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EXECUTIVE SUMMARY

The Maldives has recorded remarkable economic growth over the past two decades, especially compared with the rest
of the South Asian countries, and is on the threshold of gradnating from Less Developed Country (LDC) status
to the middle-income group. 1t reached an impressive per capita income of $2,514 in 2004 — from $771
in 1984 — and has sustained an annual GDP growth of 7.9 percent in the past 15 years. A country
that was not even on the economic radar in the 1980s has become a phenomenal success due to a
continued stable political environment and strong leadership and commitment to liberalization
policies, all of which have attracted a significant level of foreign direct investments (FDI). The
homogeneity of race and religion have also partly contributed to the country's long-term social
stability. However, due to the combination of the adverse impact of the Tsunami and the
expansionary expenditure policies of the government, for the first time in its history, the country
has recorded a negative growth rate — 5.5 percent in 2005.

Ironically, althongh the Maldives lacks the resource endowments, the scale of economies, and the geographical
diversity enjoyed by its South Asian neighbors, it has surpassed all of them to achieve the highest per capita GDP
levels in the region. What is more remarkable in this island state is the achievement of economic
upsurge without compromising human development. The economic achievements were complemented by
high literacy, low maternal and child mortality, declining poverty levels, and improvements in service delivery during
the past decade. Poverty levels have dramatically declined in the Maldives from 23 percent to 8
percent during the period 1997-2004. This has been further reinforced by the significant
achievement of the Millennium Development Goals (MDGs) as reflected in box E.1. However, it
has also been revealed that income inequality has not undergone much change between 1997 and
2004, reflecting that the economic gains achieved during this period have been more beneficial for
the upper echelons of the population. An increasing regional disparity in poverty has also been
observed. It is notable that the economic development and poverty reduction were accompanied
by rising unemployment (14 percent in 2004) especially among youth (33 percent). This is mainly
due to the mismatch in the labor market and the existing skills profile.

The Maldives belongs to a special category of countries called "Small Island Economies," of which a large number
are dependent primarily on tourism and or on a narrow product or service range. These countries are
characterized by major economic disadvantages, including restricted comparative advantages;
diseconomies of scale; dysfunctional market structures; high transport costs; high levels of
openness to international trade; tendencies to be price takers not price makers; limited natural
resources; and small labor markets with deficiencies in professional and institutional knowledge
and experience. Like all countries in this category, the Maldives is also vulnerable to external events,
including natural disasters that cause high volatility in national incomes. Many of them are
currently facing an uncertain and difficult economic transition to a changing world-trade regime,
exacerbated by their limited capacity in the public and private sectors.

Despite the Maldives' phenomenon achievements in economic and social spheres, the extent of their vulnerability was
recently brought home with the devastating destruction cansed by the Tsunami tidal waves. The combined impact
of recent international incidents and natural disasters has temporarily forestalled the upward
economic trends enjoyed by the country.

VI
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Box E.1:  Achievement of Millennium Development Goals (MDGS)
Goal Target Status
Eradicate extreme | 1. Halve, between 1990 and 2015, the proportion of | Under two levels of income, poverty levels have been
poverty and hunger the population whose income is less than one dollar | more than halved:
a day. 1997 2004
Rf 10 23% 8%
Rf 15 44%  21%
2. Halve, between 1990 and 2015, the proportion of | The proportion of underweight children was reduced
people who suffer from hunger. from 46-52% in 1990 to 27% in 2004 and can achieve
the target of 23-26% by 2015.
Achieve universal primary | 3. Ensure that by 2015, children everywhere, boys | 100% net enroliment for both girls and boys. Literary rate
education and girls alike, will be able to complete a full course | of 15-24 age cohorts was 98% in 2000.
of primary schooling.
Promote gender equality | 4. Eliminate gender disparity in primary and secondary | No gender disparity in primary and lower secondary
and empower women education, preferably by 2015, and at all levels of | education, but still there is a disparity in the upper
education no later than 2015. secondary levels.
Reduce child mortality 5. Reduce by two-thirds, between 1990 and 2015, the | Under-five mortality rate, which was 48 per 1000 live
under-five mortality rate. births in 1990, has been reduced to 18 per 1000 in 2003,
and can reach 16 per 1000 in 2015. No gender
difference.
Improve maternal health 6. Reduce by three-quarters, between 1990 and 2015, | The maternal mortality rate has declined from 500 per
the maternal mortality ratio. 100,000 live births in 1990 to 78 per 100,000 in 2003.
Combat HIV/AIDS, | 7. Have halted by 2015, and begun to reverse, the | Only 13 local cases of HIV have been reported since
malaria, and other spread of HIV/AIDS. 1991-2003, while 100 foreign cases have been reported
diseases during that time. Malaria had been completely
eradicated by 1984.

8. Have halted by 2015, and begun to reverse, the | Malaria is eradicated and all communicable diseases
incidence of malaria and other major diseases. are under control.

Ensure  environmental | 9. Integrate the principles of sustainable development | Government of Maldives has mainstreamed
sustainability into country policies and programs and reverse the | environmental sustainability as a priority.
loss of environmental resources.

10. Halve by 2016 the proportion of people without | 90% of the people have access to rainwater in the atolls.
sustainable access to safe drinking water and basic | In Male, 100% of the population has access to high-
sanitation. quality desalinated pipe-borne water.

11. Have achieved by 2020 a significant improvement | Not applicable.
in the lives of at least 100 million slum dwellers.

Source : Millennium Development Goals - Maldives Country Report, 2005

What are the most severe obstacles in the Maldives's investment climate? To answer this query, in 2005, an
enterprise survey was conducted in three major sectors-tourism, transport-logistics, and
manufacturing-covering 148 enterprises. The three sectors jointly accounted for about 50 percent
of the GDP and 60 percent of the labor force.

The industrial base is very small and narrow in the Maldives and the enterprises varied in character and size. In
addition, neither the government nor industry associations had a comprehensive database of
enterprises, only lists of names. There was lack of enterprise data on employment, output,
turnover, etc. at the disaggregate level. At the outset of the Investment Climate Assessment (ICA)
Survey, the World Bank team worked closely with both the government agencies and the industry
associations, but the quality of data shared was relatively poor compared to the rest of the South
Asian countries. Given these inadequacies, the ICA team also carried out selected interviews with
a large number of public and private enterprises and drew extensively on a plethora of studies
conducted in related areas by various international and local agencies. It was interesting to note that
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the preliminary findings were corroborated by the enterprise survey data. The survey was
supplemented by two major sector studies on tourism and fisheries. In addition, a few case studies
were carried out in areas that the government and the ICA team considered important, namely, the
construction industry, the handicraft industry, and agriculture (see annexes 2-4).

Most of the enterprises covered were in Male Atoll. As is the case of most of the resorts, the head
offices are located in Male. Given that Maldives does not require an annual registration fee or has
a corporate taxation system, the culture of providing data especially on financial performance is
relatively new for the enterprises and they were hesitant to engage in this activity.

The ICA revealed that, given the poor resource endowments in the country, most of the material
inputs —over 50 percent— are imported from abroad, thus limiting linkages to the rest of the
economy. However, the capacity utilization of the enterprises was more than 75 percent and they
expect that it will reach 100 percent in 2006. The majority of the enterprises are private limited
companies and more than 90 percent of them are owned by Maldivian nationals. The enterprises
surveyed have been in business for a relatively long period of time-the majority more than 10
years-reflecting stability in the industries. In order to overcome the size and diseconomies of scale,
there is a tendency for the entrepreneurs to move into horizontal integration, thus making the
industrialists less vulnerable to external shocks and capable of achieving efficiency gains.

Irrespective of intersectoral differences in
investor perceptions, there are a number of = Figure E.1
areas that represent major obstacles to all Overall Top Five Constraints

three sectors, including: (i) access to finance; 70
.. . 60
(i) the cost of finance; (iii) access to land; (iv) = £ . Z 61
skilled labor; and (v) corruption (see figures =& 40 13
g 30
E.1- E.4). The entreprencurs in all three & e
. ) =
sectors have identified access to finance as 10
; 0 ‘ ; ; ;
one of the most 1mp0rtant and most severe Access to Cost of Accessto  Skillsand  Corruption
constraints affecting enterprise performance. finance finance land education

There is, however, a high degree of diversity  Source: World Bank, Maldives, ICA, 2005

across the three sectors with respect to the

relative significance and severity of other constraints affecting enterprise performance. For
example, entrepreneurs in tourism and transport-logistics have identified the cost of finance as the
second major problem, while their counterparts in manufacturing ranked it at third. Similarly, the
transport-logistics sector identified access to land as the most severe constraint, while their
counterparts in manufacturing and tourism ranked it second and sixth, respectively. Interestingly,
entrepreneurs in the tourism sectors identified the relative significance of the lack of skilled labor
as the third-highest constraint on investment decisions, while their counterparts in manufacturing
and transport-logistics ranked it at the fourth-highest position.

The Maldives is strong in tax administration and has fewer entry barriers. Registering a business is simple,
efficient, and not costly, according to the 2006 Doing Business Indicators (DBI-2000). In terms of
tax administration, Maldives features a simple and administratively efficient tax system and the
country has no corporate taxation system. Even the industries that are subject to some form of
taxation, such as tourism and banking, are required to pay taxes only once a year. The Maldives has
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been rated "global best" in terms of

. . Figure E.2
taxation, along with Hong Kong, Top 5 Constraints in Tourism Compared with Other Sectors
Telecommmunications also does not appear to be 80
: ) . 70
a major constraint to the Maldives A 68 1 o ”
entreprenenrs. In the recent past, with the S 50 1
. . . . S 404
increasing educational achievements 2 30 § 40 38
telecommunications has emerged as an = 21%:
industry with high growth potential. It 0
dus yw gh grow pote Access to Cost of Skills and Legal Access to
has also opened up new avenues for the finance finance education & system land
. .. . Corruption
industrialists and has contributed to the y
growth and expansion of industries. foccess Costof g(‘;”'czggg e -
The penetration Of the finance finance | Corruption system to land
. . . . Tourism 1 2 3 4 5
telecommunications industry in the :
. . . Manufacturing 1 3 485 6 2
Maldives is very high compared to other D 3 ) 186 9 ]

South Asian countries. The use Of  go,0 worlg Bank, Maldives IcA, 2005

modern communications technology is

significantly high among the business community and is expected to pave the way for mobile
phone banking, a modern concept that has been found cost effective and important for improving
access to financial services in the recent past in countries like Brazil and Philippines.

The perception of corruption in the Maldives is better than in other South Asian countries. The Maldives has
scored 4.2 according to the Corruption Index of the Transparency International 2005," but there
is significant scope for improvement compared with Singapore (9.2). In the World Bank
Governance Indicators (GI) of 2005, the Maldives ranked second best in control of corruption in
South Asia, just behind Bhutan and ahead of all others. However, the overall Governance
Indicators for 2004 for Maldives have deteriorated compared with those of 2002 (refer to chapter
3). This perception has been supported by increasing print and electronic media exposure on
perceived conflict of interest, which will affect the business environment in the medium term. In
addition, in the ICA enterprise survey, corruption featured as a relatively important obstacle to
business; the informal payment for obtaining licenses was reported as high as 6 percent of sales,
much higher than in other South Asian countries (2%). It also revealed that investor confidence in
the judicial system is low at 38 percent, compared with Sri Lanka (69%) and India (71%). Another
concern raised by investors is the unclear demarcation between the roles of the public and private
sectors. This is an emerging concern for most of the small countries, including Bhutan and Sri
Lanka. The Maldives was rated 31 out of 155 countries in DBI 2006 for ease of doing business,
ahead of all South Asian countries; however, to consolidate its position, it should continue to
improve public disclosure, transparency, and accountability in its public policy matters and better
manage conflict of interest (refer to annex 1).

Access to finance emerged as the major obstacle to business in the ICA survey. In all major sectors, as well as
the construction, handicraft, and agriculture sectors, access to and cost of finance featured high

1 Transpatrency International 2005 and University of Passau. Since the Maldives' CPI is based on one survey, it is not listed in
the general CPI ranking list but available in the extended list.
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on the list, with a leading margin. The Figure E.3

financial sector is shallow and the banks ' 1gp 5 Gonstraints in Manufacturing Compared
have been following a very conservative  with Other Sectors

approach — a far cry from the modern and 80
.. . . . 70
competitive banking that is emerging 2 o | 7
. . .. 2 63 61
elsewhere in the region. The minimum = § ig
o 4
reserve requirement is 30 percent, which g 34
restrains the ability of the banks to lend.  © 21%
There is high sector exposure to tourism 0 ‘ ‘
. . Accessto  Access to Cost of Skillsand  Corruption
and, except for the only domestic bank in finance land finance  education
1 1 Access
the Maldives, others have been serving ' hooess | Gostof | Salsand | Acess
prlmarﬂy th€ corporate sectoft. The finance to land finance education to land
. . Manufacturin 1 2 3 4 5
commercial banks are still focused on : .
. Tourism 1 5 2 3 3
collateral rather than on cash-based lending TaL 3 ] ” 4 6

and there are no venture capital companies ,
. i Source: World Bank, Maldives ICA, 2005

in the country to support the emerging

industrialists in the nontraditional and SME sectors. In addition, there is no credit information
system and the government and the Maldivian Monetary Authority should consider promoting the
establishment of a private Credit Information Bureau that would facilitate lending, especially to

new investors.

The entry of new players such as Maldivian 1 easing Company and the Housing Development Finance Corporation
(HDFC) into the financial market has spurred some level of competition in the minds of the traditional bankers.
The leasing company has been quite active in equipment financing, especially in the tourism sector
and the fisheries. In addition, the development role played by the Bank of Maldives also has
instigated the other banks to look beyond the Male Island, thus reflecting a deepening of the
market. The geophysical structure of the archipelago imposes a high cost of operations, which
discourages the banks from lending outside of Ma/e. This has been overcome in other countries
like the Philippines and Brazil by introducing mobile-phone banking, especially for micro-
enterprises. This strategy provides great potential, given the high penetration of
telecommunications. Unlike the rest of the region, Maldives lacks an entrenched culture of savings,
which also poses a problem for banks in mobilizing long-term domestic resources in the country.
The negative rate of return on savings due to increasing inflationary trends and the attractive
investment opportunities for the Maldivian Diaspora in the region also discourage domestic
savings. The Maldivian companies could also consider listing in emerging stock markets like
Colombo and Mumbai.

