values o f  service delivery simulation variables 

B u d g e t  enve lope s imu la t i on  assumptions 
GDP growth  ra te  
Share o f  educat ion  budget in total  government spending 
Share o f  recurrent p r imary  in total  recurrent education spending 

S imu la t i on  v a r i a b l e s  
P r i m a r y  
Rate o f  growth of  salaries (YO) 
Student-teacher ra t i o  
Non-salary i npu ts  (YO o f  primary recurrent spending) 
Repet i t ion rate ( Y o )  
Teachers' salarv as a mul t ip le  o f  per-capita GDP 

Baseline (access) 

3 
26.6 
37.6 

1 
30 

15.7 
11.8 

Al ternat ive 
scenario 

3 
26.6 
37.6 

1 
30 
15.7 
11.8 
3.7 

Results of the simulation exercise 

The cost of increasing access to primary education and reaching the targets described under the two 
scenarios is reported in Table 6.31. In addition, the evolution o f  student flows, and total deficit (as a 
percentage o f  primary education recurrent budget and total education recurrent budget respectively) 
under different scenarios i s  illustrated in Figures 6.2, 6.3, and 6.4 respectively. In the following, the 
results of the simulation exercise are described for primary education: 

Primary education: Demographic trends in figure 6.2 indicate an explosive growth in primary 
education enrollments over the planning period, with the number o f  students more than doubling f rom 
40000 students in 2003 to 110,000 in 2015. Under the assumptions o f  this scenario, the gross 
enrollment ratio would reach 112 percent by 2015, and the completion rate in primary education would 
be 100 percent. After 2015, student enrollments in primary education would fo l low the growth rate o f  
the population between 6 and 11 years6*. 

Figure 6.2 Djibouti: Primary Enrollments 
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62 This age-group i s  expected to grow at a rate o f  less than 1 percent. 
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With such rap id increase in enrollments, i t  i s  clear from Table 6.31, that under the baseline scenario, 
where present levels of financing and efficiency are maintained, the primary education sector would 
face an average annual deficit o f  about DF 241 1 mi l l ion over the plan period. Only with a decline in 
teacher salaries in the second scenario, that reduces the average annual salary from 1.6 million in 
2003 to 0.7 mill ion in 2015, the financing gap is eliminated. This decline in  salary reduces the 
average salary multiple in terms of per-capita from 8.2 to 3.7 over the plan period. I n  other words, 
this table illustrates for the education sector what adjustment needs to be made in average wages in 
the sector to make up for the financing gap implied by a scenario of ful l  school enrollment. The 
financing gap corresponds to a reduction of the wage level by about half: 

Table 6.31 Djibouti: Primary completion rate target: financing gap under alternative scenarios 
(millions of 2003 DF) 

The evolution of the deficit in figure 6.3, projected as a percentage of the primary education 
recurrent budget, reveals that it moves in synchronization with the trend in student enrollments 
under the baseline scenario and continues to grow over the entire plan-period, reaching 113 percent 
of the primary education budget by 2015. In the second scenario, however, the deficit narrow sharply 
with the reduction in average annual salary. Since the decline in average salary i s  gradual over the plan 
period, there i s  a surplus in the sector till the year 2007, then a deficit till 20 13, and then a surplus in the 
remaining years. These surpluses are expected to continue because the rise in student population i s  
projected to be much smaller after 2015. 

Figure 6.3 Djibouti: Deficit, primary education 
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In Figure 6.4, the same deficits are shown as a proportion o f  total education recurrent budget and they 
follow the same trends as in figure 6.3. A comparison o f  per student spending in primary education 
under the two scenarios i s  provided in figure 6.4. No t  surprisingly, the unit cost i s  much lower in the 
second scenario, since salaries constitute 85 percent o f  total recurrent spending in primary education. 

Figure 6.4 Djibouti: Unit costs under different scenarios, primary 
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I n  conclusion, the MDG goal of reaching primary completion rate of 100 percent by 2015, under 
current levels of education financing and internal efficiency, is not fiscally sustainable. The 
achievement o f  this goal would require a more cost-effective education structure in Djibouti; one of the 
ways in which this could be reached i s  through a reduction in the average salary o f  teached3. These 
simulations have abstracted f rom others policies that could improve the internal efficiency of the 
primary education and lead to further improvement in cost-effectiveness. 

63 I t  should be realized, however, that such a reduction does not imply that the average salary o f  teachers would be 
the lowest in the region. 

141 



CHAPTER 7: PUBLIC EXPENDITURE IN THE HEALTH SECTOR 

This chapter begins with describing major health outcomes that present evidence o f  significant 
deterioration o f  Djibouti’s health system. It then provides assessment o f  publ ic ly provided health 
services and i s  followed by analyzing the distributional impact o f  public health expenditure in Dj ibout i .  

7.1. Health Sector in Djibouti: Outcomes, Resources and Utilization 

Djibouti’s health service, which is largely provided by the public sector, is provided, in principal free 
of charge to its population regardless of social status and is relatively accessible. However there are 
disparities that remain between urban and rural areas and i s  due mainly to lack o f  access to health care 
due to poor infrastructure outside the capital and main district towns. 

Following a civil war and an influx of refugees in the early 90s, the Republic of Djibouti has 
experienced a significant decrease in the level of health expenditure, a deterioration of the health 
system and a worsening of the health status of the population. Budgetary spending on health has 
fallen close to 1.5 percent by 2002 from over 2.2 percent in the early 90s, and has not  kept pace with the 
growing population. Djibouti’s population i s  growing rapidly at 3 percent annual due to  a high ferti l i ty 
rate (4.2 children per woman) and a significant migratory influx64. Inadequate health personnel and a 
limited material budget has l ed  the supply o f  health services to decline both in terms o f  quality and 
quantity. 

7.1.1. Health Outcomes 

Reliable health statistics are lacking for Djibouti, but the limited data indicates an alarming health 
situation. In spite o f  i t s  relatively high nominal per-capita income (Djibouti’s estimated GDP per 
capita in 2003 was U S D  742 compared to an average o f  U S D  510 for Sub-Saharan Africa), Dj ibout i  has 
one of the poorest sets o f  social indicators in the world (Table 7.1). 

Life expectancy at birth is among the world’s lowest at 49 years. Infant mortality and child mortality 
rates have improved relative to their 1989 levels, though it remains one of the highest relative to 
Middle-Eastern and Sub-Saharan countries65. Maternal mortality rate was estimated in 1989 at 740 
per 100,000 l i ve  births and has declined to 546 per 100,000 l ive births based o n  the 1996 EDSF- 
PAPFAM66 health and family survey. According to the same survey, 58 percent o f  deaths in childbirth 
occur outside the hospital setting, and qualified medical personnel are involved in 72 percent o f  births 
nationwide. Malnutrition, diarrhea disease due to l o w  water quality, and acute respiratory infections 
associated with chronic malnutrition are the most common causes o f  morbidity and infant mortality. 

Female genital mutilation (FGM) is also a public health problem and a risk factor in maternal 
mortality, due to theproblems it causes in childbirth. According to  the PAPFAM survey, 98 percent o f  
non-single women aged 15 to 49 are subjected to this harmful practice. Malnutrit ion remains a 
worrisome public health problem given i t s  negative impact on the health o f  mothers, and the 
prevalence o f  anemia among pregnant women i s  a factor in their mortality rates. 

64 According to the 2004 Djibouti’s Poverty Reduction Strategy Paper (PRSP), foreign national represent 15 
percent o f  the total population). 
65 Between 1989 and 2002, infant mortality rates dropped from 114 to 103.1 per 1,000 l i ve  births and for child 
mortality, it f e l l  f rom 154 to 128.9 per thousand. 

EDSF-PAPM i s  the abbreviation for EnquEte Djiboutienne sur la SantC et la Population 
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Table 7.1: Health Indicators for Djibouti and Comparable Countries 

2001 - 
frica, 

Ethiopia 
Ghana 
Mauritania 
Senegal 
Zimbabwe 
Congo, Rep. 
Djibouti 
Morocco 
Swaziland 
Cape Vert 
Algeria 
Namibia 
Tunisia 
Maurice 
Island 
Africa 
SSA 

Year o f  obs. 
Notes : SSA = 

2002 
excluding South 

- 
GDP per 
capita 
($US 
constant 
1995) 

- 
121,9 
436,6 
532,9 
618,3 
520,8 
700,l 
742,9 
1454,7 
1552,9 
1600,4 
1664,8 
2411,5 
2572,5 

4538,l 

2002 
ub-Saharan 
- 2002 

ita and Nigeria. 

- 
Health 
Expend 
itures 
Per 
capita 
($US) 

3 ,O 
12,o 
12,o 
22,o 
45,O 
18,O 
58,O 
59,O 
41,O 
57,O 
73,O 
114,O 
134,O 

128,O 

2002 2002 --- 
((Pop )FPopulati 

Gross 
birth rate, 
(Per 
1.000) 

42,4 
28,7 
40,3 
34,8 
28,8 
41,2 
35,9 
21,3 
34,8 
30,8 
21,8 
35,4 
17,6 

16,6 
35,8 
39,6 

Gross 
Mortality 
rate (per 
1.000) 

20,l 
12,6 
14,9 
12,8 
21,3 
14,2 
19,6 
5,8 
18,3 
5,4 
5,O 

20,5 
5 6  

6,7 
15,6 
17,5 

Life Ex 
birtt 

MAL 
- 

- 
41,3 
54,3 
49,4 
50,6 
39,4 
49,6 
4 3 3  
66,4 
43,5 
66,3 
69,4 
41,7 
70,8 

69,O 
49,l 
45,l 

ctancy at 
(ears) 
FEM 

43,0, 
55,6 
52,6 
54,l 
38,5 
53,7 
43,6 
70,4 
44,O 
72,O 
72,l 
41,3 
74,6 

76,2 
50,8 
46,7 

Mortality rate 

Maternal 
Per 
100.000 
l i fe  births 

1800 
590 
870 
1200 
610 
1100 
520 
3 90 
370 
190 
150 
370 
70 

45 
923,8 
1169,6 

1995 
I. 

- 
Zhild 
i e r  
1.000 
life - 

97 
57 
120 
79 
76 
81 
100 
39 
106 
29 
39 
55 
21 

17 
95,6 
103,9 

2001 - 

H N S  

4dult 
:Per 
JOpUl 
ition) 

300,O 
34,O 

7,9 
150,O 
8 5  

- 
0,7 

397 

13,O 

16,O 

168,l 
108,2 

1999 - 

lectors 
Per 
1.000) 

0,14 
0,09 
0,14 
0,26 
0,17 

0,85 

0,66 

0,85 
0,07 
0,04 

1995 

Hospital 
beds (per 
1.000) 

0,26 
1,54 
0,66 
0,72 
0,53 
3,45 
2,16 
1,28 

2,50 

1,92 

1,19 
0,89 

1990 

Source : WDI, and World Bank estimations, several years. 

The population continues to be plagued by a high and rising incidence o f  tuberculosis, malaria, cholera 
and A I D S .  

Tuberculosis (TB), the ailment most typically associated with poverty, overcrowding and poor 
hygiene, is the disease with the longest history in Djibouti. With 588 cases o f  TB per 100,000 
inhabitants, Dj ibout i  has the second highest rate o f  TB incidence in the wor ld  after Swaziland6’. 
However about 40 percent o f  the cases come from neighboring countries, in particular f rom Ethiopia, 
which inflates the rate. Foreigners come to Dj ibout i  because i t  offers more and better-quality service 
free o f  charge. Over the last ten years, Dj ibout i  has recorded an average o f  about 3, 572 new cases o f  
tuberculosis per year, peaking in 2000 with 4,121 diagnosed cases. As with other countries, the link 
between HIV and TB i s  apparent. Although the sero-prevalence rate in the general population i s  less 
than 3 percent, i t was 26.1 percent among TB patients in 2001, up f rom 13.1 percent in 1999. Even 
though the national program remains one o f  the best in the region with 72 percent therapeutic success 
(treatment completed and patients cured) in 2000, a dire lack o f  personnel and the loss o f  financial 
assistance from France Cooperation in June 2002, will make it diff icult to maintain past performance 
levels. 

Malaria has only been a problem in Djibouti since the late 1980s. Before 1973, where there was n o  
urbanization, n o  irrigation and an active attempt to control the vector during the rainy season, more 
than 80 percent of the notified cases were f i o m  people entering Dj ibout i  f r om neighboring countries. 
F rom 1973 to 1987, more Dj ibout i  nationals cases appeared along the ma in  transport lines linking 
Dj ibout i  to neighboring countries and after 1987, cases manifested in the urban areas as thousands o f  
refugees resettled in Djibouti. Since 1988, the spread o f  malaria has increased steadily. Uncontrolled 
urbanization with inappropriate water supply, non-existent wastewater evacuation system, settlement o f  

67 Based on  2003 World Bank Project Appraisal Document on HIVIAIDS, Malaria and Tuberculosis Control 
Project. 
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nomad population in rural areas, increased irrigated. areas and frequent floods contributed to the 
endemic. Djibouti currently records over 4,000 confirmed cases o f  malaria each year (Figure 7.1). 

Figure 7.1 Djibouti: Incidence o f  Tuberculosis and Malaria 
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Source: M inistryof Health 

I n  1997, according to a report by the Ministry of Health (MOH) , diarrheal illnesses (e.g., cholera, 
typhoid fever, amebic dysentery? viral hepatitis, etc.) accounted overall for 11 percent of medical 
consultations, and this figure was 16.5 percent for children under the age of five years. In addition, 
the MOH's 1996 report indicates that diarrheal illnesses are the second most frequent cause o f  in- 
hospital mortality, accounting for 12 percent o f  such deaths. The same report identifies diarrheal 
illnesses as the second most frequent cause o f  death for children between the ages o f  one and four 
years. Poor water quality affecting mainly the rural and poorer segments o f  the population i s  a 
contributing factor in these cases. 

Since 1989, Djibouti has experienced four cholera epidemics, the last three of which affected nearly 
the entire country, although the majority of cases were in the city of Djibouti. Care o f  those stricken 
with cholera has gradually improved: while the epidemic o f  1989 lu l led 8 percent o f  i t s  victims, the 
mortality rate was 2 percent for  the epidemics o f  1993 and 1997, and 118 percent for  the most recent 
epidemic in 2000. During the 1997 cholera epidemic, increased epidemiological surveillance o f  
diarrheal illnesses revealed that dysentery accounted for about 10 percent o f  the cases o f  diarrhea 
recorded during the outbreak. 

The HIWAIDS situation has worsened steadily since 1986, when the first case was diagnosed in 
Djibouti. As of December 2000, 10,274 persons had tested positive for  HIV and 2,197 had been 
identified by the National AIDS/STD Prevention Program as having AIDS. A national survey 
conducted in 2002 revealed an HIV prevalence rate o f  3.0 percent for the whole population6* which i s  
lower than expected. However, analysis o f  the data by age groups, shows a prevalence higher than 5 
percent among persons aged 20-35, indicating that early o n  HIV infects the economically productive 
and sexually active persons. 

~ 

68 Ministry o f  Health Survey o f  Sero-prevalence in Djibouti, CREDES, March 2002. 
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7.1.2. Heath  Resources and Utilization 

Djibouti's pubZic health service is  provided through seven hospitals, eighteen rural and eight urban 
dispensaries. Based on year 2000 data f rom CEDES6', the main general hospital (Hospital Peltier) in 
Dj ibout i  C i ty  has a capacity of 395 beds (Table 7.2). The Paul Faure Center (204 beds), the second 
largest hospital, specializes in tuberculosis and other respiratory diseases. There i s  also a 60-bed 
maternity, pediatric and obstetric hospital (Balbala). The four district hospitals-with a total capacity o f  
300 beds and act as reference hospitals for the rural dispensaries. The private health care sector i s  
relatively under-developed. 

Table 7.2: Distribution of Hospital Capacity in Djibouti 

Peltier DarElHanan Balbala Bouffard PaulFaure Private Total 
Number of beds 

facilities 
General Hospital 

Medical 106 17 30 153 
Pediatric 33 30 63 
Maternity 50 60 20 12 142 

Recovery 11 8 19 
Emergency 9 4 (short-term) 13 
Psychiatry 50 50 

Surgery 93 10 19 122 

ENTiOphthalmology 43 43 
Pneumologyituberculosis 200 200 

Total 395 60 60 60 200 30 805 
Source: CREDEShational statistics 2000. 

As of 2003, there were 29 general practitioners, 35 medical specialists7', 6 dentists and 7pharmacists 
employed with the M O H .  The Peltier Hospital alone accounts for 32percent of the MOHpersonnel. 
Two-third of the population in the capitaI is covered by the MOH. In addition, a l l  the districts are 
served by health care facilities of the MOH. This population i s  covered free o f  charge by the national 
budget without regard to  age, gender, socio-economic status or nationality. Yet, the MOH i s  confronted 
with inadequate personnel to serve the population. As o f  2004, there were 969 heath personnel. Prior to 
2004, retiring personnel were not  replaced but rather their position was eliminated. As o f  2000, the ratio 
o f  doctors to the population was 1 doctor for 6,800 persons. This i s  below the standard set by the Wor ld  
Health Organization (WHO) which recommends 1 doctor for 10,000 persons. 

Based on data from a 1996 household survey, about 78 percent of Djiboutians have access to a 
health center in less than 30 minutes (in the rural areas), and most sedentary households have a 
dispensary within walking distance. Nomads do not use the health centers, because these are too far 
away and the trip i s  too expensive (to the transportation cost one needs to  add subsistence for the sick, 
plus the opportunity costs o f  accompanying the sick person). Instead, nomads hire traditional healers, 
and go to a dispensary or hospital only in cases o f  severe il lness. 

Officially, drugs are provided free of charge by "Pharmacie Nationale d' Approvisionnernent. t' I n  
reality, drugs are rarely available, and the fact that the expenditure for  drugs i s  the largest private 
expenditure component associated with health care as was found in the 1996 household survey, 
indicates that they are not  free. Patients often have to go to  private pharmacies to  have their 
prescriptions filled. 

69 Centre de Recherche et d'Etudes pour le  Developpment de l a  Santt (Center for Health Research and Study) 
' O  Adding general practitioners and medical specialists together, translates in to  a l o w  0.08 physicians for every 
1,000 people in the population. 
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Health and hospital services in Djibouti are available to everybody and are virtually free. As a result, 
sick people cross the border f rom Somalia and Ethiopia to obtain these services. M a n y  o f  these patients 
are suffering from such protracted illnesses as tuberculosis (TB), and A I D S .  Over 60 percent o f  persons 
hospitalized for TB in Dj ibout i  are non-Djiboutians, as reported in several Government documents. 
Because the government’s budget problems do not allow allocation o f  extra money to the health sector, 
i t  i s  impossible to rehabilitate the structures destroyed by the war. 

7.2. Public Financing o f  Health Care 

Djibouti’s government budget allocation to the health sector is relatively low compared to other 
countries, at less than 2percent of GDP. Referring to Table 7.3, the public health share as a percentage 
of GDP i s  showing a disturbing downward trend, falling f rom 1.70 percent in 1996 to 1.5 percent in 
2002. Since the early 1990% resources allocated to health through a voting system have decreased 
nominally. Th is  decrease was further compounded by lower external aid receipts which fe l l  from U S D  
11 mi l l ion in 1998 to USD 7 million in 1999, which i s  a significant 36 percent decline. 

Table 7.3 Djibouti: Composition and Level of Public Expenditure on Health, 1996-2002 

1996 1997 1998 1999 2000 2001 2002 
Public health expenditure (USD millions) 8.42 9.12 8.40 9.05 9.83 8.74 9.00 
Public health expenditure as percent of GDP 1.70 1.81 1.63 1.69 1.78 1.52 1.52 
Public health expenditure as percent of total expenditure 4.92 5.12 4.91 5.11 5.42 5.14 4.62 

Public health expenditure as percent of current expenditure 5.54 5.82 6.14 5.63 5.91 5.61 5.20 
Public health expenditure per capita (USD) 12.75 13.41 12.00 12.55 13.23 11.42 11.42 

Composition of public health expenditure 
Personnel 

100.00 100.00 100.00 100.00 100.00 100.00 100.00 
79.70 79.10 76.98 76.89 77.89 78.01 64.31 

Equipment 20.30 20.90 23.02 23.11 22.11 21.99 35.69 
Source: Djibouti’s Ministry o f  Heath, World Bank and IMF staff estimates. 

Public health expenditure has fluctuated over the past decade and continues to do so. In 1996, the 
government spent U S D  8.42 m i l l i on  which rose to  U S D  9.12 mi l l ion in 2000. I t  then declined to U S D  
8.74 mi l l ion in the following year and increased to U S D  9 mi l l ion in 2002. The share o f  current 
expenditure allocated towards health has averaged around 5 percent for the last 5 years decreasing f rom 
over 7 percent during the second ha l f  o f  the 1980s, whereas the international standard i s  around 10 
percent. Table 7.4 shows that whi le Djibouti’s share o f  total health expenditure to  GDP i s  relatively 
larger when compared to Afr ican countries i t s  size (Small States) and Sub-Saharan Africa, it falls 
behind in the proportion o f  total public expenditure spent on health. 

Within the health budget, expenditure on personnel has on average formed 78% of the total public 
heath bill between I996 and 2001. However, a near doubling o f  expenditure o n  equipment f rom U S D  
1.96 mi l l ion in 2001, to U S D  3.68 m i l l i on  in 2002, lowered the personnel share to 64 percent, which 
remains high. The delivery o f  health services depends critically o n  an adequate level o f  material or 
equipment and the l o w  levels o f  spending o n  health equipment in Dj ibout i  continues to remain a 
concern. 

On a per-capita basis, public health expenditure declined from USD 14.52 in 1996 to USD 11.4 in 
2002, which is not keeping pace with the growing population. A declining share o f  the health budget 
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in GDP, a rapidly expanding population, together with the continued provision o f  free health care i s  
leading to a deterioration in health infrastructure and fall in the quality o f  care. 

Country characteristics 
Population (in millions) 
GDPicapita (USD) 
Expenditures per capita (USD) 

- Private (population) 
- State 
- External aid 

TOTAL 

Table 7.4 Health Expenditure: Djibouti and Other Countries 

High (a) Average (b) Low (c) Djibout i  (1993) 
14.1 95.5 230.7 0.58 
757 443 242 600 

19 7 4 19 
40 6 2 25 
9 3 2 17 

68 16 8 61 

Public Health Private Health Public Health 
Expenditure as a YO 

% o f  Total o f  Total Health o f  Total Gov. 
Health Exp. Exp. Expenditure 

Expenditure as a Expenditure as a Yo Expenditure as a 
Yo o f  GDP 

Djibouti 7.0 58.8 41.2 5.1 
Small States 4.3 60.9 39.1 7.6 
Sub-Saharan Africa 4.5 54.0 46.0 9.2 
Source: WHO 2001 Annual Statistics 

Djibouti is among the relatively higher GDPper capita African countries that also has high health 
care costs. Djibouti’s external aid for health i s  one o f  the highest in Afnca. Despite these high 
expenditures, however, Djibouti’s health indicators are among the worst in Africa. Though dated, i t i s  
insightful to compare the per capita private expenditures for  Dj ibout i  in the fol lowing Table 7.5, 
grouping Afr ican countries by level o f  health care expenditures in the early 90s. 
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7.3. Assessing the overall performance of health expenditures 

A study by the World Health Organization (WHO) in 2000provided a comparative analysis of the 
relationship between financial resources devoted to health services and health outcomes. A 
composite i ndex  of health indicators which provides an overall impression o f  health performance was 
created for 191 countries. The larger the index, the higher the ranking o f  the country in te rms  of health 
outcomes. Th is  was regressed against health expenditure as a fraction o f  GDP across countries. A 
positive relationship emerges between the index and the ratio o f  health expenditure to GDP. Based on 
Djibouti’s current health expenditure o f  7 percent relative to GDP, the country should have ranked 75 
out of 191 countries. Instead it stood at the 55” place as seen in Figure 7.2. 

