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Explanatory Notes

References to the Government means the Govermment of Vanuatu umless otherwise stated.
Reference to $ means United States dollars, unless otherwise noted.

A slash between dates (eg 1986/87) indicates a finacial year.

A dash between dates (eg 1987 - 1991 ) indicates the full period involved including
the beginning and end years.

n.a means the data was not available.

A dash (<) in tables indicates that the ammt is nil or negligible.

Value of local currency = Vatu dollar = VT and during the mission in terms of

United States dollars ($) 1$ = 102.56VT

The following abbreviations are used in this report.

BDU Business Development Unit

DBV Developrent Bank of Vanuatu

CARIOOM Caribbean Comon Market

CFTIC Commorwealth Fund for Technical Cooperation

CIF Cost, Insurance and Freight

VA Distributive Value Added

EDF European Development Fund

ESCAP Economic and Social Commission for Asia and the Pacific

FOB Free on Board

FNDP First national Development Plan

GDP Gross Domestic Product

QP Gross National Product

GSP General systems of preference, a facility offered by the United
States and similar to LOME agreement.

IDTS Industria' Development Training Scheme

MMOF Nat.ional Manpower Development Fund

110 Internmational Labour Organization

SPEC South Pacific Bureau for Economic Cooperation

UNDP United Nations Development Programme

UNIDO United Nations Industrial Development Organization

VA Value Added

Unless otherwise stated all actions identified in this report are assumed to be the
responsibility of the Department of Industry and/or the Ministry of Industry and
Commerce and/or Ministry of Finance, Commerce, Industry and Tourism.




The oroject ST/VAN/PH/2Q1 - Assistance in oresaration of a Thite Paper
on Incustrial Strategy anc Pelicies - txs imatiated by the Sovermrent of  Vanvato

'

in Septerber 1983, Its importance as a prerequisite for the ralt 2! the
- Second liational Developrent Plan (31807) (1687-1991}) erphasized the need
for both urgencv ancd skill in appraising the existing incdustrial structures acd
pelicies as well as formulating an irproved strategy and supporting policies

to enhance the islands' incustrialization process.

In response to this request, U0 contracted the services of Zarie A.S. Tavior,
and expert in industrial strategy and policies for two ronths begimning lav,
1686. A copy of this report together with -=e “hite Paper wis presented to the

Govertment in June., The miin findings are surmarizec :

a). Vanuatu's industrial developrent is still at the early infant stage requiring

rot only pclicies and strategies but institutional strenzthening and support.

The organization for irdustry is incomplete with serious deficiencies in

manpower, structure and outreach.

). Infrastructure beyond urban Efate though improving is still inacequate and
could be strained quite easily with a positive response to increased incustrial

promotion activities.

Substantial investment will be necessary in training and manpower development
in order to bhuild up the cormer:ial, industrial and entrepreneural skill
levels if incustrialization is to proceed at pace and in the direction assumed

by policv.

The statistical base, both for industry and the general economy requires
further strengthening if quality decisions, for national and sectoral planring

are to be achieved.
Finally, the management of foreign exchange and interest rates and the

generally positive economic climate, dispite severe reduction in foreign

earnings is a quality which shows great hope for industrialization in Vanuatu.
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Preface

In the interest of clarity, this report is presented in two sections and
five parts. Section one Part I gives the background to the incustrial .
development project request and the project input — output profile. Part
11 gives a surmary of the main findings based on the industrial development
policy and strategies which supported the First Planj,and a set of specitic

recommendat ions.

In section two, Part 1 describes the main components of the methocology
used in the assessment of the impacts of the industrial policy and strateg-
ies during the First Plan and provides the basis for developing a set
of industrial strategies to support the Second Nationa! Development
Plan. For implementation purposes, a technical note and exemple of

estimating Value Added is included.

Finally, in Parts Ilard II1, detailed findings, observations and recommend-
ations are made bzsed on assessments of strengths and tailures of the
strategy and programmes pursued during the First Plan. Specific recommenda-
tions are made for activities in which UNIDC and (NDP might be pursued

for further assistance and the report end with a brief concluding remark.
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-7 -

SEOTI S YT

PROJECT PROFILE AND ACTIVITIES

Backeround

3.

The Govermrent of Varmuatu, 2 years after its independence from Britiain
in 1980, introduced the islands' First 5-year National Developmr%t Plan
(RADP) with projected expenditure of some 11.5 billion vatu over three
main areas: Incustrial infrastructure, social services and rural ceveiop-

ment .

The National Plamning and Statistics Office in its mid-temm review
of the Plan in 1984 indicated that the industrial programme was tauted
by several factors during the period. Fluctuating prices and markets
for strong traditional exports like copra, slow take—off of the industrial
sector, delays and short falls in development funcs and the absemce of

a clear cut industrial policywere among the main contributors.

By means of the formmlation, management and inplementation of the
industrial development strategy and appropriate policies the Govertment
of Vamuatu intends to play a key role in the industrialization process.
Strategy and policies formulation should therefore ensure that investments
are charmelled into areas which will contribute most to the effective
utilization of national resource, socio—economic progress of the country
and the development of a balanced and efficient industrial structure,
supporting and complementing the other sectors of the econonty.  Special
considerations are to be given to the problems and issues which are related

to Vanuatu as a sovereign state and a small multi-island economy.

In pursuit of these objectives suitable policies in trade, finarnce,
technology, manpower and energy can provide an effective support to indust-
rial development and assist the economy in coping with problems and
challenges which the country face.

The Goverrment of Vamuatu will present its second Naticnal Development
Plan (SNDP) early next year. In addition to data acguisition the review
and formulation of industrial development strategy and policiies is an
inportant precondition for the plamning exercise in the field of industrial
development .




In view of the importance of elaborating the industrial strategy and
policies in the form of a Thite paper within a short time, and the
complexity of the nature of the work involved .the Government requested
an expert to assist a orofessional team headed bv a high level oftic.al

from the Ministry of Finance, Commerce, Industry and Tourism.

6. Mr. Earle A. S. Taylor, an expert in industrial strategy and policies
was contracted by the United Nations Industrial Development Organization

in 4pril, 1986 for two ionths with the following objectives :

B. Objectives

1. Development Objective

To contribute to the development of an eftective and etficient
industrial sector which will participate in achieving the country's

socio—economic objectives.

2. Tmmediate Objectives

To assist the Govermment in reviewing suitable industrial strategies
and policies for the effective promotion and development of the industrial
sector, and in preparing a Vhite Paper on industrialization policies

for the Second National Development Plan.

C. Project Igeuts

1. Govermment

- Professional team headed by a senior official from the Ministry of

Finance, Commerce, Industry and Tourism.

- Secretarial support, adequate office accommwdation, with necessary
equipment and supplies,appropriate transportation facilities for inland

field visits.

2. UNIDO

~ Unido expert in industrial strategy and policies for two months in

Vanuatu with briefing session in Viema and Suva.

- Project travel and related expenses up to and from Vanuatu.




D. Project Outputs

L. A report appraising the current industrial strategy and
policies with proposals for improvement according to the
prevailing international, regional and national economic

situation.

2. A draft White Paper on industrial strategy and policies for

the Second National Development Plan.
3. A study listing industrial sub-sector priorities.
4. A draft plan for follow-up training in formulation, management

and implementation of the industrial development strategy and

appropriate policies for selected professional officials.

E. Project Activities and Expectations

1. Review existing Industrial structures, strategy and policies.

2. Identify industrial opportunities and rescurces, as well as
the constraints and potential problem areas.

3. Assess the impact of past and present industrial strategy
and policies so as to enhance the industrialization process.

4, Formulate proposals to strengthen the industrial strategy
and policies so as to enhance the industrializacion process.

5. Develop a priority list of industrial subsectors, based on
sound economic criteria that consider the interactions between
individual subsectors and each subsector on the marco economy.