The reluctance of the bankers to be more proactive to the market demand is also restrained by the absence of a
strong legal framework and weak enforcement capacity. The Maldivian judicial system is based on a
combination of Islamic Shari'ah law and common law in the commercial sector. The exit barriers
are quite prohibitive since there are no insolvency or bankruptcy laws and the average time taken
to close a business is 0.7 years compared to the regional average of 4.2 years. The banks
complained that the recovery of bad debt, despite court orders, has been quite time consuming
and costly, thus leading to relatively high nonperforming levels in the past. This situation has
improved in the recent past, with the banks currently recording less than 10 percent

XI
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nonperforming loans. The banks also Figure E.4

complain of a mismatch of maturities = 7gp 5 Constraints in T&L Compared with Other Sectors

between deposits and lending portfolios. 80
) . : 70
There is adequate empirical evidence to = 6o -

73
reflect that the micro and small enterprises ig | i * 1
have difficulty in access to finance and that gg 1 H m
the cost is also a major concern for them. 18’ | |

. . . . Access to Cost of Access to Skillsand  Regulatory
Relating to the financial constraint, access to land is land finance finance education  uncertainty
also a major obstacle identified by a large number of Access

i . . X Access Cost of to Skills and Regulatory
the enterprises interviewed during the ICA survey. toland | finance | finance | education | uncertainty
Most of the enterprises (between 48 and 75 1% ! 2 s 4 s

rcent ot ¢ thei b . i ¢ d Tourism 5 2 1 3 6
percent) carry out their businesses in rente P g ) , 1 p »

or leased land. Given the traditional
allocation of land by government at request, o o B
there is no proper land market in the
Maldives. However, with the commencement of the Hulhumale Development Project, adjacent to
the Male Capital Island, there is an emerging land market. There is also a need for a paradigm shift
for the government from being a provider to a facilitator and a regulator. One of the major
bottlenecks in recent years has been eliminated with the entry of the new housing finance
company, the HDFC. However, at the initial stages, financial assistance from external sources may
be needed. This need is more pronounced at present, given the fiscal constraints faced by the
Maldivian economy due to the Tsunami and to some of the expansionary policies adopted by the
government to contain rising social and political tensions. The absence of a vibrant private land
market aggravates the access-to-finance issue, especially since banks are still focused on collateral-
based lending rather than cash flows. The government should promote the establishment of a
modern movable assets registry to encourage using such assets as collateral. This exercise could be
combined with a Credit Information Bureau.

Another major obstacle that has been highlighted is the emerging skills mismatch in the Maldivian labor force and
the high proportion of foreign labor. As indicated by the achievement of MDGs given in box E-1, the
Maldives has been able to achieve high educational attainments in terms of literacy, enrollment. etc.
However, the quality of education and work ethics demanded by the market have not been
adequately developed. This has led to a dysfunctional labor market that creates high reliance on
migrant labor. There is no easy and immediate solution to this emerging problem, given the
Maldives' proximity to a large, cheap labor market in India, Sri Lanka, and Bangladesh. From the
perspective of the industrialists, it is a positive development, but from a long-term economic and
social perspective, it poses a major threat that needs to be addressed without affecting industry
performance.

Tourism Sector

The Maldives has been very successful in developing its tourism industry and enjoys an enviable image in the
marketplace. The Maldivians' entrepreneurial flair and the liberal investment climate have resulted
in 30 years of continuous growth. While the Tsunami was a major setback, the country has shown
great resilience. The Maldives enjoys the support of the travel industry, for it offers a superior
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beach product, and tour operators have continued to treat the country as a favored destination.
The country has 87 resorts with about 30 more planned and a fleet of more than 100 sailing safari
vessels, all contributing to a capacity of about 20,000 beds. In 2004, the country hosted 618,000
tourists, a record number. Its hotel occupancy (more than 80%), average length of stay (more
than 8 days), and daily expenditures (approaching $200/day) are all high by international
standards.

Issues are emerging on the horizon and it is time for the growth strategy to be reviewed. 1t is a long-haul
destination, more than ten hours from originating markets with only one major airport, which is
likely to be a severe constraint to market expansion. Newer investments seem to be pitched at
nontraditional markets without adjustment to the new realities in other parts of the supply chain.
Although there is still great scope for market development, the country's product line appears
vulnerable if there is no differentiation and segmentation. Tourists are looking for more active
pursuits. While the country has adopted a sound environmental stance, some aspects-like coastal
zone management-need attention. There is also a need for increased linkage with the local
communities.

Maldives has long relied on a public sector role limited to creating the environment for sound investment in tourism
and managing the leasing process, with private sector companies bidding on individual islands. The decision to
increase the speed of issuing new resort leases represents a fundamental change in Maldives' policy
of expanding the sector gradually. A number of current operators are known to be very concerned
at this change in policy. As part of the proposed expansion, the government has decided to create
a public enterprise that would hold leases at low, preferential rates in a number of islands, and sell
these to new operators. It would also sell some shares to the Maldivians on the stock market. This
concept is still evolving, but advantages it would have for the country are not clear. The public
enterprise would have a fixed stream of income (a share of island rents) that would not increase
over time unless indexed to the rise in profits of the resorts themselves; a public sector company
might in fact discourage investments in a sector so long dominated by the private sector. It might
be possible to structure a public company to buy shares in approved resorts, which it would then
hold and sell on the open market to Maldivians —with a clear timetable and exit strategy. A more
market-oriented way of encouraging broader Maldivian participation would be to promote
employee stock option plans (ESOPs), encourage tourism companies to list on the stock market,
and provide incentives for senior managers in the industry and young entrepreneurs to become
investofs.

A public company conld play a nseful role, provided it has antonomy of action. One weakness in the Maldivian
tourism system is regulation and inspection. A public company could become a regulatory agency
with a small earmarked tax to fund its operations. Although most firms in Maldives are conscious
of regulatory issues, such an agency could strengthen the emphasis on quality and address licensing
and standards issues (including physical and human resources), an essential part of improving the
islands' image in international markets.

Fisheries

The fishing sector is a fundamental pillar of the national economy in terms of GDZP, employment, and exports.
Growth in the fishing industry has increased since 2002 based mainly on increased catches and

Xl
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firming up of export prices. The Tsunami had only a moderate and short-term impact on fishing
efforts. The primary Maldives fish product is frozen skipjack tuna, exported mainly to large
markets in Thailand and Japan. Commercial "pole and line fishing" methods for tuna in Maldives
are unique and offer a niche marketing advantage for environmentally friendly tuna.

The sector is in transition, with a shift to larger mechanized vessels having greater capacity within a rapidly changing
global trading environment and structural changes in the domestic market. Further private investment is
needed for modernization to remain competitive in global markets. The positive side of the
investment climate includes large skipjack tuna stocks, a highly educated labor force, expeditious
procedures in importing and exporting goods, and excellent communications systems. The
negative side of the investment climate is led by poor access to finance. In addition, significant
public investment is needed in selected activities of public infrastructure; MIFCO (Maldives
Industrial Fisheries Company Limited); monitoring, control, and surveillance systems; and
research, training, and quality control.

Despite a reasonably positive business outlook, this sector still faces difficult challenges. In a nutshell, growth
can continue to be based on rapidly expanding production and exports in markets in which
Maldives' fishing industry has traditionally operated, facing high risks of strong future pressures
on prices and margins while remaining a modest producer in global markets. Or it can target fresh
fish markets with new products, optimizing net national benefits rather than production. Future
sector development will require a very different public role, focused on enabling and supporting
private sector initiatives and investments.

A long-term strategy is urgently required to guide longer-term sector development, including a more aggressive
approach to actively pursuing foreign and local investment. In this regard, the World Bank and the Food
and Agriculture Organization (FAO) are currently assisting the Government of Maldives to
prepare comprehensive analytical work and policy studies to underpin the development of a long-
term Fisheries Master Plan.

The policy recommendations for critical and short term reforms are presented in Box E.2.
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BoxE.2:  Recommendations for Critical and Short Term Reforms (Details in Chapter 7)
Sector Issues Recommendations
Finance High cost of finance o Introduce new products for equity and guarantee funds and provide training for bank
Lack of a credit information staff on development finance
system Access external finance for SME, housing finance with external help
Inadequate SME financing Establish a modern Credit Information Bureau and a Movable Asset Registry
Lack of collateral Introduce a contributory pension fund for new recruits and separate the retirement
o Lack of long-term finance savings from the redistributive function
o Conduct a financial sector study to develop a sector strategy focusing on development
Land and | o Role of the government o Change the role from being a provider to a facilitator and build public-private
Housing o Lack of a housing finance policy partnerships
o Land law land administration Divest shares in HDFC to improve mortgage financing
0 Lack of capacity o  Develop Hulhumale of mixed land uses and public agencies to pay market rates
o  Conduct local research and training, possibly with international funding
Skill o Inadequate training and skills | o Increase intake at graduate level for relevant subjects
Development development o Encourage in-house and external training at firm level
0 Mismatch in skills mix o Further strengthen public-private partnerships in the delivery of training services
o Explore the possibility of conducting joint programs with neighboring countries
o Establish close linkages and partnerships with private sector industry/organizations for
mutual benefit and for the improvement of the quality and relevance of training programs
o Design labor-market policies to promote private sector development while increasing
opportunities for youth
Legal and | o Lack of more advanced legal | o Enhance human-resource development for legal and judicial services in commercial law
Regulator)ll( and regulatory framework o Draft new laws in the areas of commercial law
FEEr 0  Weak law enforcement capacity | o |ntroduce Alternate Dispute Resolution mechanisms through mediation
o Set up a high-level steering committee with all stakeholders-legal finance, and judicial-
to better coordinate for proposed reforms
Good Weak regulatory framework o Improve and build a strong and independent judiciary and audit agency with enhanced capacity
Governance Insufficient  transparency in Establish and enhance a Public Procurement Bureau with Web-based information
public policy disclosure on tender procedures, contract awards
Delineate public and private sector roles to avoid conflict of interest
o0 Increase participation of business associations, including small-scale businesses, in the
policy dialogue
Tourism o Increasing rent on land leases o Separate technical and financial proposals
o  Employment and training o Establish land indices to be applied across the board
o Lack of a culture-based tourism | o  Possibly introduce a second price auction
o Lack of a comprehensive | o Better supervise construction standards
taxation system o Carry out a needs assessment on training requirements
o Continue to respect cultural diversity and create awareness among the communities
o Cary out a tourism taxation study
Fisheries o Absence of a comprehensive | o  Prepare a comprehensive, long-term Fisheries Master Plan that encompasses evaluation of
sector strategy to guide policy policy options, identifies investment and development strategies, and sets out new
development, investment, and approaches for fisheries management
management Complete revised regulatory framework to help implement new fisheries legislation
o Requirement for stronger and Conduct strategic planning for MoFAMR [Ministry of Fisheries, Agriculture and Marine
more effective institutions within Resources]to facilitate restructuring and focus on key business functions
the sector e .
. . Strengthen local institutions involving key stakeholders
o Need to increase private . . . . . L —
. . Actively promote foreign and local investment in the sector through information dissemination
investment in the sector ’ ) ) T -
- R Engage IFC and multilateral agencies and local financial institutions in sector dialogue and
o Defining the role of Maldives . . - ; .
- . . ) information sharing on how to improve access to capital
fisheries sector in a rapidly ) ] o o
changing global market Clarify the future role of the MIFCO and prepare a timeframe for the remaining privatization process
o Improving offshore and inshore Strengthen information programs to position Maldive's tuna as ecologically friendly in

fisheries management systems

western markets
Involve local communities in tuna long-line fishing for fresh fish exports

Develop logistics models and information systems to rationalize fish harvesting, processing,
and marketing

Test new technologies to strengthen monitoring effectiveness in Exclusive Economic Zones (EEZ)
Pilot programs to test co-management of inshore resources with local communities

Develop a strategic plan for fisheries-sector research and options for new partnerships with
external institutions

XV
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Chapter One
MACRO-ECONOMIC

OVERVIEW

"Small states like the Maldives happen to be in the front line of most of the crises that afflict
or threaten the world. From environmental degradation through international lawlessness to
energy crises, it is the small states who are often the first victims."

His Excellency Mr. Manmoon Abdul Gayoom, President of the Republic of Maldives
at the 2005 World Summit - United Nations

1.1  What is the Investment Climate and Why does it Matter?

There is an increasing awareness of the need for a better investment climate in countries, in order
to stimulate higher growth and reduce levels of poverty. The term investment climate broadly
encompasses the policy, regulatory, institutional, and governance environment that supports
entrepreneurship and efficient markets. A favorable investment climate creates opportunities for
firms and entrepreneurs of all types. More governments are recognizing that their policies and
behavior play a vital role in shaping the investment climates of their societies and they are
consciously making changes. The most compelling examples are China and India. Many other
governments are introducing reforms, but the progress is somewhat slow and uneven.

World Bank studies have been conducted in more than 53 countries surveying more than 30,000
firms in all parts of the world.> In South Asia, investment climate assessments have been
conducted in all seven countries. The recent research has highlighted four main issues that need
attention: (i) the investment climate should benefit the society as a whole, not just firms; (ii) efforts
to improve the investment climate should go beyond reducing business costs; (iii) progress requires
more than changes in formal policies; and finally, (iv) governments need to address major
constraints to build up investor confidence and, most importantly, sustain the reform process in
the long run.

1.2 Why Conduct an Investment Climate Assessment (ICA) in the Maldives?

The main objective of the investment climate study in the Maldives is to develop a better
understanding of the constraints to support more rapid expansion and growth of investments in
the formal enterprises in the Maldives, provide input to the Seventh National Development Plan,
and identify priority areas for funding for the country's development partners, including the World
Bank. Compared to the rest of the region, the Maldives has been able to provide a relatively better
policy environment for investors. However, the results of the study will be useful for the
government and the private sector in the Maldives and donor organizations for creating an even
more conducive policy environment to further improve the investment climate over time.

2 World Development Report 2005-World Bank.
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ICAs generally use a rigorous and a standardized approach to measure investment climate
conditions in countries. These assessments also provide cross country-comparisons wherever
possible while at the same time allowing the flexibility to address the specific needs of the country.
ICAs cover factor markets, product markets, infrastructure services, and firm performance
measures to the extent possible. In addition, they also use the available literature extensively to
place the survey results in a broader macroeconomic context. The survey findings reflect the
perceptions of investors in major sectors, which will be a useful input for the governments in their
policy formulation process.

1.3 Facing the Special Challenges of being a Small Island Economy (SIE)

Small islands are defined as those with a total population below 1.5 million.” Since the 1940s, more
than 80 small states have become independent or have secured increased autonomy from their
former colonial rulers. Of these, a large number are dependent to some degree on tourism and
have tropical or subtropical climates. SIEs are characterized by profound economic disadvantages,
including restricted comparative advantages; diseconomies of scale; dysfunctional market
structures; high transport costs; high levels of openness to international trade; tendencies to be
price takers not price makers; limited natural resources; and small labor markets with deficiencies
in professional and institutional knowledge and experience.

Developing small states share a number of characteristics that pose special development challenges. They are
especially vulnerable to external events, including natural disasters, which cause high volatility in
national incomes; many of them are currently facing an uncertain and difficult economic transition
to a changing world-trade regime; and they suffer from limited capacity in the public and private
sectors. Box 1.1 reflects the special development challenges and vulnerabilities that many small
states face.

