Enhancing Economic Resilience of Vulnerable SMEs in Djibouti: 
Technical Proposal

Background

Djibouti is facing an unprecedented economic crisis due to COVID-19 threatening hard-won development gains of 20 years. Djibouti struggled to grow its economy due to a largely unskilled labor force, limited resources and harsh climate conditions. Informal and small businesses, representing more than 70% of all jobs, are heavily impacted. This economic tsunami is likely to send back to poverty the most vulnerable and disrupt the social cohesion. Djibouti has experienced a strong and stable economic growth in recent years, notably as a result of its positioning as a transportation and logistical hub. The impact of COVID-19 pandemic on the Djiboutian economy disproportionately affected micro, small and medium enterprises (MSMEs) and the informal sector. Djibouti has one of the lowest levels of financial inclusion in the MENA region with only 12% of the working age population having an active bank account, and this number is even lower for the 15 to 24 year old demographic[footnoteRef:1]. To enable access to financial services, microfinance can be a key mechanism contributing to poverty reduction and economic development.  [1:  World Bank Data 2011. ] 

Financial inclusion plays an important role in enabling the socioeconomic recovery of the MSMEs from the COVID-19 impact.  Even though the microfinance landscape in Djibouti is currently very limited, the potential for the market to develop is significant. Currently, there are three main groups of microfinance actors in the country. The first group is the government owned entities such as the Djiboutian Social Development Agency (ADDS), which has the role of structuring and institutionalizing microfinance activities, together with offering financial and logistic support for the sector. The second group is consisted of commercial banks, where the relationship between commercial banks and microfinance providers is limited to operations such as deposits, withdrawals and transfers. However, commercial banks do not provide credit lines for microfinance activities. Finally, the third group of actors consists of the regulatory and supervisory authorities for the development of the microfinance sector, and it mainly includes the Central Bank and the Ministry of Finance. 
With regards to the microfinance providers, the sector is dominated by three major Credit Unions, the “Caisse Populaire d’Epargne et de Crédit (CPECs)”, established in 2011. CPECs target vulnerable beneficiaries and have mobilized several donors, including substantial contribution from the Government. However, the effectiveness of support to microenterprises has not been satisfactory and some CPECs have not been profitable due to the shortcomings in the management that has led to an increasing deterioration of their portfolio. The CPECs require restructuring and improvement of operations management as well as the development of commercial activities for sustainable financing.  

Rationale 

The Central Bank of Djibouti is responsible for promoting Islamic Finance in general and Islamic Microfinance specifically. Islamic banking emerged in 2006 and accounts for approximately 20 percent of the total banking assets in the country. Nevertheless, a large fragment of the population opts out from using the traditional banking services, based on their Islamic religious beliefs. According to the World Bank Findex Database 2011 for Djibouti, the percentage of adults that do not have an account at a bank or another type of formal financial institution due to religious reasons is 22%. This is a significant amount, indicating that there is potential demand for Islamic financial products and services in the country. The development of Islamic finance in Djibouti could provide a mechanism for enabling financial access to the segment of the society that voluntarily avoids engaging in financial activities due to non-compliance with their religious beliefs. Additionally, the overall microfinance sector in the country can broaden its reach by offering Islamic microfinance services in communities averse to using conventional financial instruments[footnoteRef:2].  [2:  We note that Djibouti may prefer to use the terms “participation finance” or “risk-sharing finance” to describe these modes of finance that conform to religious requirements.   ] 

