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Maldives at a glance

Lower-
POVERTY and SOCIAL South  middle- ]
Maldives Asia  income Development diamond*
2001
Population, mid-year (millions) 028 1,380 2,164 Life expectancy
GNI per capita (Atlas method, USS$) 1,980 450 1,240
GNI (Atlas method, US$ billions) 056 616 2,677 -
Average annual growth, 1995-01
Population (%) 25 19 10 /
Labor force (%) 25 24 12 | GNC Gross
per R primary
Most recent estimate (latest year available, 1995-01) capita S, ,"’ enroliment
Poverty (% of population below national poverty line) . \\. L
Urban population (% of total population) 28 28 46
Life expectancy at birth (years) 68 62 69 L
Infant montality (per 1,000 live births) 28 73 33
Child malnutnition (% of children under 5) 45 49 11 Access to improved water source
Access to an improved water source (% of population) 100 87 80
{iiteracy (% of population age 15+) 3 44 15
Gross primary enroliment (% of school-age population) 134 101 107 s Maldives
Male 133 109 107 Lower-middie-income group
Female 134 93 107
KEY ECONOMIC RATIOS and LONG-TERM TRENDS
1981 1991 2000 2001
: Economic ratios*
GDP (USS$ billions}) 004 024 060 058
Gross domestic investment/GDP 222 233 Trade
Exports of goods and services/GDP 191 942 934
Gross domestic savings/GDP . 418 409 .
Gross national savings/GDP . . 32.0 29.9 ff’ K
Current account balance/GDP -45.1 37 89 98 Domestic P iy
Interest payments/GDP 11 05 08 08 savings e e Investment
Total debt/GDP 869 33.2 345 402
Total debt service/exports 3.4 37 42 46
Present value of debVGDP 242
Present value of debt/exports 310
Indebtedness
1981-91 1991-01 2000 2001  2001-05
(average annual growth)
GDP . 50 46 21 e = Maldives
GDP per capita . 24 20 0.4 . Lower-middle-income group
Exports of goods and services 77 1.7 00
STRUCTURE of the ECONOMY
1981 1991 2000 2001 Growth of investment and GDP (%) ]
(% of GDP)
Agriculture
Industry
Manufacturing
Services
Pnvate consumption 343 337
General government consumption . 239 25 4
Imports of goods and services 576 745 758
1981-91 1991-01 2000 2001
(average annual growth)
Agnculture 68 1.9 02 16
industry 103 94 09 47
Manufacturing 100 58 44 31
Services 107 90 63 16
Pnvate consumption 24 -131 08
General government consumption 133 141 77
Gross domestic investment . 52 -193 6.7
imports of goods and services . 76 -5.2 1.9

Note 2001 data are prehiminary estimates

* The diamonds show four key indicators in the country (in bold) compared with its tncome-group average |f data are missing, the diamond will
be incomplete
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PRICES and GOVERNMENT FINANCE
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EXECUTIVE SUMMARY

Under sound economic management, the Maldives has made
significant economic and social progress during the last two decades.
Sustaining this impressive performance in the future and improving the
living standards, especially in the outer atolls, is a key development
objective pursued by the Government of Maldives. In this effort,
further strengthening of public expenditure management and
enhancing the economic growth and poverty alleviation impact of
public expenditures have a key role.

A. Enhancing the Development Impact of Public Expenditures

1. The country and development context. Helped by sound economic management and strong
donor support, Maldives’ annual real GDP growth has averaged over 9 percent and real per capita income
has grown well over threefold since the late 1970s. During the two decades to 1997/98, life expectancy at
birth increased by 16 years, reaching 62 years; infant mortality was halved to around 62 and the crude
death rate fell from 38 to 5 per thousand; the net primary school enrollment rate increased from 38 to 93
percent of the age group, and the adult literacy rate reached 98 percent. Over the same period, the country
has also experienced a significant fall in its very high population growth rate, which fell from over 3
percent per annum in the 1980s to 1.9 percent in the second half of the 1990s.

2. Notwithstanding the economic and social progress achieved so far and the current per capita
income of around $2,000, there is still substantial incidence of income poverty in the Maldives,
particularly in the outer atolls. The findings of a recent, comprehensive vulnerability and poverty
assessment study indicate that the incidence of income poverty was over 40 percent of the entire
population in the late 1990s. It was 50 percent in the outer atolls, where three quarters of the population
live on 199 highly dispersed, small, and sparsely populated islands, some of which have less than 150
people. These unique geographic and population density features pose major structural challenges for the
Maldives. Transportation costs are naturally high and constrain the mobility of people and goods; there is
limited room to benefit from scale economies, which also hinder efforts aimed at creating employment
and income opportunities in the outer atolls. As a result, the Government faces relatively higher unit
costs in providing social and infrastructure services in the outer atolls. Not surprisingly, as in other small
island economies with dispersed populations, public expenditures are sizable, averaging around 40
percent of GDP recently.

3. The Government has long recognized the disparities in incomes, in access to social and
infrastructure services, and in the standards of living between Malé, the capital island and the financial
and economic center of the country, and the outer atolls. Efforts are made by the Government to reduce
these regional disparities and improve economic opportunities in the outer atolls through the
implementation of development programs targeting the atolls. Indeed, the increased focus on the atolls’
development has been a factor in increasing the size of public expenditures in social sectors, whose share
in total government expenditures rose by 10 percentage points in the second half of the 1990s. There are
also more and more infrastructure programs benefiting the outer atolls, such as rural electrification, water
and sanitation, and harbor development. The positive impacts of these efforts in the atolls are reflected in
the improving social indicators, such as the infant mortality rates and life expectancy, in parallel with the
national trends. However, there are still significant remaining regional disparities in the living standards,
and the incidence of income poverty is much higher in the outer atolls. The Government’s forward
looking development agenda intends to tackle these challenges.
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4, As highlighted in the country’s National Vision 2020 document and noted in the Draft Sixth
National Development Plan (SNDP), improving the living standards, especially in the outer atolls, by
sustaining its impressive economic and social advances well into the future remains Maldives’ key
development objective. To achieve this objective, Maldives’ growth and poverty reduction strategy, as
articulated in the SNDP covering 2001-2005, emphasizes several policy challenges to be pursued, which
include: (i) strengthening macroeconomic framework and governance in the public sector; (ii) protecting
the country’s precious and fragile marine environment; (iii) strengthening human development; and (iv)
continuing improvements in the policy environment pertaining to tourism, fisheries, land-use and urban
development, thus also fostering private activity. Within the context of the first challenge--i.e., item (i)
above--strengthening public expenditure management and enhancing the development impact of public
expenditures take a particularly important role. This is what this report--jointly prepared by the
Government, the World Bank, and the Asian Development Bank (ADB), with some support from the
International Monetary Fund (IMF)--focuses on.

5. Enhancing the development effectiveness of public expenditures. Public expenditures can serve
as a powerful instrument in advancing national development objectives. To the extent that public
expenditure programs are focused on providing core “public” services, create strong externalities and
crowding-in impacts on private activity, and enable the poor to participate in the growth process, they
could play a significant role in overall development and in raising the living standards of the poor. To
this end, they need to be selected on the basis of a sound rationale for the public sector intervention, and
be carefully designed and prioritized for development effectiveness.

6. Given the substantial size of the budget (42 percent of GDP in 2001), public expenditure
management takes even a more pivotal role in the Maldives in pursuit of the country’s key development
objectives. The purpose here is: to evaluate the growth and poverty-focus of government expenditure
programs in the Maldives; to discuss how much room there is to rationalize and re-orient public
expenditures to create more benefit for the poor; and to identify a menu of options such that the
Government could explore ways of enhancing the development effectiveness and poverty-orientation of
public expenditures. To these ends, below, first, the key issues and solutions pertaining to the aggregate
levels of public expenditures and public resource envelope are taken up within the context of maintaining
macroeconomic stability and the sustainability of the budget deficit. Second, some of the institutional
changes that are needed to strengthen public expenditure management (PEM) and enhance
transparency/accountability in the use of public resources are identified and prioritized. Finally, the
current pattern of sectoral public expenditure programs are assessed within the context of their rationale
for public sector intervention, prioritization, and efficiency in their provision/delivery. And various
measures are recommended to improve development effectiveness of sectoral expenditure programs.

B. Moving Towards a Stronger Fiscal Framework

7. Sound economic management and generally prudent macroeconomic policies have been a key
factor in underpinning Maldives’ strong economic performance and improvements in social indicators.
Another important factor that has contributed to Maldives’ strong economic and social development has
been its access to concessional donor assistance. Bilateral grants and concessional loans supported a
significant portion of public expenditures in the priority areas, with the coverage ranging from 34 percent
to 14 percent of total expenditures since 1995. Against this background, there are several fiscal issues
that require attention and action, including in the area of: Maldives’ tax system; the recent rising trend in
current expenditures; the weakening pattern of deficit financing; and the budgetary burden of
“contingent liabilities” associated with the operations of some SOEs.

8. Broadening the budgetary revenue base. Import duties and tourism taxes make up the bulk of
Maldives’ tax system, while dividends from the state-owned-enterprises and resort lease rents are the
principal sources of non-tax revenues. Revenues from the two taxes, because of their very nature, are
vulnerable to external shocks that affect Maldives’ imports and tourist arrivals. There is no income tax
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system in the Maldives, except for the 25 percent bank profit tax. Similarly, there is no goods and
services tax (GST). While this simple tax system has served the budgetary needs of the country well, it
has also become clear that it is time to broaden Maldives’ tax base beyond these two taxes to reduce its
vulnerability and improve its robustness and equity aspects. Also, there is a possibility that revenues
from customs duties may be adversely affected if and when the South Asia Free Trade Area (SAFTA) is
established, since this would mean imports originating from SAFTA countries (now over 20 percent of
Maldives’ total merchandise imports) would come in duty free. Also, the likely downward trend in
bilateral grants with the imminent graduation of the Maldives from the LDC status would further
exacerbate the vulnerability of the budgetary balances further.

9. There are several recommended tax and tax administration measures--all familiar to the
Government--deserving a serious consideration for implementation in the short-term (next 12-24 months)
and beyond. These include:

* Strengthening the Department of Inland Revenue (DIR) through training, hiring of qualified new
professionals, including long-term resident advisors, such that it could effectively manage the
consolidation of the existing taxes and the implementation of the new ones.

o Converting the fixed tourism tax, which has remained at $6 since 1988, to an ad valorem rate,
while ensuring also that its real value is at least restored; (once the planned corporate profit tax is
introduced, then the tourism tax could be abolished).

o Completing the necessary reviews/revisions of the draft Business Profit Tax, the draft Property
Rental Value Tax, and of the draft Tax Administration Bill; and enacting them as soon as
possible. Introduction of a corporate profit tax will also enable the Government to stop relying on
SOE dividends as a source of revenue and pave the way for their privatization.

e Preparing a (low rate) GST, initially to be levied at the wholesale/import level, and introducing it
as soon as the DIR strengthens its capacity and gains more experience.

e Itis important to note that if SAFTA becomes a reality, a GST could provide the needed revenue
cushion even when import tariffs are reduced to zero on imports from other SAFTA countries.
Related to this, with the introduction of a GST, the customs duty structure could be simplified
further towards a low and uniform rate. Such a tariff rationalization would also reduce SAFTA’s
potential “trade diversion” effects. And it is also advisable that the existing tariff exemptions be
removed as part of a tariff rationalization drive; this would help also towards revenue effort.

(For a detailed prioritization of these and other recommendations within a time frame, see the policy
matrix presented in Table 5.1 in Chapter 5.)

10. Strengthening expenditure control. While generally pursuing prudent macroeconomic
management, the Government has occasionally followed expansionary fiscal stance, as, e.g., experienced
in the early 1990s, and more recently in 1999 and 2001. Perhaps more importantly, total government
expenditures have been on a rising trend since 1996, showing an 11 percentage point increase to 42
percent of GDP by 2001. A major portion of this increase has come from the rapid expansion of current
expenditures due to significant expansion in government employment, general administration and public
order/internal security expenditures. Such a rising current expenditure trend is not sustainable and, unless
contained, it could crowd out resources for the priority development programs and/or crowd out private
credit, and also lead to inflationary and balance of payments pressures.

11. Aside from the issues of low priority expenditures and overstaffing, there is also an underlying
fundamental weakness in Government’s hitherto practice of managing public expenditures, and that is the
disconnect between capital and current expenditures. As discussed in the next section below, the latter
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issue is related to a lack of a medium-term fiscal framework that would help link and/or integrate the
current and capital budgets. Currently expenditure decisions are made within the context of an annual
budget cycle, with the current and capital account budgets being determined separately. To restrain the
growth of current expenditures and strengthen expenditure discipline, some of the recommended
measures include:

e Expenditure restraint needs to be a permanent feature of fiscal strengthening efforts by the
Government and:

o Focus should be on curtailing low priority/unproductive spending. A serious effort appears
warranted to contain the growth of expenditures on “general public services”, which account for
more than 40 percent of public expenditures, covering *“general administration” and “public
order/internal security”.

o By developing country ( and South Asia) standards, the Maldives has a very high per capita
government employment rate (about one employee for every 13 Maldivians). In view of the
substantial size of the civil service--even after netting out the increased employment associated
with the expansion of education and health networks--and the ever rising share of budgetary
resources absorbed by salary/non-salary personnel costs, a serious consideration needs to be
given to a civil service reform. The latter should be an integral part of a medium-term public
administration reform program.

o Given the urgency and importance of the needed civil service reform, a major review of the civil
service is a key priority.

e It will be crucial to consider recurrent cost implications of all capital expenditure programs. This
would require the adoption of an appropriate medium-term fiscal framework that would facilitate the
integration of recurrent costs and capital expenditures; (details of a rolling, medium-term budgetary
planning mechanism are presented below in the next section).

12. Improving the pattern of deficit financing. In recent years, with the expansionary fiscal policy
and slowdown in concessional loan disbursements, the Government has increasingly relied on the
monetization of the budget deficit. This has meant that net financing from the Maldives Monetary
Authority (MMA) through the automatic Ways and Means (W&M) borrowing picked up significantly.
Indeed, from a situation of being able to reduce the size of domestic debt through net repayments to the
MMA during 1996-1998, the Government increased its yearly net borrowing from the MMA significantly
to a range of 2.2 —4.8 percent of GDP in 1999-2001. This has weakened the macroeconomic framework
by increasing pressure on the balance of payments (due to not so insignificant import incidence of
government spending) and the exchange rate, crowding out private credit, and generally undermining the
role of the monetary policy in supporting the de facto fixed exchange rate regime. To avoid the
recurrence of such sustained monetization episodes, the following actions are recommended:

e The budget deficit needs to be contained within sustainable levels to ensure that destabilizing
monetization of the deficit is avoided and ever increasing (expensive) debt accumulation does not
happen.

e It would be advisable to accelerate the drafting of the Finance Act with a view to enacting it soon so
that the Government could introduce long-term debt instruments (bonds) for domestic borrowing and
treasury bills for cash management. With the introduction of government bonds, automatic central
bank borrowing through the Ways and Means account should be discontinued.

e In the meantime, it would be prudent to introduce, as in other countries, a ceiling on the W&M
borrowing (e.g., fixed at a ceiling of a certain percent of tax revenues). The Government should also
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pay an interest rate that is in line with the observed domestic commercial rates (adjusted for the risk
differential) on W&M borrowings instead of the fixed 6 percent.

13. Contingent liabilities and the sustainability of the budget deficit. Maldives’ 20 SOEs operate
in most of the key sectors and dominate some activities, including public utilities, processing and
exporting fish, import/wholesale/retail of many merchandise, and social services. Various Government
policies have been instrumental in making most of the SOEs profitable. For example: they do not pay
rent for the state land they occupy; many benefit from government guaranteed loans; some are granted
monopoly privileges; and the Government remains a major buyer of the SOEs. Thus, having strong
financial positions, many of Maldives’ SOEs have been able to service their government guaranteed debt
over the years, without creating any burden on the budget on account of these contingent liabilities. And
the Bank of Maldives, which is a state-owned bank, has been profitably operating, with very low non-
performing loan portfolio. However, several SOEs have been incurring sustained losses due to
inefficiencies, non-commercial mandates, and mismanagement, and have been unable to repay their debt
to the Government. Consequently, the Government has been servicing some of their guaranteed debt,
though these liabilities are not large and not expected to create a fiscal sustainability problem, as
explained in the main text. Among these SOEs, Maldives Industrial Fisheries Company (MIFCO) and the
recently closed Air Maldives are the important ones. Maldives National Shipping Limited (MNSL) has
also been making losses, though it has reduced its losses by reducing the number of its ships from 18 in
1988 to 5 in 2001.

14. Air Maldives, which was a joint venture with a Malaysian company, incurred large losses from its
international and inter-island operations and went bankrupt in 2000. The Government does not expect a
major impact on the budget from servicing ex-Air Maldives’ outstanding loans. With respect to the SOE
sector in general, and MIFCO in particular, the following options are recommended:

e Regardless of the potential contingent liability burden created by the SOE sector, it is important to
prepare, as an integral part of a mediunv/long-term public sector reform strategy, for the privatization
of at least some SOEs that have no natural monopoly features. In the meantime, while the
preparations for an early introduction of a domestic tax system are accelerated and broader
privatization strategy is prepared, efforts could be made to create more room for the private sector and
improve the performance of the existing SOEs by: ending the existing monopoly privileges of some
SOEs in commercial activities (as being done in the case of MIFCO); hiving off some activities that
could be left to the private sector without much delay; discontinuing government interference in the
economic/financial decisions of SOEs; and ensuring that SOEs regularly service their debts to the
Government and pay rent for the use of state land.

e MIFCO?’s situation requires urgent attention. MIFCO’s non~commercial mandates, such as
supporting employment and incomes of the fishermen, need to be met through more direct and less
costly policies. As noted above, while conditions are prepared for wider privatization, some strategic
decisions need to be taken to cut MIFCO'’s losses and reduce its burden on the budget. Specific
measures may include, for example: the closure of any major loss making activities; hiving off and
privatizing the boat building operation; significant manpower rationalization; dropping any
contemplated expansion plan; and a serious consideration could be given to early privatization of the
fish processing activities. The same applies to MNSL.

15. The findings of a quantitative analysis carried out on the sustainability of Maldives’ budget
deficit have some policy implications:

e The calculations indicate that Maldives’ primary budget deficit--i.e., the budget deficit minus interest
payments--has remained well within sustainable limits (3.7 percent of GDP in 2001) and likely to
remain so in the near-term. For policy preparedness, however, it will be strategically prudent to
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assume that bilateral grants will continue falling. It would therefore be advisable to reduce the size of
primary deficit in line with the falling trend in official grants.

The findings also show that the size of sustainable primary deficits (SPD) will fall further as ‘real’ interest
rate on foreign debt (and on domestic debt) rises. This possibility is around the comer as the date for
Maldives’ graduation from its LDC status nears. These potential developments further highlight the
critical importance of structural measures to strengthen fiscal balances.