Box 1.1:  Special Development Challenges and Vulnerabilities for Small Island Economies

o Remoteness and isolation. Of the developing small states, the majority are islands, some are widely dispersed multi-island states, and most
are located far from major markets. High transport costs make it harder for them to turn to world markets to compensate for the drawbacks of
the small size of their domestic markets. Small domestic markets, combined with greater distances from other markets, reduce competition and
lessen opportunities to improve efficiency and innovation.

o Openness. Usually a high degree of openness to the rest of the world brings benefits. But it also means that small economies are heavily
exposed to events in global markets, and developments in the global trade regime, over which they have very little influence. They also tend to
rely more heavily on taxing imports as a source of revenue, leading to difficulties when tariffs are reduced.

o Susceptibility to natural disasters and environmental change. Most small states are in regions that are susceptible to natural disasters such
as hurricanes, cyclones, drought, and volcanic eruptions, which typically affect the entire population and economy. Some are threatened by
global environmental developments. Since most of such adverse events affect the entire population, risk pooling at the national level is not
feasible.

o Limited diversification. Because of their limited domestic markets, many small states are relatively undiversified in their production and
exports. Where one dominant activity declines, it is replaced with another. This adds to vulnerability to changes in the external environment.

o Poverty. There is some evidence that poverty levels tend to be higher, and income distribution more uneven, in smaller states than in larger
ones. Where this is so, income volatility can create additional hardship as the poor are less able to weather negative shocks to their incomes.

o Limited capacity. While weaknesses in both public and private sector capacity are a key problem for most developing countries, small size
adds a further dimension to the challenge. This is further compounded in states, where the internal distances are large and the population is
scattered. In the public sector, small states face diseconomies in providing public services and in carrying out the business of government, and
tend to have relatively larger public sectors than other developing countries. As they face the challenges and opportunities of globalization, small
states find that they do not have sufficient institutional capacity to participate fully in international finance and trade negotiations-the outcomes
that can profoundly affect their economies. In the private sector, as already noted, the lack of diversification and domestic competition can hold
back successful development.

Source: Small States Meeting Challenges in the Global Economy-Report of the Commonwealth Secretariat/World Bank Joint Taskforce on Small Economies-April 2000.

3 Commonwealth Secretariat, 1997.
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Many of these factors combine to make small states' economies especially vulnerable, and in
particular, they affect income volatility and access to external capital. The Maldives belongs to the
category of highly vulnerable SIEs and therefore one needs to take this into consideration in the
investment climate assessment. Compared to the other economies in the region, the Maldives'
economy is small in size. For instance, Maldives is but a fraction of Sri Lanka, one of the smallest
countries in the region. The Maldives' population is only 1.5 percent of the Sri Lankan population,
the Gross National Income is only 3.6 percent, and exports are only 8.9 percent of exports in Sri
Lanka.

1.4 Macroeconomic Environment

The Maldives, known as "Divehi Rajje," is a small island economy comprising a chain of Indian
Ocean islands spread over a distance of 900 kilometers. The total land area is less than 300 square
kilometers and covers about 26 geographic atolls. The estimated population in the Maldives is
about 300,000 and the country has 1,190 islands, of which 198 are inhabited. Of these islands, only
33 have a land area greater than one square kilometer. One-third of the inhabited islands have a
population of less than 500, and 70 percent of the inhabited islands have a population of less than
1,000.* However, the population density is 977 per square kilometer; one of the highest in the
world.’

The Maldives has recorded

Table 1.1 Economic Indicators ,
remarkable economic growth over

1996 1997 2002 2003 2004 2005 l‘be pd.ff o de[ﬂde;} g&bg[jﬂ/‘/y

estimate | estimate .
compared with the rest of the

GDP growth 910% | 10.40% | 6.50% | 8.50% | 8.80% | -550% | . . .
¢ South Asian countries, and is on

Inflation - CPI 6.20% | 7.60% | 0.90% | -2.90% | 6.50% 8.00% | the threshold of graduating from

Less Developing Country (LDC)
status to the middle-income group

Employment - Government 15,862 18,022 26,363 28,651 - -

Employment - Expatriate 21,169 16,744 30,664 33,765 - - (Tab/e 7. 7) In 2004, it reached

Exchange Rate (Rfper US$) | 11.77 | 1177 | 128 12.8 12.8 128 | an impressive per capita

income of $2,514, up from
$771 in 1984; this reflects

Total external debt (% GDP) | 38.50% | 35.60% | 40.40% | 40.70% 42.00% 48.90%

Source: Maldives - Ministry of Planning and National Development, Ministry of Education and World more than a threefold
Development Indicators.

increase during the past two

decades. The Maldives has enjoyed strong economic performance over a sustained period of time,
with real GDP growth averaging more than 7.9 percent in the past 15 years.” A country that was
not even on the economic radar in the 1980s has became a phenomenal success due to continued
stable political environment and strong leadership and commitment to liberalization policies, all of
which have attracted foreign direct investments.

4 Maldives Tsunami: Impact and Recovery. Joint Needs Assessment by World Bank-ADB-UN Systems, February 2005.
5 World Development Report, 20006.
6 World Bank-Maldives Economic Update- December 15, 2004.
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Ironically, the Maldives lacks the resource |Taple 1.2 : Social Indicators
endowments, the scale of economies, and the

L , , 1996 | 1997 | 2002 | 2003 | 2004
geographical diversity enjoyed by its South Asian estimate
neighbors, but it has surpassed all of them 10 | \nfant Mortality (per 1000 | 28 27 18 14
achieve the highest per capita GDP levels in the | Ve Prths - under 1 yean
region. What is more remarkable in this | Child Mortaliy (per 1000 | 39 3 23 18
. . . live births - under 5 years)
island state is the achievement of —

. . . Life expectancy 70 73 70
economic upsurge without compromising

: Adult Literacy Rate (% of 96.1 96.4 97.2
human development. The economic | 00 "2 "0 en
a§h1ev§ments were complemented by bublic Education 6 ” 8 o1
high literacy, low maternal and child | Expenditure (% GDP)
mortality, declining poverty levels, and | poverty - Male (% below | - 8 - - 0
. . . . . Rf 10
improvement in service delivery during )
: Poverty - Atolls (% below > 28 > = 11
the past decade, as shown in table 1.2. Rrio) .
. .0 Source: Maldives - Ministry of Planning and National Development, Ministry of Education

However, despite the Maldives' phenomenal and World Development Indicators.

achievements in the economic and social spheres,
the Tsunami tidal waves also washed ashore the message of the country's bhigh vulnerability to natural disasters. The
high level of global integration brings with it the vulnerability to external shocks such as the
downturn in tourism after the terrorist attack on the World Trade Center in 2001, the outbreak of
SARS in East Asia in 2003, and the escalating fuel prices since 2004. The combined impact of these
international incidents has temporarily forestalled the upward economic trends enjoyed by the
country that, for the first time in its recent history, had a negative growth rate of 5.5 percent in 2005.

In addition, the Maldives is facing the challenges of increasing unemployment and underemployment of the educated
Maldivian youth and increasing inflationary trends. Continuation of such adverse trends could bring in
social unrest, as demonstrated by the recent incidents in Male, which will have social and economic
implications in the long run. The loss of assets due to the Tsunami has been estimated at 62
percent of the Maldives' GDP and the government is expected to face budgetary constraints
requiring significant levels of budgetary support from foreign sources. This might result in severe
pressure on the exchange rates.

1.5 Economic Upsurge in the Region with a Trickle-down Effect on Social
Development

Economic growth in the Maldives has been spectacular from an Asian context, with per capita income
escalating from $192 in 1975 to $2,514 in 2004; this reflects a 13-fold growth compared to other
South Asian countries, who have recorded only marginal growth ranging from 2 times in
Bangladesh to 4 times in India during the same time period. As can be seen in figure 1.1, Maldivian
per capita growth had even exceeded the East Asian countries: Malaysia (6 times), Thailand (7
times), and Singapore (10 times). Some of the comparable smaller island economies, who were at
a higher base than the Maldives even in 1975, have also grown at a lower pace, as is the case for
Seychelles (10 times), Fiji (3 times), and Mauritius (8 times). However, the Maldives' economic
growth had a setback in 2005 and more prudent government expenditure policies will be required
to ensure that this is a temporary phenomenon.
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The increase in per capita has been coupled with great Figure 1.1

strides in human indicators, with Maldivians | gpp per capita (current US$)
achieving a life expectancy of 70 years, infant = g

mortality dipping down to 14 per thousand live = 8000 /

births, maternal mortality declining to 1 in one = 7™ yd

thousand live births, the adult literacy rate = s /
S

reaching 97 percent, and the poverty levels 4000

.. 3000 //7_& - |
declining to 8 percent. e | ~
) 1000 22—
These changes were mainly due to the 0 ‘ ; ‘
1975 1985 1995 2004

government's policy of improving access to
health and education not only in Mal but also  —— poar™ =Tty — Vawen  —— Soyonmins
addressing these issues in the outer Atolls. p Ma

However, regional disparities still exist and the  Source:WDIand UN statistics

government's policy on regional development is

expected to ameliorate these disparities. Though regional development was a priority area
identified in the Sixth National Development Plan, progress seems to have been rather slow. The
development of Hulhumale Island adjacent to the main island of Ma/e to address emerging issues
of high urbanization, increasing unemployment in Male, the inward migration to Male, and the lack
of land for expansion need to be resolved when the fiscal pressure on the government budget
eases off. In addition, the government needs to increase public-private partnerships in
development work, as in the case of Male water treatment project.

1.6 Continued Narrow Economic Base

Ouver the past two decades, the structural change in the
Figure 1.2

economy is only marginally visible as experienced in Structural Changes (1984 - 2003)
0/0

many a small island economies. The agricultural

sector, including fishing, accounted for 18.6 = gy
percent of the GDP in 1984 but declined to 9.4 = 700
percent in 2003, while the industrial sector = %90
accounted for 12.3 percent in 1984, increasing iEE

to 14.9 percent in 2003 (figure 1.2). The decline g9
in agriculture was offset by the services sector, 200

which accounted for 69.1 percent in 1984, 007

. . iy 0.0 -
expanding to 75.7 percent in 2003. Within the 1984 1994 2003
agricultural sector, the decline mainly came OAgriculture  Olndustrial B Services

from ﬁShiI’lg, which accounted for 11.8 percent Source: Maldives - Ministry of Planning and National Development

in 1984, dipping down to 6.6 percent by 2003.

The industry sector that includes the construction industry increased its contribution to GDP
from 2.7 percent to 3.6 percent between 1984 and 2003. In the services sector, tourism accounted
for 32.7 percent, transport and communication 14.2 percent. In the recent past, the transport and
construction sub-sectors have shown significant growth potential. With the increase in tourism,
development projects such as Hulhumale, and reconstruction efforts in Tsunami-affected areas,
the construction sector would have further enhanced its potential for growth. However, in 2005
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the manufacturing industries recorded much less growth since the garment factories in the
Maldives closed down after the phasing out of the Multi Fibre Agreement (MFA). The narrow
economic base poses a major threat to the country and demonstrates the need for further
diversification to the extent possible, given the limited resource base.

1.7 A High Level of Global Integration and Excessive Reliance on Imports

The Maldives has a very low level of natural resources other than "sun and sand," which the country has exploited
to a great extent through tourism. However, all food products, fuel, raw material, and intermediate goods need to
be imported. Unlike all of the other countries in South Asia, the Maldives does not have any hydro
potential for electricity and also needs to desalinate sea water for consumption and other uses. The
export base is very narrow, with only fish products accounting for 16 percent of the GDP. Since
2004, with the exit of garment exporters, fish has become the only export product. Conversely, all
of the essential food products, such as rice, flour, and vegetables, are imported, bringing the share
of imports as a percentage of GDP up to 68 percent in 2003. The flourishing tourism industry is
highly reliant on imports, with all food products, fruits, and vegetables being imported from
neighboring countries. Thus, the tourism industry has not created adequate direct linkages with the
rest of the economy; however, it has provided an indirect impetus to other sectors such as
transport, construction, and import trade.

The openness indicator” in the Maldives has increased from 64 percent in 1984 to 85 percent in
2003, reflecting a high level of integration with the international economy. While this is a
barometer of the country's open economic policies, it also demonstrates the nation's vulnerability
to changes in the external environment.

The Maldives follows a more /aissez faire trade policy® than other countries in the region: the
average tariff is about 23 percent and some quotas are in effect. Duty exemptions amounted to
36 percent of the total import duty collected and loss of revenue had been $32.0 million in 2004,
of which 50 percent was in lieu of foreign investments.” Taxes on imports are relatively
nondiscriminatory. Since there are virtually no import-competing domestic industries other than
handicrafts, differences in tariff rates are commonly imposed on certain goods or activities for
the same reasons as is the case in the rest of the world. Tariffs are in place mainly in order to raise
revenue at low administrative cost compared to implementing a sales tax or Value Added Tax
accounting, and account for more than 60 percent of the tax revenue and almost 25 percent of
the total revenues and grants. Except for few exceptions,'’ no duties are levied on exports or re-
exports. However, the government needs to consider reviewing trade policy, eliminating quotas to
further induce the private sector, and developing alternate sources of revenue. The government
also plans to develop technology-intensive, knowledge-based, and environmentally sustainable
light industries while some of the import-substituting heavy industries such as cement, gas, and

7 Openness indicator = exports of goods and services)/GDP.

8 Trade Policy Review-World Trade Organization, 2002 and World Bank, Maldives: Country Economic Update, December
2004.

9 Maldives Customs-2004 (internal data base).

10 Refer to chapter 4 for details.
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boat building are based in the reclaimed island of Thilafushi (which is only assigned for industrial
use). In addition, the Laamu Gan and Seenu Gan islands have been declared industrial zones due
to the availability of physical infrastructure and large populations, but are yet to take off as main
growth centers.

While the legal and regulatory environment for foreign direct investment (FDI) in the Maldives
is very liberal, the leasing of resort islands still has a differential for local and foreign investors.
This has been further liberalized by issuing new FDI guidelines. However, more discretionary
powers still seem to be vested with institutions and the selection criteria need to be made more
transparent in order to improve the credibility of the policy makers and the overall governance
structure.

1.8 Need to Sustain Prudent Macroeconomic Policies

Generally, the Maldives has followed a prudent macroeconomic policy, which resulted in the spectacular growth
recorded in the past. However, the government has been following a more expansionary fiscal policy regime, and since
1999 the overall deficit, including grants, had been between 4 and 5 percent of the GDP" increasing up to 11
percent in 2005, mainly due to the Tsunami. Despite the strong revenue growth recorded until 2004, the
government had not been able to bring additional revenue measures to offset the increasing
government expenditure due to public investment programs for Tsunami reconstruction. Given
that the major growth sectors-the tourism and fisheries sectors-are vulnerable to external shocks,
maintaining a low level of government deficit is essential, as was seen with the downturn in the
economic environment after the Tsunami.

However, according to the 2006 budget, the overall fiscal deficit, including grants, is expected to
increase up to $165 million, of which more than 50 percent is expected to be financed by foreign
loans. At present, the ability of the government to raise domestic debt is highly constrained, which
raises concerns about the feasibility of any proposed higher public expenditure.

