INVESTMENT RISKS IN DJIBOUTI
AND THE HORN OF AFRICA
Beyond the headlines

Executive Summary
Infrastructure in east Africa and the Horn of Africa region is under-developed. Economic
powerhouses Ethiopia and Kenya are upgrading their infrastructure provision to integrate into
international trade routes, including China’s Belt and Road initiative. Several neighbouring
countries with access to the sea are competing to become regional transport hubs. This has
implications for port operators, as strategic competition between foreign governments, as
well as domestic elites, is likely to intensify in the sector in the five-year outlook.
Countries across the Horn of Africa have embarked on ambitious programmes to attract more
foreign direct investment. In Djibouti, the government is pursuing a strategy to become a
regional trans-shipment hub. It faces competition to the east from Somaliland, a self-declared
autonomous state in north-western Somalia that is developing its port at Berbera, and Sudan
to the west, which plans to sell stakes in the management of Port Sudan, the country’s only
commercial port, on the Red Sea.
Poor governance and volatile geopolitics create a complex risk picture for companies seeking
to participate in the region’s growth. International media coverage is sparse and inadequate
to provide investors with a clear sense of the risks involved. Recent disputes between
governments in the region and commercial operators support this observation in most of the
national contexts assessed in this study. These are: Djibouti, Eritrea, Kenya, Somalia, and
Sudan.
African governments are exposed to mounting popular pressure to ensure that development
favours the local population. Localisation is increasingly the new name of the game. From
Ghana in west Africa to Tanzania in the east, African governments are renegotiating contracts
with foreign investors that were signed by previous administrations. In Tanzania, the
government banned the export of unprocessed gold by Acacia Mining, a subsidiary of
Canadian miner Barrick Gold; in Ghana the new government sought to renegotiate the terms
of a construction contract with UAE-based Africa Middle East Resources Investment (or Ameri)
Group, arguing the gas turbines it had ordered were overpriced. In Nigeria, authorities are
increasingly under pressure to award public tenders to local businesses over foreign
contractors. This includes the development of the port in the commercial hub Lagos.
These policies coincide with mounting levels of public debt, which are likely to pose liquidity
risks in the medium term. To fund such infrastructure projects governments need access to
large loans, many of which are provided by Exim Bank of China, which increases countries’
dependence on Beijing for the future development of their infrastructure.
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Horn of Africa in international rankings for ease of doing business
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Note on acronyms: 1) DB: World’s Ease of Doing Business report 2018; 2) CPI: Transparency International’s
Corruption Perceptions Index 2017; 3) AGGI: Mo Ibrahim Foundation’s Ibrahim Index of African Governance

Djibouti: the regional trans-shipment hub faces medium-term risks
Over the past two decades, Djibouti taken steps to open up to foreign investment, and the
country wants to become a regional trans-shipment hub. Its strategic location near the Bab
el-Mandeb strait – through which one third of seaborne global trade passes on its way to the
Suez Canal – and decades of peace and political stability compared to its immediate
neighbours has played in Djibouti’s favour among international investors.
However, Djibouti remains a risky destination for investors, and the country consistently
scores low in multiple international rankings. Furthermore, poor macro-economic indicators,
opaque governance, including a deterioration in the rule of law in recent years, and high levels
of corruption are likely to prolong a culture of rent-seeking among Djiboutian elites in the
coming years.
Although Djibouti has improved in some scores of the World Bank’s Doing Business report this
year, the country’s performance in other international indicators, such as the Mo Ibrahim
Foundation’s Ibrahim Index of African Governance (IIAG) and Transparency International’s
Corruption Perceptions Index (CPI), is not so good. In fact, Djibouti’s scores in the CPI and IIAG
has worsened in recent years, as outlined above.
Changing geopolitical dynamics in the region, amid protectionist policies in the U.S. and a rift
between the Gulf countries, are posing additional challenges to investors – particularly from
China and the Gulf – who will face political pressures to renegotiate contracts if authorities
see an opportunity to gain more revenue from other financiers. The government’s seizure in
February 2018 of the Doraleh Container Terminal (DCT) from UAE-based port developer DP
World highlighted the country’s erratic policy environment; the government claimed that the
conditions under which the concession was signed contravened state sovereignty. The case is
currently being heard by the London Court of International Arbitration in the United Kingdom.
Court judgement from a high court in London in 2014 ruled that the allegations by the
government were unfounded. The government had claimed that the person behind the initial
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agreement, Abdourahman Mohamed Mahmoud Boreh, and three other entities, had acted
with impropriety in negotiating the terms of the concession that was awarded to DP World.
Despite the court’s ruling, Djibouti proceeded with its seizure in February.
This was not the first time that the authorities unilaterally had terminated a contract with
foreign investors. In 2014, the Djiboutian authorities cancelled the contracts of Oil Libya S.A.
and two subsidiaries linked to French energy group Total after the companies refused to pay
fines relating to alleged pollution in the port of Djibouti. At the beginning of this decade, there
were also several delays reported in the implementation of a bilateral agreement between
Djiboutian and Ethiopian logistics operators at the port of Djibouti.
The seizure comes after the government in November 2017 adopted a new law which allows
it to renegotiate concessions agreed under previous administrators. This increases the
contract risks to foreign investors, as local officials will in future have a legal basis for
renegotiating contracts with foreign investors. This could expose foreign investors to
additional risks, as the legal channels whereby they can challenge the government’s decisions
are fewer than in other jurisdictions: for instance, Djibouti is not a signatory to the World
Bank’s International Centre for Settlement of Investment Disputes. Given the authoritarian
nature of the government, led by President Ismaïl Omar Guelleh, the level of opacity in
business transactions is likely to continue to expose companies to corruption and compliance
risks.