Figure 7.2 Djibouti: Link between Health expenditures (in percent of  GDP) 
and the overall performance of the health sector [composite index) 

120.0 

100.0 

40.0 

20.0 

0.0 
0 

-r 

1 

I 

2 3 4 5 6 7 8 9 1 0 1 1 1 2 1 3 1 4  

Another index calculated in the W H O  study measured the relative performance of a country’s health 
system according to their impact on the health status of the population. In contrast to the previous 
index, the higher the index value, the worse of f  a country’s r a n l n g  is.  This was also regressed against 
the fraction o f  GDP spent on health as seen in Figure 7.3, and predictably yielded a negative 
relationship. Based on Dj ibout i  health expenditure, i t s  predicted r a n l n g  should be approximately 90; 
instead i t s  actual position was 163 out o f  191 counties. Bo th  cases lead to similar conclusions; that 
there i s  a wide-gap between what i s  expected o f  Djibouti’s health system given i t s  health expenditure 
and actual outcomes. The analysis reveals a weak relationship between health expenditure and the 
overall performance o f  the health system and a weak impact o f  the health sector o n  overall health 
status. 

Figure 7.3 Djibouti: Link of health expenditures (in percent of  GDP) and 
the performance of the health system (composite index measuring the 
impact of  the health system on health status) 
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7.4. Civil Service Issues 

Apart from concerns about low level of health equipment expenditure, the MOH suffers both 
qualitatively and quantitatively in terms of human resources. Most health personnel are employed 
under the MOH and their numbers have not kept pace with population growth. In 1973 there were 621 
personnel with the M O H .  Taking the average population growth rate o f  3%, there should have been at 
least 1300 personnel in 2003. Instead there were only 841 health workers. More disturbing, there were 
fewer workers in 2003 compared to 1997 at 1168, though i t  rose by 128 employees by 2004. Between 
1994 and 2001, there was a 15 percent decrease in overall staff, affecting mainly maintenance and 
sanitary staff. Until 2004, the Appropriation L a w  eliminated vacated positions due to  retirement. 
However as o f  January 2004, departures are to be match by numerically equivalent replacements which 
explains the increase in staff between 2003 and 2004. 

The relative small size of health care workers is aggravated by the lack of authority that the MOH 
has over personnel management. A complex process i s  involved in the hiring new personnel which 
starts with the MOH, then moves through the Ministry o f  Solidarity and ultimately to the Ministry o f  
Finance, the latter then makes the proposal to the Primer Minister and then to the President. The MOH 
i s  only able to  make recruitment proposals. Promotions have been frozen since 1993 and the absence o f  
professional advancement has l e f t  personnel demoralized. Absenteeism i s  widespread and disciplinary 
actions can only be taken after a 15-day absence for state health staff and six week absence for 
government staff. 

Most doctors and State accredited or senior health technicians reside in the capital - Djibouti-Vil le, 
which exacerbates the disparities in health services between the city and inland districts. Looking at the 
geographical distribution o f  MOH staff in 2001, the majority resides in the capital (84%) fol lowed by 
the districts o f  Tadjourah (4.7%), Ali Sabieh (3.9%), Dikhil (3.4) and Obock (2.3%). 

The current ratio doctor-population is one for every 6800 persons, which is short of the W H O  
recommendation of one doctor for every 10,OOOpersons. To attain this level, 91  doctors would be 
needed by 20 1 1 if the population growth at the rate o f  3 percent, implying 3 additional doctors per year. 
There i s  also a need for specialists in areas o f  basic and secondary care such as public health, pediatrics, 
gynecology/obstetrics, surgery and anesthesiology. Given the country’s epidemiology, venereal disease 
specialists need to be given priority. 

7.5. Anomalies in Public Budgeting and Expenditure Management 

The execution rate of the equipment component of the public health budget for Djibouti is 
problematic. Based on estimates provided by the MOH, In 2001 and 2002, only 46 percent and 51.7 
percent respectively o f  the allocated equipment budget was uti l ized (Table 7.6). This problem i s  
apparently not new as even in 1994, the execution rate was 48 percent. The situation i s  particularly 
acute in the department for  Disease Prevention and Public Hygiene, where only 20 percent o f  the 
budget i s  spent. The reasons for this outcome are not fully understood. One reason i s  attributed to  
foreign suppliers o f  drugs refusing purchase orders due to  past unpaid arrears. Economic diff iculties 
after the c iv i l  war lef t  many suppliers without payment f rom the Public Treasury, leading to  their 
wariness in processing subsequent orders. 
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Table 7.6 Djibouti: Execution Rate (YO) of Public Health Budget. 1997-2002 

1997 1998 1999 2000 2001 2002 

TotalExpenditure 91 75 92 n la  d a  n la  
Personnel 101 87 98 d a  d a  d a  
Equipment 48 34 71 n la  46 51.7 

Source: MOH 

There is also a lack of internal controls to monitor and inventory actual purchases made under the 
budget. The budget of the M O H  i s  monitored by the Department o f  Expenditure Commitments o f  the 
Ministry o f  Finance. Though it monitors whether actual spending exceeds the budgeted amounts, the 
department does not determine whether purchases are made from the MOH department that made the 
expenditure commitments. N o r  i s  any inventory made o f  the materials purchased and proper 
documentation of  actual purchases are lacking. The current practice may be a contributing factor in the 
resulting drug shortage as supply shortfalls may go undetected due to unavailability o f  records. 

To date, the Ministry of Health suffers from inefficient budgetary planning, programming and 
weakness in preparing a coherent budget with specific and measurable targets. A large portion o f  the 
MOH’s  budget execution i s  dependent upon the Ministry o f  Finance. The MOH i s  usually poorly 
informed about effective spending techniques, and expenditure processing i s  often complex, 
cumbersome and ~ o s t l y ’ ~ ,  causing delays in payments and serious problems for an already inefficient 
system. 

I n  an environment where the major share of thepublic health bills is spent on wages, thefinancing 
of pharmaceutical products continues to remain a critical problem. Both low equipment budget 
allocation and execution rates have contributed to drug shortages. The MOH company Pharmapro 
provides drugs io  al l  health facilities in the private sector and has been suffering f rom a chronic lack o f  
financing which amounts to less than one U S D  per capita after medical deductions, resulting in limited 
availability o f  drugs. h g s  in principal are supplied by Pharmapro free o f  charge. However low 
availability and inadequate restockmg has forced patience to either purchase drugs f rom the private 
sector or forfeit treatment. A 1996 household survey confirms that drugs form nearly half o f  total 
private health expenditure. Poor quality staffing has affected the monitoring and management o f  
inventory. Due to the company’s liabilities with foreign suppliers, purchases are made f rom more 
expensive private pharmacies and further eats into i t s  l imi ted budget. 

7.6. Equity Impact of Public Health Expenditure 

Since the public sector is the largest provider of health care in Djibouti, the quality of care is  
determine to some degree by the national budget allocation towards health. It was already noted the 
amount spent by the government on health per person i s  declining. Thus, the population i s  forced to 
contribute to the cost of care in order to stay in reasonable health. According to the 2004 PRSP, the 
total health care bill for the country i s  financed by the state (27 percent), external a id (29 percent), 
households (24 percent) and by assessment o n  employers and wages (20 percent). Foreign aid 
constitutes the primary source of financing health care. Based o n  a 1999 United Nations Development 
Report (UNDP), the major donors are France (35%), Spain (32%), I ta ly  (7.8%) and the Wor ld  Health 
Organization, WHO (7.8%). 

Much of what is known about distributional impact of public health spending for Djibouti is based 
on a household survey conducted in  1996 known as EDAM or (Enqu2te Djiboutienne auprh  des 
~ 

” Based on a July 2000, IMF Study. 
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MLnages) . Households shoulder a large share o f  total health expenditure. Table 7.7 shows various 
categories o f  household with positive expenditure on various components o f  heath services. The very 
poor are households that could not afford to purchase the food basket needed to maintain a minimum 
amount o f  calorie consumption of 2015 per adult equivalent. The poor are classified as individuals who 
not  able to  meet  basic needs compromising o f  food and non-food items. Those in the highest 20 percent 
income quinti le are classified as better-off. 

Table 7.7: Annual household private expenditure (USD) on Health, 1996 
(for those with strictly positive expenditures) 

Drugs Fees and Hospital Traditional Transportation Total 
Medical Exams Charges Healer Expenditure 

Al l  WSD)  178.0 133.0 308.0 105.4 22.6 223.3 
> ,  

(percent) 50.6 14.0 2.2 5.2 28.8 57.1 
Vely-poor 58.6 30.2 N/A 52.9 7.3 60.8 
(percent) 18.7 .1.9 0 5.2 8.0 24.4 
Poor 94.2 92. 1 178.6 53.4 14.5 102.2 
(percent) 35.5 4.7 1.1 6.3 19.1 43.6 
Better-off 214.2 139.9 342.5 130.1 25.9 282.5 
(percent) 62.0 21.0 3.1 3.9 , 36.0 67.4 
Source: World Bank estimates from EDAM 1996. Only households with strictly positive expenditures in the category are considered. 

On average, each household spends an equivalent of USD 87.35per year for drugs. Turning to Table 
7.8, when considering only those with positive expenditure, the average expenditure on drugs jumps to 
USD 178, which a significant 50 percent o f  a household's health budget. The average expenditure of 
the richest quintile was USD 282.5, and the average expenditure o f  the poorest 20 percent of 
households was USD 102.2. Almost everybody who had a positive expenditure for health care paid for 
drugs. This strongly supports the conclusion that drugs are not free. 

The average per-capita private health expenditure o f  USD 17.83 in 1996 i s  close to the 1993 level of 
USD19. Private per-capita health expenditure for the poorest household was USD 3.48 compared to 
USD 52.31 for the richest households. 

Table 7.8: Household Health Expenditure (LJSD) by Economic Group in Previous 12 Months, 1996 

Household health expenditure in previous 12 
months 
purchases o f  medications 

Total 1" quintile 2"d quintile 3rd quintile 4~ quintile 5" quintile 

Averageperhousehold 87.35 17.14 48.70 67.44 102.12 222.59 
Average per person 

Modem medical consultations, public and private 
Average per hwsehold 

Average per person 

Average per person 

Traditional healers 
Average per household 

Transportation to point of senice 
Average per household 

Average per person 
/dl expend it we comb^^ 

Average per household 
Average per person 

Source: EDAM 1996. 

13.05 2.63 6.74 

15.71 1.29 5.89 
2.35 0.20 0.82 

4.02 1.74 1.98 
0.60 0.26 0.28 

5.23 1.58 3.08 
0.78 0.24 0.43 

119.2 22.71 62.64 
17.83 3.48 8.67 

9.49 

14.40 
2.03 

2.81 
0.39 

7.06 
0.99 

100.00 
14.08 

14.66 

16.00 
2.30 

7.98 
1.15 

8.43 
1.21 

148.08 
2 1.25 

39.85 

45.52 
8.14 

6.44 
1.15 

7.07 
1.27 

292.39 
52.3 1 

Given the importance of drugs in the household's health budget, further efforts should be made to 
determine programs that can reduce cost through group purchases and better information for both 
private and public drug providers. 
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The public sector provides most of the curative medical services in Djibouti. The non-poor are more 
likely to turn to the private sector for professional health services. Table 7.9 illustrates the use o f  
health facilities. On average, less than 6 percent o f  the households have used a traditional healer in the 
last 12 months. Nearly 58  percent o f  households have used a public health facility in the last 12 months, 
and 17 percent o f  households have used a private health facility in the same period. The results show 
that the demand for different kinds o f  health care providers i s  correlated with household income. The 
use o f  health facilities increases with economic well-being. The poor did not use private facilities, but 
one third o f  the richest 20 percent o f  households used private health facilities. 

Welfare Group 
(percent) 

Very- Poor Non-Poor 
Poor 

Table 7.9 Use o f  Health Facilities (percent), 1996 

Expenditure Public Private Tradit ional 
Quintile healer 

1 (Poorest) 51.7 3.8 5.5 
2 59.5 8.8 4.1 
3 61.6 11.0 7.0 
4 62.5 20.8 5.1 

All 57.4 16.6 5.9 
Source: World Bank staff estimates from EDAM, 1996 

5 (Better off) 52.9 34.1 7.5 

Location 
(percent) 

Djibouti- Urban Rural All 
City 

The 1996 data also informs us that the type of health treatment varies with the material standing of a 
family. If medical treatment i s  sought, many poor families choose to go to a dispensary. Nationally, 
almost two-thirds o f  the very-poor sought professional treatment f rom a dispensary. Among the non- 
poor only ha l f  o f  sick used a dispensary. Table 7.10 indicates the kind o f  facil i ty used by the people 
who fel l  sick in the 4 weeks before the interview. I t  i s  clear that richer people tend to use hospitals, 
while the poor and the very-poor make larger use o f  dispensaries and traditional hea1ers.h the past, the 
free provision o f  health services induced many people to switch f rom traditional healers to Government 
facilities. However, the 1996 Participatory Poverty Assessment (PPA) stated that the unavailability o f  
drugs, meager economic resources, and a recent introduction o f  a cost sharing mechanism induced 
many households to revert to herbs and other traditional medicines which are less expensive than at a 
health facility. 

Many households are not satisfied with the quality of the dispensaries which are mainly utilized by 
thepoor: 33 percent o f  the inhabitants o f  Dj ibout i  consider the system poor, and 33.4 percent consider 
the system only average. There seems to  be n o  difference in the perceived quality o f  services for rural 
and urban locations. According to the 1996 PPA, people are very dissatisfied with the services offered 
by Government dispensaries because the basic infrastructures needed to ensure quality i s  missing. The 
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other two m a i n  concerns are the l o w  quality o f  personnel and the sporadic availability o f  drugs. In 
contrast, the refugee population living in camps can use the services o f  a well-organized dispensary run 
by an NGO. 

7.7. Incidence of Public Expenditures on Health 

Various expenditure-incidence studies have been carried out to identifi who receives subsidies from 
health spending. The conclusions unanimously ho ld that expenditures o n  public health and basic 
curative health care are more pro-poor, while subsidies at tertiary levels pr imari ly accrue to  the rich. 
Dj ibout i  i s  not an exception to this finding, though the magnitude o f  the inequality o f  the distribution 
appears to  be m u c h  smaller than in neighboring countries. 

According to Table 7.1 1, among the 4.7 percent o f  Djiboutians who reported themselves ill or injured in 
the 4 weeks before the interview, 82 percent sought health care o f  some type. Fewer of the poorest 
(82.1 percent) than the richest (86.7percent) sought health care. Dispensaries are the most common 
source, used by 34.3 percent o f  a l l  Djiboutians. The Hospital Peltier and SM172 are the next most 
common source of care, used by 15.6 percent o f  Djiboutians. 

There are, however, large differences among welfare groups as to where people seek care. Those in 
the poorest quintile rely on dispensaries more than twice as often as those in the richest quintile. 
Likewise, those in the poorest quintile as seen in Table 7.11, are only ha l f  as l ike ly  as those in the 
richest quintile to seek curative care at the Hospital Peltier- 11.2 percent versus 28.9 percent of cases. 

Table 7.11: Use of Selected Health Services (percent), 1996 

Quintile Poorest Second Third Fourth Richest All 

Ill or injured who seek care 82.7 78.3 74.9 86.2 86.3 82.1 
Use government facility for first visit 87.7 85.0 58.1 82.1 43.0 79.0 
Source: Staff estimates from EDAM, 1996. 

Ill or  injured, last 4 weeks 4.0 3.5 4.9 5.2 5.9 4.7 

These three factors-who is ill, who seeks care, and where they seek care-influence the final 
distribution of the use of each service. This in turn affects the efficiency of government expenditures 
in reaching the poor. According to the 1997 Dj ibout i  Poverty Assessment (DPA), government 
expenditures on SMI and dispensaries are fairly wel l  targeted to the poor, with 41 percent of the total 
dispensary spending allocated to the poorest 40 percent o f  the population. By contrast, the poorest 40 
percent receive only 22 percent o f  hospital subsidies, compared with the 20 percent o f  individuals in the 
top quintile who gain 29 percent o f  total hospital subsidies (Table 7.12). 

Table 7.12: Distribution of  Use of Selected Health Services (percent), 1996 
Quintile Poorest Second Third Fourth Richest All 
Dispensary and SMI 21.9 18.7 22.2 20.3 16.9 100 
Hospital P&ltiBr 11.2 10.9 24.4 24.6 28.9 100 
Source: Staff estimates from EDAM, 1996. 

72 S M I  stands for Service Mkd ica le  Interentreprises o r  Inter-enterprise M e d i c a l  departments. 
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7.8. Estimating the costs o f  attaining Health MDGs 

In 2000, the government o f  Djibouti with the assistance o f  i t s  technical partners and financing from the 
Wor ld  Bank, undertook an overall assessment o f  the health sector that led to  recommendations for 
reform and the  development o f  a ten-year health sector reform plan73 in l ine with the Mi l lennium 
Development Goals. The 2002-2011 Strategic Plan sets out five objectives: (i) improve the 
organization, management and operation o f  the health system, (ii) tailor the operations and health 
services to  the population's needs, (iii) improve and adapting financial resources t o  the needs o f  the 
health system, (iv) promote and develop human resources according to the requirements o f  the health 
system and (v) improve the availability, accessibility and utilization o f  high-quality drugs. 

In the short run, the main objectives by 2006 in the area o f  health are to reduce infant mortality from 
103.1 per 1,000 births to 75 per 1,000 in 2006 and to reduce maternal mortality f rom 690.2 per 100,000 
l ive births in 2002 to 570 in 2006. To achieve these objectives, a study carried out in 2001 by CREDES 
estimated the current expenditure implications. These estimations offer an indication o f  the potential 
fiscal pressures on future state budget, averaging an additional amount o f  2 m i l l i on  USD per year 
(Table 7.13). This represents an annual increase in the total national health budget o f  about 9 percent. 

Table 7.13: Additional public expenditure needs to achieve the MDGs by 2011- implications up to 2006 

2002 2003 2004 2005 2006 

Expenditure Projections (USD '000) 
Wages and Salaries 
Equipment, Materials and Supplies 
Operations and Maintenance 

109.39 112.76 147.20 151.25 155.98 
1131.89 272.56 2546.70 2989.20 2162.05 

39.50 93.18 119.51 124.24 126.94 
Subsidies 
Interest on Public Debt 
Other Recurrent Cost Related to Investment 

TOTAL 1280.78 478.51 2813.41 3264.69 2444.97 
Source: CREDES, 2001 

7.9. Conclusions and policy implications 

The main findings o f  the chapter are summarized below: 

(i) Weak link between available resources and outcomes- despite relatively higher per-capita 
income and per capita aid, Dj ibout i  suffers f rom one o f  the poorest health status indicators 
in the world. 

(ii) Public expenditure in health in Djibouti is falling as a percentage o f  GDP as wel l  as o n  a 
per-capita basis and not keeping pace with i t s  rapidly expanding population. 

73 The assessment identified many serious dysfunctions concerning the delivery, quality and equity o f  the health 
services. The major constraints involve deficiencies in planning and management o f  the system, shortage o f  
qualified personnel and inadequate management o f  human resources, weak infrastructure, poor availability of 
drugs and inadequate funding o f  the health sector. 
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(iii) A large portion of the public health bill is spent on wages, at the expense o f  medial 
equipment and material. 

Budget executions rates for material and equipment are low- at disturbing 50 percent. 

The supply ofpublic health services is declining both in terms of quality and quantity due 
to shortage o f  qualified health personnel and limited material budget. 

(iv) 

(v) 

The pol icy implications o f  these findings are as follows: 

Budget spending should increase in the next few years, if the PRSP goals are to be met 
by 2006. There is urgent need to mitigate the deterioration in the performance of the 
health system with the emphasis on rehabilitating the health infrastructure, hiring more 
qualified personnel and increasing the availability o f  affordable drugs. 

Streamlining drug expenditure within both public and private health care facilities, in 
particular considering the usage of generic as opposed to branded drugs could bring 
substantial savings. These might be allocated to budget i tems with better cost benefit ratios 
such as preventive medicine programs that are currently under funded and often covered by 
foreign aid. 

I n  the interest of cost recovery, The MOH may consider making some of its currently 
free health service fee based. I t s  resources are overstretched as it provides free medical 
coverage not only to Dj ibout i  nationals but to a large foreign population. A reasonable fee 
system could contribute to finance the MOH budget and if accompanied by stronger 
accountability mechanisms it could help improve the delivery o f  health services. A 
proposal by the Center for Health Research and Study (CREDES) in 2000 has put forward 
a number o f  tar i f f  scheme options and their potential implications in terms o f  cost recovery 
takmg into account the household budget constraints o f  low-income groups. An alternative 
pol icy option i s  to allow greater private sector participation in the provision o f  some health 
services. In this case, the role o f  the public sector would need to be revisited and i t s  
regulatory capability would need to be strengthened; 

Strengthen the national health information system .The current status o f  the national 
health information system, in terms o f  both personnel and equipment makes it di f f icul t  to 
link expenditure to outcomes and to measure their impact o n  the quality o f  l i f e  and 
morbidity. Additional technical training and funding to recruit qualif ied staff can help 
improve the assessment o f  the health care system. 