C. Strengthening Public Expenditure Management

16. Maldives’ Constitution gives broad powers to the executive branch in performing most of the
core functions relating to public expenditure and budget management—in planning, formulation,
budgeting, execution, monitoring, and evaluation. The power of budget approval rests with the legislative
branch, the People’s Majlis. Currently, the President is also the Minister of Finance. And the Auditor
General, who is appointed by and reports to the President, is responsible for auditing public accounts.

The Government structure is based on a unitary-state model. The Ministry of Atoll Administration
functions as an extension of the central government in the atolls through its offices in the atolls that are
headed by the Atoll Chief, who is appointed by the President.

17. In the 1990s, selective actions were taken by the Government to improve governance and
resource management in the public sector. In 1991, an Anti-Corruption Board was established with a
mandate to investigate any complaint about corrupt practices in the public sector. In 1994, a Public
Enterprise Monitoring and Evaluation Board (PEMEB) was established with a mandate to provide
oversight of the operations of state-owned enterprises (SOEs) and develop reform strategies for them.
More recently, the Government has launched, with donor support, programs to strengthen capacity at the
Audit Office. These steps notwithstanding, it is well recognized that the existing weaknesses and issues
faced in public expenditure management are still significant and a continuous effort is needed to establish
an effective and accountable public sector resource management capacity.

18. The findings of World Bank’s recent Country Financial Accountability Assessment (CFAA)
study indicate that:

o The public sector financial management and accountability is at a nascent stage in the Maldives. Staff
capacity is a major constraint, which limits effectiveness in all Government Departments, including
the effectiveness of the Audit Office and the Anti-Corruption Board.

e  Until now, capacity constraint has been an important factor behind the postponement of introducing a
rolling medium-term budgetary framework, which would help integrate the recurrent and capital
budgets and facilitate better expenditure prioritization.

e Maldives’ existing, manually entered, single-entry public accounts system is rather inadequate for
providing timely and relevant financial information. This, in turn, hinders effective expenditure
monitoring, control, and evaluation. Also, the budget coding system does not allow the accumulation
of expenditure information beyond broad functional categories--e.g., ready expenditure aggregation
by approved specific programs/projects is not possible.

e While a system of government auditing, which meets international standards, has been established, its
use remains limited due to staff capacity limits. The internal audit function is also housed in the
Office of Auditor General and is not distinguishable from the external audit function.

s Full financial statements of the Government are not yet prepared and published.
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19. The Government recognizes the importance of modernizing the public sector in order to continue
improving public service delivery to the citizens, and is aware of the recent reform initiatives and
improvements achieved in public administration and public resource management in developed and
developing countries. To this end, a “Public Service Division” was created in 1999 in the President’s
Office to facilitate and coordinate public sector modernization process.

20. Looking forward, the Government believes that a program of simple and sequenced reforms --
consistent with the existing administrative capacity and political considerations--of its budgetary
processes is necessary. In the medium-term, the Government may consider undertaking some reforms
that would help enhance development effectiveness of public expenditures by improving public sector
performance in several key areas. These include:

Maintaining Budgetary Discipline

o The first important step in the budget process is to get an analytically sound estimate of total
budgetary resources. To be able to discharge this function effectively, a professionally staffed
economic unit needs to be established within the Ministry of Finance and Treasury (MFT).

e It is particularly important to accelerate the preparation of a modern “public accounts” system, which
provides timely spending information for expenditure tracking/control and aggregation. An efficient
public accounts system also provides capacity for mid-course fiscal adjustments, thus facilitating
fiscal discipline at both sectoral and macro levels.

e The elimination in 2001 of the practice of enforcing “unspent balances” as a way of establishing
fiscal discipline was a step in the right direction. The latter should be supported by an effective cash
management system. In addition, to improve fiscal discipline further, setting and enforcing binding
expenditure limits for each of the spending units could be considered. Also, given the external
vulnerabilities facing the Maldives, it might also be prudent to maintain a small “contingency fund”
item in the budget as a cushion.

e Having a comprehensive budget, which reports all public sector expenditures and revenues, is
important for transparency and to understand the likely macroeconomic implications of fiscal
balances. Currently, several budget related activities (particularly, lending to individuals and public
enterprises) are not included in the budget. The proposed reform of the public accounting system
should rectify this error.

Strategic Priority Setting

¢ The Government’s Draft Sixth National Development Plan underscores the need for using
“economically and financially” sound criteria for the evaluation of capital investments. To this end,
the Government may want to consider the following options for improving the Public Sector
Investment Programme (PSIP) process:

o A simple economic principle could be introduced to require that all new projects submitted for
consideration should include a section that describes the rationalization of using public resources
for the proposed activity. (In line with this recommendation, starting with the 2003 Budget, the
line ministries are now asked to provide a justification for the public sector intervention for all the
new project/program proposals).

o All project proposals should provide an estimate of the recurrent cost implications of the
proposed activity over the next five to eight years after the project is completed and comes on
line. (In this regard, the Government’s very recent decision to require the line Ministries to give
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estimates of the recurrent cost implications of all project proposals submitted for consideration
under the PSIP is a move in the right direction. The latter decision is being implemented starting
with the 2003 budget. The next step would be to address the issue of recurrent cost implications
of the new projects within the context of a medium-term rolling expenditure framework--see
below).

o In the existing PSIP process there is a system for line ministries to prioritize their project
proposals in line with their sectoral strategy. There is, however, no good way of comparing
projects across ministries. A possible option in this context is: after screening the projects for
rationalization of public sector intervention and taking into account the future recurrent cost
implications, the PSIP Committee could look at opportunity costs (in terms of “what is being
given up”). This could be helpful in evaluating the difficult tradeoffs across ministries.

o The number of spending units submitting budget proposals to the MFT should be reduced from
the current 176 to a more manageable number. This would force the Ministries and Departments
to make the tough spending trade-offs within their respective units rather than asking the MFT to
make those decisions.

¢ In view of the capacity constraints that exist in the government departments, in moving towards a
medium-term budgeting framework, it would be prudent to introduce a medium-term financial
Jframework (MTFF) first. Information on the capital and recurrent cost estimates of the approved new
programs/projects would serve as input in the preparation of a MTFF. As the Government builds up
staff capacity and undertakes other important budget related reforms (particularly the reform of its
accounting system), adopting a full, rolling medium-term expenditure program (MTEP) could be
considered as a medium-term objective--as has been contemplated by the Government for sometime.
A good starting point in this context for the Government would be to study the experience of multi-
year budgeting in other similar developing nations. To this end, a committee consisting of officials
from the President’s Office, MFT, Ministry of Planning and National Development (MPND) and
other line ministries could be formed to begin the exploratory work in this area. Assistance from
donors could also be sought.

Efficient Public Service Delivery: Accountability, Monitoring, and Evaluation

e The process of budget monitoring and evaluation requires strengthening. Two reform options that
need consideration in this context include:

o The proposed Audit Bill has been in draft form for quite some time. It is a priority legislation,
and its enactment at the earliest possible time is highly recommended. The Government may also
want to consider how to enhance the limited role played by the People’s Majlis in the budget
process. Also, given the increase in absolute size of the Government, it would be highly desirable
to separate the internal and external audit functions now carried by the Audit Office. An internal
audit unit that provides service to various government departments could be housed in the
Ministry of Finance and Treasury. It might be a good option to consider changing the reporting
relationship of the Auditor General from the President’s Office to the People’s Majlis.

o A possible way to implement the strategic plan of the Government to improve service delivery is
to conduct user surveys in a few key areas. This is a powerful instrument to facilitate greater
transparency and accountability in public service delivery. Such surveys could be piloted in
public schools or to gauge the effectiveness of infrastructure services (e.g., inter-island access,
utilities). These surveys could also be helpful in improving service delivery in agencies
providing services such as motor vehicle registration or passports. Disseminating the results of a
well-designed and executed public service delivery survey can reveal if publicly controlled
resources are generating (and taxpayers are getting) value for money in that activity.
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D. Improving Sectoral Composition of Public Expenditures

21. The Government has remained committed to human development, while continuing to invest in
critical infrastructure with strong externalities since the early 1990s. The share in total government
spending of expenditures in education and health/nutrition (including water and sanitation) has remained
well above 20 percent since the early 1990s, and during 1995-2000 increased by 5 percentage points to 28
percent. The latter increase reflects a concerted effort on the part of the Government to expand the
network of social services, particularly in the outer atolls. Similarly, public expenditures in transport
(port/harbor development, airport development/upgrading, roads) and utility development programs have
supported growing economic activity, particularly in tourism, with significant crowding-in impact on
private investment. These programs, together with the increased private sector participation in the
economy, have increased the island communities’ access to electricity and transportation, thus
contributing also to the mobility of people and goods and to the diversification of economic activities in
the outer atolls. In addition, in recent years the Government has also initiated relatively sizable regional
development programs and a major land-reclamation/development program near Malé. The former is
intended to promote broad-based economic growth by facilitating economic opportunities in the South
and the North of the country, as alternative economic growth nodes outside Malé€ and its surrounding
areas. The Hulhumalé land reclamation and development project aims at gaining sizable land near Malé,
which can then be developed as a new economic and residential settlernent area. It is expected that the
latter project will relieve the acute space/housing pressure faced in Malé and, at the same time, enhance
the economic benefits of an already established physical and financial infrastructure nearby. Finally, the
Government has also been involved in the provision of housing in several blocks in Malé at heavily

subsidized rents.

22. In terms of their poverty-focus and effectiveness in facilitating economic growth, there are
several challenges/issues faced with respect to public spending in these cited sectors, which now account
for about 50 percent of public expenditures. In the case of education and health, the key issues pertain to
quality, better prioritization, and the geographic allocation of expenditures. With respect to the
Hulhumalé land development project and the North and South regional growth centers, the issues pertain
to macroeconomic impacts, particularly budgetary implications, and prioritization. As for the social
housing programs, the principal issue is that they are not designed as pro-poor activities. Below, the key
assessments and recommendations associated with the above listed sectoral public expenditure programs
are presented. Evaluations are based on a set of standard criteria, i.e.: what is the rationale for the public
sector intervention--is there a market failure and/or a justified redistributive objective? what is the
appropriate instrument for public sector intervention to achieve technical efficiency--direct public
provision, subsidies, contracting out to the private sector/NGOs, decentralization?

Education

23. Building on the society’s strong desire for education, the Government has significantly aided
community initiatives and developed an extensive public education sector. The attainment of universal
primary schooling and the extensive coverage of middle schooling is an achievement which many
countries with higher levels of national income cannot claim. Naturally, some challenges remain. The
most important of these is to continue to expand opportunities for schooling in the remote islands, and at
levels of quality comparable to those in the larger islands and Malé. Within this overall context, and the
Government’s planned intentions for the future, sets of findings and recommendations are presented

below for consideration:

e  On both efficiency and equity grounds, there is a strong case for further improving the quality of
primary education in the atolls:
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o This might be done by defining and deploying a package of necessary inputs and annually
and publicly reporting on their implementation. As part of this, there is a need to ensure as
quickly as possible that all islands provide classes 1-7 with trained teachers and to equalize
pupil/teacher and pupil/trained teacher ratios in Malé and the atolls--and again to report
publicly on this.

o More generally, a conscious effort may be required to ensure that elementary education does
not suffer from the expansion of secondary education by, for instance, the transfer of trained
teachers.

o Other ways to improve atoll schooling include a strengthening of the cluster system of
teacher development and, perhaps, altering the cash grant and equipment formulas in favor of
schools in the atolls. Overall, given the past and current allocations of investment and
recurring expenditures in basic education, and the room for improvement in learning
achievement, additional expenditures in the atolls to improve the quality of this level of
education are likely to have the largest returns.

The current target for universalizing lower secondary education by 2005 appears ambitious and, in
view of the budgetary implications, might usefully be reconsidered; (apparently, Ministry of
Education has very recently changed the latter target date to 2010). At the same time, all possible
ways to strengthen island schools need to be considered (including transport and accommodation),
and more community resources tapped for Malé schools. The efficient deployment of the available
cadre of trained teachers is of great importance. Current deployment practices and the packages of
incentives for teachers to live on more remote islands might be reconsidered.

o The Government may want to consider reviving the plan, contemplated in 2001, to introduce
some cost recovery in secondary education in Malé. Emphasis on promoting private sector
participation in secondary education is also desirable.

The direct costs of tertiary level education in the Maldives College are high relative to secondary
education and to comparable courses in the Region. Currently, student/teacher ratios are low and
scholarships are given to students in some of the important fields. The need for scholarships should
be continually kept under review. In the near future, the demand for many courses may change
rapidly. A doubling of the graduates from secondary education will increase the demand for further
training and could increase the range of jobs which Maldivian youth are willing to take.
Simultaneously, for skilled occupations, wages may increase as it becomes more difficult to hire
expatriate labor from the regional labor market at the going rate. (A study of medium-term labor
market needs is shortly to be sponsored by the Ministry of Human Resources). In addition, the
College would benefit from ongoing monitoring of labor market needs and of the movement of wages
to inform both the range of courses to be offered and the levels of fees and scholarships.

The high costs of overseas higher education pose significant problems. Without public subsidy for
this type of education, the public sector, in particular, will be inadequately staffed by Maldivians,
unless wages increase significantly. Most of the overseas students who are fully supported by their
parents are unlikely to opt for public sector employment. In the case of Government’s ongoing
scholarship program for overseas tertiary education, the current mix of bonding and partial re-
payment for public sector workers and a much higher level of repayment for employees in the private
sector appears to be appropriate while the public-private wage differentials remain wide. However, in
view of the falling donor support and ever present budgetary pressures, it is important to implement
the repayment scheme effectively and to extend it to the scholarships funded by bilateral grants. In
any event, the need for such a scholarship program should be evaluated regularly. A renewed effort
to monitor privately funded overseas students would also be useful.
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e As is the case across the whole of Government, planning and budgeting in the Education sector could
be improved by:

o Implementing the new “educational monitoring and information system” (EMIS), which has
already been developed and being tested, will facilitate monitoring and effective decision
making. For example, in both elementary and secondary education there are considerable
inequalities in the distribution of public resources between students. The EMIS could
highlight these and be used to develop and implement concrete and time-bound programs to
reduce them. Similarly, it could also be helpful in critical decisions that will need to be made
in the future regarding the modalities and scheduling for the expansion of secondary
education.

o In addition, the current presentation of budgetary data does not allow calculation of the unit
costs of schooling by level on the islands, outside of the larger schools, and makes it difficult
to compare, say, the costs of providing classes in grades 8, 9 and 10 in island schools offering
all grades, in island secondary schools, and in Malé. In tum, this hampers analyses of equity,
but also the planning of secondary school expansion. Steps need to be taken to gather and
tabulate more disaggregated education expenditure data to allow for unit cost analysis and
comparison.

o For effective medium-term planning and budgeting, there is a need to decide the details of the
strategies and the costs for improving the quality of elementary education and for the
expansion of the secondary system. The dependence on the PSIP, which covers just one year
and only the capital costs, for funding new activities (beyond the donor supported ones)
provides no incentives for forward planning.

o Finally, current budgetary reporting practices underestimate the public expenditures on
tertiary education. A clearer picture would require aggregation of the training budgets of the
Health and Education ministries in particular, and of the Government’s allocation for
overseas scholarships.

Health

24. As highlighted earlier, the Maldives has achieved impressive progress in health, nutrition, and
population (HNP) outcomes since the late 1970s. There are, of course, remaining issues/challenges to
address. One area where there is a need to follow up and further improve the hitherto excellent
achievements concerns infant and child health, with a focus on the unfinished agenda for maternal health,
malnutrition, and still high population growth rate. This can be achieved if the policy attention given to
these issues is combined with a reorientation of public expenditures. Specifically:

o Stronger financial commitment to nutrition programs, reproductive health programs (including
population), and targeted water and sanitation programs is needed.

25. A second area where more effort is needed to enhance achievements relates to observed
disparities in HNP outcomes and inequity in public resource allocations between Malé and the atolls,
especially the most vulnerable atolls. Needs-based planning and more equitable resource allocation
mechanisms are critical if the gap is to be reduced substantially in the medium-term. Accordingly:

o [tis crucial to develop and strengthen the capacity for needs-based planning at the Ministry of
Health in order to take advantage of the available atoll and island-based information. Once the
specific needs are identified and mapped, increased and targeted resource reallocation to the
atoll and island level facilities and programs will be essential to address the needs of the most
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26.

vulnerable groups. Of course, the latter effort needs to pay attention to factors affecting costs,
such as population concentration/scale economies, and transportation costs.

Also, there is a need for technical and operational refocus and renewal in the health sector to

address the impact of the epidemiological transition of the population. Specifically:

27.

It is important to reorient public health efforts to address risk factors for non-communicable
diseases. The epidemiological transition has shifted the curative care profile from health needs
that could be addressed by low-cost and cost-effective interventions to chronic diseases which
require high investigation and treatment costs. A difficult and important challenge for the health
sector would then be to address the long-term financial consequences to the health sector and the
well-being of the population.

Cost recovery policy is an area where considerable work is needed to improve the efficiency and

equity of public spending. The review identified a number of important elements that need to be
addressed to strengthen the existing systems. Specific recommendations include:

28.

©

Increasing the levels of cost recovery in the hospital sector in order to reallocate resources to the
lower levels of care delivery at the atoll and island levels and to ensure adequate expenditures for
priority programs such as nutrition, reproductive health, and water and sanitation. 1t is critical
that changes in the cost recovery system include: (i) an effective and transparent exemption
system for vulnerable groups; (ii) allow facilities to retain and recycle a share of the recovered
resources; and (iii) have prices that accurately reflect the relative costs of services.

It is important for the Government to maintain a strong commitment to the health sector, but new

processes and capacities need to be developed to improve the way allocation decisions are made. Specific
recommendations include:

The improvement of the financial management information system (FMIS) at the Ministry of
Health. As it stands, the input and cost-center based orientation of the FMIS does not allow for
program-based budgeting. It is critical for the Ministry of Health to match policy objectives with
resource allocation decisions, but the current FMIS does not facilitate this. A strengthened FMIS
will also be crucial in facilitating better expenditure decisions, particularly in addressing the
apparent imbalance between the geographic H/N/P service needs and regional public expenditure
allocations.

Ensuring expenditure balance and sustainability by always taking into account the recurrent cost
implications of new capital investments, and factoring these in the prioritization decisions. While
the lack of a medium-term budgetary framework and the separate treatment of current and capital
account budgets are system-wide issues, there is a role for the Ministry of Health in reviewing
and prioritizing capital investments in order to protect non-wage recurrent expenditures.

Developing a national health accounts monitoring system. The current health sector information
system does not allow to trace the sources and uses of resources in the sector. It reflects a health
sector with little information or coordination in terms of the various public sector entities
involved in health related spending (Ministry of Health, Ministry of Women’s Affairs and Social
Security, the Presidential Palace, and Ministry of Defense and National Security). Moreover,
little information is available on private sector spending on the health sector.
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Infrastructure

29. Infrastructure is another area where the public sector has been directly involved with sizable
programs. Land reclamation/development programs, including the ongoing, major Hulhumalé project (in
the lagoon of Hulhule, Airport island), are intended to address the critical issue of acute land scarcity.
The social housing program in Malé is supposed to tackie the capital island’s serious housing shortage
problem. And the medium- and longer-term solution adopted for Malé’s acute overcrowding problem is
the cited Hulhumal€ project. The ongoing North and South regional development program, involving
two new economic growth centers, is to support broad-based and regionally more balanced economic
growth. Aside from the national objective of achieving “equitable” growth and reduction of regional
disparities in the living standards, several market imperfections appear to have motivated the Government
in getting involved in these infrastructure activities. With the exception of few plots in Malé, all land is
state-owned in the Maldives, and the hitherto absence of an appropriate legal/regulatory framework,
which is necessary to clearly define and protect property rights such that land-use rights can become
marketable and be used as collateral, has constituted a serious constraint to efficient use of the very scarce
land. In turn, these factors create a barrier to commercial financing of housing and land development.
These difficulties are compounded further by the existing deficiencies in contract and mortgage laws and
the absence of strong debt recovery legislation.