The main sources of revenne are import duties,
tourism taxes, resort lease rents, dividends from

Figure 1.3

. : Government Revenue - 2004 budget (Rf mn
State-owned enterprises and royalties, fines, and - - get ( )

other administrative charges, accounting for 91 . SOE Dividends

percent of the total revenue in 2004 (figure 1.3).  import Duty “
24%

In 2005, the revenue sources were affected
mainly by the contraction in the tourism
industry. This would have been slightly

Resort Lease Rents
19%
offset by an increase in imports of

construction material for reconstruction in 01‘35/’3
0

. Fines, Royalties,
Tsunami-affected areas but would not have Admn. Charges
17%

been adequate to compensate for the y _ ,
Source: Ministry of Finance & Treasury - Maldives

revenue losses. The revenue flows were less

11 World Bank, Maldives: Country Economic Update, December 2004.
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than budgeted, since the implementation of Tsunami activities was slow. The 2006 budget has
proposed the removal of waivers for Tsunami-related imports. Higher revenue is also expected
from lease rent and land rent from proposed new resorts, cost recovery from health and education
services, and Tsunami-related grants.

On the expenditure side, the main areas of

) . Figure 1.4
expenditure are government salaries allowances ;
P 8 ves and allowances - govemment Expenditure - 2004 budget (Rf mn)
(31 percent); transport, communications, and other -
utilities (13 percent); and development expenditure . Gomemnai 2%
(29 percent) (fignre 1.4). Escalating fuel prices, = goeand
; : 13%
which have not been adequately adjusted, saa i
would put further pressure on government -
expenditures since they would require either
direct subsidies from the budget or lower
dividends from the state-owned enterprises st ot i
such as State Trading Organization and 29% -

State  Telecom Higher-
expenditure measures have been proposed
in the 2006 budget in the form of additional hiring and promotion in the public sector, an increase

in public investment programs, and higher expenditure for public health and educational services.

Company.

Source: Ministry of Finance & Treasury - Maldives

Some of these public investment programs may need further prioritization, given the emerging
fiscal constraints.

1.9 High Reliance on Foreign Labor and Maintaining a Large Public Sector

The Maldives has been following a liberal labor policy, unlike in the rest of South Asia. According to the 2000
census, the total labor force" (economically active over 15 years) and the total employed were
estimated to be about 87,442 and 85,722, respectively. Of the total employed, about 33 percent
were women. Of the labor force, foreign labor accounted for more than 30 percent. The total
employment in the government sector (government and public enterprises) was about 28,651, of
which 37 percent were females. In terms of the industry origin, the tourism, manufacturing, and
fisheries sectors accounted for about 16, 13, and 11 percent, respectively. Within the tourism
sector, about 47 percent were foreign workers. The estimated unemployed were about 1,720, of
whom about 68 percent were in the age group of 15-29.

The government controls majority shares of about 21 state enterprises covering transport,
aviation, real estate, telecom, water supply, hospitality, and banking. During 2004, the net profits of
these institutions amounted to $144 million. However, given the emphasis on private sector
development, the government should expedite the divestment process of some of the state
enterprises where the private sector can provide services more efficiently. During 2004, the state
owned enterprises' (SOEs) value-added contribution to the economy was 36 percent; SOEs are by
far the largest employer, accounting for about 30 percent of the total employment. Given the size

12 Statistical Yearbook of the Maldives, 2004.
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and the geophysical nature of the country, a relatively large public sector is unavoidable. However,
investors have raised concerns about the public and private sector roles. There is an urgent need
for an increase in public disclosure, transparency, and accountability to improve investor
confidence.

1.10 Declining Poverty and Increasing Regional Disparity

As is the case for most other countries in the region, the

economic growth has resulted in a reduction of poverty in | FIQUIE1S )
the conntry. The rate of growth in population has Headcount Ratios: Maldives, Male and the Atolls -

declined from 2.1 percent in 1997 to 1.6 percent 13?:7 “ e
in 2003. The geophysical nature of the country
makes it difficult to have a trickle-down effect of = T
the economic gains unless proper strategies are ;"
adopted by the government to ensute equity. "%
Given the increasing economic opportunities in ~ 10% 11%
and around Male, there had been an increase in 5% b ﬂ
urbanization. It has increased from 25 percent in 0% — 0
Maldives Male Atolls

1997 to 30 percent in 2004 (figure 1.5). The
poverty levels have dramatically declined in the
Maldives, from 23 percent to 8 percent between
1997 and 2004.

I3 1997 [ ] 2004

Source: Maldives - Vulnerability and Poverty Assessment, 2004

The poverty levels in Male have declined from 8
percent to zero, while in the Atolls it ha.s dec}med Headcount Ratios by Region, 1997 & 2004
from 28 to 11 percent. However, there is regional =
disparity, with the poverty levels ranging from 19 = 49

percent in the North to 3 percent in the South, = 35%
30%

. ) . 25%
carried out by the government with assistance .

from the UNDP (United Nations Development — 15%-
Program) and the World Bank (2005) (figure  10%]
1.6)." It has also been revealed that income 2;
inequality has not undergone much change during North Contral  Central  Centrl South

the period 1997-2004, reflecting that the = 1007 T

economic gains achieved during this period have Source: Maldives - Vulnerability and Poverty Assessment, 2004

been more for upper echelons of the population.

It has also been noted that the Gini Coefficient in the Maldives (0.41), which reflects the inequality,
is much closer to the United States (0.41) and Singapore (0.43) than it is to its neighbors such as
Sri Lanka (0.34), India (0.33), Pakistan (0.33), and Bangladesh (0.32).

Figure 1.6

according to the recent poverty assessment

13 Vulnerability and Poverty Assessment-2004-Ministry of Planning and National Development in cooperation with the
UNDP and World Bank
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2.1

Chapter Two
PROFILES OF THE TOURISM, MANUFACTURING,

AND TRANSPORT-LOGISTICS SECTORS

A Snapshot of the Business Environment in Maldives

The enterprise landscape of the island economy of Maldives is rather narrow and limited to a few

economic sectors: tourism, fisheries, manufacturing, transport, and related services. It is estimated
that there are about 2,500 registered small and medium enterprises (SMEs) in the Maldives and
most of them are quite small, with an average turnover of less than $80,000 per annum." Most of
them are located in Male, which accounts for about 27 percent of the total population.” The
sample frame details compiled by the ICA team comprised 1,003 business establishments operating

in the manufacturing, tourism, and transport-logistics subsectors. However, the aggregate
summary table prepared by the Statistical Division of the Ministry of Planning and National

Development for the
Table 2.1 : A Snapshot of Business Enterprises .
p P Establishment Survey of 2004
Indicator Manufac- | Tourism Transport- Overall had a total Of only 520
turing Logistics . ’
establishments representing 11
Private limited liability (% 78 73 66 68 s

rivate fimited liability (% ISIC subsectors at the 2-digit level
Firms owned by private domestic (%) 97 87 89 91 and their database COVCICd only
Average age - years 12.5 11 14 12.4 136 establishments.

Firms affected by tsunami (%) 35 36 50 41 . . .
The Maldives investment climate
Average number of workers 60 115 66 82 .
sermanent survey covered three major
economic sectors: manufacturing,
% of managers with university 36 52 41 42 . ..
degree or above tourism, and transport—loglstlcs
Land ownership (%) 7 10 o 13 (table 2.1). These sectors jointly
. " A - . o s account for about 50 percent of
stablishments having more than
one holding/factory/service outlet in the GDP and 60 percent“’ of the
Maldi %

s () total employment. The growth
Firms with a bank loan (%) 28 36 32 33 performance of manufacturing,
Firms willing to increase regular 63 43 45 tourism, and transport—logistics
fulltime employees if there are no h h . has b
restrictions (96) over the past three years has been
Source: World Bank, Maldives ICA Survey, 2005 8.3, 01, and 03 percent,

respectively.
14 IFC, 2003. SME Sector Review and IFC Linkages Identification Assignment. Republic of Maldives. Public Enterprise
Development Facility. December, 2003.
15 This is based on the estimate of 74,000 Maldivians living in Male. According to some estimates, this number is as high as
120,000, including expatriates.
16 Based on the 2000 census, manufacturing was 11,081; construction, 3,691; hotels and restaurants, 9,748; and transport 7,873,

out of a total of 86,245. (Our industry categories are different than those of the census). The total of 33,765 foreign

employees was added on.
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Given the small size of the country, sectors were broadly defined. In the sample survey, the
manufacturing sector activities include boat building, commercial fishing, fish processing, food and
beverages, printing, furniture, and handicrafts, while the tourism sector covers six subsectors: guest
houses, safari vessels, tour operators, travel agents, resorts, and hotels. The transport-logistics
sector includes sea transport, ferry services, land transport, air travel, taxi services, retail trade,
shipping, cargo handling, and freight and logistics services. Among these three major sectors,
tourism demonstrates a high degree of diversity in terms of service mix, price strategy, and
location-specific factors. The transport-logistics sector is considered a potential source of
economic diversification, as well as providing transport services to both producer and consumer
groups (refer to technical appendix 1).

Table 2.2 : Performance of Business Enterprises (figures The = value added = per  worker in

in brackets refer to no. of observations) manufacturing, tourism, and transport-

: : logistics ranged from MRf. 314,000 to MRf.
indicator Mmoo T es | 211,000." (table 2.2) The manufacturing and

transport-logistics sectors purchase more

Value added per worker- MRfs (000) | 314 (31) 211 (29) 277 (16) ) o
: : than 37 percent of their material inputs and
Average price-cost margin - (%) 32 (28) 49 (30) 47 (16) . X .
supplies from domestic sources, while for
Investment rate - (%) 74 (42) 53 (38) 66 (42) . .
tourism, domestic sources account for only
Fixed assets per worker- MRfs (000) | 153 (32) 245 (32) 220 (28)

30 percent of their material inputs and

Labor cost per worker- MRfs (000) | 45 (31) | 36 (35) 50@3) | supplies. The enterprises engaged in

Source: World Bank, Maldives ICA Survey, 2005* Percentage of profits (after tax) | commercial ﬁshery and fish processing are
reinvested in the establishment.

highly export-oriented, accounting for more

than 97 percent of the total sales. More than 65 percent of the firms in all three sectors reported
having holdings/factories or service outlets in Maldives. About 17 percent of firms in the
transport-logistics sector also reported having holdings/factories or service outlets in other
countries. In 2004, the capacity utilization of business enterprises in Maldives was about 76
percent. Interestingly, only about one-third of business enterprises use bank loans as a source of
finance. The status of land ownership clearly indicates the presence of a serious constraint to
growth and development in the business sector enterprises. Only 10 percent of entrepreneurs in
tourism claim to have land ownership, while that
figure was about 18 and 25 percent in

Table 2.3 : Geographic Distribution of the

) .. Sample (%)
manufacturing and transport-logistics sectors.

Location Manufac | Tourism Transport &
The tourism sector represents a much larger turing Logistics
segment of business enterprises than its | Male (53) 100 | (30) 60 (43) 98
counterparts in manufacturing and transport- | Male Atoll 0 (8) 15 12
logistics. The business activities in all three sectors | oter Atolls 0 (13) 25 0
are highly concentrated in Male Atoll. Only in the [1, (53)100 | (51) 100 (44) 100

case of tourism does it expand into other atolls, as

) Source: World Bank, Maldives ICA Survey, 2005
can be seen in table 2.3.

17 It is important to note, however, the estimated value-added figures are based on a small number of responses with high
degree of variation. As an alternative measure, median value added per worker was also computed and the figures stand at
Rfs. 114,750, MRf. 180,000 and MRfs. 175,833 for the manufacturing, tourism and transport, and logistics subsectors,
respectively.

11
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The majority of business enterprises in the Figure 2.1

Maldives are private limited liability companies and, | gijze Distribution of Firms
in the case of tourism, that figure is about 81

80
0+ |

60 +—
ownership was about 13 percent, while it was as low = 59 ||

percent, and the majority are owned by the
Maldivians. In tourism the share of foreign

as 8 percent in the other two sectors. The age 40

profile of the business enterprises is quite mature. 30 ||
About 44 percent of business enterprises report 2077
more than 10 years of business experience, while 0]

0 \

another 22 percent report 5 to 10 years, indicating e Oyecs e T

the stability of business sector activities in the No. of ST
country. The presence of oligopolistic and OMfg BTouwism BTaL
monopolistic competitive market conditions can
also be observed in several industry groups. Source: Word Bark, N

The median number of workers employed in manufacturing enterprises was approximately 63
(figure 2.1). This was much higher in tourism and transport-logistics, indicating an average
employment of 117 and 72 workers per enterprise, respectively. The tourism sector tends to
operate with relatively smaller number of temporary workers. It was observed that the majority of
firms in the manufacturing and transport-logistics sectors employ less than 50 employees,
respectively. In tourism only about 40 percent of entrepreneurs employ more than 100 workers.
Females account for about 11 percent of permanent employees, while they represent about 2

percent among temporary employees.

Figure 2.2
A significant number of firms had been affected by | Impact of Tsunami on Business Activities

the Tsunami. The proportion of firms affected was ~ per Enterprise (Rf millions)
about 35 percent in manufacturing and 36 and 50 30

percent in tourism and transport-logistics sectors, A

respectively. On average, the estimated property
damage was in the region of MRfs. 5.8 million per

20

15

firm and the estimated revenue loss was in the
region of MRfs. 11.3 million per enterprise. As 101

shown in figure 2.2, tourism sector enterprises 5
appear to have incurred heavy losses compared with 0| =
their counterparts in the manufacturing and Mfg Tourism T&L

transport-logistics sectors. About 62 percent of mRevenueloss  mIPIORINAINETE
respondents expect a slow recovery of business

. . . . Source: World Bank, Maldives, ICA, 2005
activities during the post-Tsunami period.

2.2 Skills Mix of Workers

In Maldives, the enterprises have acquired professional and skilled workers and also have focused on
the continued enhancement of skills. About one-fifth of the employees in the tourism and transport-
logistics sectors are professionals, while they account for about 11 percent in the manufacturing
sector (figure 2.3). Skilled workers in all three sectors comprise more than 44 percent of the
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employees. In overall terms, about 5 percent of Figure 2.3

employees in manufactuting have acquired a degree ' gkills Mix of Employees (%)

or higher-level qualifications, while that figure was 9 : : :
and 15 percent in tourism and transport and logistics, ol ‘ ‘ |
respectively. More than 43 percent of the employees

education and the proportion of employees with s

in all three sectors have completed secondary level

incomplete secondary education was about 25, 17,

and 25 percent in the manufacturing, tourism, and Mfg \
transport-logistics sectors, respectively. Among the — ‘ ‘ ‘

top managers, more than 50 percent had acquired a 0 10 2 30 40 50 60
university degree or higher-level training, but only o Unskiled o Skiled @ Professionals

the tourism sector has provided overseas training for  source: World Bank, Maldives, ICA, 2005

its employees (22%0). Given the competitive nature of

business, Maldivian enterprises have focused on capacity building. More than 50 percent of the
permanent employees in manufacturing and transport-logistics have received internal training, while
that number was about 44 percent in tourism. This empirical evidence clearly indicates the potential
to improve labor productivity and competitiveness through further increases in human resource
development and the introduction of new technology.