With the aim of effectively addressing the problem of financial exclusion and poverty, the Islamic microfinance pilot project was introduced in 2011 by the Government of Balbala, supported by the Islamic Development Bank, and it involves an array of Islamic financial products, such as Murabahah, Mudharabah and Qard Hasan. Nonetheless, Islamic microfinance in Djibouti faces serious challenges, such as the absence of an enabling legal, fiscal and social framework, the shortage of local microfinance and Shariah experts, the scarcity of long-term resources for microfinance institutions, and the lack of interest from Islamic banks for entering the microfinance sector. Additionally, the overall Islamic microfinance sector in the country is rather small, as it accounts for less than one percent of total industry assets. Islamic banks and commercial banks with Islamic windows could potentially be the key microfinance providers in Djibouti. In addition to having a wider reach, greater expertise, skilled personnel and a track record of providing financial services compared to potential microfinance institutions set up specifically for the purpose of solely providing microfinance, commercial banks face lower risk, as their portfolios are diversified by different services and instruments, and their overall profitability is not dependent on microfinance alone. 
In addition, it is important to integrate the microfinance institutions within selected value chains through an economic empowerment approach to achieve high socio-economic impact, which in turn can ensure the sustainability of micro-projects and long-term jobs in vulnerable sectors. 
The Government of Djibouti has launched on 23 April 2020 a National Solidarity Pact (NSP) to respond to the health, economic and social challenges of the outbreak of COVID-19. Proposed actions to fight Covid-19 on the NSP mainly consist of 4 pillars, tightening the social net, ensuring business continuity for affected businesses, minimizing financial influences among MSMEs and mobilizing resources to respond to Covid-19 from both public and private sectors.
In line with national response to COVID-19, UNDP contributed to the formulation of the National Solidarity Pact (NSP) from the angles of social and economic measures. UNDP supports through maintain and rescue of livelihoods to vulnerable people such as women headed households, refugees, elderlies and persons with disabilities. UNDP launched the project “Rising Djibouti” to assist the government of Djibouti in raising awareness. The project also promotes various instruments to the affected MSMEs in order to establish new businesses and assist the economy in Djibouti to bounce forward. 
To respond to and mitigate the emergency impacts of COVID-19, the Government of Djibouti has signed with the IsDB a project to enhance Economic Resilience of vulnerable SMEs in Djibouti. The project adopts multiple approaches to address the impact, including establishing and operationalization of Islamic microfinance systems. UNDP, as lead partner for financial inclusion in Djibouti, will collaborate with the Ministry of Finance and Economy (MOFE)/CLE to support the implementation of the IsDB funded project. UNDP will coordinate with the key stakeholders involved: Central Bank, ADDS, CEPECs, commercial banks of Islamic microfinance instruments to help them better provide financing to potential borrowers. 
Islamic Finance in Djibouti 
Djibouti bridges the Arab Islamic world and the African continent. It has registered robust economic growth over the years. The country introduced Islamic banking in 2006 with the establishment of an Islamic bank branch. Since then, Islamic finance has spread rapidly and gained significant popularity among people. Today, three full-fledged Islamic banks are operating in the country. Islamic banking assets constitute about 17 percent of the banking industry. We note that this level of market share far exceeds that of Islamic banking in Indonesia, where Islamic finance is well-integrated into the national SDG plan.
In Djibouti, the untapped demand of a majority Muslim population, the low level of financial inclusion and the introduction of new Islamic banking regulations signal a potential for Islamic finance to further develop in the country[footnoteRef:3], which can be exploited through adequate technical assistance proposed in this section.  [3:  IRTI, Islamic Development Bank Group. (2018). Islamic Finance Country Report. Djibouti: Unleashing the Potential for the Future] 

Potential Partners 
Participation Banks Association of Turkey (TKBB): The Participation Banks Association of Turkey (TKBB) is a professional public institution established in 2001 with a mandate to represent the participation banking sector at national and international levels. The TKBB is the main representative of the participation banking sector in Turkey and works with the government, regulators and other stakeholders to increase public awareness and understanding of the contribution the sector makes to the Turkish economy. The TKBB has a range of working committees to support member banks’ priority issues and also conducts extensive training programmes.
To foster the development of Islamic microfinance in Djibouti, UNDP’s Istanbul International Center for Private Sector in Development (UNDP IICPSD) will partner with the Participation Banks Association of Turkey (TKBB). Specifically, a Task Force within the TKBB, comprised of representatives from the TKBB, Central Advisory Board and the participation banks, will be set up. In addition, the TKBB will, throughout the entire duration of the project, have a focal point for the collaboration and will assume an advisory role. Under an MoU, signed between the TKBB and IICPSD, these two entities will together support the transfer of knowledge, skills and technical know-how to Djibouti national stakeholders on the Islamic finance models and legal structure to contribute to the development of the Islamic finance sector, as well as micro and SME financing operation models of participation banks. In addition, other partnerships such as KOSGEB (Turkey’s Small and Medium Industry Development Organization) and the Credit Guarantee Fund of Turkey (KGF) will also be engaged in capacity development activities of the project. 
Objectives and Scope of Work

The overall objective is to support the development of the Islamic finance and microfinance ecosystem in Djibouti through a holistic approach including skills improvement and capacity building. The scope of work consists of two phases; in the first phase, the IICPSD offers to perform an assessment of the sector, followed by developing the strategy and designing a product for an Islamic microfinance program in the country. The second phase includes capacity development activities, including both virtual and on the-job trainings for the national stakeholders in Djibouti to scale up the model and improve the efficiency of the system. These activities are discussed in more detail in the table below. 

	Deliverables
	Scope of Work and Activities
	Budget (USD)

	Phase I

	
Assessment Study on Islamic Microfinance in Djibouti
	
The IICPSD offers to conduct a preliminary assessment study of the microfinance ecosystem in Djibouti to foster an ecosystem in which all segments of the population can participate and religious considerations are not a barrier to participation. 