30. In transport, the private sector is the principal service provider in sea transport, which is the most
important mode of transportation for the Maldivians. Most transport operators are in the private sector
with some involvement by public entities, none of which have monopolies. And, as in most other
developing countries, the public sector is also involved in transportation, particularly in airport
development and air transport as well as in major harbor development. Land-related property rights
constraints, the existing weaknesses in the legal/regulatory system associated with contract enforcement
and loan recovery, and the desire to benefit from scale economies appear to be the relevant explanations
for the state’s involvement in these activities. In the case of rural electrification, market imperfections,
potential externalities, and equity considerations are the principal motivation in the public sector’s
intervention in favor of the disadvantaged outer atoll communities.

31. At present, these infrastructure programs do confront the Government with important fiscal
sustainability and prioritization issues, as well as with some basic policy questions about the evolving role
of the state in some of the infrastructure activities. And there is the obvious question of the poverty-focus
of subsidized public sector programs, such the “social housing” program. The relevant assessments and
recommendations on these are summarized below.

32. Fiscal Sustainability and Prioritization of Large Infrastructure Projects:

e Itis important to have a complete and reliable costing of all the ongoing and planned
reclamation, infrastructure and superstructures for the medium-term phases/stages under various
scenarios of public sector involvement. This will help improve decisions with respect to timing
and prioritization of major public expenditure programs, and will also bring a reality check on
the appropriate role of the state. In this regard, it will be particularly critical to take into account
recurrent cost implications of these physical and social infrastructure programs.

e The Hulhumalé land reclamation/development project presents a major fiscal sustainability
challenge in the near- to medium-term, in terms of the amounts of both capital expenditure and
recurrent costs involved. The key decisions pertaining to the financing and use of the land to be
gained and developed need to be formulated carefully-- who will pay for what part of the land
and infrastructure? who will use it? how will it be distributed and paid for? what will be the
legal/regulatory framework to facilitate efficient use of the Hulhumal€ project land? These
questions point to the need for great care in developing this project, in arranging for the
financing of capital and recurrent costs, as well in addressing the key issue of establishing
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property rights for the use of the land. It would be prudent to minimize the Government’s
involvement and exposure in the Hulhumal€ project as much as possible.

o Very recently, the HDU has apparently developed the Hulhumalé Development Project
strategy further, bringing some clarity to the roles of the Government and the private
sector in the project. Accordingly, the project is now being developed as a
“corporation”, which has a business plan and has already been authorized to ‘sell* land.
Thus, the corporation will: (i) provide land for roads and public places--e.g., for parks
and mosques--at no cost; and (ii) sell land at “full cost-recovery” for public buildings
and utilities, and sell it at profit for other purposes. In the subsequent phases of the
project, the private sector will be directly involved in the development of commercial
areas as well as of housing. The Government will limit its involvement to social and
physical infrastructure. (Nevertheless, in the initial phase, the HUD is going ahead with
the construction of 280 housing units, which are more in the nature of social housing, not
necessarily targeted to the poor only).

e It is strongly advisable that the key strategic policy formulations be developed with respect to the
use of the land in the Maldives, including of course any new reclaimed/developed land. In this
regard, the recent enactment of the Land Law Act of the Maldives constitutes an important
positive step. Since the latter will become effective one year from the day it was enacted, it will
be important to pass other crucial laws as well, including the draft new mortgage law and a debt
recovery legislation. Also, it would be prudent to accelerate the ongoing efforts aimed at
strengthening the judiciary. Such an enabling environment would allow the development of an
efficient land use/tenure system with well-defined property rights that would be protected and be
marketable. The latter legal framework for land-use/housing market should be strengthened by
including a landlord/tenant law, a condominium law, and new building/housing codes. This
framework would also encourage the development of housing finance.

o Under such a setting, the Government can limit its financial involvement and exposure in the
development of the Hulhumalé project and that of the Regional Development Project (RDP). To
this end, through competitive bidding, private developers could be invited to take over the
development of Hulhumalé housing and business sites, while the Government limits its
involvement to the financing of social and some basic physical infrastructure. Once an
appropriate legal/judicial framework is in place to define and enforce property rights, then the
private sector could handle the development, sale, and rental of housing and business units.

33. Allocative Efficiency and Poverty-Focus of Public Expenditure in Infrastructure:

e The social housing program that is being implemented in Malé and considered in the initial phase
of the Hulhumalé€ project is difficult to justify, neither on allocative efficiency nor on equity
grounds. The program is not targeted to the poor alone, and appears to be benefiting mostly well-
off people. It is recommended that the cancellation of the plan to expand the “social housing”
program in Hulhumal€ be given a serious consideration. And in Malé, there appears to be a strong
case for raising the rents at the Malé Housing Project blocks, gradually towards market levels.
And once the legal framework for land use/housing market is established, the option of selling
these flats by auctioning them off could be considered. Appropriate steps could be taken to
prevent monopolistic tendencies and the concentration of ownership in the real estate market
through suitably escalating real estate taxes.

o Wealthier and relatively better off people may migrate to the new growth centers regardless, if
indeed they know that they can find better economic opportunities and schooling for their
children--as in the case of in-migration to Malé. So, why should they be supported through
subsidized housing? What may be critical for them is “access to credit” at market rates. The
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group that will need help within the context of the new National Population Consolidation
Strategy and Program is the poor. In this regard, it would be advisable that any subsidized
housing program should target this group.

e The legal/regulatory framework cited above for efficient land use/housing market would provide
the basis for radical changes in the land and property markets. New and alternative financing
options could be explored and developed, including, but not restricted to, cross-subsidization for
the poor, mortgage finance, and housing improvement loans. For example, opportunities may be
opened up for well targeted cross-subsidies from the development at Hulhumalé to island
housing, perhaps by auctioning development rights bundled with island housing construction for
the poor. There is a significant stock of empty housing on the islands, usually belonging to
families that have migrated to Malé, and the new Land Law may also encourage the owners to
sell or let out their property.

o Transport. Indications are that the role of the private sector will continue growing, particularly
in sea transport and in the establishment of simple ports and depot facilities throughout the
country. This is a healthy development, and with increases in the number of private boats and
competition, and with rising population densities, transportation costs should also become
increasingly more affordable. This would mean that public expenditures would continue to be
directed mainly to airports, air transport, and major harbors. At present, the inter-island regional
flights are subsidized by some $2,000 — $3,000 per round trip by the Ministry of Transport and
Civil Aviation (MTCA). Whilst there are plans for more domestic airports, this would, under
current pricing policies, further exacerbate the already significant recurrent subsidies, which
would generally be benefiting the relatively better off, not the poor.

o The feasibility of further investments in regional airports would have to be carefully studied
and be closely linked to the potential growth of effective demand for passenger and cargo
flights as commercial agricultural activity picks up, the implementation of the RDP proceeds,
and the location of the new tourism resort developments are decided.

¢ Rural electrification. A clear policy is required on the financing, ownership and operation of
island electricity operations. Accordingly:

o It would be appropriate and efficient to transfer the management of island electrification
loans from the Treasury to the Bank of Maldives (BOM), which has branches in the outer
atolls and already has experience in micro-credit activities supported by FAO. The
Treasury should not be involved in such loan operations. Moreover, it is also advisable
to eliminate sovereign guarantees given on electricity generator loans extended to the
Island Development Committees (IDCs). The latter, while not yet legal entities, could
provide “group guarantees” on behalf of the island communities, with the generator also
serving as a collateral.

o There is a need also for clearer agreements on the ownership and operation of island
electricity operations before any work commences. This is particularly important for the
planned Quter Islands Electrification Project. To foster community-based development
and prioritization as well as to assure cost efficiency and sustainability, it might be
preferable if systems are owned and operated by the IDCs on behalf of the island
communities. However, this approach needs to be supported by appropriate institutional
arrangements and assistance in establishing proper operation and maintenance practices.






Chapter 1
INTRODUCTION

A. Rationale and Objectives of the Public Expenditure Review

1.1 The country context. The Maldives consists of about 1200 low-lying, small coral islands
dispersed over 500 miles from North to South in the Indian Ocean. There are 199 islands inhabited by
about 275,000 people and another 84 islands developed as enclave resort islands. Population sizes of
inhabited islands vary significantly, ranging from less than 150 people to about 75,000 in Malé, the
capital island. With its small size and highly dispersed population and land mass, the Maldives is unable
to benefit from scale economies to the same extent that other countries do. Naturally, transportation costs
are high and there are other barriers to the mobility of its people and goods. Also, almost everything is
imported. These structural constraints highlight the unique challenges facing the Government of
Maldives, including the high unit costs of providing social and infrastructure services and of creating
income and employment opportunities, particularly in the outer atolls. It is not surprising, therefore, that,
as in other small and dispersed island economies, in the Maldives public expenditures are sizable,
amounting to about 40 percent of GDP.'

12~ Under good economic management and generous donor support, and helped by its rich marine
resources and dynamic tourism, the Maldives has achieved strong economic performance since the late
1970s, with real GDP growth averaging over 9 percent annually and real per capita income growing well
over threefold (more details in Chapter 2 below). In parallel, the Maldives has also made significant
social progress. During 1977-1997, life expectancy at birth increased by 16 years, reaching 62 years;
infant mortality was halved to around 627, and the crude death rate fell from 38 to 5 per thousand; the net
primary school enrollment rate increased from 38 percent to 93 percent of the age group, while the adult
literacy rate rose to 98 percent, thanks to the non-formal adult literacy program. During the same period,
there was a significant reduction in Maldives’ very high population growth rate, which fell from over 3
percent in the 1980s to around 2 percent according to the results of the 2000 population census.
Maldivian women are considered among the most emancipated in the muslim world, and there is no
institutional discrimination along gender lines in access to education and health services and for jobs in
the public sector.

1.3 Economic growth and regional disparities in income poverty. Sustained high economic
growth has increased Maldives’ per capita income significantly over the last two decades, raising it to
around $2,000. However, due to the highly dispersed nature of inhabited islands and significant
differences in the growth rates of principal economic activities, average growth of per capita income
levels of the communities in the outer atolls have been lower than in Malé and the nearby atolls. This is
not unexpected given that Malé€ is the country’s dynamic commercial and financial center, with a well
developed sea port and the country’s international airport next to it. Until now, this has naturally led to
the development of the tourist resort islands in the atolls around Malé. As such, Malé and nearby atolls
have benefited more from the direct as well as indirect spill-over effects of faster growth in tourism, trade,
construction, transportation, and other services. In contrast, the communities of the mostly small outer
islands, where over two-thirds of the population live, rely mainly on fisheries and simple agriculture. The
latter activities have grown at an annual average rate of 3 percent during the last decade, while tourism
has grown three times faster. Thus, notwithstanding the remittances sent by the family members working
on the resort islands and for the international shipping lines, the limited income earning opportunities as

! Total government expenditures are well over 50 percent of GDP 1n Belize, Seychelles, St Vincent and the Grenadines, and over 40 percent of

GDP in Fiji
% Source Republic of Maldives Vulnerability and Poverty Assessment, Ministry of Planning and National Development and Umted Natons

Development Programme, 1999



2 Chapter 1 - Introduction

well as the high cost of transportation and the absence of scale economies in most of these sparsely
populated outer islands appear to have led to considerable disparities in average income levels between
Malé and the outer islands.’

14 The economic and social progress achieved so far notwithstanding, there is still substantial
incidence of income poverty in the Maldives, particularly in the outer atolls. This is verified by the
findings of a comprehensive benchmark study that was carried out recently.* The latter study was based
on a 1997/98 vulnerability and poverty survey which covered all the inhabited islands. The results
indicate that 22 percent of Maldives’ population falls below the (Iower) national income poverty line of
Rf10 per person per day (about $0.78), while the incidence of income poverty jumps to 43 percent of the
entire population when the higher income poverty line of Rf15 per person per day ($1.17) is taken. In the
outer atolls, the incidence of income poverty for both income poverty lines is found to be 2 ¥: times that
of Malé. The findings indicate that over 85 percent of income poor live in the outer islands.

1.5 Regional disparities in incomes and economic opportunities and the high incidence of income
poverty in the outer atolls are well recognized by the Government, and efforts are being made to address
these through the development programs targeting the atolls. Such efforts will help improve the
standards of living in the outer atolls by creating opportunities for employment and income earning
activities, and thus play a critical role in reducing poverty in the outer atolls. In parallel with this
increasing focus on the atolls, the size of social expenditures increased from 31 percent of total
government expenditures (11.2 percent of GDP) in 1995 to 41 percent in 2000 (or 17.5 percent of GDP),
with many programs in education, health care, and community development directed to the atolls. These
programs are critical in enhancing human capital and raising living standards of the island communities.
The atolls are also benefiting from some infrastructure programs, including rural electrification, potable
water, and transport. Indeed, the improving trends in the infant mortality rates and life expectancy in the
atolls in tandem with the national trends reflect the positive impacts of these efforts. Notwithstanding
these improvements, the existing regional disparities and the fairly high incidence of income poverty in
the outer atolls remain a key development challenge to tackle.

1.6 The critical role of well targeted public expenditures. Public expenditures constitute a
powerful government instrument in advancing national development objectives. To the extent that these
expenditure programs are selected on a sound-basis to justify government intervention, and designed and
prioritized for development effectiveness, they would help facilitate sustained economic growth and
reduce poverty. Growth-oriented and poverty-focused public expenditure programs could play a
significant role in the overall development of the country and in raising the living standards of the poor.
When designed well, such programs facilitate high growth and enable the poor to participate in the
growth process through improved access to quality social services, critical infrastructure, and financial
resources. Accordingly, public expenditures should be funding programs that provide core “public”
goods/services and strong externalities, and generate benefits for the poor. Also, these expenditures
should not be used for the provision of private goods/services which can be adequately and more
efficiently supplied by the private sector.

1.7 As noted above, the budgetary expenditures are substantial in the Maldives, averaging around 40
percent of GDP in recent years. This is a significant amount of resource. Public expenditure
management therefore assumes an even more central role in the Maldives in pursuit of the key
development objectives. Such amounts of public expenditures are large enough to make a substantial
impact on economic growth and poverty, notwithstanding the high cost of transportation and the inability
to benefit from scale economies. Given that one half of the outer atolls’ population is income poor, it is
critical that public resources are deployed in the most effective way to help reduce regional disparities in

3 According to the finding of the 1997/98 survey, the average household income (per capita/per day) was about 75 percent higher 1n Malé than in
the atolls; source “Vulnerability and Poverty Assessment”, ibid, page 19
* Vulnerability and Poverty Assessment (1999), 1bid
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access to social services and physical infrastructure and for funding well-targeted interventions in the
outer islands.

1.8 The rationale for and objectives of this public expenditure review (PER). The principal
objective of this PER, which is a first for the Maldives, is to support the Government in its effort to further
strengthen the development effectiveness of public expenditures and thus also help in the implementation
of Maldives’ poverty reduction strategy (PRS). To enhance its usefulness and effectiveness, the PER has
been jointly carried out by a task team consisting of members from the Government, the World Bank, the
Asian Development Bank (ADB), and with support from the International Monetary Fund (IMF). It is
comprehensive and serves several purposes. First, it provides an assessment of sectoral allocations of
public expenditures, focusing on their growth and poverty orientation within the context of their rationale
for public sector intervention, prioritization, and quality. Second, it helps in identifying under-funded
areas that are critical for economic growth and poverty reduction and thus should also facilitate more
effective donor coordination. Third, the findings of the PER would inform future donor assistance,
including those of the World Bank and the ADB, and thus will be helpful in targeting donor assistance in
the Maldives, including lending. Finally, the PER work itself has served as a capacity building exercise
for the key Ministries and Departments in the Government. Drawing on the PER’s findings with respect
to the institutional aspects of budget and budgetary processes and on the findings of World Bank’s
recently completed Country Financial Accountability Assessment (CFAA) report, the World Bank plans
to support institutional capacity building in public expenditure management through an IDF supported
technical assistance (TA).

B. The Unifying Theme and Focus of the Other Chapters

1.9 The unifying theme of the PER is the growth and poverty focus of public expenditures, evolving
around the question of how effective public expenditures are in addressing Maldives’ overriding objective
of reducing regional disparities and income poverty, particularly in the outer atolls. Since macroeconomic
stability is a key prerequisite for sustained high economic growth and poverty reduction, the soundness of
the fiscal framework and the issues of fiscal sustainability and contingent liabilities are examined in
Chapter 2. The latter chapter also looks at the allocation of public expenditures along the key economic
categories (such as current and capital spending, salary/wage costs versus other spending etc.) as well as
by major sectoral (functional) break-down, with specific recommendations for reform measures.

1.10  Chapter 3 focuses on the institutional issues and challenges faced in public expenditure
management (PEM), including in: the coordination of public expenditure decisions and budgeting; the
integration of the budget’s current and capital accounts and moving towards the implementation of a
medium-term expenditure planning and budgeting framework; achieving efficient service delivery; and in
auditing, monitoring, and evaluation of public expenditures. Chapter 3 identifies some of the key
institutional changes that are needed to: strengthen PEM and thus ensure high development impact;
improve the expenditure information and tracking mechanisms; and enhance transparency/accountability
in the use of public resources. Sectoral allocations of public expenditures are evaluated in Chapter 4,
with particular focus on education, health, and infrastructure. Leaving aside “general administration and
public order/internal security”, the three cited sectors are the most important spending sectors. Sectoral
public expenditures are evaluated in terms of: (i) their rationale for public sector intervention—is it
market failure (allocative efficiency) or distributive (equity)?; and if there is a rationale, (ii) what is the
appropriate instrument (for achieving technical efficiency) --public provision, subsidy, contracting out (to
the private sector or NGOs), or decentralization; and (iii) their impacts/outcomes. Such assessment of
public expenditures is useful to establish how much room there is to rationalize and re-orient public
expenditures towards programs with stronger development impact and with benefits for the income-poor,
particularly in the outer atolls. Chapter 5 is the concluding chapter. It summarizes the overall reform
priorities and discusses the planned next steps to disseminate the findings and the follow-up support
activities to implement some of the recommendations.