Why Djibouti’s dependencies create uncertainty for investors
Ninety five per cent of Ethiopia’s export goods pass through the port of Djibouti. This means
Djibouti is heavily dependent on Ethiopia, a position that allows Addis Ababa to exert political
pressure against its neighbour, for instance by moving to diversify its port traffic to new
deepwater projects in countries such as Kenya, or as more recently seen in Ethiopia’s decision
to buy a 19 per cent stake in the port of Berbera in Somaliland.
Djibouti is also ever more dependent on Chinese investment; last year, China replaced the U.S.
as the country’s number one source of foreign investment. In 2012, the government ceded
23.5 per cent of Djibouti Doraleh Multi-Purpose Port to China Merchants Holdings
(International), a Hong Kong-listed Chinese state-owned entity. Currently, Guelleh has made
it a priority of his fourth term in office to build two new airports. The China Civil Engineering
Construction Corporation has been selected by the government to do this for a cost of USD599
million. Djibouti currently has three main infrastructure projects in the pipeline with China; all
three are likely to play key roles in China’s Belt and Road project. Furthermore, Singaporebased contractor Pacific International Lines, which is a member of a Belt and Road consortium
of companies, signed an agreement with the government in March to develop DCT and
increase the volume of cargo handled at the port by one third.
These events indicate that competition with Chinese investors is likely to remain high in the
next five years, as construction projects are being finalised and new projects come online as
part of Beijing’s Belt and Road project. Djibouti’s reliance on Chinese investments for its
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infrastructure development, along with poor macro-economic indicators outlined below, pose
a growing risk of default, as the elevated debt burden will hamper the government’s ability to
access credit in foreign markets. Experience in other countries, such as Sri Lanka and Pakistan,
suggests that China will use these debts to assume full control over the projects.

Djibouti’s poor macro-economic indicators signal medium-term risks
Djibouti’s growing public debt in relation to its GDP is another cause for concern. This problem
stems from the country’s need to seek external funding to finance the development of its
ports infrastructure. The IMF warns that the economy will face liquidity concerns as current
loans reach maturity. Public debt reached 87 per cent of GDP in 2018; that is almost double
Djibouti’s national debt level in 2013, according to the IMF and the World Bank. Given that a
large part of this debt is held by foreign debt holders, this will pose a risk of liquidity shortage
and potential default in the medium-term. However, the economy is likely to be able to sustain
short-term shocks, as foreign exchange reserves currently stand at 3.8 months of imports.
Potential increases in global interest rates are also a cause for concern, as Djibouti holds a
significant share of debt with variable interest rates. It will also pose considerable challenges
for the country to access new loans or re-profile its debt, to finance new infrastructure
development projects. There has already been an accumulation of arrears to foreign lenders
over the past five years, and together with debt-servicing costs for U.S. dollar-denominated
bonds in the coming years, this presents further risks to investment stability in the country.
The IMF estimates that debt-servicing costs will reach 6 per cent of GDP by 2021.