2.3 Stability and Longevity

The majority of the enterprises in the major
economic sectors have been in operation for more  Figure 2.4

than 10 years, demonstrating the favorable business = Age Profile of Firms
environment (figure 2.4). Transport-logistics-sector = 60

enterprises tend to be older than tourism and £ — |

manufacturing enterprises, given the early origin of

that sector. The average age of transport-logistics g0 B

sector firms is 14 years, compared with 11 and 12 5 n

years in the tourism and manufacturing sectors,
respectively. Within manufacturing, enterprises in

20 1

the fisheries subsector recorded on average 8 years 10 . u
of business experience, whereas enterprises in boat 1

building display an older profile-ranging from 10 to 2Years<  2-5Years  5-10Years 10 Years +
12 years-since this was a traditional industry in OMfg OTourism OT&L

Maldives. Within the transport-logistics sectof,  sqyce: World Bank, Maldives, ICA, 2005
transport-service providers tend to be older,

ranging from 5 to 40 years, while the enterprises operating in the logistics and distribution
subsector were in the range of 5 to 30 years.

2.4 Ease of Entry and Barriers to Exit

The Maldives has made progress in reducing the administrative burden for startups. Fewer than 2
percent of manufacturing firms, 6 percent of tourism enterprises, and 9 percent of transport-

13
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logistics enterprises reported that business licensing and operating permits are major or severe
obstacles. According to DBI 20006, entrepreneurs wishing to register a limited-liability company in
the Maldives had to go through 6 different procedures taking a total of at least 12 days and
incurring a cost of $331, equivalent to 12.4 percent of per capita GNI. This is on par with many
of the developed countries, which provide an enabling environment conducive for promoting
businesses. In terms of closing a business, the Maldives is far behind relative to its counterparts in
the South and East Asian economies and there is certainly room for further efficiency gains. The
bankruptcy process takes on average 6.7 years.

Business registration in the Maldives is simple and straightforward. The owners are simply required
to register the name of the business with the Ministry of Trade, a procedure that only needs to be
complied with once in a lifetime of the enterprise. In the absence of a corporate tax system,
business registration is only a formality and registration fees have been linked to authorized capital
of an enterprise. Once a business is registered, the owners are required to obtain licenses for
employing foreign labor, imports, etc. Licensing agencies vary in each case, e.g., the Ministry of
Employment grants permits for employing expatriate labor, the Department of Customs for
import licenses, and the Ministry of Tourism for operating permits for the hotels subsector.

2.5 Weak Supply-side Linkages with the Domestic Sector

Table 2.4 :  Firms' Links with Suppliers and Buyers Empirical evidence from the ICA survey

indicates that linkages between industry

% of firms that purchase their Manufac- Tourism Transport &

material inputs & supplies from: turing Logistics and the domestic economy are relatively
Domestic sources 37 30 41 weak. For example, tourism sector
Purchased through direct imports 51 27 53 enterprises purChase Only 30 percent of
Purchased through indirect imports 13 43 7 their mateﬁal inputs and supplies from

domestic sources, while that figure was
slightly higher in manufacturing (37%)

Source: World Bank, Maldives ICA Survey, 2005

and transport-logistics (41%) (table 2.4). More than 50 percent of the enterprises in manufacturing
and transport-logistics purchase their material inputs and supplies directly from foreign sources
without depending on domestic firms engaged in importing and distribution.

2.6 Dependence on Public Utilities

Table 2.5 Sources of Water Supply % Dependence on public utilities is an important
factor in analyzing the investment-climate
Sources Manufac- Tourism L. . L.

turing conditions of an island economy. The majority

. - 19 of the business enterprises in manufacturing (80

—— 5 5 percent) and transport-logistics (96 percent) rely
rivate ..

on the state-run State FElectricity Company

Own welll desalination 3 " (STELCO) for power. In tourism, this number is

Rain water 9 1 about 55 percent, as many of the business

Total 100 100 enterprises outside Male wuse their own

Source: World Bank, Maldives ICA Survey, 2005 generators for power supply. Contrary to the

experience of some other countries, many of
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the business enterprises in Maldives prefer to have their own generators to ensure reliable supply.
In fact, the Water and Sewerage Company maintains its own power generator and intends to sell
the excess supply to the national grid, while the Airports Authority provides electricity to
Hulhumale Island.

Heavy dependence on public provision of the water supply can also be noticed in the
manufacturing (76%), tourism (65%), and transport-logistics (84%) sectors, since access to other
sources such as groundwater and rainwater is limited or nonexistent in some locations.” In
overall terms however, the tourism sector depends more on private sources for its supply of water
(table 2.5) since the island resorts need to have their own desalination plants. With respect to
telecommunications, almost one hundred percent of the service requirements are met by the state-
run telecommunications company, Dhiraagu. The new entrant to the market, Wataniya, is yet to
penetrate into different business segments of the Maldivian market.

2.7 Asset Base, Lahor Productivity, and Profitability

Evidence on industry performance indicates

Figure 2.5 that Maldivian manufacturing firms are
Relatively High Productivity in Manufacturing Sector more productive than their counterparts in
g the tourism and transport-logistics sectors
300 {1 — (refer to technical appendix 2 for details).
250 — Similarly, the rate of investment in
200 +— - manufacturing is much higher than it is for
50— the other two sectors. Value added per
00 worker in manufacturing is 50 percent and
50 +— 13 percent higher than that in the tourism

0 l] i l]: and transport-logistics sectors, respectively

Mfg Tourism etk (figure 2.5). In terms of profitability,

O Value Added per worker B Fixed assets per worker
B Annual labour costs per worker
Source: World Bank, Maldives, ICA, 2005 transport-logistics sectors appear to be

more profitable than the manufacturing

however, the enterprises in the tourism and

sector enterprises. The low profitability in manufacturing may be due to the presence of
competition, particularly from foreign sources.

In the manufacturing sector, the fish-processing industry appears to be at the high end of labor
productivity (Rfs. 638,485 VA per worker), while boat-building industries appear to be at the lower
end (Rfs. 178,630 VA per worker). The former could be attributed to the resource endowments
and export orientation of the sector while the latter could be attributed to the suboptimal nature
of the boat-building industry. During field visits, it became evident that, in addition to a small
market, high costs and the non-availability of land were major constraints affecting growth and
expansion in the boat-building industry in Maldives.

18 Malé's drinking water is supplied almost entirely by desalinization. Groundwater is present on Malé but is no longer used for
drinking. The desalinization plants are professionally managed and render 25 liters of water for 100 liters processed, but
somewhat less efficient than smaller installations on resorts, which can reach 35 liters per 100 processed.

15



16

MALDIVES SUSTAINING GROWTH & IMPROVING THE INVESTMENT CLIMATE

Chapter Three
INVESTMENT CLIMATE AND ITS IMPACT

ON ENTERPRISE PERFORMANCE

3.1 Introduction

The assessment of the business climate and its impact on enterprise performance in Maldives is
based on standard ICA methodology comprising both subjective and objective variables. The
subjective measures provide a first step in understanding the preferences and perspectives of firms
on constraints that affect the growth and expansion of business sector activities, while the
objective measures provide additional information for carrying out the analysis, paying particular
attention to industry-specific and country-specific factors. A proper blend of these two aspects
allows us to assess the burden imposed by these constraints on enterprise performance.

3.2 An Efficient Taxation System; Weaknesses in Access to Finance, Land,
and Skilled Labor

The empirical evidence from the ICA survey”

Figure 3.1
reveals that there are significant differences in the ' gyerall Top Five Constraints
perceptions of opportunities and barriers for =0
investment and growth among Maldivian ,, 60
entreprencurs, depending on sector-specific issues =~ 8 50
. ; . S 40
(figure 3.1). Irrespective of the intersectoral & .|
. . - o
differences among investor perceptions, there are a = = 29|
number of areas that represent major obstacles to 101
. . 0 T T T T
all three sectors. These include: (i) access to finance; Accessto  Costof Accessto Skilsand Corruption
finance finance land education

(i) cost of finance; (iii) access to land; (iv) skilled
. . Source: World Bank, Maldives, ICA, 2005
labor; (v) corruption; and (vi) legal framework. A
detailed assessment of these issues based on a sector-specific approach would be more interesting

and policy relevant (figure 3.2).

Entrepreneurs in all three sectors identified access to finance as the most important and most
severe constraint affecting enterprise performance. There is, however, a high degree of diversity
across the three sectors with respect to the relative significance and severity of other constraints
affecting enterprise performance. For example, entrepreneurs in tourism and transport-logistics
identified the cost of finance as the second-most severe problem, while their counterparts in
manufacturing ranked it as third. Similarly, entrepreneurs in the transport-logistics sector identified
access to land as the most severe constraint, while their counterparts in manufacturing and tourism

19 Using the standard ICA methodology, manufacturing, tourism, and transport and logistics sector enterprises were asked to
rate 19 predetermined factors and any other factor that may affect their business performance on a 0 to 4 scale.
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sixth,
Interestingly,

ranked it second and
respectively.
entrepreneurs in the tourism sector
identified the relative significance of
a lack of skilled labor as the third-
highest constraint on investment

decisions, while their counterparts in

] i

manufacturing and  transport- Corruption | ‘

logistics ranked it at the fourth- Legal system ‘

highest position. Regulatory uncertainty | =
Labour regulations

The explanatory factors underlying Crime

these' findings are discussed in the Tanspartation | ‘

remainder of this chapter. The next Eecuity - [,

section describes the overall success

Figure 3.2

Different Constraints in the Investement Climate in Maldives

(% of firms)

Access to finance
Cost of finance
Access to land

Skills and education

Customs and trade regulations

=
reducing bureaucratic Taxrates | —

. . Water
obstacles to doing business and §
Anti-competitive practices

identifies specific factors leading to .

——
. .. Telecommunications
barriers to entry. This is followed by %
==

story of

Macroeconomic uncertainty

sections on the legal system,

Business licensing & operating permits

governance structure, finance, land, Tadanmineann

labor, and infrastructure, and an 0 10 20 30 40 50 60 70 80

analysis of the impact of the O Manufacturing = Tourism 5 T&L

prevaﬂing investment climate on Source: World Bank, Maldives ICA Survey, 2005

firm performance.

3.3 Minimum Administrative Obstacles to Business Startup

Maldivian businesses do not appear to suffer from entry barriers as so many other South Asian
countries do, and DBI 2006 ranked it 31 among 155 countries. Official procedures required to do
business, such as registering a new business, obtaining licenses, paying taxes, etc., are often viewed
as negative factors affecting the investment climate. These procedures can slow down the growth
and expansion of business activities and retard the graduation of the informal economy into the
formal sector. The existing body of empirical evidence on the business climate in South Asian
countries-except for Maldives-points to heavy government regulation and unpredictability as key
constraints to private sector development.

As noted in chapter 2, Maldives' performance is better than South Asia's overall performance and
also relative to that of comparable small-island economies. In dealing with licenses, Maldives
records the lowest cost relative to some of the island economies of similar income levels. Only 9
steps of licensing procedures need to be followed and the time required is about 131 days, while
the regional average is much higher. Maldivian performance is better with respect to payment of
taxes in terms of frequency of payments, time to comply, and tax rates. In the ICA survey, less
than 10 percent of the firms cited licensing and operating permits and tax administration as
constraints to doing business. As reported in DBI 2006, the Maldives and Hong Kong are the only
two countries who collect taxes once a year. In Hong Kong, however, it takes 80 hours per year

17
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to collect taxes and the total tax payable is 14.3 of gross profits, as against 5.5 percent of gross
profits in Maldives with no extra time taken.

3.4 Weak Legal Framework and Enforcement Capacity

According to the ICA survey findings, confidence in the rule of law also varies among
entrepreneurs across sectors. Only about 41 percent of the entrepreneurs in manufacturing and
tourism were confident that the judicial system would enforce contractual rights in business
disputes and that figure was about 27 percent among transport and logistics sector entrepreneurs.
Similarly, only 43 percent of entrepreneurs in tourism were confident that "government officials'
interpretations of regulations affecting establishments are predictable,”" while it was 39 and 20
percent among entrepreneurs in the manufacturing and transport-logistics sectors.

Major problems still remain with respect to enforcing contracts and closing a business, creating
severe exit barriers. According to the DBI 2000, the procedures for starting a business is relatively
better in Maldives, with only 6 stages, compared to a regional average of 7.9; the time required is
12 days, compared to the regional average of 35.3 days. The cost is much less also, at 12.4 percent

of income per capita, while the South Asian

Box 3.1: Legal and Judicial System in the
Maldives

The Maldivian judicial system is based on Islamic Shari'ah law.

regional average was 39.7 percent. To enforce a
contract, it takes 434 days, compared to a regional

average of 385 days, even though the cost-at 8
percent of the debt-was much less than the regional
average of 36.7 percent. Since there is no
insolvency or bankruptcy law, the time taken for
closing a business can be as long as 6.7 years,

The Urf or customary law in the community is accepted, as the
conventions do not contradict the Shari'ah or the legislative
framework. In 1997, reforms brought four categories into the court
system: civil, criminal, family, and juvenile law. All of the island
courts come under the Ministry of Justice, while the high court is
independent of the lower courts. However, there is also a right of
appeal to the president if the litigants are dissatisfied with the
decision of the High Court. The Maldives is already a member of

compared to a regional average of 4.2 years; the the Multilateral Investment Guarantee Agency (MIGA).
Civil courts handle cases relating to property, commercial, and

cost is about 4 percent of the estate. (Refer Box summary matters. Unlike the other countries in South Asia, where
3 1) the legal system has been well developed over the past three

: centuries, the legal and judicial system in Maldives is still at a very
preliminary stage. The members of the Bar are drawn from
graduates of Common law, Islamic law as well as from qualified
graduates who follow the diploma course in Shari'ah law in
Maldives. The government has recognized the need to introduce
major reforms in the legal and judicial system especially in the
commercial law to provide a better legal framework to further
induce investors.