Chapter 2

BUDGETARY REVENUES, EXPENDITURES, AND
FISCAL SUSTAINABILITY

A. Macroeconomic Context

2.1 Overview. Government’s good economic management and generally prudent macroeconomic
policies have been a key factor in underpinning Maldives’ strong economic performance and
improvements in social indicators. While maintaining macroeconomic stability and ensuring considerable
certainty in the policy environment, the Government has adopted a pragmatic approach to the role of the
state in economic activity and in the provision of social/infrastructure services. The Government has
shown flexibility and determination in responding to short-term destabilizing external shocks with
difficult fiscal and monetary adjustment decisions, as occurred in the early 1990s." It has pursued an
open, export-oriented growth strategy, and a liberal labor market access policy that allows expatriate
workers to fill important skill gaps. And in further liberalizing the economy, the Government has been
following a gradual and selective approach, while also creating more room for a growing and maturing

private sector.

2.2 Another important factor that has contributed to Maldives’ strong economic and social
development has been its access to concessional donor assistance. In the 1990s, donor support provided
relatively significant amounts of resources, enabling the Maldives to undertake some priority
development programs that would not have been feasible with the available Government tax and non-tax
resources. Bilateral grants and concessional loans supported a significant portion of public expenditures
in the priority areas, with the coverage ranging from 34 percent to 14 percent of total expenditures since
1995. However, in recent years donor assistance has started leveling off, and both its level and relative
size as a percentage of GDP are showing declining trends, which may continue in the future. Donor loan
(gross) disbursements plus bilateral official grants fell from over 12 percent of GDP in 1995 to about 6
percent of GDP annually in 1998-2001 (Table 2.1). 2 This, of course, highlights the crucial importance of
better prioritization of public expenditures and also points to the urgency of strengthening Maldives’ tax
system with a view to expanding its narrow base in the period ahead (more on this below).

a. Recent Economic Developments

23 During the last couple of years, economic performance has been affected by external shocks,
including a deterioration in the terms of trade, and by an expansionary turn in fiscal policy. Following a
7.4 percent economic growth in 1999, GDP growth slowed in 2000 to 4.6 percent and further down to 2.1
percent in 2001. Several developments contributed to this outcome, including: a decrease in fish catch; a
sharp slowdown in the construction activity with the completion of several new resorts; and a shortening
in the average length of stay of tourists. Stronger economic growth was expected in 2001 based on the

' For further details, see World Bank (1999), Maldives Country Economic Memorandum- Policies for Sustawmng Econonyuc Growth

2 The Statistics Section of the Ministry of Planning and National Development initiated a mayor effort 1n 1996 to improve Maldives' National
Accounts (NA). This work, supported by an Asian Development Bank TA, will be completed in 2002 A key objective of this major exercise
has been to move closer to the 1993 System of National Accounts by improving the coverage of all the economuc activities on the production
side The base for the real GDP senes has also been changed from 1985 to 1995. The results of these efforts are now being used 1n the official
documents and being shared with the donors However, the revisions have been applied only from 1995; consequently the pre-1995 NA figures
are not directly comparable with the revised NA statistics for the period since 1995

The updated national income figures show significantly different (higher) nomunal GDP levels Compared to the old GDP series, the revised
GDP figure for 1995 is 34 percent higher, and that for 1999 is 42 percent higher Real GDP growth rates are not much different The other
importaat result concerns the structure of the economy. the new senes indicate that tourism accounts for 33 percent of GDP, as opposed to 18
percent shown by the old GDP senes, and the share of fisheries is down from about 9 percent of GDP 1n the old senes to around 6 percent of
GDP 1n the new senes.
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observed pick-up in tourism and construction activities through August 2001. However, in the aftermath
of the events of September 11, the GDP growth performance weakened further in 2001 as tourist arrivals
fell; (see Table A.1 in Statistical Appendix for details on recent macroeconomic developments).

Table 2.1: Summary of Government Finances

1995 1996 1997 1998 1999 2009 2001 /a
(In percent of GDP)
Total Revenue and Grants: 29.9 28.9 31.0 31.8 338 36.0 36.0
Current revenues 256 244 280 29.1 313 334 332
Tax revenue 13.5 13.2 147 149 14.8 154 149
Non-tax revenue 120 112 134 14.2 164 18.0 18.3
Capital Revenue 0.1 01 01 00 01 0.1 02
Grants 42 4.5 29 2.7 25 25 25
Expenditure and net lending 36.3 314 323 33.8 38.1 40.8 41.3
Current expenditure 186 176 201 214 235 284 289
Capital expenditure 17.8 136 128 134 144 131 12.8
Net lending -0.2 02 05 -10 02 -0.7 -04
Current account bal. (Gov. saving) 70 6.8 8.0 77 78 5.0 42
Overall balance [deficit (-)) 6.4 2.5 <14 20 43 4.9 -5.3
Overall balance (excluding grants) -10.6 -7.0 -4.2 -4.7 -6.7 7.4 8.0
Primary deficit (including grants) -4.8 -1.0 01 07 -28 -33 37
Financing: 64 25 14 20 43 49 53
Foreign financing 6.3 30 29 21 09 01 31
Domestic financing 00 05 -1.5 -0.1 34 48 22
Total Debt (end of period). 472 42.1 40.3 429 4.3 45.5 48.6
Of which- foreign 246 244 254 268 256 25.5 272
Memorandum items-
Nominal GDP (in million rufiyaa) 4,714 5,419 5,894 6,070 6,583 6,598 6,989
Nominal exch. rate (Rufiyaa/USS$) 11.77 1L.77 1177 1177 1177 1177 12.24
Grants+gross official loan disburse :
(a) in mullions of US dollars 488 458 45.0 39.8 314 26.5 384
(b) in percentage of GDP 12.2 9.9 9.0 717 56 4.7 6.7

Source: Ministry of Finance and Treasury, and Ministry of Planmng and National Development, IMF.
/a Provisonal

24 Fiscal expansion and weakening macroeconomic balances. Fiscal expansion, which started in
1999, continued in 2000 and 2001, resulting in substantial expenditure overruns (see Table 2.2). Current
expenditures increased, in nominal terms, by 19 percent in 1999 and by another 21 percent in 2000 and by
about 8 percent in 2001, with the current spending-to-GDP ratio rising by 7.5 percentage points in three
years to 28.9 percent of GDP. This reflects the sharp increases observed in general administration and
social services expenditures. Apart from a 35 percent increase in government salaries/wages effective
from September 1999 (the first such increase since the early 1990s), one major contributing factor to this
expenditure surge was a 32 percent jump in government employment (Table A.2 in Statistical Appendix)
during 1998-2001. While a steady increase in the number of social sector personnel (particularly of
expatriates) has been an important factor in this expansion with the opening of the new regional schools
and hospitals, the latter explains only 41 percent of the growth in government employment since 1998;
(though, it would explain a larger share of the expansion in current expenditures). Besides the social
sectors, however, there has been a considerable expansion in current spending/employment in the general
services, including “public order and internal security” (Table A.6 in Statistical Appendix). In the future,
it will be important to contain the growth of current expenditures--particularly in the general public
services, which already absorb over 42 percent of total current expenditures (12 percent of GDP). These
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recent current expenditure overruns also underscore the critical importance of integrating current and
capital expenditure decision processes, such that current expenditure implications of new investment
projects are fully considered in expenditure decisions and prioritization.

25 Compared to 1998, in 2000 the budget deficit increased 2 ¥ times to 4.9 percent of GDP.” The
deficit reached 5.3 percent*of GDP in 2001. Foreign financing (from concessional and other loans)
covered only one-fifth of the deficit in 1999 and, as a result, a sizeable recourse to monetization of the
deficit through the (automatic) central bank financing from the Ways and Means Account (W&MA) took
place.> The monetization of the budget deficit continued in 2000 and 2001. More than half of the budget
deficit was financed once again through the W&M borrowing from the Maldives Monetary Authority
(MMA) in 2000, and this source financed over 40 percent of the deficit in 2001. Improvements in fiscal
revenues and containment of capital spending led to a budget deficit outturn of less than the initial
budgeted amount of over 8 percent of GDP in 2001 (see Table A.1 in Statistical Appendix for details).

Table 2.2: Differences in the Budgeted and Actual Figures

1997 1998 1999 2000 2001
Budget Actual Budget Actual Budget Actual Budget Actual Budget Actual
(Percent of GDP)

Total rev and grants 293 31 327 318 315 338 367 360 356 36.0
Tax and non-tax rev. 262 28 297 291 2917 313 341 334 331 332
Grants 3.1 29 3 27 18 25 26 25 24 26
Expend and net lending 32 323 34.1 338 344 381 379 408 437 413
Current expenditure 189 20.1 208 214 207 235 26.0 284 265 289
Capital expenditure 13.1 128 133 134 14 14.4 13.1 131 178 128
Qverall balance [deficit] 27 -1.4 -14 -2 29 43 -12 -49 -81 53

2.6 In the Maldives, the import content of public expenditures is very high, particularly that of capital
spending. Thus, the expenditure overruns of 1999-2001, coupled with adverse external developments (oil
price increases, the sharp fall in international tuna prices, and the events of September 11), led to a
significant expansion in the external current account deficit. The latter, after registering more than
three-fold increase in 1999 to almost 15 percent of GDP, fell to 9.5 percent of GDP in 2000 due to the
decrease in the imports of construction material with the completion of the new resorts and then surged to
almost 11 percent of GDP in 2001. Private capital inflows and reductions in the net foreign asset
holdings of commercial banks covered the bulk of the external current account deficit in 2000, thus
limiting the depletion of the official reserves to a fairly small amount. This helped in maintaining the
import cover of gross official reserves at around 3.3 months of imports. However, in 2001 there was a
$30 million reserve loss, which reduced the import cover to only 2.5 months of imports. With the
exchange rate being fixed and pegged to the U.S. dollar, the adverse spill-over effects of the continued
fiscal expansion and of adverse external shocks eventually reached the foreign exchange market, leading
to 8-12 percent premium in the parallel market exchange rate in the first half of 2001, as the MMA
remained conservative in selling foreign exchange to the commercial banks.

2.7 The rate of inflation has remained moderate in recent years. Inflation (CPI-based) was 3 percent
in 1999, and it showed a negative (1.2 percent) change in 2000. The latter fall in the domestic price level
was linked to the falling (US dollar) prices of imported goods due to a strong dollar. In 2001 inflation
was below 1 percent (Table A.1 in Appendix). Maldives' real effective exchange rate (REER)

3 The latter amounted to 8 0 percent of GDP, when grants are treated as a financing 1tem

* Or 77 percent of GDP, when grants are excluded

* In the Maldives there is a provision to finance any deficit between domestic revenue and domestically funded expenditures through an overdraft
facility called the Ways and Means Account. Borrowing from thus account, which is provided by the Maldives Monetary Authonity (MMA) --at 6
percent interest-- may be for any duration and there is no legal imit to the amount of borrowing.
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appreciated by 4 percent in 2000, as the dollar strengthened against other currencies. In any case, the
Government effected a 9 percent devaluation from July 25, 2001.

B. Issues In Budgetary Revenues, Expenditures, And Financing

2.8 Against the background of recent macroeconomic developments, some of the key budgetary
challenges faced in consolidating Maldives’ fiscal framework--broadening the revenue base,
strengthening expenditure controls, and improving deficit financing--will be discussed below. These
issues are taken up together with the coverage of Government’s efforts to address them, and specific
recommendations for additional fiscal actions are also presented. At this point, it should also be noted
that in what follows, the focus will be on the Government budget. There are serious constraints to
consolidating the overall “public sector” finances in the Maldives. Atoll administrations, which are
extensions of the central government in the outer atolls, rely on the Government allocations to carry out
their expenditures, which are incorporated in the government budget. Their revenue collection and self-
financed expenditures are reportedly negligible, and firm information on the latter is not readily available.
This points to the need to improve public accounts and to cover and monitor revenues/expenditures at all
levels of government. Regarding the state-owned enterprise (SOE) sector deficits and financing, the lack
of information/clarification on all the transactions taking place between SOEs and the Government via the
budget makes the consolidation of their accounts very difficult. However, the issue of quasi-fiscal
deficit/contingent liabilities associated with the activities of Maldives’ SOEs is covered below.

a. Budgetary Revenues

29 Import duties and tourism taxes make up the bulk of Maldives’ tax system,® while dividends from
the state-owned-enterprises and resort lease rents are the principal sources of non-tax revenues. Tax
revenues amount to about 15 percent of GDP (Table 2.1).” In the second half of the 1990s, total
budgetary revenues increased from about 26 percent of GDP in 1995 to about 33 percent in 2001, with
over 6 percentage point of the latter increase coming from non-tax revenue sources (Table 2.1).
Additional resort lease rents collected from the recently completed 14 resorts have contributed to the
rising share of non-tax revenues, which increased from 47 percent of total revenues in 1995 to 55 percent
in 2001. In addition to the country’s own budgetary resources, the Maldives has benefited from fairly
generous bilateral grants, which have provided additional budgetary resources in the range of 34 percent
of GDP in recent years (Table 2.1 and Chart 2.1).

Chart 2.1: Budgetary Revenues and Official Bllateral Grants
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2.10  The structure of the economy as well as the institutional capacity limitations have so far shaped
the budgetary revenue base and the tax structure in the Maldives. The economy is very open, reflecting
the fact that the country needs to import almost everything and the two leading sectors--tourism and
fisheries--are export-oriented. In 2001, imports of goods and non-factor services amounted to 80 percent
of GDP, while exports of goods and non-factor services stood at 82 percent of GDP. Naturally, given the

¢ Other (minor) taxes include. the 25 percent bank profit tax, which 1s currently the only income tax in the Maldives; motor vehicle taxes;
revenue stamps, and license fees and company registration fees There 1s also a $10 airport tax, but proceeds are kept by the Airport Authority.
7 Note that in Belize the tax revenue-to-GDP ratio 1s about 40 percent of GDP, 33 percent 1n Seycheles, and 31 percent 1n Fij.
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importance foreign trade and the ease of tax collection on foreign trade, import tariffs® have become the
most important budgetary revenue source, accounting for 63 percent of tax revenues.” Tourism, as the
most developed and dynamic growth sector of the economy (accounting for 33 percent of GDP in 2001),
has become the second most important source of tax revenue through a flat tax of $6 per person/per
day/per room,; (the latter tax has remained fixed at this nominal level since 1988). And together with the
non-tax revenues collected from the resort lease rent and resort land rents, tourism now generates over 32
percent of total budgetary revenues'’--amounting to 11 percent of GDP in 2001."

2.11  The other important source of budgetary revenue is the dividends--accounting for 31 percent of
non-tax revenues--collected from the state-owned enterprises (SOEs). Public enterprises operate in most
of the key sectors and dominate some activities, including public utilities, processing and exporting fish,
import/wholesale/retail of many merchandise items, and social services. Concerns about the limited
capacity of the private sector, possibilities of private monopolies due to the small size of the domestic
market, and the desire to benefit from potential scale economies in production and in international trade
have been among the factors that explain Maldives’ sizable SOE sector. Various Government
policies/interventions have been instrumental in making most of the SOEs profitable and thus also
facilitating the flow of dividends to the budget. For example: SOEs benefit from explicit/implicit
subsidies because until recently--January 2002--they did not pay rent for the state land that they use, and
many SOEs benefit from government guaranteed domestic and external loans; some are granted
monopoly privileges; and the Government remains a major buyer of these SOEs."?

2.12  Leaving aside the bank profit tax (fixed at 25 percent of profits), there is no income tax system in
the Maldives. Similarly, there is no goods and services tax (GST). Some of the key reasons behind
Maldives’ very narrow tax base include: the relatively undeveloped nature of the rest of the domestic
economy; the generally poor state of accounting practices and book-keeping; and limitations of the
institutional capacity in the Government, including the nascent state of the tax administration. These
constraints explain why the Maldives has until now relied on the two major taxes--customs duties and the
tourism tax--which have served the Government’s revenue needs at low administrative costs. However, it
has al.o become clear that it is time to broaden Maldives’ tax base beyond these two taxes to reduce its
vulnerability to external shocks and improve its robustness and equity aspects.

2.13  Aside from the variability of tariff revenues due to external shocks, there is a possibility that
revenues from customs duties may be adversely affected if and when South Asia Free Trade Area
(SAFTA) is established. With zero tariffs on imports from other SAFTA countries--which now account
for over 20 percent of Maldives’ imports--budgetary revenues, ceteris paribus, could fall. Negative
external shocks--such as the events of September 11 or economic slowdown in Europe--do affect tourist
arrivals and thereby revenues from the tourism tax. The volatility and the likely downward trend in
bilateral grants with the imminent graduation of the Maldives from the LDC status exacerbate the
vulnerability of Maldives’ fiscal balances further.

2.14  Revenue mobilization efforts. The Government has long recognized the need to strengthen
budgetary revenue base by improving non-tax revenue performance and by broadening the tax base, while
also strengthening the newly established Department of Inland Revenue (DIR). In 2001, the Government
initiated adjustments in various fees and charges--including the rates for stamp duty, commercial land
lease, non-fishing vehicle registration fees, secondary school fee, and business fees for retail/wholesale

¥ Currently, the (unweighted) average import taniff rate is around 20 percent, and there are customs duty exemptions--granted mainly to tourism
and agniculture activities--on imports of capital goods and mputs for agriculture Note also that revenues from export taxes are neghgible

° In the Maldives customs duttes are levied basically for revenue purposes as there is not much to protect As such, tanffs are also serving as
sales/excise taxes

% Thus 1s excluding customs duty proceeds collected on merchandise imports destined to tourism resorts.

" The proceeds of the $10/per person airport tax go to the Awrport Authorty, instead of the treasury)

2 For a detailed coverage of Maldives’ SOE sector and recommended actions, see World Bank (1999), Maldives Country Economic
Memorandum Policies for Sustaining Economic Growth, pages 16-18



10 Chapter 2 - Budgetary Revenues, Expenditures, And Fiscal Sustainability

trade. These measures, although they will help, are not expected to generate significant amounts of
additional revenue. A more important and crucial measure, however, would be the introduction of simple
income tax and a GST. The Government has been contemplating to introduce a business profit tax and a
property rental value tax for sometime. The relevant tax legislation have apparently been drafted for these
two taxes, and they have been awaiting reviews and submission to the Parliament. :

2.15 In view of the vulnerabilities cited above, it would be prudent to take action in the tax front soon.
Accordingly, it is highly recommended that the following measures are given a serious consideration:

e Converting the fixed fourism tax, which has remained at $6 since 1988, to an ad valorem rate',
while ensuring also that its real value is at least restored; once the planned corporate profit tax is
introduced, then the tourism tax could be abolished. (The IMF staff calculations indicate that just
restoring the real value of the flat tourism tax to its 1988 level would generate additional revenues
amounting to over 2 percent of GDP)."

e Strengthening the Department of Inland Revenue (DIR) through training, hiring of qualified new
professionals, including long-term resident advisors, such that it could effectively manage the
consolidation of the existing taxes and the implementation of the new ones.

e Completing the necessary reviews/revisions of: the draft Business Profit Tax, the draft Property
Rental Value Tax, and of the draft Tax Administration Bill; and introducing them as soon as
possible. The introduction of a corporate profit tax will also enable the Government to stop
relying on SOE dividends as a source of revenue and pave the way for the privatization of
commercial SOEs.

o Preparing a (low rate) GST, initially to be levied at the wholesale/import level, and introducing it
as soon as the DIR strengthens its capacity and gains more experience. It is important to note that
if SAFTA becomes a reality, a GST could provide the needed revenue cushion even when import
tariffs are reduced to zero on imports from other SAFTA countries. Related to this, with the
introduction of a GST, the customs duty structure could be simplified further towards a low and
uniform rate. Such a tariff rationalization would also reduce SAFTA’s potential “trade diversion”
effects.

e  And the existing tariff exemptions should be removed as part of a tariff rationalization drive; this
would also help towards revenue effort. ( Calculations by the IMF staff show that the existing
tariff exemptions cause a revenue loss of about 5 percent of GDP, and that the introduction of a
uniforrlrsl 5 percent minimum tariff could generate additional revenues of about 1.5 percent of
GDP).

b. Expenditures: Aggregate Level and Allecations to Major Economic Categories

2.16  Asin many small island economies with dispersed populations, public expenditures have been
substantial in the Maldives, amounting to 42 percent of GDP in 2001 (Table 2.1 and Chart 2.2). High
transportation costs, inability to benefit from scale economies, and the need to import almost everything,
including the hiring of a sizable expatriate work force all contribute to higher (three to four times) unit
costs in the provision of social services and infrastructure in the outer islands. Beyond these factors that
explain why inherently public expenditures are relatively high in the Maldives, several recent

13 Moving to an ad valorem rate tax will not only protect the real value of tournism taxes, but will also eliminate the discriminatory treatment of
relatively cheaper hotels/resorts.
" The IMF, Maldives—Staff Report for the 2000 Article IV Consultation, August 14, 2000, pages 10-11.
15
Ibid.
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developments in the pattern of government expenditures deserve attention in view of their implications
for fiscal sustainability as well as for the development effectiveness of public expenditures.