How changing global dynamics are likely to impact Djibouti
Changing geopolitical dynamics, with an increasingly protectionist approach by the Trump
administration in the U.S., including the re-imposition of sanctions on Iran, is likely to prompt
a decline in international trade, particularly from China and Ethiopia, economies on which
Djibouti is dependent. A decline in international trade would have a major impact on Djibouti’s
export revenues, which means that local elites will seek increased value addition to the
national economy in the coming years.
The presence of multiple international military bases – China, France, Japan, and the United
States all have troops based in Djibouti – also poses a growing risk of political fall-out between
traditional partners over newcomers that could offer a better investment potential, and thus
access to foreign funds.

The alternatives: Looking south to Kenya
Among the countries in the Horn of Africa and east Africa region, Kenya stands out as the most
favourable to foreign investors. It is persistently ranked better than its regional counterparts,
and has improved a number of indicators in recent years for the rule of law and regulatory
environment. Kenya is also signatory to several international conventions that provide
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businesses with multiple investment settlement options. Regardless, some projects have
proven problematic and the government has taken steps to expropriate assets in some cases.
Like Djibouti, Kenya is trying to develop its ports; at Mombasa, the country’s largest
commercial port, and also at Lamu and Malindi. The port of Lamu will form an integral part of
the Lamu Port-South Sudan-Ethiopia Transport (or Lapsset) corridor, a multimodal
transnational infrastructure project that was first announced in 2011. However, funding gaps
and slow bureaucratic processes have repeatedly delayed the project. These issues could
intensify in the coming years, as Kenya’s debt-to-GDP ratio is likely to reach 60 per cent in
June of 2018. While not at direct risk of default, the growing debt levels of the past two years
mean that the government could struggle to pay the many contractors who are rolling out its
massive infrastructure development programme over the next three years.
Just like Djibouti, Kenya has sought help from Chinese investors to finance and build its
infrastructure projects. In 2017 alone, Kenya’s debt held by Chinese creditors grew to USD5.2
billion, an increase of 27 per cent in a year. Last year, Kenya inaugurated its flagship standardgauge railway (SGR) between the port city of Mombasa and the capital Nairobi – the largest
infrastructure project since independence from Britain in 1963 – which has been funded and
constructed, and which is being operated by Chinese entities.
Despite the first phase of the SGR being completed several months ahead of schedule, the
later stages have experienced a series of problems. Top officials at the Kenya Railways
Corporation and China Road and Bridge Corporation face potential prison sentences for
allowing construction of the line to continue in Nairobi National Park, despite court orders
prohibiting them from doing so. The Kenyan land agency, the National Land Commission, is
required to pay USD49 million in compensation to hundreds of landowners. Moreover, further
delays are likely as Kenya is struggling to raise finance to pay for the last stretch of the SGR,
running across the border into neighbouring Uganda. Unusually high levels of precipitation
during this year’s rainy season, which has caused extensive flooding across the country, is
likely to shift the government’s priorities from developing new infrastructure to repairing
existing infrastructure damaged by the rains.

The alternatives: Looking east to Somaliland and Puntland
In Somalia, two northern regions are also taking steps to develop their ports. The self-declared
autonomous state of Somaliland in March signed a tripartite agreement with DP World and
Ethiopia to develop its port at Berbera, while Puntland has signed a 30-year concession with
P&O Ports, a subsidiary of DP World, to develop its port at Bosaso. The Federal Government
of Somalia (FGS), which is based in the capital Mogadishu, has stated its opposition to both
agreements.
However, both Puntland and Somaliland have vowed to move ahead with the plans regardless,
adding to the friction between the central and regional authorities. This growing rift between
Somalia’s federal entities is likely to increase uncertainty for foreign investors, particularly in
relation to UAE-based entities. Since Saudi Arabia and the UAE initiated an embargo on Qatar,
relations between Somalia and the UAE have soured, due to the FGS’ refusal to take sides in
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the dispute. Somalia announced in April it was terminating UAE-funding of its armed forces,
and there have been several incidents this spring to further suggest relations between the two
countries are worsening. Somaliland’s decision to award the development contract to DP
World is likely to add to the antagonism and investment instability.
Somalia’s scores in international rankings (see above) are persistently among the worst in the
world, highlighting poor governance, high corruption, and weak legal protections for foreign
investors. The country has the largest number of cases (8) at the World Bank’s International
Centre for Settlement of Investment Disputes (Icsid) among the five countries compared,
which highlights these investment risks.