6. Elaborate in the form of a draft White Paper the industrial

Development Strategy and Policies that will form the basis for
preparing the 2nd 5-Year National Development Plan.




7. Prepare and implement a two—day workshop on Industrial Development

Strategy and supporting policies with full participation of decision

makers in Govermment, industry and other critical institutions.

a. Elaborate the plan for follow-up training in the formulation and

management of industrial development strategy and supporting policies.




SECTICN ONE

PART 11 SUMMARY OF MAIN FINDINGS AND RECOMMENDATIONS

A. Review of General Objectives of FDP

3.

The objectives of the Industrial Plan for the Manufacturing sector
during the period 1982 - 1986 emphasized essentially :
(a) the promotion of basic industries which process local materials.

(b) the encouragement of local entrepreneurs in the develcpment
and ownership of industrial activities especially small-

scale industries.

(c) encouragement of import-substitution and export industries

to improve balance of payments.
{d) the creation of jobs in rural and urban centres.

(e) establishment of sound basis for medium and long term industrial

investment opportunities.

(f) stimulation of growth in selected areas and projects including
cocomut o0il extraction , boatbuilding, cement manufacture,

leather, beef and fish processing.

With respect to (a) & (¢) sixteen basic industries were establisned-.

Their use of local materials was low and in the cases of the

wood and wood product sector, Food and Beverage Sector. the performance

was unsatisfactory. Value added remained still for Food and Beverage

ard only a slight increase for wood during the period.

In respect of (b) there is still a serious shortage of local skills

in both technical, business, and managerial personnel which limits the

growth and development of indigenous entrepreneurs. However, in the
area of small-scale activity, relative p.rogress was made in leather, craft,
wood working, cement block-making, roof tiles and related link activity
such as wood moulding and service equipment, retail and repair shops.
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4, The objective of job cieation has only been partially achieved.

Manufacturing emplovment increased by 89 during this 5-Year perioC—an
aggregate increment of only 1% of industrial emyloyment and a large

pronortion of this has been in urban centres.

5. With respect to objective (e) most industries have Cceveloped to

fill immediate needs and paps made through policy of duty free raw
materials and capital equipment. This has encouraged over capacity anc
over capitalization in most cases and a total dependence on domestic
market for economic viability. Thus the basis for long-term and mecium
tarm opportunitiss have not been realized up to now and policies will
have to be directe¢ toward structural shifts in production techniques,

raw material usage and aaro-industrial lirkiges.

6. The objectives of developing specific projects have been partially
achieved and further strengthening of beef and fish processing will
have to be nursued to  fully realize the benefits of these industries.
A similar development will be needed for copra, cocoz and coffee to
exploit the various linkages that are possible from the obvicus abundance

of these primary products.

7. In general, as a first step in the process of industrialization,
the achievements, though small, are positive. Policy of the next Plan
has to be developed to build on the foundation that has been laid and
to redirect and guide the process much more than has happened during

* the period of the First Plan. Industrial support by the Ministry of
of Industry has to be improved and strategies recommended irplemented
with full speed,giidance, and monitoring.

B. Specific Recommendations

1. Since the industrial development programme is now highly predicated
on :-
{a) the restructuring and strengthening of the Department of

Industry,

(b) the establishment of Vaiue Added as the criteria for assessing

industry performance and encouraging industry development,
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it is recommended that the main emphasis of policy be
directed at the strengthening of industrial enterprises which

have pctential to utilize domestic materials such as those

based on: wood and agricultural crops, fish and meat stock.

These activities can be supported and strengthened with short-
term consultants with specific operational targets and outputs.
These areas will include food processing, wood processing,

wood product development, shoe and leather product development

including on- and off-the-job training in arts and trade skills.

The building of an industrial skills bank in all major areas of

industrial activity including welding, machine shop operations, tocl
repair an¢ maintenance, electrical maintenance, wooc working arts, basic
equipment design and manufacturing techniques. Such a programme should
be part of the Industrial Development Training Scheme and which should

incorporate a national industrial apprenticeship Training scheme.

Irproverent of the infrastructure for export development, This

will include the establishment of an industry export marketing uniC
with simi'ar functions and role as the Commodities Marketing Board for
coffee, copra and cocoa. To assist industry in this area a Business
Development Unit should be introduced. Both units to be under the direct

responsibility of the Ministry of Industry and Commerce.

The strengthening of import-substitution industries by way of technical
assistance. the development, adaptation and maintenance  improvement
programes. The objectives of these programes are to inprove value
added content, imcrease labor and equipment productivity, inprove job
opportunities and generally to increase industry capacity utilization,

efficiency and industry effectiveness.
The development of an industrial extension service to provide

technical and commercial advise to small scale industries and entrepreneurs

and especially those sited in suburban and rural areas.
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The restructuring and strengthening of the Ministry of Industry
and Commerce to improve the delivery, coordinating and implementation
capability of the two Departments. It is recamended that a senior
official be made responsible for the direct day-to—day activity and
operations of those two critical economic sectors reporting to the Minister
of Finance, Commerce and Industry and Tourism. The division of Cooperatives
should be brought under the umbrella of Commerce. To effect this
restructuring it is envisioned that a junior ministerial position will

created, under the Ministry of Finance, Commerce, Industry and Tourism.

To enhance the industrialization proccess a separate letter head
bearing only the Ministry of Industry and Commerce is recommended and
official sginatures to be the (a) the Minister of Finance, Commerce,
Industry and Tourism (b) the official appointed to head this junior
Minsitry and (¢) the Directors of the Departments of Industry and Commeice
or other authorized persons on their behalf.

-

oe




B.

SECTION TWO

PART 1 METHODCLOCY FOR PERFORMANCE ASSESSMENT

Introduction

1. This section of the report represents the termination of several
weeks of intense study and ohservations of the industrial infrastructure
and supporting amenities existing in the main islands of the Republic

of Vanuatu. For the sake of clarity this section has three parts.

2. Part 1  discusses the methodology used to assess the effects of
the industrial policy implemented to support the First Plan and tie
progress achieved by the industrial sector. A technical note follows
explaining the process of estimating Value Added and an exarple of its

calculation.

3. Parts 11 and III present the findings and ohservations, and by Extension

the main areas of strength and weaknesses of the industrial policy
currently being pursued. The section concludes with a rational assessement
of the impacts of the new policies for the industrial sector and the

likely implications for the wider economy.

The Methodology

1. Given the above objectives, ana the realities of the working
enviromment in Vanuatu, the use of standard economic or econometric
analysis had to be avoided at this stage. Its use would only add to
the dimensions of questions moreso than answers since the industrial
data base is inadequate ir both numbers and quality. In any event,
the level of comfort with such outputs would most certainly reduce the
scope and quality of the recommendations. Therefore, an alternative
methodology which incidentally is of no lesser importance, had to be applied
to understand and to estimate the effects of policy on the various
industrial subsectors, which necessarily must compete for limited

development capital and for priority of the National resources.




The methodology makes use of two widely used concepts (a) returns
to scale and (b) manufacturing value—added contribution (MVA). The

objective of the first concept - returns to scale seeks to identify

through a set of corposite (function-related) wvariables, those
manufacturing enterprises that possess the ability to wuse existing
resources, and from their impact on the macro esonomy (via linkage and
multiplier effect) produce economic returns which are positive (ie.
greater than l)fiz)dtputs which are negative (ie. less than 1) are also

ranked. Those enterprises that show positive returns are ranied according

to their net o- potential contribution. Those that indicate negative
returns are ranked similarly. Those which are closest to breakeven
(ie. less than 1 but approaching 1) are re-examined on the basis of
their social and non-fimancial impacts such as : number of employees
affectecd, type of employment, geographic location of the industry and
altermative opportunity, number of families supported, effect of loss

to national price, security or soverignty etc.