2.17  Rapid expansion in current expenditures and stable capital expenditures. As highlighted in
Section A above, total government expenditures have been on a rising trend since 1996, showing
particularly strong expansion during 1999-2001for reasons given earlier. As a result, total budgetary
expenditures increased from about 31 percent of GDP in 1996 to 42 percent of GDP in 2001, an 11-
percentage point increase in five years (Chart 2.2).'® The major underlying push came from rapidly
expanding current expenditures. Indeed, current expenditures showed a steady and strong expansion
throughout the second half of the 1990s, rising from about 51 percent of total expenditures (or about 19
percent of GDP) in 1995 to over 69 percent of total expenditures (29 percent of GDP) in 2001. Several
developments, including a 55 percent increase in government employment over a six year period (1995-
2001), the 1999 salary increase mentioned earlier, and the sharp increase in the public order/internal
security expenditures explain the recent extraordinary jump in current expenditures. Personnel expansion
has resulted in ever increasing levels of payments to the government employees, which were already very
sizable. The level of personnel emoluments (salaries/wages plus various other allowances/entitlements)
increased from 40 percent of current expenditures in 1996 to about 45 percent in 2001, while expenditures
for “repairs and maintenance (R&M)” remained at around 4.3-4.9 percent of current expenditures despite
expanding physical infrastructure and capital equipment stock."’

2.18  Such a rising current expenditure trend is not sustainable and, unless contained, it could
crowd out resources for the priority development programs, given that there are constraints on
potentially available non-inflationary resource envelope. As experienced recently, with the rising fiscal
deficit comes weakening macroeconomic framework, external and internal instability. In addition, efforts
to bring about fiscal adjustment tend to push the burden of fiscal adjustment on critical expenditure
categories, such as social sector programs and non-wage R&M activities and capital expenditures in
general.'® Aside from low priority expenditures and overstaffing issues, there is also an underlying
fundamental weakness in Government’s current public expenditure management (PEM) practice, and that
is the disconnect between capital and current expenditures. This issue is addressed in Chapter 3. Rapid
growth in capital expenditures without careful prioritization and little attention to recurrent spending
implications could seriously undermine sustainability of fiscal balances.

2.19  With respect to Government’s capital spending (which hovered around 13-14 percent of GDP in
1996-2001), it is worth noting that, because of the smallness of the country, there is also an element of
bulkiness and thereby cycles of faster and slower growth (or even contraction) in public sector capital
spending. In the first half of the 1990s, there were several physical and social infrastructure projects
undertaken by the Government, followed by a period of slowdown. Indeed, as noted earlier, part of the
reason for the rapid increase in the Government employment that accelerated in the second half of the
1990s was the expansion of the education and health facilities. Nonetheless, the latter does not explain all
the increase in the size of civil service. The other explanation for the slowdown in government capital
spending in the mid-1990s is the expansion of the private sector investment in utilities, sometimes in joint

' Note that after a fairly expansionary fiscal stance observed in 1995, the Government had subsequently pursued fiscal ughtening until 1999,
with the fiscal adjustment comung mainly from the falling share of capital expenditures.

7 Source. Government Budget in Statistics, recent Financial Year 1ssues, Table 3.06

' Note that the significant fiscal expansion (and large fiscal deficit) of 1995 was a result of large increases 1n both the current as well as caprtal
expenditures The expansion 1n current spending reflected the continuation of the rising trend in that category, whereas the jump in capital
spending must have resulted from some lumpy new project(s), which also appear to have had their external financing as shown by the sudden rise
1 foreign financing of the deficit. It1s also worth highlighting, however, that after 1995, as part of fiscal adjustment , there was nevertheless a
significant slowdown in capital expenditures, which remained well below the 1995 level for three consecutive years both in absolute and relative
terms during 1996-98 (Table 2 1)
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ventures with the Government. The latter development is reflected in falling share of capital expenditures
in “economic activities”--such as fisheries/agriculture, tourism, and trade/industry (see Table A.7 in
Statistical Appendix).

Chart 2.2: Government Expenditures
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2.20  Inter-sectoral allocation of public expenditures. To fully capture the actual expenditure
decision trade-offs and priorities and the emerging pressures, it is important to look at the changing
pattern of sectoral allocation of public expenditures over time. Such information is summarized in Table
2.3 below."” The data, consistent with the high priority given to the human development objectives,
clearly indicate that the level and relative size of public expenditures in social sectors, particularly for
education and community programs, expanded significantly in the second half of the 1990s--rising from
11.2 percent of GDP in 1995 to 16.4 percent of GDP by 2001. And more than four-fifths of the latter
increase was due to the expansion in current expenditures, mostly associated with the increases in the
number of employees in education and health. As expected, the relative share of public spending in
“economic services” has declined--from over 12 percent of GDP to 6 percent of GDP--as a result of the
increasing role of the private sector and of private-public sector joint ventures in utilities. Under this
category, the most important sector for public expenditure has been transportation. Since sea transport is
carried out by the private sector, airport expansion activities and port development have been the two
dominant areas where public sector spending has specifically focused (details are in Chapter 4).

2.21 However, as highlighted earlier, there was also a sharp increase in government spending in the
“public services” area, which rose from 11.3 percent of GDP in 1995 to 17.4 percent of GDP in 2001,
now absorbing 42 percent of total government spending. “Public services”, which account for almost half
of the government employment--exceeding by far the number of people employed in education/health--
include general administration and public order and internal security. The general administration
includes President’s Office, many of the ministries, Boards, Departments, and the courts. And the
spending on “public order and internal security” includes law and order as well as defense spending. The
latter also covers “coast guard” activities, which appear to be sizable given the large size of Maldives’
Exclusive Economic Zone. While the details of public services spending are not available, undoubtedly it
has been increasing at an unsustainable rate in recent years, as also reflected by a 48 percent expansion in
the number of people employed in the general services category during 1995-2001 (see Table A.2 in
Appendix). Such rapid expansion must have crowded out some priority spending. Indeed, while it is

' And detailed 1n Table A 6, Table A 7, and Table A.8 in Statistical Appendix
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difficult to ascertain about the development priorities of what might have been given up, it seems that one
outcome of the rising “public services” spending was the decline in the relative size of capital spending in
the second half of 1990s (Table 2.1).

Table 2.3: Inter-sectoral Allocation of Total Government Expenditures: 1995-2001

1995 1996 1997 1998 1999 2000  2001/a
(Percent of GDP)
Total Expenditure 364 312 329 34.8 379 41.5 417
Public services. 11.3 11.2 13.0 131 16.1 17.6 174
General administration 7.0 66 73 70 81 108 11
Public order and internal secunty 43 45 57 6.1 80 6.8 63
Social Services: 11.2 10.6 12.7 16.4 15.5 17.3 164
Education 47 4.6 54 7.1 6.8 82 76
Health 37 35 36 37 39 45 43
Social security and welfare 11 09 1.1 12 11 12 10
Community programs 1.7 17 26 44 37 34 35
Economic Services 12.3 8.0 5.7 4.0 4.7 5.0 62
Fisheries and agnculture 44 15 04 04 04 0.7 03
Transportation 57 26 37 26 33 25 32
Post and telecommunication 00 0.8 06 0.0 03 0.1 0.5
Tounsm 04 0.3 04 0.3 03 04 04
Trade and industry 03 02 0.1 01 0.1 01 01
Electricity 15 25 05 0.6 03 12 17
Interest on Public Debt 1.6 1.5 1.5 13 1.5 1.6 1.6
Memorandum item
Nominal GDP (mullions of 4714 5419 5,894 6,070 6,583 6,598 6,989

Rufiyaa)

Source: Table A 6, Table A.7, and Table A.8 in Statistical Appendix. /a Provisional.

2.22  Need for effective expenditure control and prioritization, and better integration of current
and capital expenditures. Steps are needed in several fronts to ensure the consistency of the public
expenditure program with the macroeconomic stability objectives as well as to ensure the availability of
the needed resources for high priority development programs. Some of the recommended actions
include:

e Expenditure restraint needs to be an essential and a permanent feature of fiscal strengthening
efforts by the Government:

o Focus should be on curtailing low priority/unproductive spending. A serious effort is
needed to contain the growth of “general public services” expenditures. This points to a
need for a public administration reform in the near future.

o Maldives has one of the highest number of government employees per capita in the
developing world (about one employee for every 13 Maldivians). Given the recent
substantial expansion in the size of civil service and the ever rising share of budgetary
resources absorbed by salary/non-salary personnel costs, a civil service reform should be
an integral part of a medium-term public administration reform program.

o Given the urgency and importance of the needed civil service reform, a major review of
the civil service is a key priority.

e As highlighted earlier, it will be crucial to consider recurrent cost implications of all capital
expenditure programs. This would require the adoption of an appropriate medium-term fiscal
framework that would facilitate the integration of recurrent costs and capital expenditures.
(Details on various recommended mechanisms for linking current and capital expenditures in
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budgeting/planning and prioritization decisions within a consistent fiscal framework are discussed
in Chapter 3 below).

¢. Deficit Financing

2.23  To establish macroeconomic stability in the aftermath of adverse external shocks and expenditure
overruns observed in the early 1990s, the Government had initiated a strong program of fiscal, exchange
rate, and monetary adjustments in 1993. Indeed, the budget deficit was reduced from well over 10
percent of GDP in 1991-1993 to single digit levels since 1994. With sustained fiscal discipline, the
Government also managed to finance the budget deficit without any recourse to central bank financing in
the mid-1990s and relied mainly on highly concessional foreign borrowing.? In fact, for three
consecutive years during 1996-98, net repayments were made to the MMA thus reducing Government’s
domestic debt stock (Table 2.1, Chart 2.3). However, this pattern of deficit financing has changed since
1999. With the expansionary fiscal policy and slowdown in concessional loan disbursements, the
Government has increasingly relied on the monetization of the budget deficit as net financing through the
Ways and Means borrowing from the MMA jumped to 3.4 per cent of GDP in 1999, further to 4.8 percent
of GDP in 2000 and remained strong at 2.2 of GDP in 2001. As noted earlier, Government’s borrowing
from the central bank tends to weaken the macroeconomic framework by increasing pressure on the
balance of payments and the exchange rate, crowding out private credit, and generally undermining the
role of the monetary policy in supporting the fixed exchange rate regime.

Chart 2.3: Pattern of Deficit Financing
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2.24 It is important to note also that in recent years ar: increasing number of private foreign loans—
through suppliers’ credit, commercial loans, and foreign government guaranteed commercial loans—have
been contracted to finance some public sector expenditures, including, e.g., generators, aircraft, and
harbor expansion. These carry interest rates of 7 percent and higher, with much shorter grace and loan
repayment periods than concessional loans. Even if the expected social returns may justify these
relatively expensive commercial loans, it is important to be cautious in using such loans given that a
sudden increase in their number may face the government with a debt servicing challenge in the medium-
term.

2.25  Public sector debt hovered around 42 percent of GDP in the second half of the 1990s, only to
jump to almost 49 percent of GDP in 2001 due to the rising budget deficit as explained earlier (Table 2.1).
About 56 percent of the government debt is foreign and highly concessional. And the domestic debt stock
consists of what is owed to the MMA, borrowed at a below-market fixed rate of 6 percent. Currently,

% Here official foreign grants are being treated as a revenue 1tem
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neither the domestic nor the total debt poses any major debt servicing problem for the Government.
However, as stressed earlier, borrowing through the W&M window has potential crowding-out effects.
Furthermore, unlimited access to this facility undermines fiscal discipline and the complementary role of
the monetary policy in supporting the fixed exchange rate policy.

2.26  The recent deterioration in financing pattern of the budget deficit needs to be corrected. It is
recommended that:

o Drafting of the Public Finance Act be accelerated to enact it so that the Government could
introduce long-term debt instruments (bonds) for domestic borrowing and treasury bills for cash
management. With the introduction of government bonds, automatic central bank borrowing
through the Ways and Means account should be discontinued. And as T-bills are introduced, the
MMA could switch to indirect monetary controls through open market operations in T-bills.

¢ In the meantime, it would be prudent to introduce, as in other countries, a ceiling on the W&M
borrowing (e.g., fixed at a certain percent of tax revenues). The Government should also pay the
market interest rate on W&M borrowings instead of the fixed 6 percent. At the same time, a
mechanism could be put in place to allow the treasury to get at least part of the seigniorage
revenue.

¢ And, of course, the budget deficit needs to be contained within sustainable levels to ensure that
destabilizing monetization of the deficit is avoided and ever increasing (expensive) debt
accumulation does not happen (see Section C below).

d. Contingent Liabilities

227 Most of Maldives’ 20 state-owned enterprises (SOEs) are making profits, because of the factors
explained earlier. While the Government considers the privatization of at least some of the SOEs as an
objective, their privatization in the near-term is not seen as a feasible option. Given the importance of
profit transfers for the budget, privatization is seen as a possibility following the introduction of a
domestic income tax system and an apex regulatory agency.?

2.28  In addition to the revenue transfers to the budget, operations of SOEs affect Government’s budget
through Government guaranteed domestic/foreign loans or through Government loans (on-lent from
concessional donor loans). Therefore such loans constitute contingent liability for the Government. So
far, this has not created a serious problem for the budget, since most SOEs are in financially strong
position to service their debt. And the Bank of Maldives, which is a state-owned commercial bank, is
profitably operating, with below 2 percent non-performing loans.”? However, a few SOEs have been
making losses due to non-commercial mandates, inefficiencies, and mismanagement, and unable to repay
the Government. This forces the Government to assume their debt servicing obligation. Of these, two are
important. Maldives Industrial Fisheries Company (MIFCO), the fisheries SOE, is one of these, and the
recently closed Air Maldives is the other. A third one, Maldives National Shipping Limited (MNSL) has
also been making losses, though it has cut its potential losses by reducing the size of its fleet from 18
ships in 1988 to 5 in 2001.

2.29  Air Maldives, which was a joint venture with the Naluri Bhd (a Malaysian Airline company),
incurred significant losses from its international and inter-island operations and went bankrupt in 2000.
The Government has indicated that the impact of the bankrupt AML'’s outstanding loans on the budget is

2 For more details on Maldives’ SOE sector, see the CEM (1999)
2 The other three commercial banks are foreign-owned and are branches of the state-owned banks of the three neighbonng countnies  They are

also profitable with very low non-performing loans.
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expected to be about $6-$10 million (1-2 percent of GDP)--to be serviced over a number of years.
Therefore, the Government does not expect a problem in servicing these loans.

230 MIFCO, when it was separated from State Trading Organization (STO) Limited in the mid-
1990s, another SOE, and incorporated, it was saddled with sizable debt on account of the loans that had
been on-lent by the Government at market rates. In addition, the sharp fall in international tuna prices
during 1999-2000 substantially increased MIFCO’s losses, further weakening it financially. MIFCO has
been unable to service its debt to the Government since the mid-1990s and has been in arrears (nearly
$25 million at end-December 2000) to the Government in interest payments.” Its long-term debt of over
7 percent of GDP--about $41 million as of end-December 2000-- and servicing of this debt present a
significant burden on the budget. Given the poor state of MIFCQ’s finances, the Government will need to
continue servicing these concessional loans (including three IDA credits) on account of MIFCO’s
outstanding debt. Noting that MIFCO has been making losses for many years now--about $15 million in
2000 alone--it is important to take an early decision on the future of MIFCO and stop this continuous
drain on the budget.

2.31  Regarding the SOE sector, the following specific measures are recommended:

e Regardless of the size of the contingent liability burden created by the SOE sector, it is important
to prepare, as an integral part of a medium/long-term public sector reform strategy, for the
privatization of at least some SOEs that have no natural monopoly features--for example, State
Trading Organization (STO), Maldives Transport and Contracting Company (MTCC), and
MIFCO. In the meantime, while the preparations for an early introduction of a domestic tax
system are accelerated and a broader privatization strategy is prepared, efforts could be made to
create more room for the private sector and improve the performance of the existing SOEs by:
ending the existing monopoly privileges of some SOEs in commercial activities (as being done in
the case of MIFCO), including those of STO; hiving off some activities that could be left to the
private sector without much delay (e.g., STO’s retail activities); discontinuing government
interference in the economic/financial decisions of SOEs; and ensuring that SOEs regularly
service their debts to the Government and pay rent for the use of state land.

e As in the case of Air Maldives, MIFCO'’s situation requires urgent attention. MIFCO’s non-
commercial mandates, such as supporting employment and incomes of the fisherme:, need to be
met through more direct and less costly development strategies. As noted above, while
conditions are prepared for wider privatization, some strategic decisions need to be taken to cut
MIFCO’s losses and reduce its burden on the budget. Some of the measures may include, for
example: the closure of any major loss making activities; hiving off and privatizing the boat
building operation; significant manpower rationalization with appropriate compensation;
dropping any contemplated expansion plan; and a serious consideration could be given to early
privatization of the fish processing activities. To oversee these re-structuring activities, it might
be worth considering the appointment of a new board (with members from the private sector) and
a new management. Of course, the introduction of a fisheries resources management regime
(FRMR)--both for the reef fisheries and tuna fishing--at the earliest possible time would be highly
desirable, as recommended in the recently completed reports.”* A much scaled down MIFCO,
under a different mandate, could play a role in the enforcement and monitoring of the
implementation of the FRMR.” A similar approach could be adopted for MNSL as well.

B MIFCO’s total amount of interest arrears outstanding at end-December 2002 will reportedly be about $33 million

% World Bank, s isheries Sector sment of Development Pr. A Policy Note, October 2000; and CEM (1999), op cit.