I n  general, the downward trend in health care personnel must cease and departing 
agents much be replace in a systematic manner based on health policy objectives and 
taking into account growth in the population. The shortage of qualif ied staff within the 
MOH and i t s  inabil ity to recruit for lack o f  funds compromises it abil ity to achieve 
objectives under the Heath Strategy plan and to absorb donor financing. The fiscal 
implications o f  increased health personnel o n  the overall wage bill would need to be 
carefully assessed; 

Increased budget expenditures need to be accompanied by greater accountability in 
health service delivery. The long route to accountability needs to  involve policy-makers, 
budget administrators, service-providers and final users. This will help improve the link 
between health expenditures and outcomes. Fo r  instance, greater accountability o f  service 

155 



(vii) 

providers to  policy-makers wi l l  contribute to reduce personnel management inefficiencies, 
such as double-dipping (public doctors that use the official working hours to offer private 
consultation) and absenteeism. The use o f  expenditure-tracking user surveys can also help 
ident i fy and tackle key sources o f  inefficiency and inequity in the utilization o f  health 
resources; 

Greater role of the health sector ministry in formulation, management and monitoring of 
the sector budget would help mitigate the l o w  budget execution problems in key items 
(such as materials and supplies). These problems may be associated to  the cash-based 
management plan that, .albeit important to keep arrears under control, it does not grants 
payment authority to the sectors. A greater performance-orientation o f  the budget, 
assigning clear responsibilities to sector agencies for results and setting up efficient 
oversight mechanisms could be an option to consider in view o f  improving the efficiency 
and equity impact o f  the budgetary resources allocated to health. 
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CHAPTER 8: ASSESSING PUBLIC EXPENDITURE ON SOCIAL 
PROTECTION 

The social protection system in Djibouti is in the makings. While the current institutional 
arrangements remain limited in scope and the responsibilities and functions are still blurred, several 
initiatives are under implementation. The PRSP has provided part o f  the motivation by encouraging 
managers to think creatively about programs to address the needs o f  intersecting groups o f  vulnerable 
individuals (the poor, unemployed, women, children), unfortunately growing in number. The arrival o f  
new, highly trained staff i s  contributing to the change as well. N o t  surprisingly, the emerging structure 
of the social protection system i s  starting to resemble that o f  other countries in the Middle East and 
Nor th  Africa region. In some respects this i s  positive, as it shows a growing commitment by pol icy- 
makers to assist vulnerable groups in managing social risks. It also means, however, that some of the 
mistakes that other countries have made in the past can be replicated. Hence, it i s  today, when most 
programs are s t i l l  “under construction,” that technical assistance i s  needed to prevent costly reforms in 
the future. 

This chapter takes stock of the social protection system in Djibouti where, contrary to the education 
and health sectors, and taking aside policy advice in the areas of pension reform and the set up of a 
public works project, the Bank has been largely absent. Data limitations constrain the type of 
analysis that can be conducted Hence, a formal assessment o f  social r i sks  and r i s k  management 
instruments i s  outside the scope o f  this chapter. Rather, the focus i s  on three more modest objectives: (i) 
to  conduct an inventory of current programs and new initiatives under preparation; (ii) to assess, to the 
extent possible, issues in terms of the sustainability, efficiency, and equity o f  current expenditures in 
these programs; and (iii) to identify major gaps within the system given a gross typology of r isks 
factors. The conclusions and recommendations rely mostly o n  budget data, the preliminary results of 
labor and household  survey^,'^ and extrapolations f rom the experiences o f  other countries. 

The remainder of the chapter is organized into four sections. Section I presents an overview of the 
structure of the socialprotection system and its costs, as well as a description of the main sources of 
risk affecting the Djiboutian population. The three ensuing sections are each concerned with one 
branch o f  the SP system: social insurance programs, labor market programs, and social assistance 
programs. The final section provides a short summary o f  the main conclusions f f o m  the analysis and 
directions for further studies and technical assistance. 

8.1. Overview 

The principal role of a social protection (SP) system is to assist individuals to manage social risks. 75 

These r i sks  can be man-made (e.g., unemployment, inflation), or natural (adverse weather, diseases). 
Several market failures, notably imperfections in insurance and credit markets, myopia, and the fact that 
individuals are unlikely to take into account the social costs o f  the r isks  they take, make private 
arrangements (formal or informal) insufficient. A well-designed SP system combines instruments that 
reduce social risks (e.g., sound macroeconomic policy), instruments that mitigate the impact of given 
r isks if and when these materialize (e.g., unemployment insurance), and instruments that cope with the 
effects of shocks that have already occurred (e.g., cash-transfers to  the disabled and poor). Through 
these instruments the SP system stimulates investments in human capital -- particularly among the poor, 

74 Unemployment statistics cited in this chapter should be interpreted with caution. 
75 See Holzmann R. and S. Jorgensen. 1999. “Social Protection as Social R isks  Management : Conceptual 
Underpinnings for the Social Protection Sector Strategy Paper D. Social Protection Discussion Paper No. 9904, 
World Bank. 
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"insures" these investments, enables poor and vulnerable individuals to engage in higher-risklhigher- 
return activities, improves equity and promotes social stability, and ultimately contributes to economic 
growth. 

I n  Djibouti, the core of the social protection system is under the management of the Ministry of 
Labor and Social Affairs (MLSA). This ministry houses labor market programs (vocational training, 
job-search assistance), social insurance programs (pensions and health insurance), and a sti l l  diffident 
department responsible for the design and implementation o f  social assistance programs (Direction de 
Solidaritk Nationale). A Public Works project and a Social Fund project operate under the supervision 
o f  the Prime Minister's office. Other ministr ies such as Women Affairs, Agriculture, Education, and 
Health also conduct, or are preparing, programs that fall in the realm o f  social protection (e.g., micro- 
finance and unconditional cash transfers). 

Total expenditures in what are traditionally considered social protection programs amount to 10% of 
GDP; from these, however, programs targeted to poor or vulnerable groups capture less than 0.5% of 
GDP. The largest share of SP expenditures goes to the social security system. Indeed, Dj ibout i  spends 
5.1% of GDP on pensions and health insurance, among the highest shares in the developing wor ld  (see 
Table 8.1 and Figure 8.1). The other large component o f  SP expenditures i s  transfers to  households and 
in~t i tut ions. '~ Here Dj ibout i  also displays a high-level o f  expenditure (4.3% o f  GDP) relative to  low-  
and middle-income countries. From these transfers, however, 26.7% (1.1% o f  GDP) are subsidies to 
public institutions (mostly universities, private schools, and the public media), 26.6% (also close to 
1.1% of GDP) are housing subsidies for c iv i l  servants, and 10% fellowships to  study abroad. Housing 
subsidies for  c i v i l  servants are as high as the total budget o f  the education sector, and 5 times the budget 
of the heaIth sector! Targeted programs towards the vulnerable and poor capture less than 0.5% o f  
GDP. For  instance, expenditures allocated to poverty programs in 2004 account for  0.2% o f  GDP. 

Figure 8.1: SP Expenditures in Djibouti and Other Selected Countries 
Transfers to Households and Organizations 

0 5 10 15 20 25 0 5 10 15 20 25 
Ym GDP K GDP 

Source: Besley, Burgess, and Rasul, 2003. 77 

The low level of spending in safety nets and risk mitigatingprograms seems at odds with the fact that 
Djibouti is one of the most liberal countries in the region, where the population is more exposed to 
domestic and external shocks. Contrary to other countries in the region (e.g., Algeria, Bahrain, Iran), 
macro-level social protection instruments, such as price controls and producer subsidies, are n o  longer 

76 Refers to l ines  4-63 and 4-64 o f  the budget 
77 Timothy Besley, Robin Burgess, and Imran Rasul. 2003. "Benchamarking Government Provision o f  Social 
Safety Nets". Social Protection Unit. Human Development Network. The World Bank. 
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in use in Djibouti (excepting education and health services). This i s  the result o f  the reforms introduced 
in year 2000 that scrapped markups on commodities such as bread, milk, and gas.78 Labor markets are 
also not regulated. For instance, there i s  no minimum wage and f i r m s  face zero firing costs. This liberal 
environment creates the potential for a more efficient allocation o f  domestic resources and generates 
fiscal savings through foregone subsidies, but i t  also brings higher vulnerability. Prices, for  instance, are 
sensitive to changes in the exchange rates, since there i s  l i t t l e  domestic capacity to  substitute for 
imports. Moreover, few players seem to control import and commercialization channels, making prices 
rigid downward. In te rms  o f  employment, new entrants to the labor market face a l o w  probability o f  
finding jobs. Unemployment rates have continued to climb and even if growth resumes and i s  sustained, 
these are unl ikely to fa l l  below 20 percent within the next 15 years (see Figure 8.2). The problem will 
be exacerbated by the need to  restructure SOEs and the c iv i l  service. For those employed in the private 
sector, particularly in SMEs or the informal sector, the situation i s  unstable: they can loose their j o b  not 
only when the firm faces difficulties, but also if other better-trained workers (including foreigners) 
become available. 

Figure 8.2: Dynamics of  Unemployment Rates 

7 0 %  7 J o b s  grow at  - 2 %  p e r y e a r  
(3% G D P  growth - 1 %  labor 
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78 These reforms took place without any compensating package for the vulnerable and poor. 
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Beyond income-generating mechanisms for the poor, there are demands to assist and protect 
various categories of vulnerable population groups. These include: 

Children. Close to 40 percent o f  the Djiboutian population are children less than 12 years of age. 
Those in low-income households or who are living in the streets are exposed to a high r i s k  o f  
death, the r i s k  of  not receiving an education and prematurely entering the labor market, and the 
use o f  drugs (mostly inhalants). Indeed, Dj ibout i  s t i l l  has very high child mortality rates, 114 per 
1,000 l ive births. While school enrollment rates have increased considerably in the past decade, 
repetition and dropout rates remain a cause o f  concern. Thus, o f  every 100 children who enter 
primary education, only 8 are expected to finish high school. L o w  returns to education, sizable 
out-of-pocket expenditures (6-7 percent o f  the budget among poor ho~seholds),’~ and the 
opportunity cost of child labor are factors that contribute to the problem. Whi le  statistics are not  
available, local associations have raised awareness o f  the problem o f  street children who lack 
access to a l l  basic services and fail to meet the minimum daily calorie intake. Dj ibout i  has yet to 
rat i fy conventions 138 (minimum age) and 182 (worse forms o f  work). Prostitution and drug use 
among children and youth have been identified recently as a major social problem by the Minister 
of Labor and Social Protection.*’ 

Women represent half of the population and, other things being equal, are economically more 
vulnerable than men. Girls are less l ike ly  to enroll in school and more likely to  drop out8 ’  Among  
adult women, 72 percent are illiterate. The maternal mortality rate in Dj ibout i  i s  among the 
highest in the wor ld  (740 per 100,000 l ive births). Gender inequalities are also visible in the labor 
market. The probabilities o f  being unemployed or jo in ing the informal sector are higher among 
women, whi le the remuneration for those working i s  lower on average (average salary o f  DF 39, 
453 Vs. DF 75 929 for men). 82 

Low-skilled workers. Seventy-eight percent o f  the Djiboutian workforce i s  u n s k ~ l l e d . ~ ~  These 
workers face higher unemployment probabilities than skilled workers (63 percent Vs. 46 percent). 
For those employed, the probabilities o f  loosing their j o b  i s  also higher, given the competition not 
only o f  other Djiboutians with better slulls, but also f rom cheaper and often better-qualified 
foreigners. Low-skil led workers often operate in the informal sector where they lack access to  
health insurance and the public pension system. 

The elderly. Those aged 60 or higher represent only 5 percent o f  the Djiboutian population, yet 
90 percent o f  them are not  covered by a pension system. The majority relies o n  informal 
mechanisms (i.e., family support), but among low-income households, this level o f  support i s  
limited. There i s  also anecdotal evidence o f  lack o f  access to health services and necessary 
medicines.84 

’’ Ministere de 1’Emploi et la  Solidaritt Nationale. 2004. (( Population et Emploi A Djibouti  : Rtsultats des 
Enquttes Aupres des Menages D. Draft report. Djibouti. Janvier. 
8o Ministere de 1’Emploi e t  de la  Solidarite Nationale. 2003. (( Actes de 1’Atelier : JournCe de Mobilisation 
et de Prise de Conscience sur la Prostitution des Mineurs et la  Prolifkration des Drogues. >> Avril. Djibouti. 
8‘ Ibid. 
82 Office o f  the Prime Minister. 2003. “Strattgie Nationale d’Inttgration de la  Femme dans l e  
Dkveloppement D. Djibouti. 
83 Individuals with primary education o f  less. 
84 Direction de SolidaritC Nationale. 
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Migrants and nomads. In July 2003 the Government o f  the Republic o f  Dj ibout i  expatriated a 
large share o f  the population o f  illegal migrants, most o f  them from Ethiopia, Somalia, and 
Eritrea. They were employed primarily in the informal sector, often as domestic servants. Around 
120,000 are believed to have left the country. The risk i s  that this population group i s  floating o n  
the frontiers, or in the transport corridor linking Dj ibout i  and Ethiopia, lacking access to  basic 
services, and with limited options in terms o f  income-generating activities. Nomads have received 
litt le attention, yet they represent 18 percent o f  the Djiboutian population. They are the f i rs t  
victims o f  water scarcity, adverse weather, and hunger. They often lack access to basic health 
services and their children do not attend school. 

8.2. Social Insurance 

Social insurance programs are designed to mitigate risks such as disease, disability, death, 
longevity, and unemployment. In Djibouti, social insurance comprises old-age, disability, and 
survivorship pensions (available to al l  workers in the formal sector) and health insurance (only 
available to workers in the formal private sector and contractual workers in the government). N o  
unemployment insurance program i s  available. 

The newly created Conseil National de Securite' Social (CNSS) is the governing body of the 
social insurance system.85 The CNSS houses the Organisme de Protection Social (OPS) and the 
Caisse National de Retraite (CNR). The OPS provides health insurance, insurance against work- 
related accidents, family allowances, and old-age, disability, and survivorship pensions to private 
sector employees and contractual workers in the public sector. The CNR only provides pension 
benefits to c i v i l  servants, parliamentarians, and the police. The military are covered by a separate 
regime, the Caisse Militaire de Retraite (CMR), which i s  part o f  the Ministry of Defense. 

Altogether the social insurance system costs 5.1 percent of GDP and covers 23 percent of the 
workforce. Pension expenditures amount to 3.8 percent o f  GDP. The OPS i s  the largest scheme, 
with close 20,400 plan members, revenues o f  DF 4.1 b i l l ion (4 percent o f  GDP), and reserves o f  
DF 4.6 b i l l ion (4.5 percent o f  GDP). Pension expenditures in the OPS account for 45 percent of 
the total (see Tables 8.2 and 8.3). 

Table 8.2: Basic Demographic Structure of the Insurance System 

Scheme 
OPS 
CNR 
Civil servants 
Police 
Parliamentarians 
GNA 
CMR 
Gendarms 
Military 
T O T A L  

Worvorce 

Contributors 
20,384 
3,874 
2,398 
1,402 

14  

2,381 
623 

1,758 
26,639 
116,310 

Beneficiaries 
4,673 
3,047 
1,309 
93 1 
138 
669 

1,412 

Coverage 22.9% 
Source: Information provided by the pension funds and DISED. 

*' Law No.  151iANl0214L. 
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OPS CNR CMR Total 
Revenues 4,180,522,743 1,851,793,629 390,066,178 6,422,382,550 
Contributions 3,737,557,864 1,198,666,734 390,066,178 5,326,290,776 

Employees 758,894,998 340,225,853 1,099,120,851 
Employer 2,978,662,866 756,962,542 3,735,625,408 

Budget - 101,478,339 101,478,339 
Investments 408,264,913 - 408,264,913 
Other 34,699,966 653,126,895 - 687,826,861 

Expenditures 3,277,388,004 1,613,145,035’ 783,890,129 5,674,423,168 
Pensions 1,887,066,972 1,528,503,118 783,890,129 4,199,460,219 
Health and work accidents 112,802,444 - 112,802,444 
Family allowances 200,749,278 - 200,749,278 
Other 8,625,120 - 8,625,120 
Administration 1,076,769,3 10 76,016,797 ? 1,152,786,107 

Balance 903,134,739 238,648,594 (393,823,951) 747,959,382 

(%GDP -Termination Measure) 53% 16%’ 7 69% 
Implicit Debt Afer Reform 

Note: (1) CNR expenditures do not include GNA pensions, which are part o f  the general budget. (2) 

8.2.1. Public pensions 

I n  year 2001, in response to growing deficits in the CMR and the CNR and a gloomyfinancial 
prospect for the OPS, the government initiated an ambitious reform program for the pension 
system. The impl ic i t  pension debt for  the OPS and the C N R  in year 2001 was estimated at 34 
percent and 10 percent o f  GDP respectively.86 Institutional capacity across the funds was 
extremely weak. Records for contributors and beneficiaries were outdated; an actuarial valuation 
of the funds had not been conducted in years; the true value o f  the reserves o f  the system were 
unknown; and in the C N R  and the CMR the quality o f  services to plan members was in a 
downward spiral. 

The reform program had three components: (i) review benefit formulas and eligibil i ty 
conditions to reduce unfunded liabilities; (ii) improve institutional capacity mainly by revamping 
management and information systems; and (iii) strengthen governance and investment policies 
through the creation o f  a new governing body that would be shielded f rom polit ical pressures and 
that would managed the funds in the best interest o f  plan members. As part of the reform 
program, the government also committed to auditing and refinancing i t s  arrears with the funds 
and to normalizing the payment o f  i t s  contributions as employer. The OPS therefore would re- 
open the f i l es  of those individuals who had been denied retirement as a result o f  the government 
moratoria. 

The progress achieved to date has been remarkable. First, in early 2002 the parliament adopted 
changes to the laws of the OPS and CNRS7 that mandated a gradual realignment of eligibility 
conditions, benefits, and contributions (see Table 8.4). The adjustments were difficult t o  
implement politically and socially, but the commitment o f  the government, an aggressive 
communications campaign, and long negotiations with various stakeholders ultimately l ed  to  the 
adoption o f  the new laws. Second, the government introduced a progressive “solidarity tax” o n  

86 Refers to the termination measures. 
contributors and pensioners, without taking in to account accrued rights for new contributions. 
87 L a w  No. 153lANl02.4L, L a w  NO. 154lANl02.4L, and L a w  No. 155lANlO214L. 

In this case the impl ic i t  pension debt i s  the debt to current 
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pensions. Since contributions as well as the revenues from the investment o f  savings for old-age 
are tax exempted, this policy brought the Djiboutian pension system in l ine  with best international 
practices. Third, a law creating the CNSS was passed,88 i t s  Board o f  Directors and the Executive 
Director have been selected, and a decree outlining the basic guidelines for investment policies 
has been a p p r ~ v e d . ~ ’  Fourth, the government audited i t s  arrears with the pension funds, 
refinanced par t  of i t s  debt, and normalized the payment o f  contributions. All pending files o f  
applicants for  retirement have now been processed. 

Table 8.4: Summary of Parametric Reforms 

KEY PARAMETERS OPS CNR 
Increased from 50 years in 

2001 to 55 in year 2006 Retirement age Unchanged at 55 

Increased from 15 to 25 for 

CMR 

Unchanged at 

Vesting period 

Accrual rate 

Contribution rate 

Unchanged 

workers aged 50 or Unchanged at 25 Unchanged at 
younger 

Reduced from 2% to 1.8% 

and 1.5% since 2006 

Before not available 
(individuals receives back 
their contributions). After 

Reduced from 3% to 1.8% 

and 1.5% since 2006 
Unchanged Unchanged Unchanged 

between 2002 and 2005 between2002and2005 Unchanged at 

I Early retirement 

Other 

Several challenges persist and will need to receive attention within the next two to three years. 
These are discussed below. 

the reform retirement 
allowed after age 55 with 

at least 15 years o f  
contribution, but with a 

penalty. 
15% solidarity tax on 15% solidarity tax on 

abatements. abatements. abatement. 

15% solidarity tax on all 
pensions with progressive pensions with progressive pensions without 

CNR and CMR 

Despite the parametric reforms, the CNR and the CMR continue to demand fiscal support. In 
year 2003 the deficit o f  the C M R  reached 0.5 percent o f  GDP, and at the timing o f  writing this 
report, the budget o f  the CNR for 2004 was s t i l l  not  approved given that expenditures exceeded 
revenues.g0 These deficits are expected to continue growing over time. 

I n  the case of the CNR, authorities have suggested that one way to address this problem is by 
increasing the number of individuals who join the CNR; this policy, however, would only make 
things worse. Indeed, beyond the problems that such a pol icy implies given an already 
unsustainable public wage bill, each new individual who enters the C N R  would constitute a 
liability. Hence, while over the short term the financial situation o f  the C N R  could improve as 
more contributions are paid, over the long-run the situation would deteriorate given higher 
pension expenditures. On balance, the impl ic i t  debt o f  the system would increase. 

88 Law No. 15 l/ANlO214L 
Reference to Decree. 
The expected operational deficit o f  the CMR for year 2004 has not been released yet, 

89 
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The CMR is in  a situation similar to the CNR and while its unfunded debt can still be reduced, 
ultimately the budget will have to finance it. A new, highly motivated, Director was appointed in 
February 2003. H i s  f i r s t  task has been to command a new actuarial valuation o f  the fund to 
implement parametric adjustments. In fact, the parameters o f  the system were not modif ied 
during the last reform. Hence, the unfunded liabil ity o f  the scheme, not yet estimated, could be 
reduced but not eliminated. As in the case o f  the CNR, letting new members into the scheme 
makes things worse. 

The fact is that both funds (CNR and CMR) have accumulated an implicit debt that cannot 
simply go away. The government i s  ultimately liable for this debt, and unless i t  defaults, a 
mechanism i s  needed to ensure i t s  service. I t  i s  recommended to make the current debt with the 
CNR and the CMR explicit in the government account and create a I ine in the budget to serve this 
debt. The fiscal implications and appropriate financing mechanisms wil l  have to be assessed. 

OPS 

A new actuarial valuation in the context of this study shows that after the reform thefinancial 
situation of the scheme has improved considerably. This i s  the result o f  a reduction in the 
implicit rates of  return paid by the system (see Figure 8.3). This sub-section br ief ly reviews 
remaining challenges. 

The real implicit rates of return on contributions that the system is offering to individuals 
retiring between ages 55 and 60 range between 3.5 percent and 6 percent, sti l l  reflecting some 
misalignment between the contribution rate, the retirement age, and the accrual rate. Indeed, 
the sustainable rate o f  return that a scheme such as the OPS can afford can be approximated by 
the long-term growth rate o f  the economy (3 percent - 4 percent per year). Hence, individuals 
retiring at age 55, even with more than 25 years o f  contributions, might be receiving an impl ic i t  
rate of return that i s  too high. The recommendation i s  therefore to  gradually increase the 
retirement age necessary to receive the current accrual rate. Individuals retiring at age 55 would 
face actuarially fair reductions on this accrual rate. Each l ine in Figure 8.3 summarizes the 
possible combinations o f  the accrual rate and the contribution rate required to guarantee the 
financial sustainability o f  the system, given a retirement age. As survival probabilities (i.e., l i fe  
expectancies) increase, the retirement age (or the contribution rate) would need to increase, or 
else the accrual rate would have to be reduced. In other words, if people are expected to l ive 
longer, then to receive the same pension they need to work longer. To address this problem 
without changing the accrual rate, which reflects the mandate o f  the public pension system, the 
recommendation i s  t o  index the retirement age with l i f e  expectancy. 
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1 . O %  - 

Another issue with the current design is that rates of return are allowed to vary across plan 
members depending on wage histories and enrollmenthetirement strategies. This creates the 
potential for adverse distributional transfers -where high-income workers receive higher 
rates of return from the system than lower income workers- and distorts labor supply and 
retirement decisions. The main cause for the variation in rates o f  return i s  that not al l  wages are 
included in the calculation o f  the pension and that those wages that are included are not  
appropriately indexed. As a consequence, individuals with fast-growing wages receive the highest 
rates of return (see Figure 8.4). The second source o f  variation in rates o f  return i s  the use of the 
vesting period as the major determinant o f  the time o f  retirement. This impl ic i t ly  creates a moving 
retirement age. Hence, an individual who joins the system at age 30 i s  allowed to retire at age 55. 
An individual who joins the system at age 40, on the other hand, i s  expected to ret i re  at age 65! 
The higher the minimum retirement age, the lower the rate o f  return that individuals r e ~ e i v e . ~ '  
Thus, the system discourages enrollment at late ages and provides incentives f o r  ret i rement ove r  
work. T h e  current cap on the replacement rate (81 percent) c o u l d  also discourage work. 