Source: Year Book 2003

The perception of corruption in the Maldives is
better than the South Asian average (Star Graph
3.1). The score was 4.2 according to the Corruption

Index of Transparency International, but lags
behind Singapore (9.2). In the World Bank

Governance Indicators 2005, Maldives ranked
second in South Asia and is only behind Bhutan in control of corruption. However, the
performance under overall governance indicators deteriorated in the Maldives in 2004 compared
to the ranking of 2002, as can be seen in the Star Graph 3.2. This perception has been supported
by increasing print and electronic media exposure on perceived conflict of interest, which will
affect the business environment in the medium term. More attention needs to be given to this
aspect to ensure that the situation does not deteriorate further, despite the fact that Maldives'
performance relative to the other countries in the region may still be better. This perception was
further supported by the empirical evidence of the ICA. Fifty-two percent of the firms surveyed
reported making informal payments to conduct typical business activities; this amounted to 6
percent of the share of sales.
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Confidence in the legal system that contracts will be
honored and disputes will be handled fairly and
efficiently is important for attracting investments.
The ICA study revealed that investor confidence in
the judicial system is low at 38 percent, compared to
Sri Lanka (69%) and India (71%). Another concern
raised by investors is the unclear demarcation
between public and private sector roles. This is an
emerging concern for most of the small countries,
including Bhutan and Sri Lanka. The Maldives was
rated 31 out of 155 countries in DBI 2006 for ease
of doing business, ahead of all South Asian
countries; however, to consolidate its position, it
needs to improve public disclosure, transparency,
and accountability in its public policy matters and
interest.

better manage conflict of Having

Star Graph 3.1

Control of
Corruption

Rule of Law

Comparison with regional average (South Asia) (red line)

Maldives (2004)

Voice and Accountability
150

Regulatory Quality

Country Percentile Rank (0-100)

Source: D. Kaufmann, A. Kraay, and M. Mastruzzi 2005: Governance
Matters IV: Governance Indicators for 1996-2004
(http://www.worldbank.org/wbi/governance/pubs/govmatters4.html)

Political Stability

Government
Effectiveness

recognized that a more modern legal and judicial system needs to be introduced, the government
has already initiated reform efforts in the legal and regulatory framework to facilitate investment

Star Graph 3.2

Control of
Corruption

Rule of Law

Maldives (2004)
Voice and Accountability

Regulatory Quality

Political Stability

Government
Effectiveness

Comparison between 2004 (blue) 2002 (red line)
Country Percentile Rank (0-100)

Source: D. Kaufmann, A. Kraay, and M. Mastruzzi 2005: Governance

Matters IV: Governance Indicators for 1996-2004

(http://www.worldbank.org/wbi/governance/pubs/govmatters4.html)

and private sector development. However, these
efforts need to be expedited.

During 2005, the government introduced several
reforms, including the setting up of a separate body
for monitoring compliance with enforcement of
court decisions in the Attorney General's
department. The government also announced that
it would introduce an examination for practicing
lawyers and that it plans to establish a Bar
Association and draft a Code of Ethics for judges.
The Attorney General's department is in the
process of preparing a three-year civil-justice action
plan. Training has been provided to the staff in
Malaysia and Singapore. Currently civil court
procedures, banking law, labor tribunal law, and
arbitration acts are being drafted. The AG's

department is in the process of amending the foreign investment law, which will be presented to
the parliament shortly. A treasury bills law and an audit law are also being drafted. The government
also has initiated efforts to strengthen the Public Procurement Bureau with assistance from the
World Bank (see annex 1).

3.5 Access to Finance, a Growing Concern

Access to finance is the most serious constraint affecting the investment climate in the Maldives.
As noted in chapter 2, only one-third of the business community uses bank loans for business
activities. Survey data also reveal that firms in the Maldives heavily depend on internal funds for
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meeting  their working capital and [Taple 3.1: Sources of Financing
investment capital requirements (Table

i X Working capital - % Manufac- Tourism Transport &
3.1). On average, the contribution of turing Logistics
domestic  commercial  banks and | 1. Intemal funds 73 67 56
international commercial banks to working | 2 pomestic commercial 13 10 13
banks

capital requirements is as low as 11 and 3

percent, respectively. The contribution to |3 Intemational 2 4 2
commercial banks

new investments, however, is 17 and 5

. . 4. Trade credit 5 8 12
percent by domestic and foreign banks,
. . . 5. Other 7 11 17
respectively. Use of credit cards, equity,
. - - Total 100 100 100
family and friends, and leasing as
alternative sources of financing are also | Newinvestments -% Mﬁj”rli’rtgc' LGIELTELL Tlr_"’:)ngsi';g(’:ts&
relatively 1 ignificant in Maldives.
N vely C.SS S g i ¢ . dives 1. Internal funds 48 65 44
Further  investigations  into  low
. 2. Domestic commercial 13 16 13
dependency on bank loans by business banks
sector enterprises revealed that more than |3 international 1 10 7
75 petcent of the respondents in all three commercial banks
sectors have not applied for a bank loan. |4 easing arangement 6 ! 3
Twenty-five percent in tourism, 19 in |5 Other G2 € =
manufacturing, and 17 percent in transport | Total 100 100 100

stated that their last application was turned | source: World Bank, Maldives ICA Survey, 2005
down by a bank.

The financial sector of the Maldives is very narrow and is dominated by the banking sector, which
consists of one locally owned commercial bank, branches of three South Asian state-owned
commercial banks, and a branch of a widely known international bank. The nonbank financial
sector in the country consists of a government provident fund, a finance leasing company, a
housing bank, two insurance companies registered in the country, and some agents for overseas
insurance companies. The government recognizes the importance of a well-functioning financial
sector to making further progress on the path of development and has taken measures to increase
competition in the financial sector, including facilitating the expansion of the banking sector, and
supporting the creation of a leasing finance and a housing finance institution, which have
somewhat deepened the market.

Of the commercial banks, Bank of Maldives (BML), the only domestic bank, is jointly owned by
the government (51%), island communities (25%), and other government agencies. The BML has
18 branches (three of which are located in Male) and 5 mobile branches (dhonis). It is undertaking
development-banking activities whereby credit is extended to the private sector for various
income-generating activities. Of the foreign commercial banks, all of which are based in Make,
three are South Asian banks. These banks provide credit especially for the tourism sector.
Although they continue to mobilize deposits and provide foreign exchange to the private sector,
they cater primarily to the corporate sector.

Banks hold a substantial part of their assets in the form of reserves (the minimum reserve
requirement is a high 30 percent), which constrains their ability to increase lending. Commercial
banks invest in Certificates of Deposits of the MMA (Maldives Monetary Authority); residents are
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Table 3.2: Loans and Advances in Commercial
Banks, 2002-2004 (%)

Sectors 2002 2003 2004
Fishing 5.50 6.80 6.30
Tourism 55.60 56.00 58.20
Agriculture 0.50 0.50 0.30
Construction 6.50 7.60 6.80
Manufacturing 0.70 1.80 1.40
Commerce 25.40 22.00 20.70
Others 5.70 5.40 6.30

100.00 100.00 100.00

Source: Maldives Monetary Authority - ( 2002 - 2004)

in table 3.2, almost 60 percent of the credit is

allowed to maintain foreign currency accounts
and both current and capital accounts have been
liberalized. Banks are generally reluctant to
extend loans with longer-term maturities (more
than 3-5 years) and the spreads remain high.
Bank-to-bank credit ceilings were removed in
2001. Prior to July 2001, there were aggregate
credit limits on commercial banks, which served
as a cap on the growth of credit to the private
sectof.

Total assets in the commercial banking sector as
of 2004* were MRf 7.1 billion. Total credit to
the private sector increased from MRf 2.2

billion to MRf. 3.5 billion in 2004. As reflected
for the tourism sector. It was followed by the

commerce and fisheries sectors, with all three sectors accounting for more than 85 percent (figure
3.3). The expansion of credit in 2003 was significant and 70 percent of the credit was for the
private sector in that year. This trend was endorsed in discussions with the individual banks. The
deposits amounted to MRf 5.7 billion in 2004 and there is an increasing tendency for the foreign
currency deposits to grow. However, it was notable that 69 percent of the deposits were short-term

deposits.

Deposit rates vary from 1.5 percent to 3.0
percent for savings deposits, while time deposits
range from 1.5 percent to 6.5 percent for
maturities of 6 months to over 5 years. The
lending rates vary from 8-13 percent for
domestic currency and 7.75-13.0 percent for
foreign currency; the same rates apply for the
government. The rates of return on deposits
had been negative, given the high inflationary
trends in the past two years (6.5 and 8.0 percent,
respectively). In addition, Maldivians enjoy
other attractive investment opportunities in
neighboring countries, which require the banks
in Maldives to be more competitive and
innovative.

Figure 3.3
Commercial Bank Credit (Rf millions)
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Source: Maldives Monetary Authority, 2005

From the analysis given in table 3.3, it is evident that large-scale entrepreneurs are dominant in the
utilization of bank loans in tourism. In contrast, small-scale entrepreneurs in manufacturing and
transport and logistics account for more than 50 percent of the bank loans utilized for business
development. However, it is evident from the supplier side as well as the demand side that access

20 Maldives Monetary Authority, Quarterly Bulletin, December 2004.
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to credit is a major constraint, especially |Taple 3.3: Use of Bank Loans by Firm Size (%)

for the medium and small enterprises, : .

. o1 Size Manufac- Tourism T&L
given that more than 50 percent” of turing
bank credit is for the tourism sector. In | small (50< employees) 61.5 37 57
addition, the banks rely on collateral [yegium 51-100 employees) 305 5 21
more than cash-based lending and, Large (employees 100 +) 8 s ”
given the limited availability of land 100 00 00
ownership in the country, the SMEs

. . . Source: World Bank, Maldives, ICA Survey, 2005
find it difficult to raise funds for new ’

business ventures.

With the entry of the Maldives Finance Leasing Company (MFLC) in 2002, enterprises have access
to medium- and long-term capital-equipment financing for various economic sectors. This was one
of the government's initiatives to strengthen and introduce more sophistication and depth into the
financial sector. The company was established with assistance from International Finance
Corporation (IFC), with the National Development Bank (NDB) of Sri Lanka as the technical
partner. It has provided leasing finance for capital equipment, of which 79 percent is for the
tourism sector-speed boats, live-aboard safari and fishing vessels, dhonis, computers, and
excavators. The lease periods range from 12-60 months, with the majority being at the upper end.
Given the proactive role played by the leasing company, greater expansion in leasing facilities can
be expected.

Another positive initiative was the commencement of capital market operations in April 2002, with
the opening of securities trading; this remains, however, at a very nascent stage. Only three state
enterprises that have been quoted on the stock exchange —the BML, State Trading Organization
(STO), and the Maldivian Transport and Construction Company—and have limited secondary
market activities. Total market capitalization was MRf 662 million in 2002 with only three state-
owned enterprises listed, but there is potential for high growth with government plans to list more
enterprises on the stock exchange. That will encourage corporate governance as well as more
transparency for the state-owned enterprises. Currently, the investment instruments are extremely
limited, and if other private sector companies —especially in tourism, trading, and commerce—are
also encouraged to list on the stock exchange, the economic linkage with the rest of the economy
can be strengthened. The government may also explore the feasibility of Maldivian companies
listing on emerging stock markets in the region, including those of Colombo and Mumbai.

3.6 Access to Land, a Critical Constraint to Further Expansion

Access to land has emerged as one of the biggest obstacles to business growth. In fact, the
majority of business operations are being carried out in rented/leased out land and buildings
(figure 3.4). The average contract length for land varies from 7 years in transport and logistics to
10 and 14 years in manufacturing and tourism, respectively. Similarly, the average contract length
for buildings varies from 7 years in transport and logistics to 8 and 11 years in manufacturing and
tourism. The financial terms of the lease are primarily (90 percent) based on the rental value.

21 Maldives Monetary Authority, Economic Statistics, June 2005.
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According to the survey evidence, more than one-

Figure 3.4
Rgnted/Leased out Land and Buildings (% of firms)  third of the firms in tourism and transport-
100 logistics and about 26 percent in manufacturing
Zg ] — have made an attempt to acquire rights to new
70 1 land or buildings. However, as reported by the
gg ] respondents, such efforts have been unsuccessful
40 (62% in manufacturing, 44% in tourism, and 47%
| in transport-logistics). The entreprencurs believe
10 that this is primarily due to high prices and a lack
4 Mig T8l Tp— of interest on the part of the government. The
[ Land - Rented/leased [ ] Buildings - Rented/leased other reasons include failure to get ZOfliﬂg

Source: World Bank, Maldives ICA Survey, 2005 approval, lack of infrastructure facilities, and

absence of clear titles.

One of the major challenges for the government is how to attract investments within the structure
of an increasingly competitive market economy while protecting the vulnerable groups, particularly
women, the poor, and the elderly. This is endorsed by the government's Vision 2020. Land and
housing markets are an integral component of a dynamic market economy, which was recognized
in the Sixth National Development Plan. This will require a paradigm shift in the role of the
government from being a direct provider to being a facilitator and a regulator by allowing the
development of housing, land, and property markets in the private sector and local communities.

Until about 2002, there was no housing and urban development strategy in the Maldives and
development took place within an ad-hoc regulatory framework. Residential densities in Male
Island are extremely high. A survey in 2002 revealed an average net density of 913 persons per
hectare, with some areas even higher. Estimates of demand for housing indicated that between
2003 and 2020, additional dwellings would be needed for about 600 households annually for the
next few years. More would be required in order to reduce existing levels of overcrowding and
replacement of obsolete or substandard housing on Male. Since there is no prospect of increasing
the area of land available on Mal, the only significant option for meeting future housing and urban
development needs exists through the development of Hulhumale, which has already begun.
According to the 2002 study, even that may not be adequate in the long term, so policymakers need
to be efficient and sensitive in allocations.

A regulatory audit carried out in 2002 concluded that existing planning standards and regulations,
together with land-use planning and zoning regulations, are generally flexible and accommodate
needs within the available resources. For example, although government authorities have proposed
land-use zoning for major land uses, their application has not inhibited the development of small-
scale economic activities within residential areas or housing within institutional areas. However,
there is considerable inconsistency and duplication in the application of the regulatory framework
by government departments, most of which lack the capability to enforce the regulations and
standards for which they are responsible. In addition, administrative procedures are complicated
and there is a lack of transparency in providing information in a coordinated, comprehensive
manner. This makes it extremely difficult for private developers or individuals to conform to these
regulations, standards, and procedures.
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According to the available studies, no comprehensive and transparent regulatory framework for
housing and urban management currently exists in the Maldives. Planning and building standards
and regulations have been developed in an ad-hoc manner in response to individual needs and
circumstances. According to the 2002 study, neither the Ma/ Municipality nor Ministry of Housing
possesses a single list of regulations or standards to which individuals or developers must conform
in order to obtain planning or building permission. This lack of a clear framework does not appear
to have inhibited a substantial increase in building activity during the last two decades. A large
number of multistory buildings have been developed in Male, even though regulations concerning
set-backs from adjacent properties for window openings and ventilation were not formally
introduced until May 2002.

Procedures for obtaining building permits in the Male urban region are perceived as lengthy, but
are in fact extremely quick compared to most countries. For example, it took only 17 days in 2002
to obtain building permits for private buildings of one or two stories; 24 days for private buildings
over two stories, and 40 days for government buildings. However, the procedures in the atolls were
much lengthier, since many more institutions are involved.

Several agencies are developing regulations on similar issues, which has led to duplication in some
cases and gaps in others. In many cases, the regulations that do exist are not readily available to the
general public or potential developers. This inhibits the development of a formal property market.
Finally, the lack of a condominium or strata title system, together with the regulation permitting
plots to be subdivided into separate buildings, has resulted in excessive subdivision and inefficient
plot use.