3 In October 2002, it has been indicated by the authorities that the Government 15 planning to restructure MIFCO. The measures contemplated
include- (i) the removal of the floor fish procurement price, (11) MIFCO's operational autonomy in decistons pertaining the choice of supplier as
well as the freedom to select freight forwarder and carrier; (1v) developing new “profitable” activities, which would involve the purchase of a
reefer vessel to reduce freight cost and increase storage capacity, and the construction of a fresh fish plant and two 1ce plants; (vi) disposal of
uneconomical mother vessels and removal of the loss making Maandhoo Fishenes complex from MIFCQ’s balance sheet; (vu1) the reduction of
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C. Sustainable Budget Deficit

2.32  Generally sound macroeconomic management and generous amounts of highly concessional
donor aid enabled the Government to maintain relatively manageable budget deficits without getting
trapped in unsustainable debt dynamics in the last decade. Bilateral grants also helped in keeping budget
deficit relatively low since the mid-1990s, despite occasional external shocks. However, the
expansionary fiscal stance of the very recent years on the one hand and the possible future declines in
grants and concessional donor assistance raise important questions about the size of sustainable budget
deficit for the Maldives in the medium-term. Falling grants will, ceteris paribus, tend to raise the size of
the budget deficit, and having to face increasingly more expensive commercial loans and/or non-
concessional donor aid would increase debt servicing costs.

2.33  Inestimating the size of the sustainable budget deficit, Maldives’ macroeconomic objectives--
price stability, economic growth, the public sector debt ratios--and foreign and domestic real interest rates
as well as real exchange rate depreciation (or appreciation) need to be taken into account. In view of its
importance in coming years, an attempt is made in this study to assess the size of sustainable deficit for
the Maldives. The details of the specific quantitative approach used--the so called “accounting approach”-
-are explained in a technical Annex to this chapter.

2.34  The results of our calculations are presented in Table A2.1 in Annex. Findings indicate that the
size of sustainable primary deficit—i.e., budget deficit net of interest payments--would fluctuate between
1.9 percent and 7.3 percent of GDP, depending on the assumed magnitudes of the key macroeconomic
variables. For example, in the case of 3 percent inflation, 6.0 percent real GDP growth, and 0 percent
depreciation of the real exchange rate, the resulting figure for the sustainable primary deficit (SPD) is
4.7 percent of GDP. For the same parameters, but under 2 percent depreciation of the real exchange, the
SPD falls to 4.1 percent of GDP. As expected, increases in the real GDP growth rate expand the size of
sustainable deficit, while increases in the real interest rates on domestic and foreign debt as well as in the
rate of real exchange rate (RER) depreciation reduce it (see Annex for the details).

2.35  The findings point to some important policy implications that need to be highlighted here:

¢ First, the calculation results presented in Table A2.1 in Annex indicate that for the Maldives the
estimated SPD is above the actual (annual average) primary deficit observed in 1998-2000, when
official grants are treated as revenue. This indicates that Maldives’ primary deficit has remained
well within sustainable limits and likely to remain so in the near-term.

e However, for policy preparedness, it will be strategically wise to assume also that the bilateral
grants will continue falling. Indeed, if the amount of bilateral grants were zero (last row of Table
A2.1 in Annex to this chapter), the implied “actual” primary deficit would have exceeded the
SPD at 6 percent real GDP growth and 3 percent inflation rate. This indicates the need that the
Government should bring down the size of primary deficit gradually as official grants fall.

¢ Moreover, as expected, the results show that the size of SPD will fall further as “real” interest rate
on foreign debt (and on domestic debt) rises. This possibility is also around the corner with the
approaching of the date when the Maldives graduates from its LDC status. This underlines the
critical importance of structural measures to strengthen fiscal balances.

2.36  External debt sustainability. No separate elaboration will be attempted here on the issue of
Maldives’ external debt sustainability, which basically refers to a country’s ability to service its external

the interest rates on on-lent loans from 13 percent (and 10 percent) to 6 percent, and the capitalization of the outstanding interest arrears  Thus
appears like a plan to grow out of the existing huge financial and nefficiency problems and, as such, deserves a careful reconsideration given the
potential for more of the same problems
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debt in full without recourse to debt rescheduling or relief of the accumulation of arrears in the medium to
longer term. At this point, it suffices to say that some of the key indicators of external sustainability show
fairly robust and sustainable external position at least in the medium-term. First, due to high
concessionality of its official multilateral and bilateral debt, the present value of Maldives’ external debt
is about 70 percent of its outstanding debt. Not surprisingly, the ratio of the present value of Maldives
external debt to exports of goods and services was fairly low at around 32 percent in 2000. The latter is
expected to remain well below the critical 200-250 percent range in the medium-term. Second, the ratio
of external debt service to exports of good and services is about 4.5 percent, which is again well below
the critical range-- 20-25 percent in this case. And 3.3 months of imports worth of official international
reserves provide adequate cushion against short-term external shocks.



Chapter 3

STRENGTHENING PUBLIC EXPENDITURE MANAGEMENT

The Government of Maldives has recently brought public sector management issues to the
Sforefront of the policy agenda. A core objective outlined in the Government’s “National Vision 2020”
document is to reform and modernize the public sector for effective and efficient service delivery. A
strategic medium-term public service plan has been formulated. It emphasizes issues such as improved
work ethics and accountability, increased awareness to provide better service delivery to the people
and measurement of public sector performance. In view of these changes, reforming budget
Jormulation, execution and monitoring practices offer an opportunity to improve public sector
performance.

3.1 The Constitution of Maldives gives a broad range of powers to the executive branch of the
government in managing public resources. Most of the core functions relating to public budget
management—planning, formulation, budgeting, execution, monitoring and evaluation—are performed
by the executive branch. The power of budget approval rests with the legislative branch, the People’s
Majlis. The Constitution gives the job of auditing public accounts to the Auditor General, who is
appointed by and reports to the President. Currently, the President is also the Minister of Finance.

32 The Maldives is a unitary state, but there are local institutions for delivering public services in the
outer atolls. The Ministry of Atoll Administration functions as an extension of the central government in
the atolls through its offices in the atolls that are headed by the Atoll Chief, who is appointed by the
President. All activities in the atolls are carried out by the Government Ministries under the supervision
of the Atoll Chief.

33 The Government of Maldives is aware of the recent advances and improvements made in public
sector performance in both developed and developing countries. It recognizes the importance of
modernizing its public sector in order to continue to improve public service delivery to its citizens. To
this end, a new unit--Public Service Division--was created in September 1999 in the President’s Office to
facilitate and coordinate the public sector modernization process. The unit has drawn a strategic plan' to
modernize and reform public service in the Maldives in line with the objectives spelt out in the National
Vision 2020 document. The Government agrees that a program of simple and sequenced reforms--
consistent with the domestic capacity--of its budgetary processes is a necessary imperative. It has been
seeking help from its international development partners to address the weaknesses of the public sector.?

34 The objective of this chapter, indeed the entire report, is to contribute to that process. More
specifically, this chapter addresses the following two issues:

* How can the process of public budget management be reformed to provide better service
delivery to the public at large? ’

e How can it deliver goods and services effectively and efficiently to the intended beneficiaries?
35 The public budget is one of the most important instruments in the management of the public

sector. Using an analytical framework that guides policy analysis and focuses on building institutions, the
next section evaluates the existing budgetary processes in the Maldives. Lessons from cross-national

! Strategic Plan 2000-2005: Vision, Mission and Values , Research and Publications Umt, Public Service Division, The President’s Office.

2 Besides this review of the public budget in the Maldives, the World Bank completed a Country Financial Accountability Assessment (CFAA) in
2000 To avord duplication, the financial management analysis and the associated recommendations of the CFAA are very briefly discussed in
this review The Asian Development Bank (ADB) has been working with the Government on a number of public sector related areas and 1ssues,
including technical assistance programs to strengthen Auditor General’s Office and to improve the public accounting system. The International

Monetary Fund (IMF) has also provided some help in this area 1n the mud-1990s, including placing a resident advisor in the country.
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experiences are included to illustrate these points. The chapter concludes by outlining a set of possible
reform options as they apply to the Maldives. Due care has been taken to ensure that the suggested
options are realistic in light of the various constraints--primarily financial and institutional--that are faced
by the Government of Maldives in the short- and medium-term.

Bex 3.1: Malaysia’s Public Budget System

Introduced in 1989 to incorporate greater managerial flexibility and accountability, the Malaysian public
expenditure management system performs on par with international best practice. It has the following
objectives and features: :

Main objectives:

o  Promote a rational allocation of resources to government programs by imposing fiscal limits upon agencies
and forging a link between inputs and outputs;

o improve discipline and rationality into the budget process by explicitly quantifying a binding expenditure
limit for each agency, shifting from line item budgeting to performance-based budgeting, and producing
output-oriented program structures;

o  improve program management by adoption of better management practices, including encouraging greater
delegation of authority from Treasury to agencies and then on to line managers; and

o reorient the focus of accountability on issues of program efficiency and effectiveness, by measuring
performance against predetermined targets, evaluating programs and activities according to their impact
and relevance, and matching accountability and authority by holding managers accountable for
performance.

Main features:

o  The public budget is divided into two parts: the operating budget and the development budget. The
Treasury, which is part of the Ministry of Finance, has the primary responsibility for preparing the
operating budget. The development budget is prepared by the Economic and Planning Unit that reports to
the Prime Minister’s Office; -

o an “Expenditure Target” is provided to each Ministry/Department at the start of the budget process to
which existing policy budget submissions must comply;

o a “Prbgram Agreement” is signed between the Treasury and the line ministry which determines the level of
performance that can be achieved for a budget year with the allocation approved;

o atthe end of the fiscal year, an “Exception Report” is prepared by the line ministries regarding the
performance of activities which do not reach the levels specified in the program agreement;

o “Program Evaluation” takes place for each activity at least once every five years.

Source: World Bank, Malaysia Public Expenditure Review, 1999.

A. Evaluating Budgetary Processes

3.6 In undertaking budgetary reforms, governments can improve their performance at three levels: (a)
maintaining macro fiscal discipline; (b) strategic priority setting; and (c) efficient public service delivery.’
A good budget system that performs well according to these three parameters and performs on par with

3 For details involving public sector performance at the three levels, see the World Bank’s Public Expenditure Managemens
Handbook, 1998.
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international best practice, exists in Malaysia (see Box 3.1). For each of the three levels, we first discuss
the concept and then examine how it relates to the case of Maldives.

a. Maintaining Fiscal Discipline

3.7 Research and experience show that in the long-run, low fiscal deficits are associated with higher
economic growth and are conducive to an effective public sector. Many countries, developed and
developing, have found fiscal discipline an elusive goal. The benefits of an increased allocation to a
particular ministry accrues to that ministry, while the costs--in terms of higher taxes or deficits--are borne
by society as a whole. Consequently, there is an incentive for each ministry to overstate its budgetary
need. The result is an inflated budget, with its attendant problems of economic performance. One
possible way to minimize this fiscal problem is to have a strong central government agency, which can
enforce fiscal discipline.

3.8 In the Maldives, the Ministry of Finance and Treasury (MFT) has the basic responsibility for
preparing the overall budget. The principal component of the capital budget--known as the annual public
sector investment program (PSIP)--is prepared by the Ministry of Planning and National Development
(MPND). The composition of the PSIP is determined by MPND on the basis of an indicative domestic
resource figure provided by the MFT as well funds available through external aid. The annual budget
calendar begins in the middle of July when the MFT sends budget circulars to the spending agencies.
Following a five-month period of interaction and consultation with line ministries, the budget is submitted
for approval by the Minister of Finance to the People’s Majlis in the last week of December.

39 While the fiscal deficit has remained broadly under control, the size of the public sector in the
Maldives has grown big in the last couple of years (as detailed in Chapter 2). The share of public
spending in GDP increased from roughly 35 percent in 1998 to 42 percent in 2001--a nearly 20 percent
increase in the size of the government. (There was also a concomitant increase in revenue). Moreover,
the difference between the budgeted and actual level of total spending for 2000 shows an overrun of 9
percent--about 4 percentage point overrun in terms of GDP (Table 2.2 in Chapter 2). A good sign is that
the Government is cognizant of this lack of fiscal discipline, particularly in the management of its overall
public expenditures.

3.10 While the Government needs to contain the ever increasing public spending, it is also important
what ways does it adopt to apply the control. Until its removal in 2001, a strange feature of Maldives’
budget was that shortly after it is approved by the People’s Majlis and assented by the President, a
fraction of the approved appropriation would be taken back by the MFT across all spending agencies. (In
2000, the reduction on this account, as noted by the World Bank’s recent Country Financial
Accountability Assessment study, was 12 percent). During the year, the spending agencies would have to
fill out forms to get all or part of their approved appropriation. The apparent justification of this quirk --
known as “unspent balances’--was that it provided the MFT a way to control the level of expenditures by
the spending agencies.* This mechanism might have been effective in controlling the overall spending of
the Government, but it certainly introduced a lot of uncertainty about the “hard” budget limits of the
spending units. Not being able to know their total budget, the spending agencies found it difficult to
prioritize their spending and their financial planning used to be affected. While it was a good step to
remove the “unspent balances”, which should be supported by an effective cash management system,
consideration should be given to enforcing a binding expenditure limit for each spending agency to
improve fiscal discipline further. Given the external vulnerabilities facing the Maldives, it might also be
prudent to maintain a small “contingency fund” item in the budget as a cushion.

3.11 Looking ahead, the MFT needs to ensure that it does a good job in estimating the total
resource envelope of the country. This is an important first step in the budget process and is critical in

* For details, see- World Bank, Country Financial Accountability Assessment Republic of Maldives , December 2000, pages 15-16
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getting a better handle on fiscal discipline. Both the IMF (in its earlier fiscal work in the mid 1990s) and
the Asian Development Bank (in its recent technical assistance program on public accounting system)
have emphasized the need for having an appropriately staffed economic unit within the MFT which
should be entrusted with this job.”> It is also the opinion of this report that the right way of strengthening
the starting point of the budget is to have a good forecast (based on solid analytical work) of total
resources for the country. Deciding on total expenditures and deficit financing (if any) comes next. This
has to be consistent with the country's macro objectives of growth, inflation, and fiscal/external
sustainability. The Government should therefore consider having a professionally staffed economic unit
in the MFT as a first necessary step in strengthening the budget process.

3.12  Recent experience suggests that there is another dimension to preserving fiscal discipline,
namely, transparency. If budgetary transactions--either on the expenditure or revenue side--are not
properly recorded and monitored, then the reported fiscal balance could be misleading. In most cases,
these “hidden deficits™ are due to contingent liabilities of a government which are generally not
incorporated in fiscal policy debates. In the case of Maldives, this issue is particularly relevant due to the
loans made by the Government to individuals and public enterprises (see Chapter 2 and Chapter 4). The
budget needs to be comprehensive and all liabilities--actual and contingent--should be recorded in a
transparent manner. The impending reform in the public accounting system should be appropriately
designed to address this problem.

3.13  An effective expenditure monitoring and control capacity is critical not only for mid-course
corrections/adjustments, such that fiscal discipline is maintained at both sectoral and macro levels, but
also to monitor whether allocated funds are being spent well for the stated objectives. For having such a
capacity, one of the first requirements is the existence of a well functioning public accounts system that
provides timely and relevant financial information. According to the findings of the World Bank’s recent
Country Financial Accountability Assessment (CFAA) study (Box 3.2), Maldives’ current, manually
recorded, single entry accounting system is grossly inadequate for such purpose. Moreover, the chart of
accounts (coding system) currently used does not allow the accumulation of expenditure information
beyond broad functional categories; for example, ready expenditure aggregation by approved
programs/projects is not possible. However, with the support of technical assistance from the Asian
Development Bank (ADB), the Government will be developing a modern, computerized, public
accounting system; it will be based on an appropriately developed expenditure coding system.®

b. Strategic Priority Setting

3.14  Both theory and experience suggest that strategic priority setting is always the most difficult
aspect of improving public sector performance. In most democratic societies it is essentially a political
process for policy-makers. It is true that in practice there is no “optimal” or “right” allocation of the
public budget. Beyond the core public sector activities (e.g., pure public goods like national defense and
police services or control of communicable diseases), the design and implementation of public
expenditure priorities require detailed assessment and careful tailoring to country circumstances.
However, a technical approach that provides policy-makers important information--such as the reason for
public sector involvement, appropriate instrument, and competing claims on the budget--could be used to
take better decisions. Two dimensions that such an approach looks at involve: (a) the economic
classification of expenditures (recurrent vs. capital), and (b) the functional classification of expenditures
(that looks at budget allocation among and within sectors.)

* For more information, see: International Monetary Fund, “Maldives. The Management of Public Spending”, Fiscal Affairs Department, June
1994, and ADB'’s “Capacity Building for the Maldives Public Accounting System. Section No 7 — Budgetary Procedures”, Stanton Partners,

West Perth, Australia, May 2001.
S For further details, see Country Financial Accountability Assessment (CFAA), op cit, pages 22-25.
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Box 3.2: Country Financial Accountability Assessment (CFAA)

The World Bank recently did an assessment of the financial management and accountability arrangements in the
Maldives. The report submitted to the Government in December 2000, had the following main findings and
recommendations:

(i) Findings:
¢ The public financial management and accountability is at a nascent stage in the Maldives. Staff capacity is a
major constraint.

s The chart of accounts (budget coding system) used in the public accounting system does not allow
expenditure information beyond broad functional categories, This lack of data restricts the Government’s
ability to monitor spending to ensure that they reflect approved development plans and progranis.

s A system of government auditing, which meets international standards and includes a methodology and
manual, has been established with the help of the Asian Developiment Bank. However, the effectiveness of
the new system remains limited due to staff capacity constraints. The Anti-Corruption Board, established in
19991, has developed prevention and investigation functions, but it too suffers from staff capacity
constraints. '

e Full financial statements of the Government are not prepared and published.

(ii) Recommendations:
e A comprehensive reform program, with support from the highest levels of Government, is needed.

o  Timely collection of accounting information on government revenues and expenditures, recorded against an
appropriately detailed chart of accounts (that is useful for resource management decision making) is required.

& A process of annual budgeting integrated with investment plans and a medium term budget tramework is
needcd. The process should have accountability for applying economic. affordability to budget proposals and
effective monitoring of performance by spending units against clear budget targets.

o In the shori- to medium-term, the Government should update its consolidated financial regulations
(preferably in the form of Public Finance and Public Enterprise Acts), develop a focused strategy to deal with
the problems of lack of financial management capacity, complete the draft Audit Act and submmit it to the
People’s Majlis for passage.

Source: World Bank, Country Financial Accountability Assessment: Republic of Maldivey , Deceraber 2000,

b.I Recurrent vs. Capital Spending

3.15 A common feature in developing countries is the under-spending on non-wage operations and
maintenance (O&M) expenditures--an expenditure category of the recurrent budget usually associated
with high rates of return--relative to capital expenditures. At this time, the Maldives does not appear to
suffer from this problem in any significant way. There are no cases of large wage bills crowding out drug
supply in health clinics or education materials in schools (see the Education and Health sections in
Chapter 4). In the infrastructure sub-sectors, while there are some issues of concern (see Chapter 4 for
details), lack of an appropriate recurrent budget is not one of them. This could, however, become an issue
in the coming years.