The alternatives: Looking west to Sudan and Eritrea
Following two decades under U.S. sanctions, Sudan is opening up to foreign investors as the
cash-strapped government wants to increase its revenue, after losing 75 per cent of its oil
reserves when South Sudan seceded in 2011. In 2013, the government sought to increase
investor confidence with the introduction of the National Investment Encouragement Act,
which prohibits discrimination against foreigners in commerce. It also allows foreign
corporations to repatriate capital and profits.
However, Allan & Associates sources in Sudan indicate that despite the new law, bureaucracy
and corruption in Sudan remains overbearing and slow down the establishment of businesses.
Little bureaucracy is digitised, and the infamously slow pace of Sudanese officialdom increases
opportunities for corruption, with officials demanding ‘incentives’ to process documents more
quickly.
Due to U.S. sanctions, Sudan has instead relied on regional partners in the Middle East. It has
sought investment from Iran and then Qatar, as well as Turkey. Saudi Arabia has used its
economic and political leverage over Sudan to persuade the country to roll back Iranian
influence in Sudan after Khartoum allowed Iranian naval vessels to dock in Port Sudan.
Nationalism plays a significant role in Sudanese politics. There is an underlying risk that
foreign-owned businesses will face pressure from authorities, in the event that the
government feels slighted by remarks made by politicians in the company’s country of origin.
This suggests that antagonism between Gulf states could present additional contract risks to
Gulf investors in Sudan.
There are indications that the government wants to privatise the management of its northern
port in Port Sudan – the country’s main commercial port. This comes after the government
privatised the southern port in Port Sudan in 2016, despite opposition from local labour
unions. Similar opposition is likely in the one-year outlook. Nearby Suakin Port on Suakin
Island is an old Ottoman port, now derelict. In 2017, Turkey signed a 99-year lease with Sudan
for Suakin Island to preserve and restore Ottoman buildings and artefacts. Turkey will also
build a shipyard for military vessels on the Red Sea coast. In March, Qatar signed a USD4billion
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deal with Sudan to develop the commercial viability of Suakin Port. Sudan will collect 51 per
cent of the eventual profits, while Qatar will receive the remaining 49 per cent. Beyond
possible low-level sub-contracts, it is unlikely that there will be opportunities for investment
in Port Suakin in the foreseeable future, due to the Turkish and Qatari presence.
Regime change in the 18-month outlook is unlikely. Not only has the central government
successfully repressed several rebellions, it has invested significantly in its defence
infrastructure. Furthermore, it is probable that the public will want a degree of stability in
order to attract foreign investment so as to benefit from the recent removal of U.S. economic
sanctions.
Eritrea is a secretive state which is highly isolated from the global community, where the
government maintains an opaque and hostile approach towards foreign investment. This is
reflected by its refusal to participate in any regional economic bloc or even the World Trade
Organization. Only a small handful of overseas investors are present in the country, mainly
from China, Italy and the UAE, and they are concentrated in a few sectors: natural resources,
textiles and construction. Private entities – foreign and domestic – do not have the right to set
up their own businesses, and restrictions on foreign nationals are even more stringent.
Eritrea is a one-party totalitarian state under President Isaias Afwerki, who has been both
head of state and head of government since he was first elected in 1993. Over the past decade,
there have been rumours about the health of the reclusive, 72-year-old leader; these have
been routinely denied by the government. There have been no serious coup attempts over
the past five years. In the event of Afwerki’s departure, the lack of an obvious successor would
without question throw into doubt the country’s entire political (and thus commercial)
system.
There is a lack of transparency in the regulatory process, severe limits on the possession and
exchange of foreign currency, an absence of objective dispute-settlement mechanisms, and
severe political obstacles to obtaining licences, as well as the large-scale use of conscripted
labour and frequent expropriation of private assets. All this poses complex corruption, legal,
and reputational risks to corporates.
Since 2009, the country has been under a tough international sanctions regime linked to its
support for non-state armed groups in Somalia and for Eritrean military incursions into
Djibouti. The sanctions include an arms embargo, travel bans on senior political leaders and
asset freezes on government officials. Given the near-necessity of investors dealing with
Politically Exposed Persons to secure business in Eritrea, this poses a high compliance risk and
increases the need for thorough due diligence of local partners.
Although there have been no cases of expropriation or confiscation of foreign investments,
expropriation laws are vague and there is a lack of transparency on the processes which
businesses need to undertake in the event of expropriation threats. This presents extreme
risks to foreign investors, who need to rely on local elites to facilitate effective trade.
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