To the extent that responses to these non-financial questions
are positive, a ranking is then given so that Goverrment can exercise
its decision ard priority. It is obvious that some of these marginal
and submarginal cases will include priority areas for industry support
such as ports, utilities, all of which must be a part of the industrial
support structure for which the Government may or may not require control.
Those at the bottom of the list (ie. below the cut—off point). are
recommended for divestment, if owned or controlled by GCovermment, and
others which are owned by the private sector shuwn that possibilities

of mergers with other stronger fimms or for phasing out can be encouraged.

As indicated earlier, even this approach requires some time series

data which is not yet available but will in another few years. Variables that

are composite, are easier to collect in small economies like Vanuatu.
Since this is perhaps the easiest system to adapt and apply, it is strongly
recommended as a matter of urgency. Until an input-output arrangement
of inter-industry transactions can be compiled, the use of composite
variables will prove very helpful for plaming efforts in the future.

1. the nultiplied or aggregate effects from an investment in mamufacturing
is greater than the investments put in.
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The second approach - using the concept of Value Added content
sometimes called local value added contribution (VA) requires the
cdetermination of the VA content in existing and potential manufacturing
entarprises (hereafter referred to as IMVA). %hile wot necessary in
this exercise this concept can also be extended to cover the VA content
of trose commercial enterprises which import and distribute, and theretore
corpete with commodities similar to those being manufactured and for
the limited capital available in Vanuatu. The VA content for the
Distributive Trade is referred to as [OVA as <distinguished from

manufacturing VA - MVA,

This corcept is based on a proven economic principle which states
that every enterprise that creates something of wvalue employs capital
and people in ratlos depending upon its relative endowment and how much

emphasis it places on profitability.

The value added by the enterprise is the difference between the

final net selling price @
g ®

of that product and the costs of all the
inputs purchase to provide that product. In markets which
are protected an adjustment index must be applied to correct profitability
margin.(a) Care must also be exercised to remove the incident of double
counting. As the value added increases, the contribution of that
enterprises to the national economy improves. If this improvement
in value added comes from the utilization ¢f a greater proportion of
local labor, capital and other domestic resources including local raw
raw materials, the contribution of that enterprise to the national economy
is further enhanced. For the economy of Vamuatu, sufficient information
is not available to identify the compoments of value added and therefore
value added for this exercise has to be approximated. Please see note

on Annex I, Given appropriate policies and strategies, this increased

value added contribution can be guided and developed so that the enterprise

2. the net price received by the enterprise after all discounts.
3. these are explained in details in Annex I.

4, In an economy like Vanuatu's where there is no formal or legally
required accounting system for reporting company transactions
disaggregation in salaries, expenses and profits has to be achieved
by derivation rather than deduction.
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rot only achieves the potential to corpete in its local morket hut also
the enhanced capacity to compete with similar produccs o the export
markets. Through this approach the enterprise can eam and or save
foreign exchange that would, under other circumstances be irprobable.

Through a weighted aggregation of VA content of the enterprises in each
subsector an average !VA can be established for each subsector. Ofcourse
the MWA value added content for each enterprise 1s easily computed.
On this basis a ranking is done to establish those subsectors that would

contribute most benefits tc the industrial and national econormy.

The main thesis applied in the second approach (using VA) is that
productive industries in Vanuatu can be separated intc (a) economic
enterprises and (b) sub-economic enterprises by a careful analysis of
their value added contribution. On this basis, allocative priority
can be given to those enterprises with the highest value added contribution
and therefore greatest capacity or potential to contribute to economic
development. It is suggested here that the sub-econuiic and marginal
enterprises or sectors identified be consicdered seriously whether their

continued existence is in the National interest.

Available statistics drawn from the Department of Industry, Vanustu,
NPSO, the UN Statistical reports for Vanuatu, as well as from other
independent economic intelligence sources have been helpful in this
analysis. The compiled data base was further enhanced by the direct
response of a ramdom sample of preselected ranufacturing and commercial
enterprises to specific questions relating to business operations in

Vamuatu.
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SECTION TO

PART 11 REVIEW OF INDUSTRIAL DEVELOPENT PROGRAMME

Industrial Objectives and Policy

The objectives of the Industrial program as stated in the plan

require the sect~r to develop by way of increased use of local raw

materials, local entrepreneurs, eamnings from exports, local erployment

creation and the building of a sound industrial infrastructure. Since

the Plan was introduced some of these objectives were accorded higher priority

and to some modifications were made. The following were the original

objectives Jiic the modifications.

2.

3.

Se

6.

Original Objectives of Plan

for 1982-1986

To promote basic industries
which process local materials.

To encourage the emergence of
local entreprereurship both in
the form of joint ventures
with foreign investors; and
village/small scale industries

To encourage exports and import
substitution industries in
order to improve the balance of
payments situation.

To create job opportunities
both in rural and urban areas
so as to absorb the increasing
labour force.

To establish a sound basis for
medium and long-term industrial
opportunities

To stimulate growth of several
key industries such as boat-
building cocornut oil extration,
pozzolana/cement making, tannery
leather processing, and wood
processing

Modifie¢ Ohjectives
1982-19Gu

1. Same as before

2. To encourage the increased local
(indigenous) participation and
control of the industrial economy

3. To encourage local manufacture
of goods and the introduction of
services to assist in the saving
of foreign exchange.

4., Same as before

5. Same as before

6. Same as before

7. To provide a core of readily
available skilled and semi-
skilled laborforce through the
establishment of a centralised
Industrial Training Centre.
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It is clear from the objectives of the First Yational Development Plan thut

substantial progress has been iade. Success in the industrial program
has been achieved in parts. An exmaination of the achievements of

each objective may be instructive.

B. Observations,Findings and Inplications

1.

Local Material Usage in Industrial Production

The import coefficient in all branches of manufacturing have remained
urmecessarily high. Apart from the printing and non-metal procucts,
and a lesser extent the food and beverage sector all other sectors tave
shown no sigmficant change in their use of inported raw materials.
The wood and wooden products sector despite the apparent abundance of
timber in the larger islands showed no improvement since 1983. In fact
in 1985 the inmport was higher at L6 percent compared to 1983 when it
was at U6 percent. From observations of the statistics and supported
hy survey, there has been a significant increase in the use of plastic

laminate and plywood in the production of wooden furniture.

1.1 The printing sector has shown great improvement in the use of
raw material starting at 457 in 1983 and currently averaging 31 percent.
Handicraft has remained understandably low at 22 percent while <loth
and Textile has remained flat at 5¢ percent over the period. It is
instructive that the wood and wooden product sector and the food and
beverage sector have the greatest potential for manufacturing linkages
and the highest capacity to reduce imported material contents. Further
examination of these two sectors, as with most of the manufacturing

industries, the installed capacities are at least twice that required

for the domestic markets. However two major factors seem pertirent :

(a). The technologies being used by most industries are fixed
to one or more intermationa! supplier. This implies that
very little local change can take place and the use of
local raw materials is more imaginary than real, unless
a substantial investment in local research takes place.

The options are re-investments in or shift in technology.
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(b). The products being manufactured are stancard ~roiucty  which
are available ir almost all the islande ot the region -
for exampie schweppes. The implication {s that the under-
used capacity cammot be motivated into exgort production
because the product has no - Lo ieature  that can sell

it apart from price.

1.2 For these two sectors to develop the capacity to utilize locally

available and producable materials, restructuring of these industry

must tale place. To the extent that the backward linkages can be
developed the industry can become an economic asset. In its present
state, the food and beverage sector with an average value added content
of 26 percent corresponds to an import duty level of 347 which ftalls

=)
. In

-~

/

below the normal 37 percent norminal duty on finsihed products
the case of the wood and wood products sector this is not the case as
the VA content corresponds to a duty level of 84 percent which is

in exess of the nominal duty on finished products.