91 The OPS i s  in the process o f  defining regulations for implementing the early retirement pension. Indeed, 
the OPS L a w  allows individuals to retire after age 55 with less than 25 years o f  service. In this case, 
however, pensions are reduced. Appendix 8 develops a methodology to  compute the adjustments. 
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Figure 8.4: Sustainable Accrual Rate in a Well Designed Pay-as-you-Go Scheme 
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Another problem that needs to receive urgent attention is  related to the costs of administering 
the OPS. Administrative expenditures currently represent 29 percent of contribution revenues. 
This i s  among the highest percentages in the world where the average i s  below 10 percent (see 
Figure 8.5). 

Figure 8.5: Administrative Expenditures of Pensions Schemes Across the World 
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I n  the next two to three years some fine-tuning of OPSparameters will still be required to put 
the system onto a long-run equilibrium path, improve equity, and reduce distortions. The 
fol lowing measures should be considered: 

(i) 

(ii) 

(iii) 

As soon as the necessary databases are updated, an external actuarial valuation o f  the 
pension branch o f  the OPS should take place. 
Evaluate current administrative expenditures and identify measures to introduce 
savings. 
Consider further adjustments to benefit formulas and eligibil i ty conditions to: (i) 
realign the retirement age with the l i fe  expectancy, the contribution rate, and the 
accrual rate; (ii) index pensions with prices; (iii) improve equity by including al l  
wages (indexed) in the calculation o f  the pension; and (iv) improve incentives to 
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contribute by gradually eliminating the vesting period and the maximum replacement 
rate. In addition, review the allocation o f  the contribution rate across the various 
branches. 

Across funds, efforts need to continue to bring institutional capacity up to the standards, 
particularly in the case of the CNR and the CMR, and to improve administration. T o  date, none 
o f  the funds has updated records on employers, contributors, their families, and beneficiaries. The 
information systems remain fragmented and the various administrative procedures (e.g., 
registration, collection, follow-up o f  live events, liquidations) are s t i l l  done manually. This 
reduces the productivity of the system, affects the quality o f  services, and i s  costly since i t  i s  
diff icult to track contributions or ensure that payments go to the real beneficiaries. The latter i s  a 
particularly serious problem in the case of the CNR and the CMR.  The three pension funds also 
lack capacity in actuarial analysis. This i s  an area that so far has not received attention, but that i s  
important for the proper functioning o f  the system. 

The OPS is launching an aggressive program to upgrade its information system. The technical 
proposal, though ambitious, i s  technically sound. The OPS i s  also reviewing i t s  administrative 
structure to  facilitate information flows and the quality o f  services. The recently appointed 
Director of  the CMR i s  also preparing a master plan to develop the information system. In the 
CNR nothing i s  being done at the moment, in part because the fund i s  facing a severe budget 
constraint . 

8.2.2. Health insurance 

Health insurance, provided through the OPS, is only open to workers in the private sector and 
contractual workers in the public sector. Civ i l  servants do not have health insurance (they use 
the public hospital services). The President o f  the Republic o f  Dj ibout i  has recently requested that 
the OPS assess the viabil ity o f  extending health insurance coverage to them. 

Primary care is provided through two OPS health centers, one for families and another for 
employees. Hospitalizations are referred to the public hospital Peltier, where employers are 
supposed to finance costs. 

While the health branch at present is generating an operational surplus, current financing 
arrangements are not based on technical valuation of unit costs and utilization patterns across 
the insured population. Health expenditures (including those related to  work-related accidents) 
currently represent 5 percent o f  the total non-administrative expenditures o f  the OPS (less than 
0.1 percent o f  GDP). Since the health branch i s  financed by a 6.2 percent contribution rate, in 
theory it has revenues o f  DF 1.17 billion-1 0 times current expenditures. In reality, part o f  the 
surplus o f  the health branch i s  financing the deficit o f  the pensions branch, where revenues 
(resulting fi-om 8 percent contribution) represent only 80 percent o f  expenditures. 

Current statistics of primary health services suggest reasonable utilization rates. No  data is 
available regarding the utilization of tertiary services. There are, on average, 6 visits per plan 
member (contributors, beneficiaries, and families). Of  these, roughly 50 percent require medical 
attention, costing o n  average DF 1,548 (USD 9). With this level o f  uti l ization and average cost, 
expanding coverage to the 6,900 c iv i l  servants and retirees (assuming similar fami ly sizes and 
utilization patterns) would cost additional DF 3 1 mi l l ion (28 percent o f  current expenditures). 
These costs, however, do not  include hospitalization, which i s  l ike ly  to be an important, and 
currently unaccounted, i tem (see Table 8.5). 
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Table 8.5: Uti l izat ion of Health Services and Average Costs 

Total visits 
Vue par les  trieurs 
Addresses aux medecins 
Vues par CPM 
Addresses au dentiste 
Work accidents 

Total visits receiving medical attention 
Utilization Indicators 

Total visits /P lan members 
Total visits receiving medical attention/ Plan members 

Average cost per visit (OF) 

Insured 
67,55 1 
33,165 
33,703 

683 
34,386 

2.7 
1.4 

1,548 

Families 
72,704 
34,221 
33,817 
3,855 
81 1 

38,483 

2.9 
1.5 

Total 
140,255 
67,386 
67,520 
3,855 
81 1 
683 

72,869 

5.6 
2.9 

USD 9 
Source: Authors’ World Bank staff calculations on the basis o f  data provided by the OPS. 

An actuarial valuation of the health insurance branch of the OPS is required urgently. The 
OPS i s  preparing terms o f  reference to lunch an init ial phase o f  this study, which would consist o f  
collecting detailed data on utilization and costs. Technical assistance for this study could be 
financed through the Health Sector reform project currently under implementation. Indeed, the 
second phase o f  this project has a component on health financing, with a budget set aside for 
studies. 

I n  the context of the health sector reform project, a study should be conducted to assess the 
potential of the OPS to become the core of the health insurance system in Djibouti. This study 
wil l first explore the financial implications o f  extending current services to the population o f  c i v i l  
servants. A second component o f  the study wil l  assess the appropriateness o f  the benefit package, 
contractual arrangements with providers, payment systems, financing mechanisms, and 
management and information systems. The study wil l  propose a multi-year program to strengthen 
and expand the health insurance system in Dj ibout i  as wel l  as the needs in terms o f  technical 
assistance. 

8.2.3. Unemployment insurance 

As previously discussed, the labor market in Djibouti is little regulated compared to other 
countries in the region. There are neither wage-setting policies nor  restrictions o n  the hiring and 
firing o f  labor. This makes employees more vulnerable to economic cycles and more exposed to 
competition by peers and foreign workers. Today n o  formal mechanisms exist t o  protect workers 
who loose their job.  Clearly, there are informal mechanisms to  cope with unemployment (i.e., 
strong kinship and family ties). These become less effective, however, when unemployment rates 
are high, as dependency ratios (the number o f  dependents per working individual) increase. For  
instance, with a 10 percent unemployment rate the average worker would need to support two 
 individual^.'^ With the current 60 percent unemployment rate, each worker o n  average would 
need to  support six individuals. 

92 Of the workforce of 166,310 individuals, 149,679 would be employed and would have to support 
305,456 non-active and unemployed individuals (the total population i s  assumed to be 455,135). 
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It is desirable to initiate discussions and necessary analytical work for the design and 
implementation of an unemployment insurance system in Djibouti. Given l imi ted institutional 
capacity and a n  already large number o f  reform initiatives under consideration, i t  i s  unl ikely that 
the administration presently could undertake a project o f  this magnitude over the short term. 
Policy-makers, however, can start to lay the groundwork - for instance, by identifying technical 
assistance for preliminary studies. Initially, the unemployment insurance system wou ld  target 
employees in large private and public companies (e.g., banks, the port, energy sector). 

8.2.4. N e w  initiatives: Micro-insurance and private health insurance (mutuelles) 

The Ministry of Social Affaires and National Solidarity (MSANS) is considering the 
development of a micro-insurance system to provide health insurance coverage to those outside 
the formal economy. The rationale put forward i s  that, given financial constraints, the public 
health system can n o  longer provide free health care to the whole population. W h i l e  formal cost- 
recovery fees are not yet in place, those demanding health services - particularly low-income 
groups - face hidden costs. I t  i s  estimated that only 30 percent o f  the population has access to the 
public health system.93 MSANS i s  currently seeking technical assistance to assess the feasibility 
of this initiative, including an assessment o f  the potential population o f  beneficiaries, institutional 
arrangements, and financing mechanisms. If this initiative moves forward, the idea i s  t o  start with 
one or two p i lo t  projects, before a more aggressive expansion o f  the system. 

There is also an initiative championed by the Ministry of Health (with support from the 
African Development Bank) to develop private health insurance schemes. These institutions 
would be designed following the model o f  the French mutuelles, which complement the social 
security system. 

The main concern of the World Bank is  that this type of initiatives should be part of a 
coherent, integrated strategy for health financing in Djibouti. Before considering the 
introduction o f  new institutions, i t i s  recommended to carefully look at the potential offered by 
the public system (OPS). As previously discussed, resources and technical assistance currently 
are available through the health reform project. 

8.3. Active Labor Market  Programs 

Most countries have active labor market programs to reduce the risk of unemployment and to 
increase individuals ’ earnings capacity. These programs include training for workers and f i rs t  
t ime j o b  seekers, placement services, wage subsidies, and various types o f  assistance for the 
unemployed. OECD countries, in particular, have a long and extensive experience with active 
labor market programs and in some countries public expenditures o n  these programs approach 2 
per cent o f  GDP. 

Various evaluations, however, have raised questions about the real impacts and efficiency of 
these programs.94 Payoffs are usually modest and cost-benefit analysis suggests that social rates 

93 “Project de Realisation d’une Etude de Faisibilitir de l a  Promotion du Secteur de la Micro Assurance et 
de l a  Micro Finance a Djibouti D. 
94 See Amit Dar and P. Zafiris Tzannatos, 1999:34. “ Active,Labor Market Programs: A Review of the 
Evidencefiom Evaluations,” Social Protection Discussion Paper No. 9901, World Bank, 
January 1999; and Gordon Betcherman, Karina Olivas, and Amit Dar, ”Impacts o f  Active Labor Market 
Programs: New Evidence from Evaluations with Particular Attention to Developing and Transition 
Countries.” Social Protection Unit, World Bank, Sept 2003 (processed). 
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ofreturn are of ten negative. The picture on training and retraining i s  mixed: a somewhat positive 
assessment emerges for programs targeted to the long-term unemployed, but not for retraining in 
mass layoff cases and training for youth. Ineffectiveness i s  often found to be the result o f  supply- 
driven training programs that do not respond to market demands. The few evaluations that l ook  at 
micro-enterprise development/self-employment assistance offer a mixed picture o f  whether these 
programs increase h t u r e  earnings. There are aIso evaluations regarding wage subsidies, Whi le  i s  
i t  appealing to think that these allow first time job  seekers to find jobs, build work  experience, 
and increase employability, the reality seems to be different. Most  evaluations o f  wage and 
employment subsidies and public works demonstrate no positive impacts for participants in terms 
of post-program employment or earnings. Ineffectiveness in these programs may be attributable 
to large-scale substitution effects. That is, f i r m s  receiving a subsidy tend to substitute subsidized 
workers for non-subsidized workers. Also, f i r m s  receive subsidies for workers who would have 
been hired in any event. 

Following the liberalization of the labor market in 1997,95 the M E S N  received the mandate to 
deflne, implement, monitor and evaluate labor market policies96 in order to address the 
unemployment problem. Various initiatives presently are under consideration to refondexpand 
existing programs (e.g., job-search assistance and training programs) and develop new ones (e.g., 
micro-finance). If carefully designed and monitored, these policies do have a role as instruments 
to reduce and mitigate the risk o f  unemployment and income loss, but cannot substitute for 
reforms that contribute to the creation o f  a business environment conducive to  private investment 
and growth. A sustained reduction in unemployment rates in Dj ibout i  can only be achieved 
through a revival  o f  the private sector that brings new investment and new jobs. 

8.3.1. Vocational training 

Training programs managed by the Ministry of Labor and Social Protection capture 0.2 
percent of total public expenditures or less than 0.1 percent or GDP. Still, the government 
considers training programs for workers as a key intervention to maximize the positive spillovers 
that new private investments can have on labor markets. Indeed, new activities related to the port 
and the creation o f  a free trade zone have the potential o f  generating new jobs. Unfortunately, the 
majority o f  the unemployed are unskilled workers:’ who often wil l have to compete with more 
qualified workers f rom other countries. The efficient use o f  public resources then requires finding 
mechanisms to  deliver this training that are reasonably cost-effective. 

I n  Djibouti, vocational training institutions are mainly in the hands of the public sector, with 
only a marginal participation of private centers. As i s  often the case, the vocational training 
system has played the role of a safety net for students who drop out o f  school as opposed to  the 
training o f  adults transiting between jobs or wanting to upgrade/acquire n e w  shl ls.  

(1) The Ministry of Higher Education (MNESUP) manages the LycCe Industriel et 
Commercial (LIC), the L y c t e  d’Enseignement Professionnel (LEP) d’ Ali-Sabieh, the 
LycCe d’Enseignement Professional de Tadjoura, et 1’Ecole Menagkre de Baulaos. 
The various centers offer diplomas o f  level BEP, and BP to  students who have 
completed gth grade, and o f  level C A P  to those with only CM2.  The fields o f  

95 See Law No. 14O/AN/9713L. 
96 See Law No. 15lANlQOl4L. 
97 Provide a statistic. 
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(ii) 

(iii) 

specialization include commerce, construction, mechanics, electrics, and 
a c c o ~ n t i n g . ~ ’  
T h e  Ministry of Social Affairs manages the Centre pour l a  Formation Professionelle 
des Adultes (CFPA), which has one f i l ia l  in Dj ibout i  and another in Tadjourah. This 
center, however, has played a role similar to the centers managed by the MENESUP, 
targeting students who drop out o f  school. The Ministry ofHealth manages a training 
center for health staff. Other centers l inked to the central government have closed 
(Ecole HBtelier A Arta - Ministry o f  Tourism), or are seldom used (Center in the 
Ministry for Crafts). Most  large public enterprises have shut down their training 
facilities - an exception i s  Electricite de Djibouti. 
In the private sector, large f i rms ,  such as the one operating the port  and TOTAL, do 
provide specialized training for their employees. The International Chamber o f  
Commerce and Industry has a center that trains 400 employees per year. Finally, a 
f e w  NGOs provide training in manual fields (e.g., carpentry, smelting, electronics, et 
auto mechanics). These include the Protestant Church and the Association Nationale 
Pour les Jeunes (ANPJ), which i s  financed in part by government subsidies. The 
ANPJ, however, does not specialize in continuous training, rather i t targets students 
who  finish the sixth grade and provides a two-year diploma. 

Several assessments of the Vocational Training System (VTS) have been conducted.99 At this 
stage, the main weaknesses of the system can be summarized as follows: 

(i) 

(ii) 
(iii) On-the-job-training activities are underdeveloped.’00 
(iv) 

The various parts o f  the VTS operate independently, in the absence o f  a strategic 
framework to guide and coordinate their activities. 
There i s  an overemphasis on init ial training relative to continuous training. 

Monitor ing and evaluation systems are underdeveloped; i t has not  been possible for  
instance to obtain information on the evolution o f  the number o f  individuals who 
have received training and their socioeconomic characteristics. 
Training centers are ill equipped and poorly financed. 
Financing mechanisms do not provide incentives for  the continuous improvement o f  
quality and the constant adaptation o f  the system to the demands o f  the market. 
Because of Number 5, there i s  a disconnect between the types o f  s lu l l s  supplied by 
the system and the demands o f  the labor market. 

(v) 
(vi) 

(vii) 

The government is cognizant of these problems and through the MESN Direction de L ’Emploi, 
it is launching a series of initiatives to revamp the VTS. The CFPA, for  instance, i s  being 
reformed to concentrate on shorter, demand-driven, adult-focused training programs and to 
increase the number of persons trained per year.”’ Many  o f  the components o f  the reform 
program focus on expanding capacity through investment in human resources and physical 

98 See Hassan Abdi Elmi. “La Formation Professionelle et Technique: Etats des Lieus )). Djibouti .  Undated 
Manuscript. 
99 For  an overview see. Conseils Gestion Services de l a  Corne de 1’Afrique. Undated. ((Besoins En 
Formation Professionnelle et Technique. Synthbses, Complements, et Prospectives D. Document prepark 
dans le  cadre du Projet d’Appui a l a  Formation et a 1’Insertion Professionnelles (PAFIP). Ministkre de 
1’Education Nationale et de 1’Enseignement SupCrieur - Ministkre de 1’Emploi et de l a  SolidaritC Nationale 
- Chambre de Commerce de Djibouti .  
loo L a w  No. 1462 o f  3 December 1952 regulates o n  the job-training. The law, however, i s  no t  applied. 
lo’ Between 2002 and 2003 the total number o f  trainees increased f r o m  200 to  350 (see Ministkre de 
1’Emploi et de l a  SolidaritC Nationale. Direct ion du CFPA. 2003. ((Centre de Formation Professionnelle des 
Adultes D. Juin. Djibouti). 
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infrastructure,’’’ Recently a consultative group on vocational training released a series o f  
recommendations to reform the system.Io3 These include: (i) providing more autonomy to the 
training centers in the design o f  training programs, the selection criteria for  trainees, the 
allocation o f  resources, and the identification o f  alternative sources o f  financing; (ii) encouraging 
the participation o f  other social partners in the management o f  the training centers; (iii) adapting 
training programs to the demands o f  the market by developing on-the-job training and building a 
better understanding o f  the needs o f  the informal sector; and (iv) implementing a system to 
monitor the outcomes o f  training programs. There also are initiatives to create consistency 
between the training/programs offered by the various centers and the accreditation mechanisms. 

The current strategy, while attempting to make the vocational training system more responsive 
to market demands, rests for the most part on the perceptionkhoices of managers in the public 
sector. This i s  similar to the attempt o f  centrally planned economies to  allocate efficiently 
investments across sectors o n  the basis o f  technical analysis. A recommendation f rom this 
assessment i s  to rely less on public training centers, where the investments necessary to replicate 
on-the-job conditions can be prohibitive, and more on publidprivate partnerships in strategic 
sectors. The recent study on the needs in terms o f  vocational traininglo4 i s  a right step in this 
direction. There should also be a clear separation between initial training, wh ich  i s  a function o f  
the Ministry o f  Education-and therefore should respond to the national strategy in that sector 
and continuous trainingprogrums, which are a function o f  the Ministry o f  Labor. The latter target 
individuals who  are transiting between jobs or need to upgrade their sk i l ls  t o  improve their 
employability. As recommended in the government strategy, it i s  important to develop monitoring 
systems. These systems, nevertheless, need to go beyond the accounting o f  beneficiaries and 
costs. The end goal i s  to measure the employability/level o f  income o f  workers who  benefit f rom 
continuous training programs relative to those who do not. The benefits o f  the programs can then 
be related to their costs, and adjustments implemented when necessary. A more active 
involvement o f  the NGO community in the supply o f  continuous training programs i s  welcomed, 
when the necessary standards are met; but this requires changes in current financing mechanisms 
to move away f rom supply subsidies (which go directly to the public training centers), t o  demand 
subsidies (which go directly to the beneficiaries). Given severe budget constraints, cost recovery 
mechanisms should be considered too. 

8.3.2. Job-search assistance 

Job-search-assistance services in Djibouti are offered by the Direction de L ’Emploi, de la 
Formation, et de l’lnsertion Professionnelle, as well as by a few private operators. The latter 
have been active in Dj ibout i  since the liberalization o f  the labor market, although no information 
i s  currently available regarding the extent o f  their operations. 

The program of the Direction de I’Emploi, de la Formation, et de I’Insertion Professionnelle 
(DEFIP) is quite modest and has had little impact. I t  involves eight staff who  are a l l  ill 
equipped in terms o f  information technologies. In year 2003, the number o f  employment 
applications processed was 5,118 (1.3 times the number o f  applications received in 2002). T h i s  
represent 6 percent o f  the resident unemployed population, estimated at 83,650. Sixty-seven 
percent of the applicants were male, the majority being unslulled workers operating in the 

lo* DEFIP. 2003. ((Politique de la  Formation Professionnelle: Project de Renforcement du Centre de 
Formation Professionnelle des Adultes (CFPA))),. Djibouti. 
lo3 See Ministkre de 1’Emploi et de la  SolidaritC Nationale. Groupe de Proposition No. 5. 2003. d‘olitique 
Nationale de 1’Emploi: AdCquation EmploiiFormation)). Rapport Final. December. 
I O 4  Ibid, foot note 14. 
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services sector, as wel l  as workers in the construction sector. Only 16 percent o f  the applications 
were matched t o  a job. O n e  o f  the important limitations i s  that potential employers do no t  always 
communicate their demands to the DEFIP. This in fact suggests that employers place l i t t l e  value 
in the services offered by the DEFIP and prefer to hire directly in the labor market or through 
other companies. 

The DEFIP should consider phasing out the current programs and concentrating instead on 
the creation of a labor market-monitoring center. International experiences suggest that public 
job-search-assistance programs are not cost-effective. The reason i s  that contrary to the programs 
managed by the private sector, n o  incentives exists to bring together those who supply and those 
who demand labor. Even if these incentives could be replicated in the public sector, there i s  n o  
rationale to do so. Because Dj ibout i  already has private providers o f  job-search-assistance 
services, the current program could be transformed into a monitoring agency instead. I t s  function 
would be to periodically visit public and private f i r m s  and to obtain information about human 
resource policies, conditions at work, and difficulties in satisfying demands for various types o f  
sk i l ls .  In coordination with the DISED, the new unit would also be in charge o f  conducting 
analysis for policy-makers. 