3.16 By separating capital and current budgets, governments frequently do not forecast the recurrent
expenditures associated with today’s investment program.” For example, if the project involves a school

7 In a developing country, an estimate of the current investment program showed that recurrent expenditures would exhaust 110 percent of the
government’s future revenues.
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construction, the future recurrent costs that should be taken into account are wages and salaries of
teachers and administrative staff, school supplies, operation and maintenance of the building, etc. If the
project involves improving port services, the recurrent costs are mostly related to operation
(administration, etc.) and maintenance. In most cases, when decisions are made without proper
accounting for future recurrent costs, projects die prematurely (e.g., a road project) or function very badly
(e.g., teachers not getting paid or students without text books sitting in poorly maintaired buildings).

3.17  In the Maldives, the future recurrent cost implications of new capital projects are insufficiently
taken into account, in part due to the nature of the budgeting process which involves a one-year planning
and budgeting exercise. For example, the health sector has followed a construction intensive investment
policy for the last five years without taking due account of the recurrent cost implication of this expansion
(see the Health section in Chapter 4). In the absence of a concurrent adjustment in the recurrent budget in
the coming years, this may seriously affect service delivery in the health sector.

Box 3.3: Medium-Term Plansing and Had. 30 w7,
The medium-term planning and budgctary process cousists of three steps:

e  Macroeconomic and fiscal analysis. To emphasize macro fiscal sustainability, the budget is formulated
within a three- to five-year horizon and includes macroecoavinic constraints, the costs (current and capital)
of ongoing policies, and room for new policies.

e Fiscal policy formulation. Within the aggregate fiscal const-aint, the executive branch of tne government
decides on new policies and sectoral spending linits, and discusses those with parliament to ensure 1 general
overall agreement. in this phase, the government decides on addiloscl covenue measires, and on wlich
policies to drop in order to create room for new policies.

o Detailed budget preparation. Within the broad scctoral limits and the policy decisions mace, individual ling
ministries prepare their budgets. The line ministry budgets, which cover bota cai'isi and recurrent costs,
focus on programs rather than prajecés. The budget proposals arc accompanied by result stateinents
detailing what has been achieved in the past budget year(s), and what will be achieved in the comiag year,
The budget policy agency no longer needs to negotiate dowa bloated demands {or funding, as line wminisiers
need to stay within the broadly apreed limits. Insicad, it focuses on the finencial anc economic anatysis
underlying the budget proposais.

3.18  There are a couple of noteworthy features associated with Maldives’ budget process that could be
utilized to properly take into account the recurrent cost implications of all capital projects. First, unlike
most developing countries, the MFT is consulted in the PSIP budgeting process and has the potential to
be actively involved in project selection. (See Box 3.4 on PSIP below). Second, the ongoing capital
projects are given funding priority in the subsequent year PSIPs, so very rarely would a development
project die due to lack of funds before it is completed.® The Government could simply make a
requirement that all project proposals that are submitted for consideration under the PSIP provide an
estimate of the recurrmt cost implications of the praject over the next five to eight years after the
project comes on line.” These numbers could be estimated using information from other ongoing
projects. This would help the line ministries and the MFT to get a better understanding of the future
recurrent costs that would need to be funded. Estimates of future recurrent costs would be an important
piece of additional information in deciding whether a project should be funded.

® Following a move by the MFT to reduce spending and to streamline it with revenue, the PSIP budget 1n 2001 was reduced by 19 percent relative
to the previous year's PSIP. All ongoing projects, however, were included and funded.

° In line with this recommendation, the Government has very recently introduced a change in the submission process of PSIP proposals by the
line munistries. Starting with the 2003 Budget, the latter are now required to give estimates of not only capital costs but also of recurrent cost
implications of any new project proposal--the relevant information needs to be provided in the newly revised Form P2 (see Box 3 4).
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3.19  Yet another way of properly accounting for the future cost implications of current policies is to
introduce a multi-year rolling budgetary planning exercise (See Box 3.3). This methodology integrates

Box 3.4: Formulation, Compilation, and Monitoring of the Public Sector Investment Program (PPSIP) in
the Maldives
On receiving (from the Ministry of Finance) an indicative total figure for the annual PSIP, the Minisiry of
Planning and National Development (MPND) sends out a ¢ircular to ull project implementing agencies
requesting proposals to be submitted around the end of August. The civcular provides an indicative figtre—
that is closely linked to the previous year’s allocation—to each line rainistry within which the total investment
plan of the ministry should fit in. Government agencies submit their roject proposals—that are expected to be
bascd on the priorities outlined in the sectoral, regional and national development plans—in a prescribed format
(Forms P1 and P2) to MPND, including their project priorities (Form P3).

The project allocation process is guided by the following principles:

A PSIP budget that would maintain the pace of existing development activities in the country.
Funding of those ongoing projects, which if discontinued, would have adverse impacis on the development
of the country, and

e Funding the domestic components of those projects which have committed external funding.

On receiving the project proposals, MPND technically appraises them and in the process consuits line
ministries for clarifications and/or other related information. MPND submits the projects for approval to the
Projects Appraisal Committee (PAC)."® The PAC appraises the projects taking account of national development
priorities, the scope of projects and their links with the country’s development objectives, Some projects are
also identified as potential candidates for donor funding by the PAC. MPND then organizes a series of
meetings with the project agencies, with the participation of MFT, to discuss the projects approved by the PAC,
The proposed (and past, if any) spending and annual budget requircments are discussed and final agreement at
the line ministry level is reached on budget allocations for the approved projects and their piiority,. MPND then
sends the list of prioritized projects to MFT for furding. Once the allocations are finalized, the PSIV
component along with the complete budget is sent to the People’s Majlis for approval.

MPND compiles the PSIP taking both the domestic funded projects covered under the approved budget and
projects funded under external donor assistance. Data on donor-assisted projects are received from Department
of External Resources and the MFT, The complete PSIP list is theu utilized in the quarterly monitoriag of the
development projects by MPND.

There is no direct vole of the donors in the formulation of the PSIP. Any project proposed for extemnal
financing is appraised by the PAC. Afier approval from the President’s Office, the projects are then sent to the
Aid Management and Coordination Committee (AMCC) for selection. of possible donors. The AMCC,
consisting of President’s Office, Department of External Resources, MPND, und MFT, identifies donors for the
approved projects. Once donor commitment is obtained the project is included in the PSIP.

Source: Information provided to the World Bank’s PER mission by MPND.

the capital and current accounts into a single budget, and then projects this budget out for three to five
years, so that the recurrent costs can be evaluated alongside the country’s projected revenues. Some

developing countries (including South Africa) and developed countries (Australia and New Zealand) have

successfully adopted this process. In view of the significant institutional capacity constraints that exist
the Maldives, an interim step could be taken now with the introduction of a medium-term financial

1% Under the Presidential Office Circular Number 72/97, dated October 23, 1997, the PAC was established with a mandate to screen and

in

prioritize the new projects submitted by the line mimstries. However, until mid-2002 the PAC remained ineffective because the members of the
PAC failed to meet  The situation has changed with the preparation of the 2603 Budget as the PAC has become active and resumed its project

proritization responsibilities. The PAC comprises of high level representatives from the President’s Office, MPND, MFT, Department of

Extemnal Resources, Ministry of Home Affairs, Housing and Environment, Ministry of Atolls Administration, and Ministry Of Women’s Affairs

and Social Secunty.
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framework (MTFF) as a stepping-stone to the introduction of a full-fledged medium-term rolling
expenditure program (MTEP) in the near future. As suggested in the preceding paragraph, information
prepared on the capital costs of new (and approved) programs/projects as well as their recurrent cost
implications could be utilized as inputs for the development of a MTFF as an important medium-term
financial planning instrument in the budgetary process. And as the Government undertakes other
important budget related reforms (including the development of the new public accounts system), a
rolling MTEP could be introduced in the near-term (more on this below).

b.2. Process for Evaluating Public Expenditures: Across and Within Sectors

3.20 In addition to the allocation of resources between current and capital expenditures, strategic
priority setting involves improving the allocation of resources among and within sectors, such as health,
education and infrastructure. As mentioned earlier, there is no such thing as a unique or optimal
allocation of resources that can be applied universally. But experience has taught us that applying simple
principles can help to boil down the decisions to the essential ones, thereby permitting decision-makers to
focus on a few, crucial tradeoffs.

3.21 A simple decision tree approach can be adopted to evaluate public expenditure programs. Such
an evaluation of resource allocation within (and across) sectors proceeds by asking three questions: (a)
What is the rationale for public intervention? (b) What is the right instrument for public sector
intervention? (c) What are the fiscal costs?

3.22  What s the rationale for public intervention? One of the main principles that guides the PSIP
process in the Maldives suggests choosing an overall capital budget that “would maintain the pace of
development activities” (see Box 3.4). But this is a very general statement and, by applying some
interpretation, any project could be included in the PSIP. While in recent years there has been a
recognition that the private sector needs to play a more important role in the economy, the Government’s
budget system does not incorporate any feature which requires rationalization of public sector
involvement in the proposed activity.

3.23  In the current budget system, line ministries submit their recurrent budget proposals to MFT and
proposals of PRSP to MPND. For the capital budget proposals, line ministries are required to support
their project proposals with statements of objectives, likely benefits and priorities, but there is no
requirement for justification for public sector intervention. Routinely line ministries submit inflated
budget proposals knowing in advance that the budget allocation process is a negotiated game between
them and the two central agencies--MPND and the MFT.

3.24  Ideally each program in the budget, including both current and capital expenditures, should be
scrutinized for whether there is a rationale for government intervention in that area. Market failure
(externalities and/or public goods) and concern for social equity (including equal opportunity of access to
basic goods and services) provide the two possible rationale for government intervention. However, a
large number of expenditure programs, which appear in a majority of government budgets, fail this test.
Some lessons from other countries are provided in Box 3.5.

3.25  Itis highly desirable that the rationalization of public sector intervention be required for all
new programs proposed in the budget." Failing adequate justification the proposed program should not
be funded. This kind of a discipline would help the Government to undertake much needed changes in the
composition of its spending. For example, short- to medium-term policy changes could involve things
like spending more on the quality improvement of basic health and education services and less on direct
(untargeted) subsidies, e.g., housing subsidies.

' This view is consistent with the Government’s view as outhned in the draft Sixth National Development Plan. The Plan underlines the need
for using “economucally and financially sound cniteria for evaluation of capital investments.” (Section 6.1.1)
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3.26  One problem that has been repeatedly noted by nearly all past public sector studies on the
Maldives is the number of spending units and their budget submissions.'? There are currently 176 units—
with several of them representing the same ministry--that submit their budgets to the MFT. This large
number of proposals puts a heavy burden on the MFT staff and lets the Ministries and Departments get
away from making tough decisions regarding spending trade-offs among their spending units.
Consolidation of these spending units into a more manageable number should be a priority and urgent
option.

3.27 What is the right instrument? Market failure and distributional equity consideration may
provide the rationale for public sector involvement in an area, but it does not necessarily imply that the
public sector should be the service provider in that area. If the rationale is the existence of a positive
externality (such as the one associated with primary education, for example)," the same objective could
be achieved by a public subsidy, with the private or nongovernmental sector providing the service. This
is the reasoning behind various schemes, such as school vouchers, that seek to improve outcomes in
sectors where there is a justification for government intervention. In the past, monopoly conditions in
infrastructure services usually justified public provision. Over the years, technological advancements
have gradually reduced the need for a single supplier and conditions have been created for market
competition. Thus, for many infrastructure services, the right instrument for government intervention has
become enforcement of efficient and impartial regulation.

Box 3.5: Justification of Government Spending

¢ In education, the rationale for public provision of higher education is difficult to justify on grounds of
failure in the market for education. The main beneficiary of a university education is the student himself,
If as a non-poor be is unable to afford the high cost of tertiary education, it could reflect another market
failure in the economy, namely, a failure of the credit market. In such a case, there is no market
mechanism for a student to secure a loan to finance the high cost of tertiary education. Government
intervention to alleviate the credit problem is justified (as is the case in many OECD countries). Some
governments resort to the second rationale—redistribution--to justify their subsidies to universities. But
research has shown that in most developing countries almost all tertiary educution subsidies acerue to the
NON-poot,

* In Malaysia, research showed that an increase in the pumber of public doctors in a district had no effect on
infant mortality--because they were crowding out the private doctors--whereas increases in safe water and
sanitation (involving large externalities) had a substantial effect.

e The largest item in the Indian government's agriculture budget is a fertilizer subsidy, When the fertilizer
was introduced forty years ago, there was a rationale in terms of the information externalities associated
with farmers’ adopting the new technology. Since then, that externality has vanished, but the fertilizer
subsidy continues. Moreover, the beneficiaries of the subsidy are mostly better-off farmers. Subsidy
reduction or removal has become a difficult political issue.

e Some government programs ¢an only be justified in terms of the redistribution rationale. Most transfer
schemes (cash and in-kind) fall under this category. The main issue here is whether such programs reach
their intended beneficiaries--the poor. In the Indian state of Andhra Pradesh, the rice subsidy scheme«-
ostensibly targeted for the poor and needy--reaches more than 65 percent of the population and consumes a
sizeable proportion of the state’s annual budget, leaving fewer resources for other desirable activities such
as basic health care and road maintenance. In Jordan, a lower middle-income country, the recently-
abandoned cash transfer program reached 76 percent of the population, That it consumed 1,7 percent of
GDP made it an excellent candidate for public-sector rationalization according to these criteria,

12 See: CFAA (2000), op. cit., page 16; IMF (1994), op. cit., page 8.
** It can be argued that it 15 in the interest of a nation to have a numerate and literate society. Therefore, one could argue for a justification of
public support/provision of basic education to all citizens.
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3.28  Analyzing the instruments of public sector intervention in the Maldives reveals the following:

o The private sector has been playing an important role in increasing the inter-island accessibility,
particularly for residents of the outer islands. Recent private sector initiatives include several
scheduled voyages per week between Malé and Baa and Lhaviyani Atolls as well as some other
atolls. The private sector is also reducing prices and increasing retail choice throughout the
country through networks of private island distribution depots. The Government has been
concentrating more on designing and enforcing the rules. This is an example of a desirable mix
of public-private activities.

o The MFT is providing guarantees on electricity generator loans to Island Development
Committees (see the Infrastructure section in Chapter 4). It also provides assistance to
individuals and state owned enterprises (SOEs). It is unclear if there is any justification of a
public sector role here. Most of these activities should be handled by the private commercial
sector. Island Development Committees (IDCs) should be able to approach the Development
Cell of the Bank of Maldives for loans, relying on “island community” group guarantees and/or
the generator itself as collateral. Government should not be in the business of lending to private
citizens. And SOEs, while they remain in the public sector domain, should be subjected to “hard
budget” constraints and not supported with soft money from the budget. If they are operating
efficiently and profitably, they should be able to borrow from commercial sources. If they are
perennial loss-makers, then they should be closed or divested (see Chapter 2 for details).

o The public sector role in the housing policy needs an appropriate adjustment. Any financial
assistance in this context should be based on a targeted program to protect the poor. For example,
it appears to be the case that most tenants in the existing Malé Housing Project can afford to pay
the 50-70 percent rent subsidy that they are receiving from the government (see the section on
Infrastructure in Chapter 4)."*

o The government has plans to expand technical and vocational education facilities at the tertiary
level. Given that the benefits of such programs accrue mostly to the better-off students, the
government should recover the cost of the program from the beneficiaries. The existing program
of sending students abroad on government scholarship in exchange for working for the
government upon return seems to be paying high dividends in addressing the capacity constraint
issue.

3.29 What are the fiscal costs? Among those programs where there is a rationale for public
intervention, and where public provision is the appropriate instrument, the government needs to decide
which programs have the highest priority. This is essentially a political decision, and is typically
undertaken at the level of the cabinet. Yet, experience has shown that technical analysis can contribute to
this process by providing decision-makers with the information they need to evaluate the unavoidable
tradeoffs. Although it is often difficult, if not impossible, to quantify the benefits, the fiscal costs (both
current and future) can be quantified. The latter information can be used by policy-makers to make
judgments on program expansion vs. contraction vs. elimination (or introduction).

3.30  The existing process of PSIP (described in Box 3.4) can be modified to allow for a comparison of
fiscal costs of those projects that are justified for public sector intervention. For example, the cost of
subsidy (including information on those targeted who benefit from it) from a new housing project can be
compared to a project to improve the quality of education at the secondary level or the cost of building a
new regional airport. In the current system of PSIP formulation, line ministries are expected to prioritize
their projects. This information on opportunity cost could be useful--notwithstanding the lack (or

!4 The latter estumate 1s based on the information collected 1n May 2001.
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incompleteness) of information on the benefits--to decision-makers when evaluating the difficult tradeoffs
across sectors.

c. Efficient Public Service Delivery

3.31  Evenin cases where the rationale for public sector intervention is clear and the choice of
instrument is correct, public service delivery may not improve social welfare. In many countries,
particularly developing, government failure is as common as market failure. The key to achieving cost
effective service delivery is to have the right incentives. Public sector agents often face little or perverse
incentives for efficiency. Managers in the public sector are rewarded in terms of the size of their budgets,
giving incentives for cost-inefficiency.

3.32  Recognizing these problems, several developing and developed countries have attempted to
reform the incentives in their public sectors. Cross-country experience suggests these reforms can be
classified in the following categories.

o Performance-based budgeting. Rather than evaluating public servants on the size of their budgets, or
making their budgets a function of their costs, public managers in New Zealand are given budgets
based on a specified set of outputs for which they are held accountable. The manager of a school
district, for instance, is given a budget and is expected to have a certain number of students complete
schooling successfully. Among developing countries, Malaysia has successfully integrated such a
budget system.

o  Performance-based rewards. In addition to the budget being based on performance, a public
manager’s own reward in New Zealand is based on the achievement of certain outputs. For instance,
the salary of the Governor of the Central Bank is a function of the inflation rate. In Jordan, a publicly-
owned utility has instituted a new compensation system that annually evaluates the performance of its
employees and gives merit-based rewards including promotions. A few African countries (e.g.,
Malawi) have also tried performance contracting with limited success.

o Client surveys. Eliciting information from clients has proved to be an important way of improving
efficiency and fighting corruption. An expenditure tracking survey was conducted in Uganda to
ascertain whether the money appropriated in the budget for a particular activity was actually reaching
and funding that activity. In a randomly selected sample of 250 government schools showed that on
average, less than 30 percent of the funds intended for non-salary public spending actually reached
schools during 1991-95. Both publicizing this information and making the school budgets more
transparent have dramatically improved the resource usage. In several Eastern European countries
(Albania, Georgia and Latvia) detailed corruption surveys have been conducted--among households,
enterprise managers as well as public officials--that have helped policy-makers to design appropriate
action plans to improve efficiency and provide better public services.

333  However, it is also important to stress that reforming public service delivery through better
incentives, such as performance-based budgeting and rewards, is generally feasible when the basics of the
budgeting system are in place. The latter, as noted earlier, include: well functioning budgets which
provide the spending units with the amount appropriated; spending is done on activities that were
approved; internal and external controls are established, helped by an effective and timely public accounts
system; and civil servants are adequately paid. Survey mechanism, however, is good to get feedback on
service delivery related issues and make necessary adjustments.