Development of Local Entrepreneurs

2.1 The development of local entrepreneurs is by its nature a difficult

task. Starting even with a higher level of skilled labourforce <ts develop—

ment depends on time, opportunity and incentives. Between 1983
and 1985 16 new ranufactur ing enterprises were started. Of these
approximately ?2¢ percent were initiated by Ni-Vanuatu. Although

numerically this achievement is small it is positive.

2.2 An examination of the statistics gives the notion that the savings
and capital formation process in Vanuatu are still relatively poor.
Domestic savings cccupy only a small portion of available local capital.
The inplication is that investment capital for indigenous entrepreneurs
or potential entrepreneurs has to come from external sources or from
Goverrment. It is comceivable that the conditions under which extermally
raised capital are available the indigerous entrepreneur will not be

able to secure such loans unless with Govermment guarantee or assistance.

5. signifies that the economic returns are less than one and that the
nation is not better off economically from the investment.
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3. Import—Substitutior and Expcrt Manufacturing Industries

3.1 In the area of import-substitution industries, the industrial
development policy has had fair numerical success, althoush much is
to be desired in terms of range of products and depth of manufacrure
and export development. Retween 1983 and 1985 exports from the

manufacturing, handicraft and the mineral sector activities decreased.

3.2  An examination of the industrial policy indicates that apa.. from
duty free access for materials, industry has not had much positive

incentives, Several factors are pertinent :-

(a). the Nepartment of Industry has not been sufficiently eguipoved

to assist technically and otherwise the industrial process.
The department personnel  currently numbers eight of

which three are support staff and two are recent recruits.

(b). the economy is still heavily biased toward trade and the
pool otherwise from which industrial entreprereurs could

develop is lacking either capital or initiative.

(c). the policy for attracting foreign investments has only

recently been clarified and still requires refinement.

(d). the infrastructure necessary to attract industries ocutside
of urban centres are still under—developed in terms of
electricity, water and telecommunication. Currertly, industries
that are located in these areas have to provide most of

these services which put additional cost on their coperationms.

(e). the minimum wage which is officially at 180,000 VT per annum
(approximately US$1800) but currently reduced to 900ONT
per annum makes labour not sufficiently attractive to certain

types of industries and particular export industries.
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The implications for policy is that for significant expamsion to taxe

slace in the industrial sectors like garments, and textiles, electronics,
chemicals and metal fabrication the minimum wage provision has to be
rore flexible to accommodate industries that cater to high volune, mass
emplovment and stiff competition. This is even more important for Vanuatu
or countries with small domestic markets where expansion can only take
place on the basis of expcrt market development. For these sectors
to grow and to become real contributors to economic growth they will
have to offer competitive labour or select only those areas where price

is not the main market force.

4, Job Creation in Industry

4.1  Industrial employment has risen from 811 in 1983 to 90 in 1986
- a level of growth which has shown some improvement but 1is still
relatively low. The ratio of capital to employed labour vaken from
a random sarple of some 25 enterprises over six subsectors varied from
a low of 2000 VT per worker in the food and beverage subsector to a
high of ! million VT per worker in the elertronics industry. Taxen
together the weighted average for marnufacturing industries was 25,200
VT per worker which is relatively high for a country whose domestic
market is below 150,000 persons.

4.2 The implications for policy is that this high capital-to-labour

ratio might be over compensating for the lack of a qualified labourforce
or that imported capital equipment is so technology fixed that investors
have to settle with the standard equipment packages and technological

processes on market. This further implies the need for more direction

and policy in the selection of equipment and technology to ensure

conpatibility wirh economic resources and realities of Vanuatu.

4.3 A further examination of the statistics indicates that there might
be. under reporting a deliberate curtailment of labour employed to ease the

cost of Business License. The _implication for policv is that the basis

for assessing the cost of Business Licenses reeds to be re-examined,

other bases could include turmover or capital employed or a combination,

This policy, does not presently encourage the employer to increase

employment orat least mot full time employment.
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4.4 The other implication of this high capital-labor-ratio is that

the Department of Industry needs to goncentrate its efforts more in

the development of gmall scale industrial activity where capital-to-

labor ratio can be lower so that job creation targets can be achieved

within the period of the Second Plan.

Medium and Longterm Investment Opportunities

3.1 In most developing countries industry development is a response
to identified needs and immediate market opportunities. It is up to
policy to stirulate the development desired through incentives and
regulations. It is thus through the climate which policy creates that
the business horizon is lengthened, :..e: Policies which are consistent,

which are logical and proparly documented and cormunicated.

5.2 This applies equally to industry development in Vanuatu. Value
added as the basis of sound industrial development programme is proposed,

but it nas to be_monitored and the capacity to give assistance must

be provided. The marnufacturing value added trend between 1983 and 1985
was examined. Though the time period is rot sufficient to allow for
a meaningfully assessment of the characteristics, the trend however
is suggestive - that apart from a few cases, value added is not improving.
In the areas where value added ought to be highest they are exactly

the opposite.

5.3 The implication for policy is that the long term potential of

these investments are limited and that if structural adjustments in

these industries are not encouraged they will in the long run be a burden

to the economy,

Development of Specific Projects

6.1 Apart from coconut oil extraction and to some extent boatbuilding
the other projects namely, cement making, tannery and wood processing
have all been established. 1In the case of cement, the t:<hmology to
facilitate the use of local naterials has to be developed or acquired
if this project is to be meaningful to the economy. 1In the case of

wood processing, substantial investment is required to strengthen this




- 25 -

project. Limitations currently exist in wood curing capacity and wood

production requires coordination and infrastructure for proper harvesting.

6.2 This is an industry which has great immediate potential to become

not only an important domestic industry but a viable export industry.

The linkages which are possible from the development of this sector
have reaching implications for small scale activities and rural development

and deserves the highest priority in Government policy.

Building of Skilled Laborforce

7.1 The industrial labourforce is presently confirmed to mostly unskilled
and semi-skilled persons and the gap in supervisory and management
personnel is not closing. According to the most recent Employment Survey
of the Private Sector in the Urban Areas 48 percent of the employed
Ni-Vanuatu labourforce was in the category of production workers, 1

percent in the category of administrative management or above.

7.2 The implications for policy is that training and manpower development

must have a high priority in Goverrment's policy if the industrial

growth is to include Ni-Vanuatu, and more so if the industrialization

process is to be dependent on Ni-Vanuatu's entrepreneurs, managementor

ownership.




C.  Areas of Weakness in the Industrial Program

1. Structure and Strategies — Policy

a. Ao incomplete industrial organization structure that is identified

and perceived as the Ministry of Industry with vested and def ined
levels of authority, responsibility, operational limits and linkages

as well as accountability.

b. Absence of a clearly defined industrial policy that sets out

explicitly the course along which the various and suncry incdustrial

subsectors and operations shall be guided, discouraged or supported.

c. Absence of a conclusive set of strategies that will support the

stated policies and guide the development process toward the
achievement of the desired objectives of Govermment and which

patently explains the performance criteria and targets.

d. Inadequate extension service to rural communities and centres.

2. Infrastructure

a. Absence of an established industrial zone that would encourage
infrastructural efficiencies and economies of scale in utilities,

transport and telecommmication.

b. Absence of regular air and direct cargo transport facilities to
and from economic raw material source and markets and the resultant

delay and additional cost which these absence generate.

c. The availability of electricity and telecomunication facilities

outside urban centres and between vastly separated islands.

d. Inadequate and irregular shipping route and linkages in and between
the islands with the exception of Efate , Santo and Malelula which

restrict production and inter island trade expansion.
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Insufficient technical and vocationa! schools and centres to produce

and upgrace the pool of industrial and technical workers.

Insuf ficient nurbers of

service related activities to support

industrial development (maintenance service centres, tool shops,

tools etc)

Plant overcapacity and inappropriate foreign technology - fixed

processes.

Irport Substitution and Export Development

High import content in production.

Low value added content in production.

Low ratio of Ni-Varnuatu to other groups of employee, employers

and investors.