8.3.3. A new initiative: The Service National Adapt6 (SNA) 

The SNA (National Adapted Military Service) aims at facilitating the insertion of young (15-25 
years of age), single adults without a diploma in the labor market. These individuals can serve 
for two years as volunteers in the national military service. The two-year program has three 
phases: (i) the f i rst  phase i s  mi l i tary training, having a duration o f  three months; (ii) in the second 
phase, individuals receive vocational training in practical areas,lo5 having a duration o f  nine 
months; and (iii) the third phase i s  where individuals put their sk i l l s  to use, either by working for 
the military or in the civil ian domain. A measure under consideration i s  to have this two-year 
training program certified by the Ministry o f  Education. 

The cost of the SNA would start at DF 225 million in 2004 and then increase to DF 449 million 
(USD 2.5 million) from year 2005 onwards. The f irst year, 800 volunteers would be accepted 
into the program. They would receive a symbolic wage o f  DF 10,000 per month (USD 56), plus a 
monthly allowance for food (also DF 10,000). During the second year, the program would be 
expanded to 1,200 volunteers. Operation costs are estimated at DF 33 m i l l i on  per year (USD 
186,000 per year). The plan i s  to create training centers in each District o f  the Interior. In order to 
minimize costs, the SNA when possible could use existing vocational training infrastructure. 

The main concern with theproposedprogram is its cost-effectiveness. The way to measure if a 
training program i s  having an impact that i s  worth the social cost i s  to compare the performance 
in the labor market o f  those who benefited f rom the program to those who did not. As previously 
discussed, international experiences suggest that in supply-driven training programs, the observed 
differences in performance are small. W h i l e  the budget that the government plans to allocate 
(USD 2.5 mill ion) may seem relatively small (1 percent o f  total public expenditures), i t does 
represent 15 percent o f  total non-insurance expenditures in social protection and twice the amount 
budgeted for poverty reduction programs. The following are recommendations: 

I O 5  Examples by sector include: Agriculture (horticulture, farming), Sea-related (fishing, boat engine 
repairs), public works (painters, electricians, masonry); transport (driver publ ic  transportation, driver 
commercial trucks), security (security agent), tourism (guide, cook), health (nurse assistant, medical 
secretary), public sector (administrative agent). 
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(i) 

(ii) 
(iii) 

Nar row down the SNA’s fields o f  specialization and establish partnerships with the 
private sector. 
Start with a pi lot  program that has fewer volunteers. 
Adequately monitor and evaluate prior to expansion. Technical assistance for this 
type o f  impact evaluation i s  available. 

8.4. Social Assistance Programs 

Traditional social assistance programs (often referred as safety-nets) include in-cash and in- 
kind transfers, fee waivers, social funds, and income-generating activities such as public works 
and micro-credit programs. One role o f  these programs i s  to help vulnerable population groups 
to cope with the  effects o f  shocks that have already occurred (e.g., poverty). These programs, 
however, can also protect vulnerable individuals f rom transient poverty and contribute to reduce 
the risk o f  lifetime poverty arising f i o m  lack o f  education or poor health. 

Djibouti is currently spending around 4-4.5 percent of GDP in budget lines that are usually 
classified as assistance programs. From these, however, only 0.5 percent of GDP goes to 
programs benefiting the poor and vulnerable. What should be the appropriate level of social 
assistance expenditures i s  a question open to debate. Recent studies show that, at the 
international level, expenditures in social assistance programs increase with the average level o f  
income of the country, i t s  volatility, the share o f  the population living in urban areas, and 
indicators o f  govemance.lo6 Around the world, social assistance expenditures can be as l o w  as 0.2 
percent of GDP (Malawi), or surpass 4 percent o f  GDP (case o f  Poland). Countries in Lat in  
America and Eastern Europe have in general important social assistance programs with 
expenditures averaging 2 percent o f  GDP (see Figure 8.6). In the case o f  Dj ibout i  current levels 
of expenditure seems high and not wel l  targeted. 

Social Assistance programs are supposed to be designed and monitored by the Direction 
Nationale de Solidarite‘ Nationale (DNSN), but to date work has mostly remained at the 
conceptual level. In fact, the D N S N  i s  in charge o f  the execution o f  the national p lan against 
poverty. Institutional capacity and resources, however, are very limited. The D N S N  has been 
working with the International Labor Organization (EO) in the design o f  programs to  assist street 
children and women (the latter also with the participation o f  the UNDP and the FNUAP). There i s  
also an initiative to conduct an assessment o f  the social protection system (also with ILO 
assistance). In the context o f  the PRSP, there are proposals to develop programs to improve food 
security and to promote the social integration o f  vulnerable groups, such as the disabled, 
indigents, street children, and nomads.”’ 

lo6 Timothy Besley, Robin Burgees,  and Imran  Rasul. 2003. “Benchamarking Government Provision o f  
Social Safety Nets”. Social Protection Unit. Human Development Network. The W o r l d  Bank. 
lo’ See PRSP Policy Matr ix .  
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Figure 8.6: Variation in Expenditures on Social Assistance Programs at the International Level 
V e n e z u e l a  

P e r "  
M e x i c o  

E c u a d o r  
C o l o m b i a  

8 r a r i l  
Argent ina 
S r i  L a n k a  

8 a n g i a d e s h  
V i e t n a m  

Phi i l ippiner 
Mongol ia 

P o i a n d  
M o l d o v a  

M a c e d o n i a  
C z e c h  R e p u b l i c  

Croat ia 
Bulgaria 
A r m e n i a  
Albania 

M o r o c c o  
J o r d a n  
M a l a w i  

0 .o 1 .o 2 .0  3.0 4 .0  5.0 

% G D P  

Note: Numbers are based on a review o f  Bank ESW and lending 
documents. T h e  numbers need to be interpreted with caution as the 
type of program included vary from country to country. 
Source: World Bank HD Network. 

The programs that are currently in place depend on other ministries, including the 
Primer Minister's office. T h i s  section b r i e f l y  reviews these programs and ident i f ies 
gaps. The  discussion i s  organized a long  three categories o f  programs: transfers and 
indirect  subsidies; pub l i c  works;  and micro-f inance. 

8.4.1. Transfers and Indirect Subsidies 

As discussed earlier, expenditures in the category transfers to households and subsidies to public 
institutions attain 4.3 percent o f  GDP. Transfers to households consume 3.2 o f  GDP while 
subsidies represent 1.1 percent o f  GDP. 

(i) Cash transfers 

Expenditures in transfers to households and institutions are highly regressive, and there is 
urgent need to review current allocations. In 2003, the government spent DF 4.7 b i l l ion (USD 
26.9 mill ion) in transfers to household and institutions (3.14 percent o f  GDP) . Of  these, 
however, 40 percent represented transfers to various parts o f  the public administration (e.g., 
National Assembly) and to finance Djibouti 's involvement in the peace process between Eritrea 
and Ethiopia. Housing subsidies for c iv i l  servants (36 percent o f  the total or 1.14 percent o f  
GDP) and fellow-ships to  study abroad (15 percent) captured a n  addi t ional  50 percent. These 
last two items are l ikely benefiting individuals in the top 10 percent o f  the income distribution. 
Hence, transfers focusing o n  poor and population groups represented only 10 percent o f  the total 
or 0.2 percent of GDP (0.5 percent expected in year 2004). In 2003, h a l f  o f  these transfers were 
pensions to demobilized soldiers and veterans f rom war who are disabled. In 2004, in the context 
of the PRSP, DF 230 mi l l ion (USD 1.3 m i l l i on  or 0.2 percent o f  GDP) has been earmarked for 
poverty reduction activities and the development o f  a safety net, but specific interventions s t i l l  
need to be defined. 
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I n  the current socioeconomic context the government should consider the possibility of 
developing conditional-cash-transfers to stimulate the accumulation of human capital.. CCTs 
are a new generation o f  assistance programs. As the name indicates, cash-transfers are given to 
targeted population groups conditional on investments in human capital. For instance, a family 
would receive a given transfer i f  children are regularly sent to school, or if mothers use prenatal 
care, or if newborns are brought regularly to health centers. Evaluations in Lat in America show 
that when these programs are appropriately implemented impacts in human development 
indicators can b e  considerable.’08 For instance, in Mexico the program PROGRESA was able to 
increase enrollment rates in secondary education by 7.2 to 9.3 percentage points among girls and 
3.5 to 5.8 percentage points among boys. The program also reduced the probability o f  ch i ld  labor 
(children aged 8 to 17) by 10-14 percent. In Brazi l  the program PET1 reduced the probability of 
ch i ld  labor by 4 to 26 percent. In Nicaragua the RPS program allowed to increase the share of 
children younger than 3 participating in nutrition programs by 30 percentage points. Whi le  costs- 
benefit analyses are s t i l l  to be conducted, given the magnitude o f  the impacts and the relative 
modest costs (transfers per family in the order o f  U S D  5-20 per month) expected results are 
promising. Clearly, there are important issues that would need to receive attention in the case of 
Djibouti: (i) how to prioritize across programs (e.g., primary enrollment vs. maternal health); (ii) 
for a given program, how to calculate the transfer (e.g., based only on the direct and indirect costs 
of the investment, including also the opportunity cost, based o n  a poverty line); and (iii) 
implementation, monitoring, and evaluation mechanisms. 

Consideration also needs to be given to the development of non-contributory pension schemes 
for the elderly poor. The elderly, those aged 65 or older, represent around 1.8 percent o f  the 
poor or close to  3.6 thousand  individual^.'^^ As in illustration, providing a pension o f  U S D  30 
per month would cost approximately 0.2 percent o f  GDP. If the focus i s  only on the extreme poor 
(around 2 thousand individuals) the annual costs would fa l l  to 0.12 percent o f  GDP. Again, 
various issues need to be assessed: (i) how to define the transfer in order to avoid negative 
incentives in the contributory scheme; (ii) how to target beneficiaries; and (iii) how to implement 
the operation. 

The introduction of new programs does not imply higher expenditures, but rather a 
rationalization of current expenditures. The government should consider, for  instance, 
gradually phasing-out housing subsidies for c i v i l  servants. As discussed in Section 2, these 
subsidies consume as many resources as the education sector, and 5 t imes as much as the health 
sector. These subsidies are highly regressive and add to  an already generous remuneration 
package in the c iv i l  service. 

(ii) Indirect subsidies 

Djibouti implements fee waivers for health and education services, but implementation 
problems seem to be reducing their effectiveness. The costs o f  education and health indirect 
subsidies are discussed in Chapters 6 and 8. Given data constraints, an analysis o f  the incidence 
of these subsidies on the poor cannot be conducted. There i s  some anecdotal evidence, however, 

‘ O s  See Laura B. Rawlings and Gloria Rubio. 2003. “Evaluating the Impact o f  Conditional Cash Transfer 
Programs: Lessons from Latin America”. Unpublished manuscript. The results reported are based on 
experimental designs. 
lo9 Authors calculations on the basis o f  the numbers reported in “Min is tke  de 1 ’Emploi et de la Solidarit i. 
2003. Population et Emploi a Djibouti :  R6sultats des EnquEtes Aupr2s des Minages : Profil de I’Emploi 
a Djibouti. Draft)) 
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that the poor face access problems to health facilities. Even with the fee waivers in place, the 
poor are reported to face non-negligible out-of-pocket expenditures.”’ 

Djibouti also implements transfers to public non-financial institutions amounting to 1.1 
percent of GDP; these are resources that also could be reallocated to pro-poor programs. As 
previously stated, price controls and indirect subsidies to public enterprises are n o  longer in use in 
Dj ibout i .  There are, however, transfers to universities (0.5 percent o f  GDP), a catholic private 
school (0.1 percent GDP), the public media (0.25 percent o f  GDP), and some associations (0.3 
percent). There i s  l i tt le economic rationale for  these expenditures. W h i l e  these are relatively 
small amounts when taken independently, they can represent 50 percent o f  the safety nets budget 
o f  the average Lat in  American country. I t  i s  desirable to consider whether alternative allocations 
of these transfers could bring higher social benefits. 

8.4.2. Public Works 

I n  2000 Djibouti started operating the Agence Djiboutienne d’Execution de Traveaux d’lnteret 
Public (ADETIP). The ADETIP was created with several direct and indirect objectives in mind: 
(i) generating basic economic and social infrastructure; (ii) contributing to j ob  creation; (iii) 
contributing to sk i l l s  formation; and (iv) supporting community development. As other initiatives 
o f  this type, an indirect goal o f  the ADETIP was to improve efficiency over government public 
work programs through a more decentralized decision-making process and streamlined 
procurement procedures. The init ial project costs were estimated at DF 2.7 b i l l ion (USD 15 
million), 96 percent o f  which were financed through IDA funds. 

Between 2000 and 2003 the A D E T I P  implemented projects amounting to DF 1.4 billion. 
Ninety percent of the resources have been allocated to projects in the category “economic and 
social infrastructure,” which include repairs/construction of health centers, schools, and 
roads.”’ These projects are defined in coordination with the government, taking in to account 
demands by region and poverty indicators. Unit costs vary between U S D  24 and U S D  87 per 
square meter. So far, only 10 percent o f  the resources have been allocated to the category 
“community development” (e.g., community-managed pharmacies). 

While 83 percent of expenditures were associated with labor costs, the 114,000 worker-days 
that were generated during the period 2000-2003 represent only a small fraction of the supply. 
Indeed, with an unemployed population estimated at 83,000 individuals in 2002, there would be a 
supply o f  at least 334,000 hours per day o n  average (assuming that the unemployed only  want to  
work ha l f  time-4 hours). Yet, in 2002, the ADETIP generated an average o f  1,136 hours per 
day,”’ or less than 1 percent o f  the total supply (see Figure 8.7). 

‘lo Direction de SolidaritC Nationale. 
‘I’ Forty percent of investments took place in the education and health sectors. 
‘I2 34,085 days * 8 hours / (20 days per month * 12 months). 
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Figure 8.7: Impact of  the ADETIP in the Labor Market 
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Moreover, the average day of work is remunerated generously, suggesting that those who 
beneft are not those in the lowest quintiles of the income distribution. Information about the 
distribution o f  wages within and across projects was not available. The Director General o f  the 
ADETIP informs, however, that wages range between DF 1,500 and DF 3,500 per day (USD 8.5- 
20 per day), or three to six times the relative poverty l ine (DF 1,225 per day or U S D  3.36 per 
day). On the other hand, total labor expenditures divided by the total number o f  days o f  work 
created through ADETIP projects give an average daily cost o f  labor o f  DF 10,000 or U S D  7 per 
hour. 

The Government of the Republic of Djibouti i s  considering extending the operations of the 
ADETIP through additional external financing. Issues that need to be considered for 
improving the effectiveness of the project during its second phase include: 

(1) 

(ii) 

(iii) 

(iv) 

Increasing the share o f  resources allocated to community-driven interventions. 
Reviewing remuneration policies to encourage the self-targeting o f  the poor (for 
instance, by enforcing ceilings o n  wages). 
Devising mechanisms to transfer acquired expertise in the management o f  projects to 
the various ministries. 
Devising financial arrangements to increase cost-recovery. I t  i s  desirable that, over 
time, the share o f  resources owned by the ADETIP increases relative to  the share o f  
resources provided by donors. 
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8.4.3. Micro-finance 

Micro-finance is a relatively new initiative in Djibouti. To date, investments in micro-finance 
have been quite modest-below 0.3 percent of GDP including both domestic and external 
financing. Most of these investments have taken place through the Social Fund project. In year 
2004, additional investments o f  DF 695 mi l l ion (0.5 percent o f  GDP) are expected through a 
project financed by the International Fund for Agricultural Development (IFAD) and run by the 
Ministry o f  Agriculture. Back in 1996 the non-governmental organization CARITAS 
implemented a micro-credit fund o f  U S D  250,000, o n  the basis o f  the Grameen Bank model. 
Whi le  in i t ia l ly  successful, the project closed in year 2000 following a series o f  difficulties. These 
were explained in part by a deterioration o f  the economic situation, but also by institutional 
weaknesses -for instance, in terms o f  the procedures for the allocation and management o f  
credits. The UNHCR113 implemented a micro-credit program for women refugees who l ived in 
the capital and were seeking asylum, but the scope i s  limited.l14 

The Direction de la Solidaritt! Nationale within the M E S N  is the institution responsible for 
defining the national strategy in the area of micro-finance and monitoring and evaluating 
activities. The unit, however, i s  s t i l l  in the process o f  being set up and technical capacity remains 
limited. Credit activities in Dj ibout i  are regulated by the L a w  No. 93/AN/00/4L. I t  applies to a l l  
credit institutions, and thus also micro-finance institutions. However, n o  organic texts have been 
issued to define regulation for financial institutions outside the banlung sector. The Central Bank 
i s  the supervisory institution. 

The Social Fund (SF) currently manages a facility of USD 1.56 million (DTS 1.2 million) for 
micro-fnance  operation^."^ It operates with 13 NGOs that act as micro-finance institutions (see 
Table 8.6) that are specialized by region and offer credits as wel l  as savings products. These 
NGOs target clients among low-income women. Mos t  o f  the current portfolio o f  loans (70 
percent) i s  concentrated in three regions: Balbala I and I1 and Ali-Sabieh. The NGOs work with 
the “solidarity group” methodology, offering four categories o f  loans: DF 30,000; DF 45,000; DF 
60,000 and DF 100,000. The majority o f  the portfolio, however, i s  allocateh to the smallest 
category. The gross interest rate on loans i s  set at 18 percent. Three percentage points o f  the 18 
are set aside as savings that earn the inflation rate. Hence, the effective nominal interest rate i s  15 
percent (relative to 17 percent in formal banks). To date the program has benefited 1,490 women, 
or 2.44 percent of the female workforce. The Social Fund project has provided training to the 
various NGOs that are operating micro-credit programs, but problems persist at various levels 
(e.g., identification o f  clients, field monitoring, management, and accounting). 

The Social Fund (SF) aims at diversijjing its group of clients, offering credit services to small 
enterprises that lack access to thefnancial system. In the context o f  this new initiative, the SF 
would target one thousand SMEs during a period o f  3 years (10 percent o f  the potential demand). 
Clients would include small merchants, small transformation units (husbandry, construction, 
tailoring, furniture making, carpentry), and producers o f  services (transport, restaurants, hair 
dressers). Credits would range between DF 100,000 and DF 2,000,000 (USD 500 and U S D  
12,000) and lending periods between 6 and 12 months. Credits would finance workmg capital, 
equipment, andor stocks. The resources required to implement this project are estimated at Euros 
2.3 million, covering the credit fund, operation deficits, and investments in equipment and 

‘I3 Uni ted Nations H i g h  Commission for the Refugees. 
’14 In 2002 only 38 women benefited f r o m  the project. The average loan was USD 250. 
‘I5 The SF also used to manage public works programs, but these will n o w  b e  centralized by the ADETIP  
(see Section 4), while the SF focuses o n  micro-finance. 
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infrastructure. The end goal i s  to transform the project, after a period o f  three to four years, into a 
self-financed, private micro-finance institution. 

Name 
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DJIB-AID 
TADJ-AID 

Ass de Yoboki 
AFOD 
AFA 
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AFD 
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Tadjourah 
Tadjourah 
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ljibouti - Zone 2 
Wea 

Djibouti 
Tadjourah 
Tadjourah 

Dikhil 

Share by size 

Table 8.6 Portfolio of Micro-Credits 

Type of loan (DF) 
30,000 45,000 60,000 100,000 All 

400 118 518 
320 136 136 592 
131 97 14 73 315 
50 0 50 
8 44 20 72 

56 14 70 
80 80 
60 60 

200 200 
32 32 
100 100 
0 0 
0 50 50 
0 0 

1,437 233 376 93 2,139 
67% 11% 18% 4% 

Volumes 
Clients . Credit 

3 18 19,080,000 
320 23,880,000 
128 16,435,000 
48 1,500,000 
48 4,880,000 
56 2,520,000 
80 2,400,000 
60 1,800,000 

200 6,000,000 
32 960,000 
100 3,000,000 
0 

100 3,000,000 
0 

1,490 85,455,000 
USD= 502,676 

hare by region 
22.3% 
27.9% 
19.2% 
1.8% 
5.7Yd 
2.9% 
2.8% 
2.1% 
7.0% 
1.1% 
3.5% 
0.0% 
3.5% 
0. OYd 

Administrative cost 20% 
Source; Social Fund 

Through the Ministry of Agriculture,"6 Djibouti is also launching an initiative to develop 
micro-fnance programs and support small enterprises (PDMM"9. This initiative i s  financed 
by the International Fund for Agricultural Development (IFAD) with a credit o f  U S D  3.59 
mi l l ion (91 percent o f  the total project cost). The project has two components: (i) to  support the 
development o f  micro-enterprises through the creation o f  Savings and Credit Funds;"' and (ii) to  
strengthen national capacities in the area o f  micro-finance, by providing technical support t o  
government institutions. I t  i s  expected that 8 to 10 Savings and Credits Funds wil l b e  created. T h e  
project will target a group o f  30,000 families (200,000 individuals) or 33 percent o f  the total 
population. By providing a savings instrument and a source o f  credit, i t  i s  expected that the 
program wil l reduce the vulnerability o f  beneficiaries to  manmade and natural shocks. The credit 
facility would also stimulate the adoption o f  new production technologies, increasing labor 
productivity and therefore take-home pay. Given s t i l l  l imi ted institutional capacity, the project 
wil l be managed init ially in partnership with the Near East Foundation, which specializes in 
micro-finance projects. The foundation will also assist in the creation o f  the Union Nationale des 
Associations d'Epargne et de Credit (UNAEC), which wil l gradually assume the management o f  
the project. So too, the Near East Foundation has the mandate to assist the National ComWor ld 
Bank o n  Micro-Finance, s t i l l  to be set-up, in the preparation o f  a national strategy for  the micro- 
finance industry. 

'16 Minis t i re  de l'Agriculture, de l'Elevage, et de l a  Mer .  
'17 Projet pour le  DCveloppement de la  Micro-finance et de l a  Micro-entreprise. ''* Caisses d'Epargne e t  de Credit (CEC). 
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The government is issuing debt to develop microfinance programs and it is still unclear 
whether the costs incurred will be compensated by the benefits. There has not  been a formal 
assessment o f  the magnitude of the unmet demand for credit and/or savings products and the 
causes, institutional capacity in the private and pubic sector for managing microfinance programs 
remains week, and given the-vulnerable situation o f  potential clients r i sks  are considerable. The 
nominal interest rate on micro-credits i s  17 percent per year (compared to 18 percent in the 
banks), or close to 15-16 percent real. Clients are thus expected to have high rates o f  return on 
their investments to be able to serve the loans. Even if this was generally the case, NGOs report 
stories o f  women who fail to make their payments because o f  unexpected expenditures in food or 
health services. There are other sources o f  r isks. Given depressed demand and the frequent delays 
in the payment o f  wages, micro-entrepreneurs often are forced to extend credits. This implies 
assuming a r i s k  for which they are not hedged, thus compromising the cash-flow necessary to 
service their loans. Micro-entrepreneurs are also subject to strong social pressures. They generally 
operate in the context o f  an extended family, which influences the allocation o f  the revenues from 
the micro-enterprise and l imi ts the capacity to save and reinvest. This i s  a particularly serious 
problem, given an unemployment rate o f  60 percent. 