Land Use and Urban Form. Land use in the reclaimed area of Matle is less efficient than in the
older parts of the city. This is partly due to the segregation of land uses and the lack of residential
uses in the reclaimed area, which is less than 7 percent of the total area reclaimed. This is ironic,
since the stated objective of reclaiming this area was to increase space for residential use. The
layout of blocks in the reclaimed area does not achieve the flexibility or efficiency of the traditional
layouts. The allocation of large blocks to single government users has also resulted in the
inefficient development of block frontages onto roads, raising the unit costs of infrastructure
provision and resulting in an urban environment that lacks the social vitality, economic efficiency,
and visual interest found throughout the older areas of Male.

Management of Public Non-residential Property. In 2002, government departments paid
only a nominal monthly rent of MRf 0.5 per square foot for land they occupied. Public enterprises
(PEs) paid a fixed monthly rent of MRf 1.0 per square foot (MRf 10 square meter) compared to
notional market rates of MRf 5.0-8.0 per square foot, which represented an opportunity cost of
between MRf 4 and MRf 7 for every square foot of such land every month. There is no regular
land market in Male, since all land has been developed and the tradition by which government
allocates land free to selected applicants makes estimates of market rates difficult to obtain.
However, the recent policy discourages public sector agencies from realizing the full value of their
property portfolios. It also encourages them to claim larger areas of land than may be strictly
required to fulfill their mandates, and in several cases has enabled public enterprises to generate
considerable income from renting out surplus space to private sector companies, thereby further
inhibiting the development of a transparent land market.
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The development of Hulhumale' provides an opportunity for the spatial decentralization of
economic activity and population as part of a national housing and urban development strategy.
While the government of Maldives has identified Hulhumale as the means of achieving this
objective, the key issue is the nature and extent of incentives that may be required to achieve it.
This also raises the possibility of relocating inappropriate land uses on Male to Hulhumale' or
Thilafushi and releasing land for additional residential development and social facilities to reduce
densities and improve the urban environment in Male.

3.7 Inadequacies in the Skills Mix

Educational attai t in Maldives has improved over 1
Table 3.4 : Total Number of Graduates (MCHE) | [-7/7%/0" nment in Maldives has improved over the
past several years, but other elements for a strong
Award Male Female human capital base are missing. In 2004, the
Certificate 61 13 graduate output of Maldives College of Higher
Advanced Certificate 138 128 Education was 862, representing certificate
bl p g bl
Diploma 23 152 diploma, degree, and foundation study programs
Degree 1 = (table 3.4). Although most workers (67 percent) are
Foundation Studios "~ 165 involved in some on-the-job t.rammg, it %s often not
enough to enable them to adjust to major changes
Sub Total 386 476 ) ) i
in technology or to move across different jobs
Grand Total 862 . L
rene 1o (table 3.5). Despite certain improvements, the lack
Source: Maldives College of Higher Education, 2004 of local skilled labor continues to be a major

problem in Maldives. Moreover, the quality of

Table 3.5:  Proportion of permanent employees education has not kept pace with enrollment. This

received formal training (%
0 (%) has led to a dysfunctional labor market and creates

Type of training Manufac- Tourism Transport : : : :
R & Logistics reliance on migrant labor from neighboring
nternal 5 o3 - countries. Since the;re is no statutory minimum
wage, cheap labor in the region, especially from
External 28 43 36 ! .
India, Sri Lanka, and Bangladesh, further depresses

Source:: World Bank, Maldives 1CA Survey, 2005

the market.

According to the 2000 Population Census, the country's domestic labor force stands at about
87,442. The labor force participation rate is 47.7 percent. The local labor force is supplemented by
the employment of a significant expatriate labor force. In 2004, 38,413 expatriates were employed
in the Maldives, up from 33,765 employed at the end of 2003. Youth is the largest cohort among
the Maldivian population (35 percent)” and the extent of nonparticipation by youth in national
development is disturbing. Unemployment rates have risen significantly in the Maldives, especially
in the Atolls and among youth. As shown in the figure 3.5, access to employment opportunities is
much lower for young women than for youngmen. This trend is attributable to cultural issues and
the restricted mobility of women in the atolls, as well as to increasing income and education levels,
which result in high expectations among youth for professional and remunerative jobs.

22 Based on 2000 Census data, age group 15-35 years.
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With the growth and expansion of Figure 3.5

business activities, however, expattiate * ynemployment by Broad Age Group and Gender (1997 & 2004)
labor has recorded a steady increase 50

over time. As can be seen from table 45

3.0, the presence of expatriates is very ‘;g |

high at the unskilled level. Some B 10

surmise that the immigration of o5 Lt 1] »

"guest workers" and the concomitant 20 1

decline in the birth rate might lead to 11} ']

non-Maldivians being a majority in 50 s —I: |
years. 0

Young | Young | Young | Young | Older Older | Older Older
Females | Females| Males Males | Females | Females| Males Males

1997 2004 1997 2004 1997 2004 1997 2004
o Maldives B Male O Atoll Average

Source: World Bank, Maldives ICA Survey, 2005

Survey data indicated that existing
labor regulations act as a constraint
affecting enterprise performance,
particularly in employing foreign
labor. As argued in the literature, liberalizing temporary contracts while leaving in place strict
regulations on regular contracts reinforces the inequity in the labor market. It also creates
distortions in the labor market. According to industry sources, an unskilled worker from a foreign
country collects an average monthly pay of MRfs 2,000 while a local person needs to be paid at
least MRfs 2,500 per month. Hence, firms will have greater incentive to hire foreign workers at an
entry level and employ them for a limited period, without giving them a regular position thereafter.
This does not necessarily increase overall employment or productivity because at the end of the
contract, there will be little or no development of human capital.

The survey also highlighted the lack of availability of the right skills. Most schools only offer
commerce subjects and the average pass rate is 25 percent. The pass rate for English was 6 percent.
However, the pass rate for chemistry, physics, commerce, fisheries, and science ranges from 25-45
percent. Difficulty in access to gainful employment increases the incidence of drug use, pessimism,
and delinquency. An investment climate that benefits all members of society confronts the
challenges of creating opportunities for the unemployed and young people joining the workforce
for the first time. Labor market policies that meet this test play a vital role in the investment climate
by helping to connect people to opportunities.

Maldives has no labor law in place, and issues relating to labor are governed by the labor
regulations and numerous procedures set out by the Ministry of Labor and Employment.
According to the current labor regulations, those intending to work in the Maldives must acquire
a work permit issued by the Ministry of Employment and Labor. Employers intending to employ
foreign nationals in the Maldives are required to apply for work permit numbers prior to the
prospective employees' arrival in the Maldives. A completed work permit application is processed
within one to three working days.” Wages and working hours in the private sector are largely
determined by negotiations between the employer and prospective employees. However, the public

23 New Foreign Investment Guidelines.
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Table 3.6: Employment - Local and Foreign sector has standardized working hours and
: salary scales. Labor strikes and other work
Occupation Employed - Employed - Total X . . . .

Local* Foreign” disruptions are nonexistent in the Maldives,

Legislators, Senior 3,815 801 4,616 which is a positive sign compared to the

Officials & Managers unhealthy trends in the rest of South Asia.
Professionals 7,604 4,072 11,676

Technicians & Associate 6,363 1,941 8,304 Th.er.e seem§ to be a lack O.f releva?t

Professionals training, which leads to a mismatch in

Clerks 4,611 258 4,869 demand and supply. The demand is

Service workers and shop | 10,554 4,717 15271 primarily in the "blue collar" category while

and market sales workers

the supply is more for "white collat" jobs
(Box 3.2). According to a study conducted

Skilled  Agricultural & 11,565 107 11,672
Fisheries Workers

in 2003, every year about 10,000 non

Craft & related Trade 14,518 5,329 19,847
Workers secondary-qualified youth join the labor
Plant, Machine Operators 5,079 2,422 7,501 force. The employment age is specified as
Assemblers .

18 vyears, but there is no mandatory
Elementary Occupations 6,158 14,118 20,276 . .

schooling age as in the case of some of the
Armed f 1,433 1,433 . . .
rmec forees ’ ’ other South Asian countries (e.g., Sti
Not stated 14,545 14,545 Lanka). It has also been revealed that 56
Totals 86,245 33,765 120010 | percent of the youth join the labor force
Source: * Census 2000 - Ministry of Planning and National Development unprepared for the demands of the labor

" 2003 data - Ministry of Employment and Labor market.24

Box 3.2 : Higher Education in the Maldives

The Maldives College of Higher Education consists of the Faculty of Health Sciences (established in 1973, caters to nursing, pharmacy, and
paramedics), the Faculty of Engineering Technology (1975, caters to engineering and other technical courses); the Faculty of Education (1977,
caters to teacher training); the Faculty of Hospitality and Tourism (1987), the Faculty of Management and Computing (1991) caters primarily to the
lower administrative services such as clerical, accounting, and business studies); the Centre for Maritime Studies (1987), the Centre for Open
Learning (1999, distance learning), and the Faculty of Shari'ah and Law.

According to a tracer study of the Faculty of Engineering Sciences, 75 percent of the students were employed, of which 70 percent in the private
sector; 92 percent in the field of training had found jobs within 41 days at an average. One-third of the enroliments of the 5,584 in 2003 were females,
and 32 percent in Law, 80 percent in Education, 67 percent in Health, 64 percent in Accounting, and 26 percent in Hoteliering were female students.
Ten percent of the courses are degree courses, 10 percent diplomas, 13 percent advanced certificate courses, and 65 percent are certificate
courses. Most of the students qualify in health, maritime, and tourism, compared to the other sectors. In 2004, the completion rate was 25 percent.
Annual budget for MCHE was MRf 61 million.

Source: Profile - MCHE 2005.

3.8 Among Infrastructure Facilities, Sea Transport appears to he the only
Major Constraint

Transportation

In stark contrast to the above, the provision of infrastructure services does not appear to be a
serious constraint from the perspective of the Maldivian entrepreneurs. Transportation problems
seem to be a bottleneck only for tourism (23 percent) and transport-logistics (32 percent) sector
businesses. In fact, this could be viewed as an important factor affecting the growth of business

24 Memo on Youth Employment: Real Issues by Dr. H. Hamid, May 2003.
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activities in other atolls. In an island economy, transportation involves land, air, and maritime
transport. As shown in table 3.4, only a small percentage of firms have their own transport and
the majority of them are dependent on the services provided by public and private sector service
providers. In manufacturing, about 55 percent of the transport requirements are met by maritime
transport, while the rest is shared by land (29 percent) and air transport (16 percent) facilities.

The high cost of transportation in Maldives has major implications for business progress.
Improvement of the transportation facilities will promote business activities in all sectors of the
economy. It will also facilitate the decentralization initiative of the government and allow economic
activities to develop outside Male. During field visits entrepreneurs complained strongly about the
high cost of transport between atolls. Transport has also been identified as a major factor affecting
poverty.

Road transport is important in Male and the large islands have paved roads and easy accessibility.
Motorcycle (14,200 in 2002) is the popular vehicle in Male and the islands and motor car is more
of a status symbol, with about 1,950 (2002) in Male; a very efficient taxi service for reasonable rates
is also available in Male. Sea transport is crucial for the Maldives and visible growth in domestic
aviation is evident, with the setting up of domestic airports and the establishment of floating
platforms for sea planes (30 in 2002).

Table 3.7 :  Local Sea Transport Sea transport is the largest mo@e of transport,

especially between Male and the islands. With the

Indicator Atoll Average . .

exception of a few ferry services among the
AAOHEY R [P 43 islands of the greater Male region and very few in
Dhoni traveling 3 time or less a month to Atoll capital 26 the atolls, the Maldives is without regular
Dhoni traveling 3 time or less a month to Male 36 interatoll and interisland boat services (table 3.7).
Island not always accessible 40 In the islands, people are required to arrange
Source: World Bank, Maldives ICA Survey, 2005 dhonis for themselves for travel and the cost of

hire is very high. Fishing dhoni is the all-purpose
vessel in Maldives in addition to the ferries; they are primarily owned by the tourist resorts or by
ferry companies who provide transport to islands on individual requests. Problems include a lack
of harbors and jetties, sometimes due to shallow waters and coral reef, weather conditions, and
visibility at night (markers are not available). The problem of sea transport is assessed based on:
(i) the number of people per vessel; (ii) the frequency of transport to the atoll capital; and (iii) the
accessibility of the island.

According to the recent VPA,” during the past seven years, from 1997 to 2004, limited changes
have taken place in interatoll and interisland transport. With the exception of the ward islands of
Male, a limited number of islands and primary atolls, a large number of islands are without regular
ferry or boat services. One reason is the increased size of a typical dhoni. The same can be seen
with transport to Male. In 1997, 29 percent of the population had a dhoni traveling less than three
times a month; in 2004, however, the percentage had increased to 36 percent.

25 Vulnerability and Poverty Assessment, 2005.
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Accessibility has also improved significantly during the period 1997-2004. By now, there are no
islands without accessibility due to coral reefs. The number of people who live without a harbor
or jetty are half the number they were in 1997. The population who live on islands that are always
accessible has risen from 30 percent to 60 percent.

Electricity

Similar to the findings for transportation, only about 20 percent of the firms in manufacturing
thought that electricity represented a major constraint, while it was 23 and 10 percent in transport-
logistics and tourism sectors. State Electric Company Ltd. is generating and distributing electricity
to commercial and residential customers, government departments, and mosques in Male and 23
other inhabited islands in the Maldives. The commercial and industrial sector accounts for about
31 percent of its revenue, while the rest is generated by residential (48%) and public and
government institutions (21%). The tariff rates for business sector enterprises vary from MRf. 3.15
to MRf. 3.75 per unit depending on the level of power consumption. On average, the frequency
of power outages was 2.8 days as against 6 days in the Philippines and 14.5 days in Pakistan. The
delay in obtaining an electricity connection was 5.5 days in Maldives in comparison to 8.2 days in
the Philippines and 81.6 days in India.

Similar to India, 64 percent of business enterprises in Maldives reported having their own
generators. However, contrary to international experience, the use of generators in the island
economy of Maldives appears to be a low-cost operation in carrying out business activities. As
noted during field visits, having their own generators is more advantageous to business enterprises
in Male as the unit cost of electricity is less relative to STELCO (the STELCO cost per unit for
business-purpose customers varies from MRfs. 3.15 to 3.75, while they incur a much lower cost per
unit with the use of a generator). On average, the cost of a generator varies from MRf. 0.61 million
among businesses in the manufacturing sector to MRf. 1.75 million for those in tourism. This is
equivalent to 5 percent and 7 percent of the total fixed assets of the manufacturing and tourism
enterprises. These resources could be employed more productively in the core business areas of
firms.

STELCO” is the only company that supplies electricity. Due to the geographical structure,
supplying electricity from one island to another is more expensive than installing individual power
stations in the islands. Ma/e was the first island to have a 24-hour power supply, but this has now
increased to more than 20 islands. In addition, the government has provided financial assistance
for developing both private and community-based power stations in the remaining islands. Fifty
islands have community power and another 6 islands have private providers for 24-hour power
supply. The remaining 119 islands have at least 5-12 hours' power supply (table 3.8).