Limited industrial incentives.

e. Relatively low productivity of labour and equipment.

f. No export incentives for export development.

ge No proper export marketing structure for industrial products.

4, Material and Support Services

a. The relatively high cost of imported raw materials, capital goods
supply and consumption inputs which necessitates the imposition
of import duty ceilings or duty comcessions has the effect of

reducing Government revernue for productive reallocation.
b, The bias inpleit in Govermment import legislation against certain

consunption goods is still not sufficient to attract comercially

biased entrepreneurs into local manufacturing, The current bill
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in front of Parliament should suffice with some modifications in
the comcessions on raw materials for approved manutacturers.

See Annex 11 .

o Insufficient number and quality of industrial support service
centers such as machinery tools ancd supplies, machine tool shops,
maintenance and equipment services could pose a problem as

industrialization takes root.

d. Lack of readily available or developed indigenous raw materials

continue to make import unavoidable.

S. Management and Laborforce

a.  The acute shortage of skilled labor and management places a serious
threat not only to existing industrial operations hut to the

attraction of new investments.

b. The relatively small market size combined with the gererally low
purchasing capacity of the laborforce ecould continue to push unit

price above normal levels.
¢.  The small pool of indigenous entrepreneurs compared witn the relative
strength and complacency of the commercial sector should pose a

great challenge for efforts to create an industrial transition.

6. Information and Incentives

a. The absence of regular output and availability of quality industrial
statistics make industrial planning and for that matter economic

planning not only difficult but disparate.

b. Inadequate attention and priority to generate and publicize
information on investment opportunities, investment assistance
and concessions continue to limit the effectiveness of the investment

promotion and development efforts.

C. The machinery for monitoring industry performance is currently

non existent.




Areas of Strengths and Achievements for the Industrial Program

go

h.

The production and availability of the Investment guideline recently

completed will go a far way in assisting potential investors.

The irproved data acquisitior. and timely statistical reports being
produced by the National Planning and Stazistics Office will add
to the quality of the general statistical database. However the

industrial content is still very low.

The high quality reflection and review of the First National
Development Pian produced and published by the National Planning
and Statistics Office in 1984 is a positive measure of achievement
for the Planning sector and should promote a greater degree of

confidence in the data being published.

The development, and increasing output of the small scaie industrial
programme especially in the production and export share of copra

and cocoa is a positive indication of the potential of that sector.

The low but steady growth in chemical, plastic and tanning is a

positive achievement for domestic value added.

The promulgation of Tariffs which removes some of the bias away
from consumption imports wijil provide turther stimulation for

local production.
Consistency in the regulation >f interest rates and morey supply
is a positive achievement in stabilizing the industrial and

commercial climate.

Management of foreign exchange is commendable for both policy

.and planning.




SECTION TWO

PART TIT RECOMMEMDATIONS SOR INDUSTRIAL STRATEGY AND PCLICY FCR SECCYD  PLAM

A. Introduction

Based on observations, discussions and a thorough analysis of
existing industrial facilities and resources several recommendat ions
were made to the Goverrment for implementing an inproved incustrial

strategy policy and for the islands of Vanuatu.

B. General Objectives

The general objectives of policy for the industrial sector to
be achieved over the next two phases of the 15-year development plan
introduced by the Goverrment of Vanuatu in 1982 should contemplate the

following :=

(a). To modify the structure of the industrial economy, by way

ot promoting, developing’ strengthening and gcuiding the

industrial sector toward a growth path that is both self-

propelling and viable.

®). To accelerate the pace of development of the industrial
sector through appropriate measures and incentives so
that it will increase the range, quality and competitiveness

of manufactured goods produced locally.

(c). To promote the developrent of industries that will exploit
the agro-industrial linkages to the optimal economic level
so as to achieve a higher level of local value added and

domestic employment.
(d). To create the opportunities that will encourage an increased

level of Ni- Varuatu's participation and ownership in

industrial activities.
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(e). To continue work on the developrent of cthe incustrial
infrastructure and support services so that greater levels

of national efficiency can be achieved by incustryv.

(f). To attract new investments into those branches of industrv

or into projects that have distint export capacity.

(g). To promote a programme that will encourage a geographical
distribution of wanutacturing industries aind related service—
tvpe activities throughinnovative measures so as to increase

rural emplovment opportunities and conditions,
(h). To strengthen and expand the base for the development of
sall scale industrial and service-type activities throughout

the islands of Vanuatu.

C. Objectives of the Industrial Policy

The following recommendations were made for the objectives of
the industrial policy to be pursued during the period of the Second

National Development Plan.

1. Industrial Policy for 1967-1991

(a). To protect and promote industries that are approved

manufacturers of products included on the National Production
Priority Schedule and those goods that Government desires
to be produced locally.

(b). To use a combination of tariff, quota and other fiscal means

to guide the structural transition toward industry and to

apply policy with articulation and consideration for the

other sectors and the consuming public.

(¢). To direct and encourage industrial development through tax

and other imcentives based on the certified wvalue added

content uof production. Incentives ‘should be used as the main

stimulant to promote and strengthen industrial investments,




2.

(d).

(e).

(.

(h).

Specific Targets
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To prorote and assist industrial enterprises that have definite

export capacity anc potential. Industries with export record,
capacity and potential should be accorded first priority

in the use of national resources.

To inprove the image and organization of Incustry  through

the promotion of regular dialog, industry visits, and hriefing
sessions. In addition, the organization of the [Denartrent
of Industry should be restructured and strengtherec to give

greater support and assistance te incustry.

To increase coordination and accountability of the inistrv

of Industry on matters of policy relating to the organization

operat ion, performance and regulation of incustry anc commerce.

To effect these the two divisions - Industry and Cormerce
should be linked under one Ministry and the Divisions renamed
- Department of Industry and the Departrment of Cormerce.
The Department of Commerce should absorb the CZivision of

Cooperat ives.

National manpower development and training should be among

the highest priority of Govermment and a Manpower
Development Training Trust Fund and Board should be established

to facilitate this program.

The rehabilitation and expansion of  the  industrial

infrastructure in rural areas should be accorded high priority
in Government overall programme tc increase industrial

employment and sectoral growth.

To realize the objectives of the industrial policy and to provide

focus and some measurable goals the following targets were suggested:




Tarzets of

the 5 Year Plan

(a)

(v).

(e).

(a).

(e).

(t).

(83,

An  jncrease in real gross domestic product contribution

of the sector by a minirum of T.2% per annun during the

slan period; that is, from the level estimated at 2240 million

vatu in 1986 to '47 million vatu by 1691.

The development of the industrial sector on a basis that

will achieve an average ammual increase in export earnings

of 15% that is, from the current estirmted level of 62.5

millior. vatu in 1986 to 125 million vatu by 1991.

To increase the national cool of skilled tabour
from the current level estimated at 1020 in 1986 to 2520

by 1991.

To encourage industrial activity in rural areas anc increase

employment in the rural communities by an average annual

total of 9 new jobs.

To stimulate growth and development of industries with hich

value added content in key sectors of the eccnomy anc fo

reach by 1991 an average level of 467 up from the current
level estimated at 367.

To assist Industry in the identification of local and foreign
markets so as to increase capacity utilization of enterprises
from the current estimated level of 40% to at least 55 percent
by 1991.

To upgrade industrial infrastructure including the

establishment of some industrial buildings in wurban and
rural areas and inprove the technical capability of the
Department of Industry and Commerce.
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Specific Issues To e Addressed

Some of the rain problems confronting industrial ceveloprent in Vanuatu

which should be addressed specifically include :

(ay. the shortage of development capital, especially worling

capital.

the lack of skills and ertise in the areas of cost
exp

accounting, financial accountirg, industrial, engineering,

maintenance services, marketing services and gerneral ranagerment

the shortage of indigenous entreprereurs and the absence

of initiatives to develop Ni-Vanuatu's capacity to prepare,

manage and own prof itable projects.

the high price of raw materials due in part to poor scurcing,

small lot size purchases and high transfer costs.