The fol lowing policy reform options should increase the chances o f  success o f  the current 
initiatives in the area o f  micro-finance: 

(i) Over the short-term, the Government should be careful as to not over-regulate emerging 
MFIs, and rather focus on monitoring and encouraging the adoption of standards and 
benchmarks. Standards regarding terminology, definitions o f  financial indicators, and 
reporting methodologies are important to promote transparency, competition, and allow 
evaluationn not only by government, but more importantly, by prospective investors. 
Def in ing benchmarks (for instance in terms o f  operating costs, expected rates o f  return, or 
portfolio at risk), o n  the other hand, promotes efficiency. Several international 
organizations currently specialize in the definition o f  these standards and benchmarks; 

(ii) Encourage partnerships with regional microfinance networks. Several o f  these networks 
are currently operating.' l9 The networks provide access to best international practices, 
a l low for bilateral learning, help mobilize low-cost technical assistance, and facilitate 
access to  investment funds; 

(iii) Microfinance institutions (MFIs) should be expected to become financially sew- 
sustainable over the medium term; to this end there should not be government 
interventions in management. MFIs should be able to reach a point  when they earn a 
positive net income without depending o n  donor support. International experiences suggest 
that this i s  an achievable target .if MFIs are allowed to define management systems and 
credit conditions, and if financing mechanisms do not  encourage moral  hazard. 
Experiences in the Middle East and Nor th  Afnca Region to date have been mixed. Among 
surveyed MFIs the average return o n  assets i s  equal to 0.7 percent per year. Young MFIs, 
those with less than 7 years o f  operations, have a negative average return o n  assets o f  1.5 
percent per year; 120 

(iv) Over the medium-term it i s  also desirable to promote savings services, but in this case the 
appropriate regulatory framework needs to be in place. Promoting savings services and 
even mandating borrowers to open an account to manage contingencies, can be particularly 
important in the Djiboutian socioeconomic context. Because in this case M F I s  take risks 
on the behalf o f  the public more stringent norms in credit operations need to  apply. 

' 1 9  SANABEL. 
120 See Microfinance Information Exchange (Mix) at www.themix.org 

182 



ANNEXES 

183 



Annex 1. Additional Figures and Tables 

Chapter 1 :Djibouti - Selected Economic Indicators, 1995-2004 
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Figure 1.C Djibouti: Money and Credit 
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Chapter 2:Djibouti - Debt Sustainability Analysis) 
(N.B. The analysis i s  based on debt data available at the time o f  preparing the report. I t  does no t  take in to  account 
subsequent rev is ion  o f  the debt database) 

Table 2.A Djibouti: Government Debt Sustainability Framework, 2002-2008 (in percent of GDP, unless 

Projections 
2002 2003 2004 2005 2006 2007 2008 

I. Baseline Medium-Term Projections 

ublic sector debt I/ 
oiw foreign-currency denominated 

:hange in public sector debt 
lentified debt-creating flows (4+7+12) 
Primary deficit 

Revenue and grants 
Primary (noninterest) expenditure 

Contniution f iom interest rateigrowth differential 31 
Automatic debt dynamics 2/ 

Ofwhich conbibution from real interest rate 
O f  which contribution !?om real GDP growth 

Contribution f iom exchange rate depreciation 41 
Other identified debt-creating flows 

Privatization receipts (negative) 
Recognition of implici t  or contingent liabilities 
Other (specify, e.g. bank recapitalization) 

:esidual, including asset changes (2-3) 

'ublic sector debt-to-revenue ratio I/ 

:mss financing need S i  
in millions 0fU.S. dollars 

<ey Macroeconomic and Fiscal Assumptions 

Leal GDP growth (in percent) 
iverage nominal interest rate on public debt (in percent) 61 
4verage real interest rate (nominal rate minus change m GDP deflator, in percent) 
iominal appreciation (increase in US dollar value oflocal currency, in percent) 
nflation rate (GDP deflator, in percent) 
;rowth ofreal primary spending (deflated by GDP deflator, in percent) 

I. Real GDP growth, real interest rate, and primary balance are at historical averages in 2003-2007 
!. Real interest rate i s  at historical average plus two standard deviations in 2003 and 2004 
1. Real GDP growth is at historical average minus two standard deviations in 2003 and 2004 
1. Rimary balance is  at historical average minus two standard deviations in 2003 and 2004 
j. Combination of 2-4 using one standard deviation shocks 
5 .  impact on debt-to-GDP ratio ifrevenueto-GDP ratio is at historical average minus 
wo standard deviations in 2003-04 

7. Impact on debt-terevenue ratio ifrevenue-to-GDP ratio is at historical average minus 
two standard deviations in 2003-04 
3 ,  Less favorable financing scenario (drop b y  25% ofprojected official grant-financing ofthe PIP ) 
Historical Statistics for Key Variables (past 10 years) 

Primary deficit 
Real GDP growth (in percent) 
Sominal interest rate (in percent) 61 
Real interest rate (in percent) 
Inflation rate (GDP deflator, m percent) 
Revenue to GDP ratio 

78.9 
46.9 

0.3 
1.1 
3.3 

29.4 
32.7 
-2.2 
-2.2 
-0.3 
-1.9 
0.0 
0.0 
0.0 
0.0 
0.0 

-0.8 

268.2 

4.0 
23.5 

2.5 
0.3 

-0.3 
0.0 
0.6 

10.8 

78.9 
18.9 
78.9 
18.9 
18.9 

78.9 

268.2 

16.6 
46.0 

-2.3 
-1.9 
1.9 

34.3 
36.1 
-3.8 
-3.8 
-1.2 
-2.6 
0.0 
0.0 
0.0 
0.0 
0.0 

-0.3 

223.7 

2.9 
17.9 

3.5 
0.5 

-1.5 
0.0 
2.0 

14.3 

71.3 
45.8 

-5.4 
-5.4 
-1.5 
35.0 
33.6 
-4.0 
-4.0 
-1.0 
-2.9 
0.0 
0.0 
0.0 
0.0 
0.0 
0.1 

203.4 

-0.1 
-0.4 

4.1 
0.6 

-1.4 
0.0 
2.0 

-3.2 

69.0 
46.1 

-2.3 
4.1 
8.1 

38.4 
46.5 
-4.0 
-4.0 
-0.9 
-3.1 
0.0 
0.0 
0.0 
0.0 
0.0 

-6.4 

179.6 

9.3 
65.6 

4.6 
0.7 

-1.3 
0.0 
2.0 

44.9 

67.2 
47.6 

-1.8 
5.8 

10.0 
38.1 
48.1 
-4.2 
-4.2 
-0.9 
-3.4 
0.0 
0.0 
0.0 
0.0 
0.0 

-7.6 

176.5 

11.3 
86.2 

5.2 
0.8 

-1.2 
0.0 
2.0 
8.1 

65.0 
48.8 

-2.2 
-0.9 
3.3 

41.4 
44.7 
-4.2 
-4.2 
-0.9 
-3.3 
0.0 
0.0 
0.0 
0.0 
0.0 

-1.4 

157.0 

4.6 
37.8 

5.3 
0.7 

-1.3 
0.0 
2.0 

-2.1 

11. Stress Tests f o r  Public Debt Ratio 

83.3 88.1 86.4 83.6 86.9 
77.2 72.2 69.9 68.0 65.1 
85.1 88.3 87.0 86.5 83.9 
89.8 100.2 96.3 92.9 89.0 
90.9 103.6 93.1 83.5 73.4 

85.3 88.9 85.7 82.9 79.1 

333.3 347.5 223.0 211.6 192.5 
18.9 11.6 71.3 72.7 14.6 78.5 

Historical Standard Average 
Average Deviation 2002-08 

5.1 5.0 4.1 
-1.1 2.8 4.4 
0.8 0.3 0.6 
-1.6 0.4 -1.2 
3.4 1.5 1.8 

33.5 4.0 36.7 

63.2 
50.4 

-1.8 
-0.6 
3.5 

40.3 
43.8 
-4. I 
-4.1 
-0.9 
-3.3 
0.0 
0.0 
0.0 
0.0 
0.0 

-1.2 

157.1 

4.9 
42.9 

5.4 
0.; 

-1.: 
O.( 
2s 
3.: 

90.! 
63.! 
81.1 
85.1 
64.: 

77.1 

191.: 
82.. 

11 indicate m>mgeofpublic sector, c.g, gcnmlgorrmmntorwn~cialpublic secm Ai30 whether net or 5 0 0 ~ s  debt IS wcd 
u Derived as [(r - rr(l+g). g + m(l+r)y(lgirrgr)) mnS pre.'ious p d  debt rab, Gth r = mtcrat rarc; II = gmwh ralc of GDP dctlaior, g = rcal GDP growlb rate a = s h e  of foreigbcurrency 
imorrdnatd debt, and 6 = m-1 achange rate dcprsiadbn (maswed by hcrease in laeal cwrency value OfU S dollar) 
31 The real h m s t  rate mombution is derived h o r n  the dcmmbtor in fwmOV 2 as T .  r (I +9, and Ihe red g m ~  mnmbubo as -g 
Y 'The exchange rare mnmbvdon is daivcd toom me nunnator in foomote 21 as m(l tr). 
SI Defincd as public sector deficit, plus amitladon of d i m  and bnz-term public sector debt, p l u  short-tm debt at a d  ofprcvbus period. 
i i  Derived as nominal interat cxpendiolre divacd by previous pcnod debt stock. 
71 Red dcpreciabn B dcfined a$ nominal depreciation (mawed by percentage fall in dollar value of local currency) ndnm domestic intlatbn (based on GDP dctlator) 



Table 2.A2 Djibouti: External Debt Sustainability Framework, 2002-08 (in percent of GDP, unless otherwise 
indicated) 

Pro,iections 
2002 2003 2004 2005 2006 2007 2008 

I. Baseline M e d i u m - T e r m  Projections 

:xternal debt 

'hange in external debt 
jentified external debt-creating flows (4+8+11) 

Current account deficit, excluding interest payments 
Deficit in balance o f  goods and services 

Exports 
Imports 

Ne t  non-debt creating capital inflows (negative) 
Net foreign direct investment, equity 
Net portfolio investment,equity 

Automatic debt dynamics I/ 
Denominator: l+g+p+gp 
Contribution !?om nominal interest rate 
Contribution from real GDP growth 
Contribution from price and exchange rate changes 21 

Lesidual, incl. change in gross foreign assets (2-3) 

ixternal debt-toexports ratio (in percent) 

hoss external f inancing need (in bi l l ions of US dollars) 3/ 
Debt service-tosxports ratio (in percent) 

in percent o f  GDP 

Cey Macroeconomic and  Ex te rna l  Assumptions 

;ominal GDP (US dollars) 
!ea1 GDP grouzh (in percent) 
Ixchange rate appreciation (US dollar value o f  local currency, change in percent) 
;DP deflator (change in domestic currency) 
;DP deflator in US dollars (change in percent) 
{ominal external interest rate (in percent) 
irowth o f  exports (US dollar terms, in percent) 
;rowth o f  imports (US dollar terms, in percent) 

. Real GDP growth, nominal interest rate, dollar deflator, non-interest current account, and non-debt 
nflows are at historical average in 2003-2008 
!. Nominal interest rate i s  at historical average plus two standard deviations in 2003 and 2004 
I. Real GDP growth IS at historical average minus two standard deviations in 2003 and 2004 
I. Change in U S  dollar GDP deflator i s  at historical average minus two standard deviations in 
1003 and 2004 
I. Non-interest current account IS at histoncal average minus two standard deviations 
n 2003 and 2004 
). Combination o f  2-5 using one standard deviation shocks 
I. Less favorable financing scenario (drop o f  official grant-financing by 25 percent) 

66.8 

1.6 
3.9 
5.8 

15.4 
46.0 
61.4 
-0.8 
0.8 
0.0 

-1.0 
1.0 
1.0 

-1.6 
-0.4 
-2.3 

145.1 
36.2 
0.1 
8.6 

0.6 
2.6 
0.0 
0.6 
0.6 
1.6 
3.9 
7.1 

66.8 
66.8 
66.8 

66.8 

66.8 
66.8 
66.8 

68.3 

1.5 
0.6 
6.6 

21.2 
46.2 
67.4 
-3.4 
3.4 
0.0 

-2.6 
1.1 
0.9 

-2.2 
-1.3 
0.9 

147.8 
37.1 
0.1 
9.4 

0.6 
3.5 
0.0 
2.0 
2.0 
1.5 
5.9 

15.7 

66.2 

-2.1 
-3.4 
9.2 

24.7 
46.8 
71.5 
-9.5 
9.5 
0.0 

-3.1 
1.1 
0.8 

-2.6 
-1.3 
1.3 

141.5 
37.5 
0.1 

12.1 

0.7 
4.1 
0.0 
2.0 
2.0 
1.3 
7.6 

12.7 

66.8 673 

0.5 0.5 
6.1 6.7 

20.0 22.4 
39.3 41.8 
47.2 47.4 
86.4 89.3 

-10.7 -11.9 
10.7 11.9 
0.0 0.0 

-3.2 -3.9 
1.1 1.1 
0.9 0.7 

-2.9 -3.3 
-1.3 -1.3 
-5.6 -6.2 

141.5 141.8 
36.0 41.6 
0.2 0.2 

22.8 25.2 

0.7 0.8 
4.6 5.2 
0.0 0.0 
2.0 2.0 
2.0 2.0 
1.5 1.1 
7.5 7.9 

29.0 10.8 

11. Stress Tests for Ex te rna l  Deb t  Ra t io  

70.9 75.4 
68.7 67.1 
75.4 81.3 

69.3 68.3 

76.6 19.9 
76.5 80.9 
67.3 69.1 

72.9 
67.5 
81.1 

68.7 

79.8 
80.7 
70.6 

69.8 
68.0 
80.8 

69.1 

79.6 
80.5 
72.8 

I is tor ical  Statistics for K e y  Variables (past 10 years) Historical Standard Average 
Average Deviation 2002-08 

67.7 

0.4 
4.4 

19.8 
34.2 
45.8 
80.0 

-1 1.4 
11.4 
0.0 

-4.0 
1.1 
0.6 

-3.3 
-1.3 
4 . 0  

147.7 
40.2 
0.2 

22.3 

0.8 
5.3 
0.0 
2.0 
2.0 
1.0 
3.7 

-3.7 

69.0 
68.4 
80.4 

69.4 

79.2 
80.1 
74.7 

67.9 

0.2 
3.3 

18.0 
33.9 
44.9 
78.8 
-10 5 
10.5 
0.0 

4 .2  
1.1 
0.5 

-3.4 
-1.3 
-3.1 

151.1 
39.1 
0.2 

20.3 

0.1 
5 .I 
O.( 
2.( 
2.( 
0.1 
5.i 
5.) 

69. 
68.1 
79.1 

69.( 

78. 
79. 
76.1 

:urrent account deficit, excluding interest payments 
get nondebt creating capital inflows 
Jominal external interest rate (in percent) 
teal GDP growth (in percent) 
;DP deflator in US dollars (change in percent) 

4.8 5.1 14.5 
0.5 0.2 8.3 
0.6 0.7 1.3 
-1.1 2.8 4.4 
3.4 1.5 1.8 

1 D & d  as [r - g.  piltg) T m(l+r)l!(l+g+p+gp) dmes previous peiiod debt stock Hi& r = w-l etfmtlve intercat m e  on external debt, p =change in domerdc GDP deflator in us dollar t e r n ,  

=real GDP gioivtb ate, e = m-ai appreciatbo (increase h dollar value ofdomitic currency), and a = sham ofdomitic-cwmcy dmorrdnated debt in total exiemal debt 
I The conmiudon from pnce and exchange rate change ii defined as [-p(l+g) + ~a(l+rjKl+g+p+gp) t k r  previous period debt stock. p inmeares wilh an appreciating domestic currency (E > 0) 

od lisiog intlation Cmed on GDP deflator) 

I ou 



Table 2.8 Djibouti: Stocks of Public Enterprises External Debt at end 2001 

Oustanding 
Balance 

ID 
Bilaterals 

Koweit 
Saudi Arabia 
UAE 

Multilaterals 

DD 
Bilaterals 

Koweit 

Mu1 tilaterals 
FADES 
EIB 
IDB 
OPEP 

jibouti Telecom 
Bilaterals 

France 

Multilaterals 
FADES 

INED 
Bilateral 

France 

Multilateral 
FADBAD 

AID 
Bilateral 

Italy 

Koweit 

Saudi Arabia 

ID 
Multilateral 

FADES 

ljibouti Developn 
Multilateral 

FADiILAD 

Currency Loan 
reference 

975,000 
16,240,000 
7,401,200 

1046 
1048 
1047 

... 

2036 
.... 

1026 
1027 

2041-1 
2041-2 

1061 
1062 

1057 

1039 
1058 

2047 
2050 
1018 
2039 
2060 
2044 

t Bank 

2038 

Koweiti dinar 
Saudi riyal 
UAE diram 

Description 

595 
47.5 

48 

595 
595 

595 
225 
250 
178 

30 
30 

595 
595 

30 

250 
250 

0.1 1 
0.1 1 
595 
595 
595 
47.5 

595 

250 

'entral Tajourah 
,xtension Central Boulaos 
.xtension Central EDD 

3,264,246 
4,340,511 
1,998,962 

23,733,062 

3,766,437 
9,576,259 

9,576,259 
552,180 
261,927 

0 

8,201,117 

{odemisation Telecom 
{odemisation Telecom 

... 

1,125,000 
2,860,340 

2,860,340 
436,151 
186,200 

0 

19,149,790 
2,329,041 

64,000 
1,302,632 

100,000 

5,724,375 
12,449,700 

26,000,000,000 
10,500,000,000 

340,000 
1,080,000 
2,805,000 

16,2 16,200 

39,450 

1,480,006 

)ev. Telecom 
ea-me-we I1 (cable sous-marin 

Koweiti dinar 
Koweiti dinar 

Koweiti dinar 
ECU 
Islamic dinar 
U S  dollar 

French franc 
French franc 

Koweiti dinar 
Koweiti dinar 

French franc 

Unit o f  accoun 
Unit o f  accoun 

L i ra  
Lira 
Koweiti dinar 
Koweiti dinar 
Koweiti dinar 
Saudi riyal 

Koweiti dinar 

!es. Telesurv. Forage 16,880 

8,052,474 
17,512,984 

41,070,805 

16,092,640 
6,498,95 1 
1,138,301 
3,615,780 
9,390,984 
4,334,150 

132,076 

132,076 

2,081,923 

issainissement Ville 
iduction Eau des 5 centres 

.igne de credit BDD 

I 

3,232,560 
393,15 1 

214,268 
4,361,138 

25,582,338 

'otal External Debt 11 0,405,042 

ource: Djibouti Authorities 
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Table 2.C Djibouti: Stocks of Governments Arrears on External Debt (in US dollars) I 
Interest Amortization Total 

- Reschedulable Debt 
Paris Club 

Of which 
AFD 
ltaly 
Spain 

Other Bilaterals 

Dec. 20011 Jun. 20021 
Interest Amortization Total Interest Amortization Total Jun. 2002 Aug. 2002 

,- Non- Reschedulable Debt 
Paris Club 

Ofwhich 
Spain 

Other Bilaterals 
Multilaterals 

Ofwhich 
AFDB 
ID9 
IFAD 
IDA 
OPEP 
FADES 

2,775,993 
2,775,993 

1,852,018 
923,976 

A s  ofDecember 31,2001 I As o f  lune 30.2002 I As ofAueust 31.2002 I Netchaneeinhears I 

2,173,511 
2,173,511 

1,970,559 
284,357 

2,813,130 
2,813,130 

1,970,559 
923,975 

2,499,607 
1,817,838 

1,817,838 

681,769 

337,821 
- 

36,92 1 
98,393 

208,634 

1,999,695 
1,999,695 

1,740,607 
259,088 

535,267 
239,032 

239,032 

296,235 

76,132 

220,103 

243,780 
243,780 

111,411 
132,369 

(2,470,881) 
(1,629,925) 

224,642 

(840,956) 

(195,628) 
36,921 

(682,249) 

532,518 
532,518 

532,518 

3,699,043 
2,987,927 

1,133,360 

711,116 

119,497 

591,619 

1,763,429 
1,597,034 

1,597,034 

166,395 

. 

36,921 

129,474 

2,532,213 
2,532,213 

1,740,607 
791,606 

4,2343 10 
3,226,959 

1,372,392 

1,007,351 

195,628 

81 1,723 

546,842 
301,138 

301,138 

245,704 

142,211 

8,893 
56,787 

37,814 

2,136,375 
2,136,375 

1,852,018 
284,357 

327,041 
280,334 

280,334 

46,707 

8,893 

37,814 

639,619 
639,619 

639,619 

1,436,388 
1,3 16,700 

1,316,700 

119,688 

28,028 

91,660 

639,618 
639,618 

639,618 

1,952,765 
1,516,700 

1.5 16,700 

436,065 

195,611 

28,028 
41,606 

170,820 

118,542 
0 

98.393 - 1  

Table 2.D Djibouti: Stock of Public Enterprises Arrears on External Debt, 2002 (in US dollars) I 

ID 
Of which 

WAED 
FSD 
UAE 

DE 
Of which 

Ern 

DD 
Of which 

IDB 
KFAED 
Ern 
FADES 
OPEP 

PT 

NED 
Of which 

Italy 
FAD 
CFD 

41D 

Tota l  A r r e a r s  

As ofDecember 31.2001 I As o f  June 30.2002 I 
Interest Amortization 

226,l' 

180,7 
45,9 

224,4 

224,4 

451,t 

1,065,82 

564,961 
160,36' 
340,49: 

1,603,78< 

130,9& 

1,472,821 

2,669,60! 