The objectives of the study will be to:

1. Identify the relevant stakeholders from public and private sector and their relevant strategies, including both conventional and Islamic Finance institutions;
2. Identify policy recommendations and advocate for incentive models, guarantees, special tax schemes to grow the Islamic finance sector;
3. Analyze the potential investors/donors and target groups for microfinance;
4. Detect specific Islamic microfinance lending products through demand supply analysis consultation with banks, institutes and potential borrowers; 
5. Identify opportunities and challenges for the development of the sector;
6. Detect bottlenecks and growth constraints in existing programs of microenterprise development – with respect to livelihood and growth enterprises and suggest policy interventions to tackle them;
7. Evaluate the legal and regulatory environment for Islamic Microfinance;
8. Analyse the feasibility of developing a fintech model for microfinance and other catalytic approaches to transform the microfinance sector for affected populations;


	[bookmark: _GoBack]59,400

	Strategy Development
	
After the assessment, which includes but is not limited to, the abovementioned factors, a Strategy for microfinance in Djibouti will be determined, through an analysis of best practices in the global Islamic microfinance sector. 

The assessment will consider different models of microfinance (full-fledged microfinance institution, commercial banks provision, fintech etc.) and the Strategy will outline the model best fitting for the specific case of Djibouti. Recommendations will be provided for key stakeholders in the country.

	39,960

	Output
	
In line with the strategy, a product will be designed either through modifying an existing under-performing Islamic microfinance program in the country or a new program will be initiated and developed.  
Monitoring and evaluation will be conducted on a regular basis and project results will be used for future projects. Key metrics such as funding provided, enterprises supported, and other forms of impact will be identified and tracked.

	70,200

	PHASE I TOTAL[footnoteRef:4] [4:  General Management Support (GMS) fee of each activity is included in the Total Budget.] 

	$169,560

	PHASE II

	Islamic Banking: A Participation Finance Approach Workshop
	
Ensuring a sustainable and strengthened growth of Islamic microfinance is dependent on the development of the Islamic finance ecosystem in the country.
With this respect, IICPSD, in partnership with TKBB, will conduct a workshop on the Islamic banking ecosystem to enable the exchange of knowledge and expertise for the development of the sector in Djibouti. Subjects ranging from retail, SME, corporate banking sales and marketing; product development; risk management; Shariah governance; treasury and international banking will be included in the content, depending on the demand from the national stakeholders in Djibouti. 

The target audience for the workshop will be from the public and private sector, including participants from Islamic banks and other legislative bodies. 

The decision to hold the workshop virtually or physically will be decided depending on the situation of Covid. 
 
	21,600

	Islamic Microfinance Training 
	
IICPSD will provide training to the national stakeholders in Djibouti. The training is envisioned to take a form of a two-day long virtual event focusing on topics of Islamic microfinance. The trainings will provide details on the best practices in the area of Islamic micro and SME financing from both Turkey and around the world. 
Practices for different models of Islamic microfinance, such as provision by commercial banks, full-fledged microfinance institutions, and potential for developing fintech model of microfinance provision, would be presented in the training.
Target participants:
· Virtual training would have a wide target audience and include stakeholders from different lines of business, such as legal specialists, commercial bankers, Islamic microfinance providers etc.
· The representatives of KOSGEB and KGF would also be invited to participate by sharing their best practices with the Djibouti stakeholders.

	27,000





	
On-the-job training for Trainers (ToT)
	
An on-the-job training for the potential trainers from the staff of financial institutions and legislative stakeholders from Djibouti will be organized. 
Within the on-the-job training, the participants will spend 10 days in a participation bank and will explore and learn through informal interaction and discussion with experts in relevant departments of the participation bank. The training aims to ensure efficient transfer of specific know-how and allow the participants from Djibouti to see and experience the Islamic micro and SME financing modus operandi firsthand so they can become trainers to train others in Djibouti. 
 
Target participants:
· On-the-job training would include a small group of participants (5 people), namely several staff members from Islamic banks in Djibouti and a member from the legislative side responsible for Islamic finance and microfinance.  

	43,200

	PHASE II TOTAL[footnoteRef:5] [5:  General Management Support (GMS) fee of each activity is included in the Total Budget.] 

	91,800



Expected Outcomes

The overall expected outcome of the technical support outlined in this proposal is to enhance Islamic microfinance for MSME socioeconomic recovery and resilience in Djibouti. Ensuring the recovery and resilience of the MSME sector is in turn expected to positively contribute to the SDGs realization on a national level. The figure below illustrates the specific goals addressed through the provision of Islamic microfinance in Djibouti. 
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