Strateoy For Industry Development

The main emphasis of industrial policy up to the present time in the Republic
of Vanuatu has been the promotion of irport-substitution industries minly to
satisfy the domestic market. The establishment of these incustries was encouraged
mainly by duty free raw material and capital equipment impor”s, since the economy
does not operate corporate income tax system or any foreign exchange or import

restrictions.This approach stimulated growth in the manufacturing sector but

also encoureged the establishment of some over-capitalized and un-
economic production units utilizing mainly foreign technology and a

high content of imported raw materials.

The scope of such a strategy for the long term development of the sector

is limited. For industrialization to have the best impact on national objectives

it must be closely ralated to, and linked with the development of other key sectors

of the economy namely, agriculture and commerce. Therefore a system of industrial

priority will have to be establisted and implemented to correct this growth pattemn

and to ensure a growth that is viable and sustainable.
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The following strategies were recormended ro support the policies and to

achieve the specific targets icertified :

Protect and Attract Manufacturing Industries

(a).

‘arket protection should be provided by the Covermrent ro
those industries which will generate significant benefits
to the economy in terms of erployrent, use of local raw
materials, providing essential services and - exvorts. See

Technical notes on Protection Annex I1T.

Goverrment shouid grant lower rates ot tariff on imports
to all manufacturers where value added content is not less

than 35 percent.

Manufacturing industries with substantially higher wvalue
added should be granted additional concession. The rates
of concession are shown on the Raw “aterial Import Concession

Schedules.

A higher rate of tariff shouid be charged on finished goods
to remove the pessibility o flooding of the comestic market

as a reaction to Goverrt .t Policy.

Ir instances = re it can be demonstrated that domestic
production is available or the domestic capacity exist to
produce goods of a comparable quality to imports, Goverrment
should consider the application of a quota system to limit

the amount of imports of that product.

Goverrment should exercise caution in the promotion of
industries which will produce non-essential products intended
for the local market and in the application of quota. See

technical notes on protection.

Govermment should strengthen the machinery of customs to ensure

that no discrimination or abuse of the system is probable.




(h).
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Govermment should neke periodic inspection of incustries
which have been gzranted raw raterial concessions to ensure
that the privilege is not being ahused. In addition companies
granted raw material concessions should be accorded hishest
priority in tlic granting of Business Licenses, technical
assistance and in any industrial training program sponsorec

by Govermment. The Govermment should be willing to grant

tension of Rusiness Licernces for an indefinite period if

the investmernt is one vhich has positive long term

implications and berefits to the nation.

Goverteni should encourage the formation of a manufacturing
association to protect the interest of the manufacturing
sector as a whole and to liase with Govermrent and its

agencies.

Government shoul! grent to approved manufacturers concessions
on import duty for a period not exceeding 3 years in the
first instance. At the termination of this period a further
extension should be considered depending on the relative
improvement in value added. During the period of the first
concession, if substantial improvement has been made in
value added, Government =hould be willing to consider a
new application before the expiration of the original

concession. See Anrex I1{.

Govermment should establish designated areas for industrial
development and for which rental or lease should be controlled
by law at nominal rates. In additional the Governmert should
consider constructing several small menufacturing complexes
in Efate and Santo with necessary ancnities to ease the
shortage in factory space and to foster rural industrial

development.,
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“e Promote of Mamufacturing Industries

In order to promote industries anc industrial cevelopment, Soverrment

should pursue the following strategies :

(a).

(b).

().

(d).

(e).

invite potential invesrors {in marageable groups) from existing
manuf acturing and commercial enterprises to briefing sessions
on Government policy and direction. All  documents  on
incentives, support services, as well as the surmarized
plan for the country's industrial cdevelopment should be

available for distribution and discussion.

the appointment of an Acvisory Poard for Incustrial Promotion
to be chaired by the tunister of Industry and Commerce.
The Board should be corposed mainly of influential private
sector entrepreneurs and counterparts from the relevant
public sector. The advise given will fom the basis of
the agenda for the Action Cormittee in the Department of
Industry.

Launch intensive marketing research programme to identify
and quantify sources and availability of raw materials,
local and/or foreign mariet demand, as well as local and

prospective foreign ir  .ors.

launch an intensive -rive through the Business Development
Unit of the Departme- I Industry anc Cormerce to identify
products that can amufactured locally with existing

equipment . Identify ui1 “erests.

The industrial policy und stratezies as outlined in the
PLAN to be sumarized in the form of a small booklet and
publicized widely to all existing investors, potential
investors and displayed in offices of all supporting sectors
as well as through the international network connected with
Vanuatu. This function should largely be carried out by
the newly revitalized division for 1Industrial Promotion

in the Department of Industry.




(f). A prominent and permanent !ocation should he designated

for the displav of all lozallv made nrocucts.

(g). Include the Nationmal Procduction Priority Schedule (PPS)
in the Guide to Investors for all products and orojects -
that are considered desirable for local and foreign
investrents.
3. Reorganization and Strengthening of Structures

(a). The department of Incustry and Cormerce should be restructured

and strengthened to give clear signals of authoritv, defined

operational parameters, tarcets, budget and lines of

accountability. A new organizational chart was proposer.

Tt is envisiorned that a junior Minister or Minister of State
would be appointed under the Minister of Finance,
Commerce, Industry and Tourism to be responsible for these

two very important departments.

(b). The establishment of a standards office with responsibility

to include inspection, quality monitoring and control, approval
and certification. This officer should be identified, at
the earliest opportunity, given the necessary relevant training

and exposure in an appropriate standards training institution.

(c). The establishment of a PBusiness Development Unit (BDU) in

the Ministry of Industry and Commerce to develop, assist
and advise small and medium scale entrepreneurs in commerce
and industry. The Business and Development Group in the
Department of Cooperatives be deve!oped to cover both aspects

~ Industry and Cooperatives development.

(d). Encourage the establishment of a manufacturers Asso:iation .
to improve the image and to provide a code of ethics for
industry. The body should.be the main iink of commumication between

Industry and the Department of Industry.




e).

(f3.

4
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To apooint an executive of the rmanufacturers Association

on all relevant public sector boarcs eg. DRV

The establishment of a rural industrial extensicn
service. The responsible ofticer could be the llead§ of the
District Cooperative offices or someore assigned to those

off ices R

. Incentive, Preformance and Reoulation

(a).

(b).

(c).

The promulgation of necessary legislation to establish Value
Added as the primary criteria to promote, develop and assess
industry for imncentives and concessions. See Technical

notes on Value Added Amnex I.

The enforcement of the Audit Act or sone other formal system

of Annual Returns obligating manufacturing companies having

sales turmover in excess of 2,000,000 VT who are erjoving

or seeking approval for comcessions to make audited returns
g

to the Department of Industry annually for the continuation
or extension of comcessions. This measure should not only
improve manufacturing efficiency in Vanuatu, but bring
Vanuatu's industrial sector in line with intermational busiress
practice. Of course it will also lelp to irprove the quality
and integrity of industrial statistics collected and analysed
for sectoral planning and certification of VA content.

See Technical notes for VA interpretation and calculation.

The current practice of coilecting monthly, or using average
monthly estimates of production statistics to project industry
share of gross domestic product and other vital national
output indications should be discontinued. Until the Audit
Act is re-introduced, quarterly actuals should be used with
adjustments made of year end based on the last quarter or

end of year statistics.




5. “anpower Development

(a). The establishment of an Industrial Training Scheme® to be
funded jointly by Goverrment and the Private Sector. The
scheme should be administered jointly by a Poard of ‘anagement
drawn f{rom the Goverrment and Private Sector. It should
have national retwork in both urban and rural centres.
Program and curriculum to include skills training in all
major disciplines on and off-the-job, business ecucation

at various levels and entrepreneurship.