1 , 2 9 2 3  1 

745,755 
206,335 
340,492 

324,713 

324,713 - 

1,828,236 

130,964 

1,697,272 

224,452 

224,452 

205,984 

205,984 
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Table 2.E Djibouti: International cOmDarisons of current and capital expenditure ratios, 2000, in percent of GDP 
Current Expenditure Capital Expenditure 

Wages & 
Salaries Countr ies 

Algeria 
Burundi 
Cameroon 
Cote d'lvoire 
Djibouti 
Egypt, Arab Rep. 
Ethiopia 
Malta 
Mauritius 
Morocco 
Senegal 
Seychelles 
Sierra Leone 
South Africa 
T u n i s i a  
Source: IMF. Government Statistics, 2000) 

nAp. UI1 

Goods & Transfers Foreign-financed 
Services 

Interest Domestically- 
Payments Financed 

6.7 1.7 11.8 3.5 nla nla 
4.6 3.0 7.2 0.0 -0.3 -1 .I 
5.8 4.2 9.9 nla 0.5 0.7 

14.9 0.5 6. I 3.8 0.5 2.1 
6.1 5.3 10.5 0.2 1.6 -0.6 
4.9 2.0 9.9 0.1 1.9 1.7 

12.1 3.1 15.7 1.4 5.9 -0.3 
6.9 2.9 8.9 0.7 0.4 -0.3 

11.1 4.9 15.0 2.6 3.4 -1.8 
5.9 1.3 8.6 nla -1.3 1.8 

14.4 9.4 26.2 0.3 0.1 -1 .I 
5.7 4.8 9.0 nla 4.5 0.0 
3.5 5.7 4.8 1 .I 2.5 0.0 

11.0 3.4 12.6 2.1 0.6 -1.9 

~ 

Table 2.F Djibouti: Public Enterprise Employment and Wage bill, 1999-2002 
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Table 2.G Djibouti: Public Enterprises Accounts, 1996-2000, in percent of output 

I 1996 1 1997 1 1998 1 1999 1 2000 JPeriod average(1996-2000) 
A 1 D - Aimort IValue added I 50.6 I 21.91 65.41 67.21 65.01 54.0 

OPT (Post) 
Taxes 0.1 1.9 1.2 1.8 2 1.4 
Value added 71.3 67.9 76.8 74.4 ... 72.6 
Wages and salaries 33.1 38.5 35.7 34.2 ... 35.4 

ONED (Water) 

Table 2.H Djibouti: Capital Expenditures, 1994-2002, in millions of Djibouti Francs 

u 

Taxes 0.3 4.2 2.8 2.7 ... 2.5 
Value added 59.6 54.1 62.0 64.0 68.1 61.6 
Wages and salaries 32.3 33.1 31.1 31.7 26.6 31.0 
Taxes 0.6 3.3 2.4, 2.2 2.4 2.2 

Population & employment 
Educat ion 
Health 
Social  development & women 

190 

696 42 85 120 16 0 0  0 0 107 -100.0 
2,316 1,302 345 464 781 3,422 1,969 559 662 1,313 -71.4 

277 356 301 315 108 1,252 1,037 176 356 464 28.5 
336 228 100 107 0 1,284 1,037 0 25 346 -92.6 



Table 2.1 Djibouti: Capital expenditures (in percent of total capital expenditures) 

Table 2.J Djibouti: Capital expenditures (in percent of GDP) 
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Chapter 6:Djibouti - Public Expenditure in the Health Sector 

i:: I ::: 

Table 6.A Djibouti: Repetition and dropouts rates by 
gender, 2003 

11.7 10.6 

Girls 
3.1 
3.1 
3.1 
3.1 
3.1 
23.5 
0.8 
0.8 
19.6 
50.0 
2.9 

Boys 
3.1 
3.1 
3.1 
3.1 
3.1 
23.5 
0.8 
0.8 
19.6 
45 
2.9 

Table 6.B Djibouti: Total public expenditures and GDP in Djibouti, 1996-2002, millions of DF 

Year 

1996 
1997 
1998 
1999 
2000 
2001 
2002 

1 otal 1 otal Recurrent 
Expenditure Expenditure Expenditure GDP 

65851 22824 2940 2940 
65359 23155 2974 2974 
65424 21765 2953 2953 
66850 22096 4946 4655 
67335 22067 6283 5118 
68612 20338 4934 4470 
70372 23183 6056 5479 

Table 6.C Djibouti: Shares of Public education expenditure in GDP, 1996-2002 

Repeti 
Girls 
8.9 
7.3 
8.4 
7.6 
7.5 
29.5 
15.4 
14.6 
34.6 
15.8 
6.3 
4.2 

A s  % o f  GDP 

101 

2000 
2001 7.2 161 24.3 188 
7002 8.6 193 76.1 7.03 

Sources: Based on tables provided by the MENESUP, Djibouti 

)n 
Boys 
8.5 
8.2 
9.7 
7.9 
1.4 
29.5 
8.8 
9.1 
31.1 
8.2 
5.5 
1.6 

Current SDending on education 
AS % o f  total AS Yo o f  GDP endin 

% 

100. 
7.0 
7.6 

n education 
Index 

1996=10 
100 
100 
100 
9 4  
81 
91 

90 
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Annex 2. Technical note on the proportional pension o f  the OPS 

- 
5 6 3 .0% - 
B 2 . 0 % -  

1.0% - 

Normal retirement in the Organisme de Protection Social (OPS) currently occurs at age 55, if 
and only iJ; individuals have completed 25 years of contributions.’” L a w  No. 154 o f  2002, 
Art ic le 46, sets a provision where individuals aged 55 (or more) who have not completed 25 years 
of service could ret ire with a pension that i s  adjusted downward as a function o f  the number o f  
years o f  service. Prior to this policy, workers aged 55 or older who had not completed 25 years o f  
service and wanted to leave the system, simply received their contributions back (only the 
employee’s share). This implied a negative rate o f  return on their savings. 

A more flexible retirement policy is welcomed, but caution is  needed when deciding how to 
compute the adjustment. Given the current benefit formula, if the adjustment i s  too low, or non- 
existent, individuals who j o i n  the system late in their lives and have contributed less than 25 years 
would receive considerably higher rates o f  return than individuals who j o i n  early and contribute 
longer (see Figure 8.A). If the adjustment i s  too high, o n  the other hand, rates o f  return would be 
too l o w  relative to those o f  individuals who do not face the adjustment. 

The OPS has recently proposed an adjustment mechanism that consists of reducing the 
pension by 5 percent for each missing year of contributions. This method for adjusting the 
pension, however, can reduce excessively the rates o f  return o f  workers with less than 20 years o f  
contributions (see Figure 8.A), even i f the resulting rates o f  returns are closer to  the level that the 
system can afford. This note proposes two alternative methods for adjusting pensions. 

0 .0% I 
5 5  5 7  5 9  61  6 3  6 5  67  6 9  

Ret i rement  Age  

A. Source: W o r l d  Bank staff calculations. 

’*’ This i s  for individuals who in 2002 (date o f  the implementation o f  the reform) were 50 years o ld  o r  less. 
For  older individuals the minimum vesting periods are lower (see Art icle 29 o f  the L a w  No. 154-2002). 
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0 

u ; 3 . 0 Y -  

3 2.0% - 
n 

1 .0% - 

0.0% 

When retirement is based solely on age, providing actuarially fair adjustments for early (or 
delayed) retirement is straightforward. Indeed, if in a given system the accrual rate i s  set for 
retirement at age R, an individual choosing to retire at age R'<R should receive an accrual rate 
reduced by the fol lowing factor: 

0 
0 

0 
0 

0 

[I 
, 

MaxLife c S k  (1 + ?-),-, 
. _I._. 

E'Sk (1 + ?-)R' -k 
k=R' 

where a i s  the accrual rate, r the discount rate, and sk the survival probability between the 
retirement age (R or R') and age k. 

I n  the case of the OPS, the eligibility condition implies, in a way, the existence of a moving 
minimum retirement age. Hence, while an individual who joins the system at age 30 can retire at 
age 55, an individual who retires at age 40 i s  expected to retire at age 65! Only by then would this 
individual have completed 25 years o f  service. In this case, the calculation o f  adjustment factors 
using formula (1) can penalize excessively workers who j o i n  the system late in their lives. 

The calculations of adjustment factors for the OPS based on formula (1) are presented in the . 
first two columns of Table 8c. The resulting rates o f  return are displayed in Figures 8d and 8e. In 
the calculations, the adjustment factors are based o n  the number o f  years missing to complete 25, 
taking as a reference retirement at age 55. This implies that an individual retiring at age 60 who  i s  
missing 5 years o f  service, and thus who should retire at age 60, will face an adjustment based o n  
R=55 and R'=60 (not R=60 and R'=65). Thus, for individuals who retire after age 55 with less 
than 25 years o f  service, the proposed adjustments would be biased downward. To avoid this, one 
would need to have adjustment factors that vary by age o f  retirement and the number o f  years 
missing to reach 25. This i s  not  worth the trouble. 
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I 

( ~ 5 % )  OPS suggested Missing years (F3%)  
1 2.2% 1 .I% 5.0% 
2 4.5% 3.5% 10.0% 
3 6.8% 5.4% 15.0% 
4 9.2% 1.3% 20.0% 
5 1 1.6% 9.3% 25.0% 
6 14.1% 11.3% 30.0% 
7 16.6% 13.5% 35.0% 
8 19.1% 15.6% 40.0% 
9 21.6% 17.8% 45.0% 
10 24.2% 20.1% 50.0% 

C. Source: W o r l d  Bank staff calculations. 

'El 3 3 . 0 %  - 
al n 

2.0% 

I .o  % - 

Figure 8.D Djibouti: Adjustment with Equation 1 and r = 3% 

O M a l e ,  3 0  Y ,  Average w a g e  

O M a l e ,  3 3  Y ,  Average w a g e  

A M a l e ,  35 Y .  Average w a g e  

O M a l e ,  40 Y .  Average w a g e  

O M a l e .  45  Y ,  Average w a g e  

10.0% 

9 .O% 

8.0% 

6.0% 

5.0% .- 
n 

1 .O% 

0.0% 
57 59 6 1  63  6 5  67 69 5 5  

R e t i r e m e n t  A g e  

D. Source: W o r l d  Bank staff calculations. 
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Annex 3. Statistical Appendix 

Norminal GDP (D Franc billions) 8039 82 18 84 96 
Nominal GDP (USD millions) 45240 46242 47806 
Real GDP (constant 1990 D Franc) 8039 7695 76 96 
Real GDP Growth (96 change) -4 28 001 
Potential Real GDP Growth (%change)' - 1  70 -1 97 -2 15 
Real GDP pm capita (constant 1990 USD) 818 34 760 52 738 45 
Real GDP per capita Growih (percent change ) 0 70 -7 07 -2 90 
Consumer price index (annual average) 7764 8292 8571 

CPIb (percent change) 7 8 0  6 8 0  3 37 
Samgs and Investment Gap -2 30 -3 80 -17 00 
Gross Fixed Capital Formation (D Franc billions) 11 37 11 63 16 32 

Pubhc Gross Fixed Capital Formation 4 0 6  415 852 
Private Gross Fixed Capital Formation 7 3 1  7 4 7  7 8 0  

ICOR ratio 

M o n e t a r y  Sector (D Franc millions unless indicated otherwise) 
Broad Money 58,824 59,578 55,911 

As ~ercent of GDP 732 725 658 
Total Deposit 

As percent of GDP 
Total Credit 

As percent of GDP 
Credit to the Private Sector 

As percent of GDP 
lzet Foreign Assets 

As percent of GDP 
Net Domestic assets 

49,406 51,940 44,580 
615 632 525 

29,653 28.366 33,544 
3 6 9  345 395 

36,177 35,174 35,156 
4 5 0  428 414 

35,228 33,649 35,359 
438 4 0 9  4 1 6  

23,596 25,929 20,552 

82 83 
466 05 
71 84 
-6 66 
-2 22 

669 22 
-9 37 
a9 52 
4 44 

-5 70 
14 45 
7 59 
6 87 

-2 45 - 
54,704 

66 0 
44,302 

53 5 
32,398 

39 1 
32,540 

39 3 
37,222 

44 9 
17,482 

87 38 8846 87 79 89 34 91 40 95 27 98 21  
49169 49772 49400 50268 51427 53608 55293 

71 16 6868 65 85 6536 6542 6685 6733 
-094 -349 -412 -075 010 2 1 8  0 7 3  
-2 13 -1 91 -1 55 -1 04 -044 022 0 9 2  

643 60 603 I O  561 40 541 00 525 80 521 60 509 90 
-3 83 -630 -691 -3 64 -2 82 -0 80 -221 
9534 10000 10351 1061210846 11065 11331 

6 5 0  489 3 5 1  2 5 2  2 2 0  202 2 4 0  
-7 50 -3 40 -3 30 -2 30 -060 -040 -720 
1015 746 7 9 7  842 9 0 7  839 1203 
534 4 2 6  453 459 2 9 9  548 9 3 9  
481 3 2 1  343 384 608 292 2 6 4  

-1222 -233 -211 -1255 9997 413 1700 

10193 10521 11107 11797 
573 55 59200 62497 663 80 
6861 7037 7286 7587 

190 2 5 7  353 413 
164 2 3 9  3 1 4  3 8 9  

504 30 50210 50270 50410 
-1 07 -042 0 5 2  1 I O  

115 35 11607 11836 12073 
180 063 197 2 0 0  

-4 30 -620 -8 30 -9 90 
842 1148 1725 2434 
5 90 6 7 9  9 82 1648 
253 470 7 4 4  7 8 6  
444 4 3 6  3 9 0  5 2 0  

55,537 57,365 51,609 50,899 49,471 52,021 52,608 56,569 65,437 77,057 87,306 
63 6 6 4 9  588 5 7 0  54 1 5 4 6  53 5 55 5 6 2 2  6 9 4  7 4 0  

44,844 47,998 41,923 36,286 40,372 42,732 43,401 47,199 55,249 65,944 75,829 
513 543 478 4 0 6  4 4 2  449 4 4 2  463 525 5 9 4  643 

34,122 39,711 40,858 26,241 30,741 32,008 35,355 31,615 31,540 31,071 30,137 
3 9 0  449 465 2 9 4  3 3 6  3 3 6  3 6 0  3 1 0  3 0 0  2 8 0  255 

33,801 38,247 39,425 23,879 28,897 27,942 31,413 26,898 25,629 24,967 24,410 
3 8 7  432 449 267 3 1 6  2 9 3  3 2 0  2 6 4  2 4 4  225 2 0 7  

35,787 33,795 27,908 25,834 30,921 33,725 29,945 38,412 47,269 59,952 63,343 
4 1 0  3 8 2  3 1 8  2 8 9  338 3 5 4  3 0 5  3 7 7  4 4 9  5 4 0  537 

19,750 23,570 23,701 25,065 18,550 18,296 22,663 18,157 18,168 17,105 17,577 
As percent of  GDP 2 9 4  31 6 24.2 21 1 2 2 6  2 6 6  2 7 0  28 1 203 192 23 1 17 8 173 15 4 149 

Yon Performing loans (% oftotal loans) 25 24 27 28 29 19 20 24 28 
E x t e r n a l  Sector (USD millions unless indicated otherwise) 
Exchange rate (D FrancgS, period average) 
Real Effective Exchange Rate (1990=100) 
Nominal Effective Exchange Rate (1990=100) 
Exports, goods and services 

As percent of GDP 
Impons, goods and services 

As percentage of GDP 
Smices and income (net) 
Foreign Direct Investment 

As percent of GDP 
Current amunt  

As percent of GDP 
Capital account' 

As percent of GDP 
Overall balancc (9'0 o f  GDP) 
External Public Debt 

As percent ofGDP 
External Debt 
As a percent ofGDP 

Reserves (months o f  import) 

1777 
100 0 
100 0 
292 1 

64 6 
401 4 

88 7 

2 3  
0 5  

-10 5 
-2 3 

210 4 
46 5 

205 3 
0 45 
3 2  

I77  7 
104 2 
102 0 
240 7 

52 0 
360 9 

78 1 
86 8 
2 3  
0 5  

-17 7 
-3 8 
I 7  2 
3 7  
8.1 

I96  6 
42 5 

225.8 
0 49 

3.3 

177 7 
101 6 
100 1 
204.7 
42 8 

380 2 
79 5 
62 3 
2 3  
0 5  

-81 1 
-17.0 
36 4 

7 6  
-54 3 
227.3 

47 6 
235 3 
0 49 
2 7  

177 7 
109 4 
1067 
236 3 

50 7 
365.9 

78 5 
77 3 

1 4  
0 3  

-26 4 
-5 7 
35 4 

7 6  
10.1 

266 3 
57 1 

264.4 
0 57 
2.5 

177.7 1777 1777 
111 6 1065 1106 
1068 1009 104.9 
218 1 203 2 2036 

444 408 41 2 
3268 2865 2825 

665 5 7 6  5 7 2  
88.6 1032 9 8 0  

1 4  3 2  3 3  
0 3  0 6  0 7  

-36 8 -17.0 -163 
-7.5 -3 4 -3 3 
2 7 7  9 4  196 

5 6  1 9  4 0  
-107 -10.0 -340 
2947 2823 301 3 

5 9 9  5 6 7  61.0 
263 1 281.8 2958 

054 057 0 6 0  
2.7 3 0 3.3 

1777 1777 1777 1777 
121 0 128 I 127 1 1350 
1159 123 8 1237 1329 
2093 2440 2495 2433 
416 474 465 4 4 0  

285.2 3267 3274 351.9 
567 635 6 1 1  6 3 6  
9 1 7  1082 1167 1020 
2 4  3 5  4 2  3 3  
0 5  0 7  0 8  0 6  

-115 - 3 3  - 1 9 - 3 9 7  
-2 3 -0 6 - 0 4  -7 2 
20.4 225 -1 2 3 0 7  

4 1  4 4  - 0 2  5 6  
-120 -75  7 9  -181 
333 6 337.0 3369 3699 

6 6 4  65.5 62 8 66 9 
2737 2878 2746 2622 

0 5 4  0.56 0 5 1  0 4 7  
2 8  2 4  2 6  2 3  

I77  7 
141 7 
I40  5 
262 2 

45 7 
339 4 

59 2 
122 7 

2 2  
0 4  

-31.9 
-5 6 
I O  2 

1 8  
-65 2 
373 7 

65 2 
262 7 
0 46 
2 5  

1777 1777 
1370 I23 1 
1374 I23 1 
274 5 3047 

4 6 4  48 8 
363 1 428 1 

61 3 685 
1234 158 1 

5 0  2 1 4  
0 8  3 4  

-37 5 -38 8 
-6 3 -6 2 
3 4 9  5 9 7  

5 9  9 6  
-66 8 -68 3 
395 3 4265 

66 8 68 3 
335 3 nla 

0 5 7  nla 
2 4  2 8  

177 7 
123 1 
116 1 
327 9 

49 4 
498 3 

75 I 
173 9 
63 I 
9 5  

-70 7 
-10.7 
82 I 
12 4 

-66 9 
444.0 

Fiscal Ind icators  (as a percentage o f  GDP unless indicated otherwise) 
{evenue and grants 3 7 9  3 7 7  404 3 9 6  365 3 0 7  30.8 31 1 34.2 30.9 31 0 28.2 2 9 4  3 4 2  35 2 
Total revenue 25 8 31 7 323 342 32 1 29 1 28 8 2 7 2  25 3 23.5 2 4 4  23 3 235 23 I 2 2 0  

Tax Revenue 23 5 28.7 29 1 293 29.3 2 7 0  2 6 6  2 4 2  22 2 21 6 21 5 205 21 1 20.6 198 
Official Grants 12.1 12.0 13.9 11.0 7 2  2.0 1.8 3.8 8 8  7.4 6 6  5 0  5.9 6 1  7 6  

rota1 expenditure 452 4 0 6  5 1 8  5 2 6  47.6 392 3 4 7  354 3 3 3  3 3 1  3 2 8  2 9 6  3 2 9  3 6 5  34.0 
Current Expenditure 3 2 8  315 412 428 383 35.6 3 0 8  31.1 2 6 6  3 0 0  30.1 27.2 285 29.8 283 

Wages and Salaries 188 1 8 6  23.3 24.3 24.2 242 2 0 8  2 2 0  164 154 1 4 9  145 140 142 134 
Interest payments 0 6  0.3 0.6 0 4  0 4  0 7  0 7  0 5  0 3  0 5  0.5 0 3  0 2  0 4  0 5  

Capital Expenditure 125 9 1  10.6 9 8  9 3  3 6  3 9  4.3 6 6  3.1 2.7 2 5  4.5 6.7 6 1  
Domestically Financed 1.5 2 1  2 1  1 1  1 2  0.8 0.5 0.7 0 3  0 4  0 5  0 7  1 3  2.0 1 5  
Foreign Financed 110 7 0  8.5 8.7 8 1  2 8  3 4  3 6  6 4  2 6  2 1  1 8  3 2  4 7  4 5  

Xerall Balance (paynent basis) -73  - 3 0  -114 -13.0 -111 -85  - 3 9  - 4 3  0 9  - 2 2  - 1 8  - 1 4  - 3 5  -23  0 8  
Xerall Balance (cash basis) -2 1 -6 3 -11 1 -9 2 -8 5 -5.4 4 6 1 9  -0.1 0.8 1 3  2 0 4.2 4 9 0 9 

Domestic Financing - 2 6  4 6  9 4  5.9 5 7  3.8 1.2 0 5  - 0 9  0 3  0 7  0 6  1 5  0 2  - 0 4  
External Financing (net) 4 7  1 7  1 7  3.3 2 8  1 6  3 3  1 4  0 7  0 5  0 6  1 4  2 7  4 7  1.3 

,OWC~E D ~ U  pmwded by !he ~ i i i a u u  auhontm 
Uumurg Hodlek-Rero!! N!er 
S t a n l n g i n 1 9 9 9 a e t u a l d a t a a r d F ~ J I s l i o n s t b r Z W ) a R b a i e d ~ ~ t h ~ O f f i ~ i ~ C P ~ ~ U ~ ~ e d ~ ~ l  1999 

lnclubng errors and OMIS~O~CI 
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Table 2: Djibouti and Comparator Countries, 1990-2004 
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 

Real GDP Growth (%) 
Djibouti 
SubSaharan Africaa 

Djibouti 
Sub-Saharan Africa 

Djibouti 
Sub-Saharan Africa 

Djibouti 
Su b-Sa hara n Af rica 

Djibouti 
Sub-Saharan Africa 

Djibouti 
Sub-Saharan Africa 

Real GDP per capita Growth (Yo) 

Real GDP per capita (constant 1990 USD) 

Public Gross Fixed Capital Formation (Oh of GDP) 

Private Gross Fixed Capital Formation (% of GDP) 

Private to Public Investment Ratio 

Total revenues including grants 
Djibouti 
Sub-Saharan Afnca 
Small Statesb 

Djibouti 
Sub-Saharan Africa 
Small States 

Djibouti 
Sub-Saharan Africa 
Smaii States 

Total expenditures 
Djibouti 
Sub-Saharan Africa 
Small States 

Wage bill 
Djibouti 
Sub-Saharan Africa 
Small States 

External Public Debt 
Djibouti 
SSA 
Small States 

Total revenues excluding grants 

Total grants 

5.8 -4.3 0.0 -6.7 -0.9 -3.5 -4.1 6 . 7  0.1 2.2 0.7 1.9 2.6 3.5 4.1 
1.8 0.1 -1.6 1.1 2.1 3.7 5.3 3.9 2.4 2.7 3 2 3 7  3.5 3.5 4.2 

0.7 -7.1 -2.9 -9.4 -3.8 6 . 3  -6.9 -3.6 -2.8 -0.8 -2.2 -1.1 -04 0.5 1.1 
-1.2 -2.1 -4.5 -1.9 -0.7 1.2 2.5 1.1 0.0 0.3 0.8 0.7 0.8 0 9  1.5 

818 761 738 669 644 603 561 541 526 522 510 505 502 505 511 
627 614 586 575 571 578 593 599 599 601 606 610 615 620 630 