There are about 5.7 MW of privately owned standby power systems in Male alone. A standby
power system is used by the Maldives Water and Sanitation Authority for production of water.
There are more than 20 private providers in the outer islands, primarily small private companies
and family-run businesses.

26 Vulnerability and Poverty Assessment, 2005.
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Even in 1997, only 7 percent did not have access | Taple 3.8: Access to Electricity (% of population)

to electricity, with 7 islands not having access to

. , , ) 1997 2004 1997 2004
electricity at all. Two-thirds of the islands' supply
. . Access to | Access to | Morethan | More than
was less than six hours. According to the VPA Clectisit R elesticitgl BRe hours o B Elhours
2005, all have access to electricity, and only three [ yadives 93 100 80 99
islands, with populations of less than 150 people, [, 100 100 100 100
had less than six hours of power supply. On the
Atolls 91 100 72 98

other islands, a very small number of the people

Source:  VPA, 2005

had less than six hours, not due to supply but due

to unaffordability.

3.9 Growth in Telecommunications Leads to Greater Connectivity

Telecommunications do not appear to be a serious constraint to Maldivian entrepreneurs. Only 27
percent of the firms in transport and logistics thought that it represented a major constraint, while
it was 18 and 4 percent in tourism and manufacturing. The telecom sector in Maldives appears to
be one of the high-growth sectors in the economy. To a large extent, Maldives has performed well
in terms of telecommunications, particularly during the recent past, as in the case of all South
Asian countries. In fact, improved telecommunications has opened up new economic
opportunities and contributed to growth and expansion of business activities in the Maldives.
While the combined fixed and mobile phone penetration rate in Maldives is higher than that of its
South Asian counterparts, it remains low compared to other countries in East Asia (e.g,

Singapore), indicating significant scope for Table 3.9: Use of Telecommunications Facilities in

improvement. Similarly, with respect to use Business Activities (%)

of the Internet, Maldives ranks far behind
i i . . Manufac- Tourism T&L
Singapore, in spite of its Dbetter turing

performance by South ASlan Standards‘ AS Regular use of e-mails interacting 96 98 84
noted earlier, use of e-mails and Web sites | With clients/suppliers

for business purposes is hlgh in toutrism | Regular use of Websites interacting 45 93 59
with clients/suppliers

relative to manufacturing and transport
and logistic (table 3.9).

Source: World Bank, Maldives ICA Survey, 2005

The rapid progress of communication has proved to be a backbone for socioeconomic
development in the Maldives and it lessens the insular nature of the islands.” Further
developments are envisaged. Traditionally, communication services were provided solely by
Dhiraguu Private Limited, a joint venture between the government and a United Kingdom-based
company. Creating more competition, the sector has been opened to a second player recently, with
Wataniya, a Kuwait-based company commencing operations in 2004. Postal services are provided
by the government. With the introduction of mobile telephones in 1997, the accessibility of the
outer islands has improved significantly. About 150,000 mobile phones are available, while the
fixed lines total up to about 60,000.

In Male, two-thirds of the population have a fixed-line phone at home and more than three-fourths
have a mobile phone. In the atolls where fixed lines have been installed, one in six has a telephone
in the house. Mobile phones have spread wider, and 50 percent of the population in the atolls have
at least one mobile phone. Radio and television are quite widely used, with five-sixths of the
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population having both these items. Regular newspapers are not available for more than 40 percent
of the population.

The phenomenal progress seen in the telecommunications sector also widens the horizons for
mobile banking, providing connectivity with the island communities and especially promoting
income-generating economic activities that were not feasible earlier.

Water Supplies

Maldives Water & Sewerage Company Pvt. Ltd. (MWSC) is primarily responsible for providing
water supply and sewerage services to the islands of Male, Hulhumale, Villingili, and Maafushi (in
Male atoll). Its tariff rates for the institutional and commercial sectors have remained unchanged
over the past three years, while the tariff rates for domestic customers have marked a declining
trend during the same period. Interestingly, water service is the only sector addressed in the survey
for which there are no complaints about service interruptions and resulting hours of productive
time lost. Out of a total of 59 percent of enterprises in manufacturing, only 17 percent complained
about the quality of water used in production.

3.10 Impact of the Investment Climate on Enterprise Performance and
Investments

This section presents the results of our empirical analysis of the effect of various investment-
climate indicators on enterprise performance: labor productivity, profitability, sales growth,
employment growth, and investment rate. Our findings confirm that the investment-climate
constraints discussed in the preceding sections affect firm performance. However, we are not in a
position to highlight intersectoral differences of investment climates due to the small size of the
sample. The methodological approaches used in the analysis are described in detail in technical
appendix 2.

An assessment of investment climate- and industry- and firm-specific factors on enterprise
performance brings out some interesting policy insights. First, foreign competition (as measured
subjectively by entrepreneurs) is positive and significant as a determinant of productivity,
profitability, and employment growth. It also indicates the negative impact of unskilled labor on
profitability and productivity. Use of e-mail and Web sites in business activities is positive and
significant as a key determinant of productivity. Similarly, the impact of training is positive and
significant in promoting employment growth and the rate of investment.

Second, the impact of unskilled labor on productivity and profitability indicates the significance of
human resource development in improving the investment climate in the Maldives. In addition,
labor relations are also perceived to be negatively associated with value added and profitability. The
negative impact of bank loans on value added, profitability, and sales growth confirms the
relatively low utilization of bank loans by the firms. The evidence on investment climate and
enterprise performance clearly confirm the negative impact of access to finance over labor

27 Vulnerability and Poverty Assessment, 2005.
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productivity. The cost of finance is also negative and significant as a determinant of labor
productivity and investment rates.

Among governance and administration variables, total waiting days for import licenses appear to
be negatively associated with labor productivity. The impact of the regulatory burden measured in
terms of the number of government visits (inspections) per employee revealed a significant
negative correlation with labor productivity, profitability, and investment rates. The impact of
other investment climate constraints on business performance cannot be assessed due to the lack
of robustness and the small sample size of the study.
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Chapter Four
INTERNATIONAL COMPETITIVENESS OF THE

MALDIVIAN ECONOMY

The international competitiveness of the Maldivian economy is crucial, given its high degree of
openness. In light of the integration of the economy with international markets and the increased
cost of being an SIE (refer to chapter 1), obstacles in the investment climate become pivotal to a
country's international competitiveness. An investment climate conducive to entrepreneurship and
well-functioning markets can offset some of the costs associated with being an SIE. Compared to
the rest of South Asia, Maldives already has made headway in creating a better investment climate.
However, experiences from other countries demonstrate more scope for improvement in the
investment climate.

4.1 Benchmarking the Investment Climate in the Maldives

The investment climate falls into three broad categories: macroeconomic framework, governance,
and infrastructure. It is important to question whether the institutional framework and the
provision of infrastructure are efficiently designed, aligning incentives to avoid adverse selection
and moral hazard and serve the public interest, and whether they are implemented expeditiously,
without delays and corruption, to facilitate efficient outcomes.

Table 4.1: Top Five Perceived Investment Climate Constraints® In  chapter 3,  the
microeconomic foundations
Rank | Maldives Pakistan India Bangladesh Sri Lanka South Asia . :
- of  Maldives' investment
1 Access to Tax Corruption Corruption Electricity Electricity climate was analyzed based
finance administration
n the ICA survey. B n
2 Cost of Cost of Electricity Cost of Policy Economic & on the IC Survey. ase.d .O
finance finance finance uncertainty reg. responses from the Maldivian
uncertainty .
firms, the top constraints to
8 Access to Corruption Tax rates Tax Macro Cost of .
land administration Economic finance new mnvestment were
Stability identified as access to and
4 Lack of Electricity Tax Economic & Cost of Tax rates cost of fjnance, access to
Skills adminis- reg. finance .
tration uncertainty land, lack of skilled labor, and
5 Corruption Access to Economic Customs & Labor Corruption COffuPUOﬂ- Table 4.1
finance & reg. trade regulations resents the major
uncertainty regulations p ]

constraints in the investment

Source: World Bank Enterprise Surveys database 2005, Maldives and Sri Lanka ICA surveys. . . .
climate in South Asia.

28 The sample of Maldivian firms includes both the manufacturing and services sectors, whereas the samples for most other
countries exclusively comprise firms in the manufacturing sector. The perception of the IC constraints in these other
countries may accordingly be biased and not representative of the true ranking of constraints.
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The cost of finance and corruption are perceived as constraints in Maldives as well as in most economies in
South Asia. Conversely, the perception of access to land as an investment constraint is unique to the Maldives.

This chapter provides a comparative analysis of the investment climate in Maldives with other
economies in the region and the rest of the world to assess the competitiveness of the country.
Four groups of economies have been chosen as benchmarks: (i) groups of peers in South Asia; (ii)
small island economies; (iii) lower-middle-income economies; and (iv) a group presenting a
reference point of high-income economies (a group of countries in the OECD).

4.2 The Competitiveness of the Maldives

The Maldives has set a clear course of market-based integration with international markets
harnessing its natural endowment of marine-based assets in fisheries and tourism. Given the
challenges of being an SIE, the investment climate becomes doubly important in offsetting the
added logistics and inefficiency costs. In the following sections, the effect of the investment
climate on the international competitiveness of the Maldives is assessed in terms of the ease of
access, and the transaction costs of dealing with finance, commodities, and labor.

Access and Cost of Finance

Capital is an essential resource for all firms, and the ability to access finance at competitive costs is
integral to firms' achieving their growth potential rather than the potential set by their current stock of
capital. Finance was highlighted as the main constraint across the board in the Maldives. Both access to
and the cost of finance were ranked quite high on the list of obstacles by the interviewed firms.

Benchmarking the financial sector

reveals that the availability of Figurg ol .
i ) o Maldives’ Financial Markets’ Depth (2004)
finance in the Maldives is limited. 140
Domestic credit provided by banking sector (% of GDP
(figure 4.1) Compared to other | 2 BORES creit o pivate sctor (e of GOP) -~ ||

economies in South and Fast Asia - = Lending interest rate (%)

100 1
-most having lower GDP per capita- I

the financial markets in the Maldives y
are relatively shallow. Private credit
in Maldives is 37 percent of GDP, “0

more comparable to Sri Lanka (32 201 I]il]]i
percent) than to Thailand (96 0" Lﬂ -

60

. S S :
percent). The lending rate (13.2 & & & &

percent) is also less competitive than Source: World Bank World Development Indicators, 2005

the rate in comparable economies

like Thailand (5.5 percent), Seychelles (10.1 percent), and Fiji (7.2 percent), reflecting the high cost of
funds. Given the low level of inflation, the real interest rate is even less competitive than the real interest
rate of comparable economies, which might change with the increasing inflationary trends that have
been observed.

The limited availability of options for finances curbs the growth of the Maldives economy Most
companies are financing investment out of their own funds such as retained earnings (figure 4.2).
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The Maldives firms are getting more

Figure 4.2

Fi?lancing of Investment and Working Capital in Maldives bank financing than the average
South Asian firm. Approximately 20

o = B 3 percent of new investments in

50 Maldives are being financed from

40 — 3 commercial banks, while the bulk

30 B has to be financed through the

A B entrepreneurs' own funds and

B _ ] alternate sources.
10/
i N ] T u The bank financing of new

Cambodia Pakistan SriLanka Indonesia South Asia Maldives Bangladesh Malaysia
(2002)

(2003)  (2002)  (2004)  (2003)

= New investment from internal funds (%)
== New investment from banks (%)

(2005)

= Working capital financed with credit from suppliers or clients (%)

Source: World Bank ICS database

investment in the Maldives is 35
percent less than in Bangladesh.
There is financing through trade
credit, but in this category, the
Maldives falls behind Stri Lanka and

(2002)

Malaysia. With the current size and depth of the Maldives' financial sector, it invariably will need

to look toward international financial markets for the financing of investments.

Despite the limitation of being a small island
economy, Maldives has been able to attract
foreign investment to the tune of $12-14
million annually during the period 2002-2004.”
FDI has made up for the lack of liquidity in the
Maldives economy (Figure 4.3). The stock of
foreign investment has risen from $25 million in
1990 to $169 million in 2004 and represents
22.5 percent of GDP. Compared with South
Asian countries like Stri Lanka, Pakistan, and
Bangladesh, Maldives has performed well as a
recipient of FDI, but compared to other East
Asian countries like Singapore, Malaysia and
Thailand, it still lags behind.

Legal Framework and Conflict Resolution

The lack of financial depth reinforces the need for a better investment climate and a low cost of

Figure 4.3
FDI Stock (% GDP) - 2004
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Source: World Bank, 2004

doing business to access international markets. To create an enabling environment for financing

for businesses, it is important to have an efficient legal framework and the institutional capacity for
the enforcement of contracts. This puts emphasis on the efficacy and transparency of property

rights, disclosure, investor protection, dispute resolution through arbitration, mediation and
adjudication (such as bankruptcy), and contract enforcement in a predictable and speedy manner.

29 World Investment Report, 2005-United Nations , New York and Geneva.
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The Doing Business Indicators | Taple 4.2 : Legal and Regulatory Framework for Transactions in
in table 4.2 indicate that the legal Maldives, 2005
framework for fl‘.lahta.tlng Registering Property Protecting Investors Getting Credit
market-based transactions is a : : - - -
. . . X Region or Time Cost (% of | Disclosu | Director Legal Credit
mixed plcture. It 1s falrly Economy (days) property re Index Liability Rights Informati
. . . value) Index Index on Index
efficient in terms of time and
cost to register property rights, | Madves 20 0 0 8 4 0
and Maldives is among the top- | Thailand 2 GLE £y 2 o £
performing economies in South | Singapore 9 238 10 9 10 4
Asia and across the world in that | i 48 12 5 5 8 4
aspect. However, in Thailand | payistan 49 32 6 6 4 4
and Singapore, the process of o\ -~ 03 01 2 5 . -
roperty registration is quicker
P p y g ! > | India 67 7.9 7 4 5 2
albeit at a higher cost.
Malaysia 143 2.3 10 9 8 6
In Maldives, the trules of | mauritius 210 16.5 6 8 7 0
disclosure COVerﬁg financial and High income 32.2 4.8 6.1 5.1 6.3 5
transactional information [g "o 122 63 il G = e
rovided to investors and the
p . . Source: Doing Business Indicators 2005. Note: The disclosure and director liability indexes vary from 1-10,
pubhc are poor and lag behind where higher values indicate more disclosure and higher liability. The credit information and the
. . legal rights indexes varies respectively from 1-6 and 1-10, where higher values mean more
most other countries in the information and better legal rights facilitating lending.

world. Conversely, the rules
regarding the legal liability of the director and the strength of shareholder lawsuits is favorable for
investors with a ranking of 8, which is well above the South Asia average as well as the OECD
group average. The combination of high ra