(b). The promulgation of appropriate legislation to establish
the Industrial Manpower Development Fund (IrDPY* and an
appropriate levy should be made on all employers based on
a one percent of gross emplovee wage bill and allowing for
rebate of up to 100% of direct training costs to erployers

who operate an approved training programme.

(). In conjunction with the Ministry of Education seek for
the expansion of technical training facilities in primary
and secondary schools and to work towards the development
of the. technical school in central Vila with English as the
operating language. The importance of this development
camnot be over emphasized as any industrial prograrme proposed
by Govermment will be severely hampered by the quality and
availability technically and vocationally skilled labour

force.

(d). The promlgation of legislation to establish a Industrial
Apprenticeship programme to be administered by the Ministry
of Industry and Commerce which should give qualified school
leavers industrial training experience in wvarious trades
for a period of up to 2 years with specific weekly allowance
to be paid by Industry. The present minimum wage act should
be adjusted to accommodate this variation.

* Elsewhere referred to as the Industrial Apprenticeship Training
Scheme (IATS).

** Elgewhere referred to as the National Manpower Development Trust
Fund (NMDF).
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Infrastructure and Support Services

(a). the early conclusion of direct air traffic from Vanuatu

to the major sources of supply and markets.

(b). the expansion of linkage rvads to potential industrial sites
in rural areas including sites identified for saw milling,

and other small scale focd processing operations.

{c). the expansion of electricity, telephone and water to all
major rural centres outside of urban and suburban districts.
This will necessitate an expansion iIn existing power

generat ion and telephone exchange facilities.

(d). the establishment of a mini industrial estate complex suitable
sited and sized outside centre city Vila and Luganville

with all related amenities.

Such a complex will encourage efficiencies in the distribution of utilities
and support services, as well as in production, labour and industrial
linkage development. Besides, it will demonstrate Govermment's commitment

to industrial development.

Export Development

To date the imcentives available to the manufacturing industry
are not specifically geared toward export developments. In recognition
of the vital role which exports must play and the need to expand beyond
the traditional forms of exporting i.e. beyond primary production, the
Goverrment should introduce additional incentives to develop the

marufacturing/processing industries to achieve targeted level in the

export earnings.
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E. Conclusion
1. Vanuatu as an island economy has certain unique «nd intrinsic
characteristics which should be preserved as it seeks to develop and

materialize its industrial potential. For industrial strategy design,

this implies both optimism as well as caution. An industrial policy

that does not seriously recognize the relative capacity and resilience

of the traditional sectors in the economy or the intluemce of the

comercial environment runs the risk of promoting an inescapable economic

stalerate.

2. The cash economy has very deep rcots in the Ni-Vanuatu's tradition
and culture and with it an almost imperviable state of incependence
in the average citizen above 35 years of age. Production methodologies
and industrialization are still new concepts and must therefore he aimed
at the graduating and younger generation whose future is not necessarily
bounded by the same social and traditional environment. To achieve
a production level beyond the immediate cash needs of the Ni-Vanuatu
unit, policy must be directed toward .  stimulating a greater level of
consciousness in the savins habits of Ni-Vanuatu and by extension an increased
proportion of indigenous capital. The links to other key sectors of
the economy have to be clearly identified and pursued through an
educational system that gives clear bias to manufacturing production

and agro-industrial output.

3. Industrial development <o far in Vanuatu has been taking place
almst in isolation from the other sectors of the ecoromy, For the
programme and process to be strengthened much greater integration is
necessary between the Department of Agriculture and the forward linkages
with Commerce.

The two sectors having the greatest possibility for backward linkages
and hence the greatest potential for value added inprovement are wood
and wood products and food processing. The present trend of high

and increasing import content in the food sector needs to b» corrected.




o)
.

- 43 -

Approoriate policies should be out in place as early as nossible.
In both instances, for wood and food processing, Govenrent will need
to direct local research anc investrents to realize the potential benefics

in the saving and earning of foreign exchange from these sectors.

The other sectors of the incustrial ecororv will at best have
only marginal inpact on saving foreign exchange. If the trend continues
with high capital investments relative to labour, over capacity, and
standard iechnology packages those manufacturing sectors will not helip

the economy to irprove its balance of trace or payments.

The Nepartment of Industry needs to identify much more positivelv
with the day-to-cav developments anc problems of the incustrial sector.
In its present state it does not have the technical nor numerical capacity
to do muich more. Its role and capacity can be greatly improved if the
resources of the Department of Cooperatives were joined to make an
effective team for the promotion of industry and the preservation of

Commerce and the vibrancy of a free market.

The development of technical and industrial skills as well as
vocational skills in arts and crafts should provide the basis on which
to develop entrepreneural skills for small scale industrial activities.
If the process is reversed as the present program shows, it will take
muich more time and effort to develop entrepreneurs since both the art

and the acumen will have to be acquired at the same time,

Finally, the areas of standards and quality control, export
marketing, wood and food processing research and development, and
industrial maintenance and repair workshop development, are areas in
which organizations such as UNIDO, 11O, ESCAP and CFTC can play significant

role. These are activities that are identified as critical to the

achievement of the industrial objectives and programmes recommended

for implementation over the next five years.
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Annex 1

TECHNICAL NDTES ON VALUE ADDED AND ECONOMIC PERFORMANCE

MEASUREMENT

Every enterprise employs resources — capital and people, in ratios depend-
ing its relative endowments - to create something of value. What it creates
upon 4
are goods and services, some of which are used directly by its citizenry, some

exported and others passed on to other enterprises as raw or intermediate inputs.

The economic value the enterprise creates is the difference between the cost

of purchases (raw materials, technology, compoments, equipment, supplies, energy)
and the income from the sale of the goods and services produced. What the enter—

prise does therefore is add value to the purchashed inputs of materials and energy.
Thus the economic producrivity (Pe) of the enterprise is given as:

1
P =VAS(L+K T

where
Pe = economic preductivity
VA = value added in dollars
= total payroll
= capital ewployed in dollars
r = cost of capital (depreciation of interest rate)
1 = payroll per worker

Similarly, the formulas for the partial measures of the economic productivity

of labor and capital are:

1
P (L) VA¢+ L TX

e

P, (O = Va: K Hlt_
For national development the success with which the enterprise creates
"alue added" using its resources of people and capital is a critical measure
of its use of imported imputs (foreign purchases). Thus, the economic performance
index (Pg) is obtained by aggregating the respective economic productivities
of all the enterprises/sectors within the system and adjusting them by the domestic
input ratio*

* domestic input ratio is sometimes referred to as the domestic resource ratio
(DRR)
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C.  ethodology for Calculating Local Value Added

1. “ethod 1

Value Added for Sector J

=Pd +Fr+f-‘!d+OPd+APd+Ld+G".+P

subscript are left out for simplicity.

o]
1}

localy payroll deducting 50% of payments to resident Foreign
nationals.,

PT = process time or machine time (or rental value)

Md =value of local material used
CP § = other local purchases (subcontracts)
AP 4= avoided purchases (rent or lease)

Ld levies (tax, duty, insurance, interest) *
OH = overhead expenses excluding foreign payments and depreciation in capital cost
P = profit retained in the business or distributed to local shareholders

(repatriated profits are deducted)

2. Method 2

Value added of each sector, vij in real terms, can be obtained

from national accounting statistics by calculating

m m
, P, P oM LT, X
= -M = -
Vij \Xij ij )p ,.,1_(1 R SR 5 I 1D S & I

P P Xk B
. Where
. xij = value of total production of industry i of sector j;
Mij = materials imported for industry i, sector j;
P = national income deflator;

gs
W

Only amounts actually paid out are applicable

** Only applicable if capital is from foreign investor
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P = price index of raw materials for industry:
1
P. = price index of industry products;
i
m . .
P. = price index of raw materials for industry;
i
P, = price index of incustry products;
i
tethod 3