9.1 9.1 9.2 8.3 5.5 3.6 3.9 4.3 6.6 3.1 2.7 2.5 4.5 6.7 5.9 
5.2 5.2 4.4 4.4 4.7 4.9 5.0 4.9 5.7 5.2 5.1 5.9 5.5 5.4 6.1 

5.1 5.1 10.0 9.2 6.1 4.8 5.2 5.1 8.6 5.7 9.6 5.8 6.5 8.8 14.7 
12.2 12.0 13.0 12.4 12.1 12.4 12.3 12.8 13.0 12.5 11.2 10.6 11.1 11.8 11.6 

0.6 0.6 1.1 1.1 1.1 1.3 1.3 1.2 1.3 1.9 3.6 2.3 1.4 1.3 2.5 
2.3 2.3 2.9 2.8 2.6 2.5 2.5 2.6 2.3 2.4 2.2 1.8 2.0 2.2 1.9 

Fiscal Indicators (in percentage of GDP) 

37.9 37.7 40.4 39.6 36.5 31.1 30.6 31.0 34.2 30.9 31.0 28.2 29.4 34.2 35.0 
20.1 20.3 20.7 20.1 21.3 21.7 21.7 22.1 21.2 21.6 23.2 23.1 23.5 23.6 24.2 
35.8 35.5 34.3 34.4 32.5 33.0 31.9 32.7 32.3 31.9 33.8 33.0 32.8 30.4 31.0 

25.8 25.6 26.4 28.7 29.3 29.1 28.8 27.2 25.4 23.5 24.4 23.3 23.5 28.1 26.8 
20.4 19.9 19.6 19.1 19.6 20.3 20.1 20.4 20.0 21.2 23.1 22.5 22.0 22.4 22.9 
23.4 23.1 24.6 23.9 22.8 22.3 22.8 23.9 24.4 24.3 24.4 24.2 24.5 25.8 27.3 

12.1 12.0 13.9 11.0 7.2 2.0 1.8 3.8 8.9 7.4 6.6 5.0 5.9 6.1 8.2 
1.7 1.7 2.2 2.1 2.4 2.6 2.1 2.1 2.2 2.4 2 2  2.6 2.7 1.3 1.3 
3.7 3.9 2.4 1.9 2.1 2.0 2.2 2.1 1.9 2.6 2.4 3.8 5.9 4.6 3.7 

45.2 40.6 51.8 52.6 47.6 39.8 34.5 35.3 33.3 33.1 32.8 29.7 32.9 36.5 34.0 
28.6 30.2 29.4 27.7 26.9 26.6 25.2 25.9 24.8 26.1 26.4 25.8 26.0 25.7 25.7 
40.4 39.6 40.2 38.6 37.1 37.4 36.7 37.1 37.5 36.8 37.3 37.5 37.6 32.9 32.7 

18.8 18.6 23.3 24.3 24.0 24.2 20.8 22.0 16.4 15.4 14.9 14.5 14.0 14.2 13.5 
7.2 8.3 7.5 7.3 6.4 6.4 6.0 6.6 6.2 6.5 6.5 6.3 6.3 6.4 6.4 
9.9 9.7 10.4 14.0 13.8 13.4 13.9 14.0 14.0 14.5 14.6 17.0 15.9 16.0 16.0 

46.5 42.5 47.6 57.1 59.9 56.7 61.0 66.4 65.5 62.8 66.9 65.2 66.8 68.3 66.9 
42.2 43.8 48.0 52.5 58.7 52.8 50.4 45.2 49.1 49.2 47.5 48.0 46.4 39.4 36.6 

108.2 114.2 131.5 133.6 146.8 146.0 142.1 145.3 166.0 147.3 138.8 142.3 141.5 128.6 123.1 

Sources. WWM Bank Dsveiopmnt hdKafws ZW2, GFS, WETA. WE0 and IMF Staff estmafes 
a. excluding Swfh Afnca, Nigeria 
b population kss than 1 mdlm 
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'able 3 Dj ibouti :  Fiscal Expenditure (1990-2004) 

I990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 

otai expenditure 
Current expenditures 

Wages and Salaries 
Matenals 
Maintenance 
Transfers 
interest 

Other spending (Foreign-financed) 
Capital expenditures 

Domesticaily financed 
Foreign financed 

otal expenditure 
Current expenditures 

Wages and salaries 
Matenals 
Maintenance 
Transfers 
interest 

Other spending (Foreign-financed) 
Capital expenditures 

Domestically financed 
Foreign financed 

Current expenditures 
Wages and salaries 
Matenals 
Maintenance 
Transfers 
interest 

Other spending (Foreign-financed) 
Capital expenditures 

Domestically financed 
Foreign financed 

:urrent Expenditure items 
Wages and salaries 
Materials 
Maintenance 
Transfers 
Interest 
Other spending (Foreign-financed) 

:spital Expenditure nems 
Domestlcaily financed 
Foreign financed 

;urrenVCapital Expenditure 
IomesticiForelgn Capital Expenditure 

demoandurn items: 

36297 
26296 
15066 
7465 

1017 
502 
0 

9999 
1169 
8830 

45.2 
32 8 
I 8  6 
9 3  
0 0  
1 3  
0 6  
0 0  
12.5 
1.5 

11.0 

72.5 
41 6 
20 6 
0 0  
2.8 
1 4  
0 0  

27.5 
3 2  

24 3 

57 4 
28.5 
0 0  
3.9 
1 9  
0 0  

11 7 
68 3 

2.8 
0.1 

33387 
25913 
15273 
6601 
1023 
1107 
279 
0 

7474 
1753 
5721 

40 6 
31 5 
16 6 
8 3  
1 2  
1 3  
0 3  
0 0  
9 1  
2 1  
7 0  

77 6 
45 7 
20 4 
3 1  
3 3  
0 6  
0 0  

22 4 
5 3  
17 1 

56 9 
26 2 
3 9  
4 3  
1 1  
0 0  

23 5 
76 5 

3 5  
0 3  

44010 
35044 
19836 
9636 
657 

2003 
510 

0 
6966 
1776 
7188 

51 6 
41 2 
23 3 
11 3 
0 6  
2.4 
0.6 
0 0  
10 6 
2.1 
8.5 

79 6 
45.1 
21 9 
1 5  
4 6  
1 .2 
0 0  

20.4 
4 0  
16 3 

56.6 
27.5 
1.9 
5 7  
1.5 
0.0 

19.8 
60 2 

3 9  
0 2  

43565 
35449 
20135 
9523 
555 

2366 
366 
0 

6136 
903 
7233 

52 6 
42 6 
24 3 
11 5 
0 7  
2 9  
0 4  
0 0  
9.6 
1 1  
8.7 

61.3 
46.2 
21.8 
1 3  
5 4  
0 6  
0 0  
18.7 
2 1  
16 6 

56.8 
26.9 
1.6 
6 7  
1.0 
0.0 

11.1 
66 9 

4 4  
0 1  

41567 
33467 
20997 
5740 
635 

2110 
371 
0 

6100 
1038 
7062 

47 6 
38.3 
24.0 
6 6  
0.7 
2 4  
0.4 
0 0  
9 3  
1.2 
8.1 

80.5 
50.5 
13 8 
1.5 
5.1 
0.9 
0 0  
19 5 
2.5 
17.0 

62.7 
17.2 
1.9 
6.3 
1 1  
0.0 

12 6 
87.2 

4 1  
0.1 

(in millions of Djibouti Franc1 
34694 
31488 
21107 
6441 
454 
1735 
602 

0 
3206 
735 

2471 

39.2 
35 6 
23.9 
7 3  
0 5  
2.0 
0.7 
0.0 
3 6  
0.6 
2 8  

3M30 31649 30405 
26999 27613 24326 
16348 19701 14976 
4268 4400 4182 
422 453 271 

2109 2516 2512 
606 456 319 
0 0 2068 

3431 3836 6077 
444 584 259 
2967 3252 5618 

(in percent of GDP) 
34.7 354  33.3 
30.8 31.1 26 8 
2 0 9  22.1 164  
4 9 4.9 4.6 
0.5 0 5  0.3 
2.4 2 6  2 7  
0 7  0 5  0 3  
0.0 0 0  2.3 
3 9 4.3 6.6 
0.5 0 7 0.3 
3.4 3.8 6.4 

31490 
20575 
14894 
6463 
305 

3195 
499 
3179 
2915 
399 
2516 

33 1 
30 0 
15 4 
6 6  
0.4 
3.4 
0.5 
3 3  
3 1  
0.4 
2.6 

(in percent of total expenditure) 
90.8 68.7 87.9 600 90.7 
60.8 60.3 62 2 493 46.7 
18.6 1 4 0  139  138  205  
1.3 1.4 1.4 0 9  1.2 
5 0 6 9  8.0 8.3 10.1 
1.7 2 0  1.4 1.0 1 6  
0.0 0 0  0.0 6.8 10 1 
9.2 11.3 1 2 1  20.0 9 3  
2.1 1 5  1.8 0.9 1.3 
7.1 9.8 10.3 19.1 6.0 

(in percent of current expenditure) 
67.0 660 70.6 61.6 51.4 
20.5 15.8 156  172  226  
1.4 1.6 1 6  1.1 1.3 
5 5  7.8 9.1 10.3 11.2 
1 9  2 2  1.6 1.3 1 7  
0.0 0.0 0.0 8.5 11 1 

(in percent of capital expenditure) 
22.9 12.9 152  4.3 13.7 
77.1 87.1 84.8 95 7 66.3 

(ratios) 
9.8 7.9 7.3 4.0 9.8 
0.3 0 1 0.2 0 0 0.2 

32204 
29584 
14609 
5991 
715 

3762 
463 
4024 
2640 
531 
2109 

32.6 
30.1 
14 9 
6.1 
0 7  
3.8 
0.5 
4.1 
2.7 
0 5  
2 1  

91.8 
45 4 
16 6 
2 2  
11.7 
1.4 

12 5 
6 2  
1 6  
6.5 

49 4 
20 3 
2.4 
12.7 
1.6 
13 6 

20.1 
79.9 

11 2 
0 3  

30215 
27668 
14804 
4709 
515 

3533 
301 

3626 
2527 
709 
1616 

29.6 
27.2 
14.5 
4 6  
0.5 
3 5  
0 3  
3.6 
2.5 
0 7  
1.8 

91 6 
49 0 
15.6 
1 7  
11.7 
1 .O 
12.7 
8 4  
2 3  
6.0 

53.5 
17.0 
1 9  
12.8 
1 1  
13 6 

26 1 
71.9 

11.0 
0.4 

34660 
29965 
14721 
6544 
606 
3717 
239 
3774 
4695 
1371 
3324 

32.9 
26.5 
14 0 
6.2 
0 6  
3.5 
0 2  
3 6  
4 5  
1 3  
3.2 

66 5 
42 5 
16 9 
1 7  

I O  7 
0.7 
10.9 
13.5 
4 0  
9 6  

49.1 
21 6 
2 0  
12 4 
0.8 
12 6 

29 2 
70.8 

6.4 
0.4 

40490 40114 
33054 
15619 
7992 
480 

4203 
369 
3471 
7436 
2224 
5212 

36 5 
29 8 
14 2 
7.2 
0.4 
3 6  
0 4  
3 1  
6.7 
2 0  
4.7 

61 6 
39.1 
19 7 
1 2  
10.4 
1 0  
6.6 
16.4 
5 5  
12.9 

47 9 
24.2 
1 5  
12 7 
1.2 
105  

29 9 
70 1 

4.4 
0.4 

33151 
15943 
7421 
650 

4350 
535 
3902 
6962 
1619 
5344 

34 0 
26 1 
13 5 
6 3  
0.6 
3.7 
0.5 
3.3 
5 9  
1.4 
4.5 

82 6 
39 7 
16 5 
1.6 
10 6 
1 3  
9 7  
17 4 
4.0 
13 3 

48 1 
22 4 
2.0 
13 1 
1.6 
11.6 

23.3 
76.7 

4.6 
0 3  

:DPatrnarketpnces(in DF mllilons) 60276 82162 84961 62627 67384 88456 87795 69336 91396 95273 98267 101932 105210 111070 11797 
Source Dliboini aulhonties. and Fund staff estimates and pmJediOnS 

FEZ- 
rerage 
10-04) - 
15660 
!9920 
i7070 
E506 
557 
2663 
429 
1616 
5760 
1034 
4726 

38 6 
32 3 
18 6 
7.1 
0.6 
2.8 
0 5  
1 6  
6 3  
1.1 
5.2 

643  
46 3 
16 0 
1 5  
7 7  
1.2 
4 7  
15.7 
2 6  
12 9 

57 3 
21 6 
1.7 
9 0  
1 4  
5.5 

18 6 
61 4 

6.3 
0 2  

93622 - 

198 



able 4 Djibouti: Total Fiscal Expenditure by Functipnal Category (1990-2004) 

1992 1993 1994 199s 1996 1997 1998 1999 2000 2001 2002 

itai expenditure 
Current expenditures 

General administration 
Defense 
Social sewices 

Education 
Health 

Economic sewices 
Agnculture 
Transfers 

>tal expenditure 
Current expenditures 

Genera administration 
Defense 
Social sewices 

Education 
Health 

Economic sewices 
Agnculture 
Transfers 

General administration 
Defense 
Social services 

Education 
Health 

Economic sewices 
Agnculture 
Transfers 

Genera administration 
Defense 
Social sewices 

Education 
Health 

Economic sewices 
Agriculture 
Transfers 

440 10 
35044 
12489 
51 83 
4503 
2379 
2124 

510 
2039 

51 8 
41 2 
14 7 
6 1  
5 3  
2 8  
2 5  

0 6  
2 4  

35 6 
14 8 
12 8 
6 8  
6 1  

1 5  
5 8  

28 4 
11 8 
10 2 
5 4  
4 8  

1 2  
4 6  

iamnnndum items: 

43585 41567 
35449 33467 
11927 
4638 
4473 
2568 
1905 

497 
2319 

52 6 
42 8 
14 4 
5 6  
5 4  
3 1  
2 3  

0 6  
2 8  

33 6 
13 1 
12 6 
7 2  
5 4  

1 4  
6 5  

27 4 
106 
103 
5 9  
4 4  

1 1  
5 3  

11010 
4719 
4544 
2622 
1922 

524 
2097 

47 6 
38 3 
12 6 
5 4  
5 2  
3 

2 2  

0 6  
2 4  

32 9 
14 1 
13 6 
7 8  
5 7  

1 6  
6 3  

26 5 
11 4 
10 9 
6 3  
4 6  

1 3  
5 0  

34694 
3 1488 
12.304 
4,481 
4.855 
3,202 
1,653 
1,033 
552 

1,735 

39 2 
35 6 
13 9 
5 1  
5 5  
3 6  
1 9  
1 2  
0 6  
2 0  

30430 
26999 
10,271 
3,712 
4,486 
2,990 
1,498 
850 
450 

2,109 

31649 
27813 
11,122 
4,019 
4,858 
3,238 
1,620 
920 
487 

2,518 

30405 31490 
24328 28575 
10.146 11,401 
4,042 4.053 
4,465 4,827 
2,972 3,219 
1,493 1,608 
1,053 953 
380 380 

4,224 4,605 

(in percent of GDP) 
347 354 333 331 
308 31 1 266 300 
117 124 11 1 120 
4 2  4 5  4 4  4 3  
5 1  5 4  4 9  5 1  
3 4  3 6  3 3  3 4  
1 7  1 8  1 6  1 7  
1 0  1 0  1 2  1 0  
0 5  0 5  0 4  0 4  
2 4  2 8  4 6  4 8  

(in percent of current expenditure) 
39.1 38.0 400 41.7 39.9 
14.2 13.7 14.5 16.6 14.2 
15.4 16.6 17.5 18.4 16.9 
10.2 11.1 11.6 12.2 11.3 
5.2 5.5 5 8  6.1 5.6 
3.3 3 1 3 3  4.3 3.3 
1 8  1 7  1.8 1.6 1.3 
5.5 7.8 9.1 17 4 16 1 

(in percent of total public expenditure) 
355  338 35 1 334  362 
129 122 127 133 129 
140 147 153 147 153  
9 2  9 8  102 9 8  102 
4 8  4 9  5 1  4 9  5 1  
3 0  2 8  2 9  3 5  3 0  
1 6  1 5  1 5  1 2  1 2  
5 0  6 9  8 0  139 146 

32204 30215 34660 
29564 27688 29965 
10,451 10,007 11,482 
3,979 4,045 4,500 
5,292 4,973 5,537 
3,545 3,420 3,937 
1,747 1.553 1,600 
1,145 879 734 
420 397 266 

5,334 4,438 4,404 

328 296  329 
301 2 7 2  285 
106 9 8  109 
4 0  4 0  4 3  
5 4  4 9  5 3  
3 6  3 4  3 7  
1 8  1 5  1 5  
1 2  0 9  0 7  
0 4  0 4  0 3  
5 4  4 4  4 2  

353  36 1 383  
135  146  150 
179 180  185 
120 124  131 
5 9  5 6  5 3  
3 9  3 2  2 4  
1 4  1 4  0 9  
180 160  147 

3 2 5  33 1 33 1 
124 134  130 
164 1 6 5  160 
110 113  114 
5 4  5 1  4 6  
3 6  2 9  2 1  
1 3  1 3  0 8  
166 1 4 7  127 

. . - . -. . - -. . . . .. . . . . . 
;DP at market pnces (in DF miliions) 84961 82827 87364 88456 87795 89336 91396 95273 98267 101932 10521 
Source: Djibouti authorities; and Fund staff estimates and projections. 

Period rer ioa 
rverage Growth 
(9562) (9562) 

31968 
28302 
10898 
4104 
4912 
3315 
1596 
946 
417 
367 1 

33 9 
30 0 
11 6 
4 3  
5 2  
3 5  
1 7  
1 0  
0 4  
3 8  

38 6 
14 5 
17 4 
11 7 
5 7  
3 4  
1 5  

13 1 

341  
12 8 
15 4 
10 4 
5 0  
3 0  
1 3  

11 5 

-0 1 
-4 8 
-6 7 
0 4  
14 0 
23 0 
-3 2 
-28 9 
-51 8 
153 8 

-16 0 
-20 0 
-21 5 
-156 
-4 1 
3 4  

-186 
-40 3 
-59 5 
1134 

-1 9 
5 5  
19 8 
29 2 
1 7  

-25 3 
-49 4 
166 7 

-6 6 
0 5  
14 2 
23 1 
-3 1 
-28 9 
-51 8 
154 1 

94708 189 

199 



'able 5 Djibouti: Budgetary Revenue and official Grants (1990-2004) 

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2001 

(In millions of Djibouti Franc) 
)tal Revenue a Grants 30414 30961 34290 32822 31858 27169 27006 27778 31233 29429 30467 26774 30947 37962 41292 
Totai Revenue 20736 20769 22903 24144 26404 25390 25395 24408 23154 22362 23969 23702 24720 31220 31623 

TaxRevenue 18864 18825 20613 22123 24044 23569 23486 21881 20258 20605 21099 20862 22164 25222 25851 
nirert Taxes 6,404 6.807 6,946 6.993 7,802 9,434 10,409 9,560 9.073 8,795 9.908 9,856 9,980 - -. . . . 
Indirect Taxes 

Nan-Tax Revenue 
Official Grants 

,tal Revenue 8 Grants 
Total Revenue 

Tax Revenue 
Direct Taxes 
Indirect Taxes 

Non-Tax Revenue 
Official Grants 

Total Revenue 
Tax Revenue 

Direct Taxes 
indirect Taxes 

Nan-Tax Revenue 
Official Grants 

Tax Revenue 
Direct Taxes 
Indirect Taxes 

Non-Tax Revenue 

12460 12948 14247 15468 18518 14135 13077 12321 11185 12.136 12319 11614 12360 
1874 1945 2290 2021 2360 1821 1909 2407 2896 1757 2870 2840 2556 5998 5773 
9676 9891 11827 9071 6267 1779 1611 3370 8079 7067 6498 5072 6227 6742 9669 

(in percentage of GDP) 
3 7 9  377 404 396 3 6 5  307 308 311 342 309 3 1 0  2 8 2  2 9 4  3 4 2  350 
2 5 8  2 5 3  270 29 1 302 2 8 7  2 8 9  273 2 5 3  235 2 4 4  2 3 3  2 3 5  28 1 26 8 
235 2 2 9  24 3 267 275 2 6 6  2 6 8  245 2 2 2  21 6 21 5 205 21 1 22 7 21 9 
8 0  8 3  8 2  8 4  8 9  107 1 1 9  107 9 9  9 2  101 9 7  9 5  
155 158 168 187 1 8 9  1 6 0  1 4 9  138 122 1 2 7  125 1 1 4  1 1 7  
2 3  2 4  2 7  2 4  2 7  2 1  2 2  2 7  3 2  1 8  2 9  2 6  2 4  5 4  4 9  
1 2 1  120 139 110 7 2  2 0  1 8  3 8  8 8  7 4  6 6  5 0  5 9  6 1  8 2  

Iin Dercentaoe of total revenue and arants) 
6 8 2  671 668 736 829 9 3 5  940 879 7 4 1  - 7 6 0  787 8 2 4  7 9 9  822 766 
6 2 0  608 601 674 755 867 8 7 0  788 649 7 0 0  6 9 3  7 2 5  7 1 6  6 6 4  6 2 6  
21 1 220 203 213 245 347 385 344 2 9 0  2 9 9  325 3 4 3  3 2 2  
4 1 0  418 415 471 5 1 8  5 2 0  484 444 3 5 8  412 404 404 3 9 9  
6 2  6 3  6 7  6 2  7 4  6 7  7 1  8 7  9 3  6 0  9 4  9 9  8 3  1 5 8  1 4 0  

3 1 8  319 345 276 197 6 5  6 0  121 2 5 9  2 4 0  2 1 3  1 7 6  2 0 1  1 7 8  234 

(In percentage of total revenue) 
9 1 0  906 9 0 0  916 911 9 2 8  925 896 875 921 880 8 8 0  8 9 7  8 0 8  817 
3 0 9  3 2 8  303 2 9 0  295 372 4 1 0  392 392 393 413 4 1 6  404 
6 0 1  6 2 3  622 641 6 2 6  557 515 505 483 543 514 4 9 0  500 
9 0  9 4  100 8 4  8 9  7 2  7 5  9 9  1 2 5  7 9  1 2 0  1 2 0  1 0 3  1 9 2  183 

lemorandum items: 
Vsges a Salaries (millions DF) 15086 15273 19838 20135 20997 21107 18348 19701 14976 14694 14609 14804 14721 15819 1594: 
AS a percent of Totai Revenue 72.7 73.5 866 834 7 9 5  83.1 72.3 80.7 6 4 7  65.7 6 0 9  6 2 5  5 9 6  50.7 50.4 

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

per100 
iveragr 
(90.04) - 
31493 
24727 
21964 

2754 
6856 

33 8 
26 5 
23 6 

2 9  
7 5  

78 9 
70 4 
28 8 
43 5 
8 5  
21 4 

89 1 
36 3 
55 5 
10 8 

17070 
69 8 

93622 - 

200 