3.34  Accountability, monitoring, and evaluation. The Government of Maldives is quite cognizant of
these issues relating to improved public service delivery. As noted earlier, the President’s Office has
prepared a strategic plan that outlines several objectives of reforming the public sector including emphasis
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on effective and efficient service delivery, customer satisfaction.'”> Ways and means to facilitate improved
service delivery include better accountability, performance measurement at the organizational as well as
individual levels, and rewards based on team performance. The challenge remains to implement some of
these action programs.

3.35 The existing practices for public expenditure management do acknowledge the importance of
evaluating the performance of public sector service delivery. The Audit Department undertakes a few
performance audits on an ongoing basis, but the Department does not have adequately trained staff to do a
good job.' In fact, the overall control mechanism of public budget in the Maldives requires major
changes.

3.36  The Constitution of Maldives provides a role for the Auditor General (AG). The AG is appointed
by and reports to the President and not to the People’s Majlis. Currently, no annual audit reports are
prepared. Audits of public resources spent by spending units are done on an ongoing basis including
performance and financial audits. Due to lack of adequate staffing, some financial audit work is sub-
contracted to the private sector. Annual audits are also done for high risk projects. The audit reports are
submitted to the President’s Office and in some cases actions are taken by sending the case to either the
Anti-Corruption Bureau or to the courts. The internal audit function is also housed in the Office of the
Auditor General and is indistinguishable from the external audit function. As suggested in the Bank’s
CFAA, given the increase in absolute size of the Maldives government, the time has come to separate
the internal and external audit functions. An internal audit unit that provides service to the management

of departments and agencies could be housed in the MFT.

3.37  The Government of Maldives has already initiated a few corrective actions on the audit front. A
new draft law (Draft Audit Bill 1999) has been prepared under the ADB’s technical assistance program to
the Audit Office. (The latter Draft Bill has been with the Law Commission for review). It has several
features, which will enhance the Audit Office’s standing, independence and quality.'” If it becomes law,
the Auditor General will be required to prepare annual financial reports and present it to the President. In
turn, the President, at his discretion, will present the report before the People’s Majlis. As emphasized by
earlier Bank reports, this bill needs to be considered a priority legislation and be enacted into law as soon
as possible. Moreover, international experience suggests that the external audit function is most effective
when it is independent of the executive branch of the government. Therefore, i¢ may be a good option to
consider changing the reporting relationship of the Auditor General from the President’s Office to the
People’s Majlis. This will require amending the Constitution, but such a reporting relationship is
common in democracies.

3.38  There are no client surveys or any other similar mechanism--to the best of our knowledge--to
gauge the quality and effectiveness of public services in the Maldives. While this issue is implicitly
raised in the Government's strategic plan, no concrete action plan has emerged so far in the work of any
spending agency. Given the popularity and effectiveness of this instrument in other developing countries,
the Government may consider taking steps in this direction. User surveys could be piloted in large
spending departments such as infrastructure, health, and education to promote accountability and improve
service delivery.

3.39 We used a framework to evaluate the budgetary process in Maldives. Each of the three
components--fiscal discipline, strategic priority setting, and cost efficiency--was described and lessons
from experience from other countries were discussed. In light of this information, the budgetary process

'3 For more information see: “Strategic Plan 2000-2005- Vision, Mission and Values”, Research and Publications Umit, Public Service Division,
The President’s Office.

16 During the Bank’s mission the Director of Audit had asked for help (in the form of training for hus staff) in three broad areas of which
performance audit was one of them

'7 For further details on the Audit Office and the Draft Audit Bill, see: CFAA, pp 37-44.
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in the Maldives was assessed. What does this evaluation tell us? What actions can be taken in light of the
existing administrative and political constraints? The next section outlines some key reform options.

B. Reform Options

3.40 The “Vision 2020” document has created an environment of change in the Maldives. The
President’s Office has taken the first important step of outlining a strategic plan to improve public service
delivery. This provides an opportunity for all relevant stakeholders to work together and implement the
various reform options that have been outlined through different reports and technical assistance
programs. Studying the public budget system in the Maldives and linking with other recent public budget
related studies, this chapter suggests a number of reform options--that are consistent with the existing
administrative and political considerations--for improving public service delivery.

e The first important step in the budget process is to get an analytically sound estimate of total
budgetary resources. To be able to discharge this function effectively, a professionally staffed
economic unit needs to be established within the Ministry of Finance and Treasury (MFT). Improved
resource estimation would be helpful in maintaining good fiscal discipline.

o The elimination in 2001 of the practice of enforcing “unspent balances” as a way of establishing
fiscal discipline was a step in the right direction. The latter should be supported by an effective cash
management system. In addition, to improve fiscal discipline further, setting and enforcing binding
expenditure limits for each of the spending units could be considered. Also, given the external
vulnerabilities facing the Maldives, it might also be prudent to maintain a small “contingency fund”
item in the budget as a cushion.

e Budget comprehensiveness--reporting all expenditures and revenues--is important for transparency
and to understand the macroeconomic effects of fiscal balances. Currently, several budget related
activities (particularly, lending to individuals and public enterprises) are not included in the budget.
The proposed reform of the public accounts system, which needs to be speeded up, should rectify this
error.

e The Government’s (Draft) Sixth National Development Plan underscores the need for using
“economically and financially” sound criteria for the evaluation of capital investments. To this end,
the Government may want to consider the following options for improving the PSIP decision process:

o A simple economic principle could be introduced to require that all new projects submitted for
consideration should include a section that describes the rationalization of using public resources
for the proposed activity. This would provide important technical information to the committee
overseeing the PSIP process to make a good judgment on competing claims.'®

o All project proposals provide an estimate of the recurrent cost implications of the proposed
activity over the next five to eight years after the project is completed and comes on line.

o In the existing PSIP process there is a system for line ministries to prioritize their project
proposals in line with their sectoral strategy. There is, however, no good way of comparing
projects across ministries. A possible option in this context is: after screening the projects for
rationalization of public sector intervention and taking into account the future recurrent cost
implications, the Project Appraisal Committee (PAC) could look at opportunity costs (in terms of
“what is being given up”, as described in paragraphs 29 and 30). This could be helpful in
evaluating the difficult tradeoffs across ministries.

'8 Starting with the 2003 Budget, the kine munistries are now asked to provide a justfication for the public sector intervention for all the new
project/program proposals
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o The number of spending units submitting budget proposals directly to the MFT should be reduced
from the current 176 to a more manageable number. This would force the Ministries and
Departments to make the tough spending trade-offs within their respective units rather than
asking the MFT to make those decisions.

In view of the capacity constraints that exist in government departments, in moving towards a
medium-term budgeting framework, it would be prudent to introduce a medium-term financial
framework (MTFF) first. Information on the capital and recurrent cost estimates of the approved new
programs/projects would serve as input in the preparation of a MTFF. As the Government
undertakes other important budget related reforms (particularly the reform of its accounting system),
adopting a full rolling medium-term expenditure program (MTEP) could be considered as a medium-
term objective--as has been contemplated by the Government for sometime. A good starting point in
this context for the Government would be to study the experience of multi-year budgeting in other
similar developing nations. To this end, a committee consisting of officials from the President’s
Office, MFT, MPND and other line ministries could be formed to begin the exploratory work in this
area. Assistance from donors could also be sought.

The process of budget monitoring and evaluation appears to be quite weak. Two reform options need
consideration in this context:

o The proposed Audit Bill has been in draft form for quite some time. It should be considered a
priority legislation and be enacted into law as soon as possible. The Government may also want
to consider how to enhance the limited role played by the People’s Majlis in the budget process,
without endangering fiscal discipline.

o A possible way to implement the strategic plan of the Government to improve service delivery is
to conduct user surveys in a few key areas. This is a powerful instrument to facilitate greater
transparency and accountability in public service delivery. Such surveys could be piloted in
public schools or to gauge the effectiveness of infrastructure services (e.g., inter-island access,
utilities). These surveys could also be helpful in improving service delivery in agencies
providing services such as motor vehicle registration or passports. Disseminating the results of a
well-designed and executed public service delivery survey can reveal if the taxpayers are getting
value for their money in that activity.

3.41  This chapter has offered a number of options for the Government to reform its budgetary process.
So have a few other reports. The next challenge for the Government is to work with its development
partners and outline a time bound agenda for reform based on a realistic assessment of its capacity.



Chapter 4

AN EVALUATION OF SECTORAL PUBLIC EXPENDITURES

L EDUCATION

A. Introduction

a. The Nature of the Review ’

4.1 An effective development strategy for the Maldives must give high priority to programs and
policies which both raise the productivity of the labor force and improve the quality of life of the whole
population. Education programs contribute centrally to both objectives. There are, however, other
government programs which also lay claim to the public resources available. And, in turn, these resources
which are generated both domestically and externally are constrained. In such a situation there is no
alternative to prioritizing expenditures, both between sectors and within them. The central objectives of
this section are to assess the extent to which the Government of the Maldives is spending public money
(including development assistance) in an appropriate and effective way to provide education services, and
to develop recommendations for increasing the benefits from these investments.

4.2 These issues have to be considered within three specific contexts. First, over the next four or five
years, the growth rate of both the economy and resources for Government programs is likely to be around
six-seven percent a year in real terms. Over the past decade, public expenditures in the education sector
have increased at a rate much higher than this and higher than that of public expenditures overall. Any
further increases above six percent a year would require lower than average increases for some other
sectors and would need to be based on sound justifications. Second, it is important that analyses of public
expenditures and government policies for education acknowledge both that there is private provision of
education and an often substantial cost to households of accessing publicly financed schools. The latter is
particularly the case in the Maldives. Third, expanded and higher quality provision in the education sector
can be gained by increasing program efficiency as well as by increasing expenditures.

4.3 Allocations of public expenditure to education in the Maldives, as in virtually all other countries,
are higher than expenditures in any other category of government developmental expenditure. It is
important, therefore, to periodically re-assess their size and distribution and the extent to which these
continue to reflect the importance which is given to achieving the sets of particular objectives adopted by
Government. In assessing public expenditures on education in the Maldives, the fundamental questions
are:

(i) What should be the role of government in the Maldives in financing and providing educational
services and what are the implications of this for the degree of subsidization for each part of the

sector?
(ii) What are the Government’s several objectives in the sector and how do they relate to the

justifications for financial involvement?

(iii) Given the justifications and the objectives, is the level of public expenditure and its
distribution, relatively optimal?

(iv) How effective and efficient are publicly funded activities and programs in meeting
Government objectives and in responding to the rationale for Government involvement and what
are the major constraints to improving their outcomes?

! All the figures given 1n this chapter are based on the information that was available in May 2001.
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44 More simply, is the level of public expenditure appropriate in the context of the population’s
educational status, alternative sources of expenditure and competing demands? Is the distribution of public
resources between the various levels of the education system, across regions and population groups, and
between inputs, appropriate? Are the inputs funded by public resources used efficiently?

b. Why Public Expenditure in Education?

4.5 Before detailing the current status of the education sector in the Maldives and the expenditures
being made both by Government and by others, it is useful to consider briefly the grounds on which the use
of public resources in this sector can be justified. Conventionally, economists have used the arguments of
both economic efficiency and equity. Public intervention is justified on (allocative) efficiency grounds when
total reliance on private markets is likely to prevent the aggregate result of individual decisions coinciding
with social valuations. The standard list of causes of such divergence includes externalities, public goods,
non-competitive markets and an absence of well-informed consumers or producers. Public sector
involvement can also be justified through an explicit concern with the social equity of the distribution of
services which would result from the sole operation of markets. However, each of these cases for public
sector intervention needs to be made carefully. Neither justifies the complete subsidization of services.

4.6 In the education sector, the main causes of market failures are externalities and it is widely
argued that a reliance on individuals to pay its full cost would result in the demand and the provision
being below socially optimal levels. Further, when the private costs of education are borne by parents and
the future benefits accrue to children, or to the parents of male children only, under-investment from a
societal viewpoint is likely. Imperfections in credit markets constrain borrowing against anticipated future
increased earnings and again limit the demand for education below the amount which would be socially
justified. Public interventions in the financing of education services can also be justified on the grounds of
promoting social equity and alleviating poverty. The responsibility to foster cultural awareness and
national harmony, and to respond to democratic mandates, are additional objectives for most governments
and again can be used to justify subsidization of particular types of social expenditures.

4.7 Presenting justifications for public expenditure is not the same as declaring that all public
expenditures in the education sector are justified, or are all equally justified. For instance, subsidization
of education expenditures may publicly be justified on equity grounds, but in practice the subsidies may be
captured largely, or not less than proportionately, by the better off sections of the population. Similarly,
government interventions/subsidies may be justified on the grounds of externalities and public goods, yet in
practice these interventions may be concentrated on types of education for which virtually all of the
benefits are gained by the individual and few accrue to the rest of society. One purpose of this review is to
assess the extent to which public expenditures in the Maldives in education currently are distributed in
ways which increase demand to socially desirable levels and/or improve social equity.

48 The rest of the Education section begins by discussing briefly the current status of the education
sector, moves to a description and analysis of current expenditures and trends, including assessments of
effectiveness and the constraints to improved performance, and then considers the expenditure patterns in
the context of Government objectives. In the final sections, the implications of the analysis are drawn and
recommendations are made for changes in resource allocation and reductions in the constraints.

B. The Status Of Education In The Maidives
a. Structure and Evolution

49 Maldivian society has traditionally placed a very high priority on education. Both households and
governments have devoted significant efforts and resources to the sector. By 1998, the adult literacy rate
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was 98 percent.® Virtually all children attend five years of primary school and a majority complete seven
years of basic education. In addition to the strong belief in education as a basic necessity of life, the reality
of an economy based on tuna and tourists, both of which it is reasoned could migrate at any time, has
provided a strong incentive to the Government to give high priority to the sector. (Education Annex to
Chapter 4 provides a more comprehensive account of the performance, policies, priorities and issues in
each level of education in the Maldives).

4.10  Basic schooling comprises of five years of primary and two years of middle schooling. For
virtually all children in Malé and an increasing proportion on the islands (53 percent in 1998), this is
preceded by two years of pre-primary classes. All islands have some form of primary schooling and all
schools provide the five year cycle. The net enrolment ratio for the primary cycle across the country is 93
percent, though the gross rate is 123 percent implying significant over age. Dropout rates are negligible
and the automatic promotion policy results in low repetition rates, apart from the final year in those islands
where higher grades are not yet available. There are no gender disparities. The high levels of enrolment and
completion do not appear to be matched by the levels of learning achievement. A recent study of
competencies produced a mean scores of 65 percent in Dhivehi but only 43 percent in mathematics and
with very significant differences between Malé and atoll pupils, and between students in different types of
school. Previous surveys have highlighted extremely large differences in English results between pupils in
Malé and in the atolls with performance in the latter being worse. The transition rates from primary to
middle school grades are generally high on islands where classes 6 and 7 have been established.
Universalizing these grades is an immediate priority and the current net enrolment ratio is around 75
percent.

4.11  Secondary education is in two separate parts: three years of lower secondary leading to the ‘O’
level examination (grade 10) and two years of upper secondary leading to ‘A’ levels (grade 12). Both
examinations are set in England. The gross enrolment rate for lower secondary is estimated to be 65 percent
and the net rate, 28 percent.’ Again there are significant differences between Malé and the atolls, both in
the level of coverage and in recent growth rates. While the population of Malé€ is about 28 percent of the
total population, secondary school enrolments are shared equally between the capital and the atolls.
However, a serious attempt is being made to expand places in the atolls. In the past three years enrolment
growth in the atolls has increased threefold compared to 50 percent in Malé. Slightly more females than
males are enrolled at this level. Upper secondary is offered only in Malé. Enrolments increased by 50
percent between 1997 and 2000, but remain very low compared to those in lower secondary. Fifty seven
percent of students are male.

4.12  Efforts to concentrate sub-degree tertiary education and training in the Maldives College of Higher
Education began in late 1998. The College has merged a number of institutions and currently includes
teacher education, health sciences, management and administration, technical education, hotel and catering,
and maritime training. More recently, Institutes for Open Learning and for Shariah and Law have been
added. Entry requirements range from below ‘O’ level to ‘A’ levels. Since courses range from a few
weeks to two years, an aggregate total of enrolments is not very meaningful. For instance, in 1999 in
administrative studies, 17 students were enrolled in courses beyond one year and 481 were enrolled in
shorter courses averaging around 15 weeks each. Teacher education offers both one and two-year
certificate courses plus in-service and upgrading courses. In 1999, 138 students were enrolled in Dhivehi-
medium primary teaching, around 90 in English-medium primary, 49 in the middle school course, and 69 in
secondary teacher training. Student-staff ratios are very low. Enrolments in tertiary education have been
split evenly between males and females over recent years.

2 Note that 1 addition to formal education, the ongoing non-formal adult literacy program, supported by the Government, has contnbuted to

Maldives’ very high adult literacy rate.
* Source. Draft Sixth National Development Plan
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4.13  For university education, Maldivians must travel abroad. Students are financed by parents, the
Government and donors. Between 1977 and 1997, the Government sponsored 851 students in first degree
courses and above. Seventy one percent were male. Currently 199 students are studying overseas and fully
funded by the Government. In addition, 345 students are fully funded by donors and a further 78 are jointly
funded by donors and the government. The largest field of study is education. It is not known how many
students are studying privately abroad. The Draft Sixth National Development Plan (SNDP) provides a
rough estimate of annual expenditure of $14 million, which would imply around 1000 students. Students
who are provided with scholarships are bonded in government service on their return. For example, an
undergraduate degree requires five years of employment in the relatively low paid public sector.

4.14  The tremendous success in providing near universalization of primary education and places for a
large majority in middle schooling now allows for a sharper focus on the next round of objectives and
challenges. These include completing the provision of seven-year basic cycle of schooling to all children,
raising its overall quality while also ensuring that children in the atolls are not disadvantaged, preparing for
the anticipated rapid increase in demand for secondary schooling and further developing the opportunities
for tertiary and higher education. For each of these, there is a desire to ensure that the current inequities in
educational provision and quality between children and young adults in Malé and those on the islands are
reduced, in an upward direction. As demonstrated in the following section, these objectives have to be set
in a context of an already high level of public expenditures on education. The principles of economic
efficiency and equity may be useful to help guide the distribution of this expenditure.

C. Levels And Distributions Of Government Education Expenditure

a. Public Expenditure on Education

4.15 Government expenditure on education between 1994 and 2001 is described in Table 4.1. These
totals include allocations to the Ministry of Education and to the tertiary institutions, and include all donor
financial assistance. Expenditures as proportions of GDP and of total government expenditure are also
described. Over the period, the share of GDP allocated to education has risen continuously and appreciably
from 4.7 percent to 7.7 percent in 2000. This is the highest share across South Asian countries and
compares well with Caribbean island countries. However, although these shares are based on new
estimates of GDP, such measures are notoriously unreliable. More important perhaps is education’s share
of total government expenditure. This increased from 13.0 percent in 1995 to a budgeted 17.8 percent in
2001. While total government expenditures doubled over this period, those for education increased by two
and half times. Over the last three years, however, the share has remained relatively stable. Again the
current share of total government expenditure compares favorably with that in other 