Civen the limited data base on industrial statistics in Vanuatu,
the very sparse information obtained by the Department of Industry from
companies who are neither obligated to report the incomes, salaries
or expenses connected with the business and who are not required to

produce audited statements, it is corceivable that neither rmethod 1

nor method 2 can be applied at this stage. Given the sensitivity of

the sector at this time without the legal requirement of an annual aucit,
it was prudent to develop a more practical method to estimate value
added content. Until the Audit Act is re-energized or some formal system
of reporting put in place and the data base irproves method 3 will have
to suffice :

VA =M+P=S-(R+X) where =S -C and C=P + R + X

Where M = Gross margin
X = Other unidentifiable local expenses (assured here
to be included in gross margin)
S = Net selling price of product
R = Raw material purchased from imported source
P = Payroll and salaries of all employees

In some countries a significant portion of the comodities manufactured
by some industries (e.g. joint venture arrangements, Or contract agreements
under LOME or GSP marufacturing systems) are manufactured on commission
for non~manufacturing enterprises from materials owned and supplied

by those enterprises. As a consequence turnover figures may not reflect
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the gross value of those commodities but only the commissions earmec.
For similar reasons the value of materials used in producing those
commodities is likewise not reflected in the f.gures tor purchases,
transters in, and selected expenses. In countries like Vanuatu where
foreign investrents are being encouraped care must be exercised in the
interpretation of turn over sales if inter corpanv frransters are mace

in either raw material or finished production or where sales are race

from one unit in the chair and invoices are sent from another.

D.  Example for Calculating VA content

1. Assume company XYZ has the tollowing audited statement.
1. Anmual sales 1591600 Ve (S)
2. Value of imported raw materials used 113270C vr (R)

3. Annual Payroll of salaries and wages

(Total) 97600 Ve (P).

From theory C =P+ R +X. (1)
M =S-C (2)
=S -P~-R~-X(3) therefore X=S - (M +P)-R
VA=S-R=-X (&)
S-R+M~S+P+R substitutings for X from (3)

M+P Best case senario

where C = total costs
S = total sales
M = Gross margin
R = Value of Raw Materials
P = Payroll cost

X = Total other expenses

2. Assume 3% of payroll is attributed to foreign nationals
VA=M+ . 7P Medium Case Senario
3. Assure 3% of Gross Margin and payroll is atributed to Profit and other

payments to foreign nationals.

VA=.M+ 7P

.7 M+ P) Worse Case Senario
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4, Using Rest Case Senariv and Gross “argin to sale of .25

.25 x 159180C + 97600
495500 vt

495500 / 1591600

=31

v,
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Arnex 11

TECHNTCAL MOTES W PROTECTION FOR MaNUFACTLRIMG INDUSTRIES

1. This note is important as an addendum to the industrial plan and strategy
. for 1987 - 1991 because of:
‘ a) Govermment's intention to make a structural shift® toward an industrial
economy .

b) Goverrment 's desire to build not just a diversified but a balanced economic

structure and

¢)  The strong economic base of the cammercial sector and the current bias

toward trade.

2. Protection is a necessary device to facilitate industrial development
but more so to start the industrialization process. In a small market economy
like Varwatu which shows a serious lack of industrial entrepreneurs, a policy

that is explicit and unambiguous is absolutely necessarv. But even more import-

ant . . the successful achievement of the stated objectives is an inplementation

programme that speaks fairly to each and to all.

3. The techniques used to implement a policy of protection for industrial

development are almost universally the same package. The strategy, the timing,

the feedback and the response are however what makes a policy succeed or fall.

In this case there is no question whether protection is necessary. But protect-

ion in this economy must aim to achieve two things:

a) to stirulate existing and potential entrepreneurs to
make the shift from trade to production and

b) to achieve the above without economic loss or conflict.

4. Such a strategy requires clear commumication in policy and from policy-

makers to the various levels of the economic system. The fact is that the

. major pool of existing entrepreneurs are commercially oriented and therefore
the transition will not necessarily be understood by everyone on the first
or even the second meeting but it will be understood eventually if every one

inplementing the policy understands the objectives. i.e  Incentive  officers,
custom officers, investment officers and the intermediate hierachy.

* The current heavy bias towards trade and commerce needs to
be balanced by industrial expansicn if the agro-industrial
linkages are to be realized.
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S. In a small country, particulariy an isolated island economy, the use
of investment capital intended for industrial development has to be properly
managed. Experience in other countries has shown that quite easily finished
goods can enter the country under the guise of raw materials and therefore
escapes paying the applicable import duty. But the effect is even worse,
because once it starts it usually develops to the detriment of the sector
itself where others are forced by competition to do the same in order to remain
viable. Thus, a programme to increase industrialization through protection
could prove counter productive. To be able to detect these variations the

custams of ficers have to be properly trained and specialized.

6. For this reason it is suggested that tariff measures be complemented
with a system of quota on those products which have definite domestic production
possibility. Although quota has only seldamly been used in Vanuatu any other
measure is not likely to achieve the objectives of policy. It has been
recommended that the proposed tariff be moderated and applied in two stages:

*Stage 1  75% of target tariff with 50% quota
**Stage 2 4 257 target tariff with 75% total quota
7. Stage 2 should be reached when available production and capacity are

in place. The system should tlen be continuously monitored by the Department
of Industry to reverse the process of protection and to allow world prices
to orderly moderate the cost of domestic production. It is at this stage
that effective protection becomes important where the protection is gradually
released at the most effective points in the industrial process. There are

several methods to estimate the effective rate of protection but perhaps the

simpliest is given by

m
1]

1 - (Ipx Ry )

Vr

e = the effective rate of protection or de-protection
If = nominal duty on the imported finished goods

Im = npomnal duty on imported raw materials after
concession

Rm = Ratio of raw materials to output

V = Ratio of value added to output

* Apply 75% of maximum intended tariff and allow 502 of imports
of finished products.

** Apply 1007 of intended tariff and allow 75% of imports of

[ mfiﬂiShed prOdUCts.u | \.H (Il IR A TR |
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Exarmple for calculating Effective Protection Index

Assume company XY2 having the following Audited Statement

1. Ammual Sales 1591,600 VT
2. Value Added Content 31%
3. Value of imported raw material used 1132,700 VT
i.e Raw material to output 1132700/159160=.71

effective rate of protection is expressed as:

e=If- (Imx Rh)

VP
where e =  effective rate of protection
If = normal duty on imported finished goods
Im = normal duty on imported raw material after
concession
Rm =  Ratio of rawmaterial CIF value to output
vV = Value added ratio

r

Assume normal duty of 37/ on finished go.i imports i.e If = .37

Assume 37/, concessions on raw material imports i.e Im =0

e=:37-0 = 1,19 Maximum Protection
J1
Assume no concession on raw materials imported Im = ,37
e = ,37 - (.37 x .71)
31
= .35 No Protection

Any index above 0.35 indicates a level of protection

Assume import duty is reduced from 37/ to 25%
i.e a reduction of 32% then Im = (.37 -.25) = .12

effective rate of protection e = 0.37 - (12 x .71

0.31

.92
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ANNEX III

NPPS Schedule 111 Raw Material lnport Concession

laport duty rates

of concession 7 age %

age

tet value added contribution by enterprisc

above
75

75 - 60

59 - 50 149 - 40

39 - 35

34 =20

100 X

75

35

25

for 1991,

respectively.

This schedule of concession is initially for 3 years from the date of initial

production and is granted on the basis of net value added being no less during

the period than that for which the enterprise cualified.

This concession may be extended for a further period, reduced or rennved after

the period has expired. The Department of Industry has the responsibility for

periodic inspection and review to ensure that value added is maintained or

improved during the period. Improved value added will be considered favourable.

This schedule is to be read in conjunction with Schedule 111 to the Vanuatu

Customs and Tariff Regulations.

1996 and 2001

RAW MATERTAL
IMPORT _CONCESSION
S)

o
3
—
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VA CONIRIBUTLION %






