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The six Pacific island economies surveyed
here, although sharing many common
features of small island economies - small
domestic markets, a narrow resource and
production base, high unit costs of
infrastructure, heavy dependence on foreign
trade and a high vulnerability to external
shocks - face very different problems and
constraints in seeking to promote economic
growth through diversification and export
promotion. Many of these economies have
been quite successful in achieving
macroeconomic stability and in adopting
policies conducive to more open and free
international trade. However, it should not be
assumed that export growth will necessarily
follow, or that the same set of export
diversification measures will be equally
appropriate to each case.

Papua New Guinea
Papua New Guinea is the largest South
Pacific island in land size and population. It
is richly endowed with mineral deposits and
marine, forest and other natural resources. A
vast economic potential exists to be

harnessed to improve the standard of living
of the indigenous people. According to the
socioeconomic indicators, however, the
quality of life and economic welfare of the
people have stagnated or at best improved
only marginally after 17 years of political
independence. The major mining
developments have been of the enclave type
resulting in huge leakages from and minimal
linkages to the rest of the economy. This has
exacerbated dualism and widened the gap
between the urban and expatriate rich and
the rural and indigenous poor. Currently,
economic development that could trickle
down to the indigenous people is hamstrung
by a lack of skills and technology, a
fragmented market, rugged terrain, and
linguistic and cultural tensions.
Infrastructure, roads, power,
communications, reticulated water, health
and sanitary services are relatively
underdeveloped.
Papua New Guinea stood out amongst
developing countries by operating a
centralised wage system with urban
minimum wages geared more to Australian
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levels than to its true opportunity costs.
Recent labour market reforms have scaled
down urban wages to the levels of the rural
minimum. However the built-in inertia of
high wage costs and the resulting
uncompetitiveness remains a barrier to
attracting the footloose assembly-type
manufacturing industries that have
spearheaded industrialisation in other
developing economies.
Papua New Guinea is now at an economic
crossroad and is faced with the dilemma of
either frittering away its mineral wealth in
conspicuous consumption or investing it
productively in traditional sectors such as
tree crop agriculture, or in the new
manufacturing sectors. Conventional wisdom
asserts that given the abundant marine and
forest resources, and favourable soil and
climate, the revealed comparative advantage
lies in tropical agriculture and exploitation of
mineral and other natural resources. The
Papua New Guinea government, however,
has opted for a strategy of establishing a
manufacturing base.
Industrialisation creates the dynamics,
externalities, linkages and spread effects that
eventually establish the critical mass for a
take-off to self-sustained growth. Littered
amongst the success stories of
industrialisation in developing countries are
many failures. Papua New Guinea could
profit from the experiences of other
developing countries and avoid repeating
their mistakes in implementing its
industrialisation strategy.
The Strategic Plan (1993) and the Action
Plan (1991) of the Ministry of Trade and
Industry and the Budget (1993) announce
that Papua New Guinea has chosen to
allocate much of the rent from the resources
boom to building an industrial base through
private enterprise. The government plans to
provide incentives and create an enabling
environment so that private enterprise can
invest in viable industrial ventures. The
program of industrialisation aims to change
from the current pattern of enclave
development (stripping and shipping
resources) to downstream processing and
domestic value adding. It is argued that this
industrialisation strategy will enable Papua
I

New Guinea to become an independent
economy.
The costs of factor inputs and utilities in
Papua New Guinea exceed that of
competitors. For example, wage costs are
almost 5 times, electricity more than 3 times,
and rentals more than 10 times, that of
Indonesia. Moreover, only 3 per cent of the
total land area is available for industrial and
commercial purposes because of the
traditional land tenure systems.
Furthermore, protracted aid dependency, a
cargo-cult mentality, a wantok (communal
sharing culture) and a festering problem of
rascalism, or youth unrest, have stultified the
development of indigenous enterprise and
deterred foreign investment. The end result
has been that Papua New Guinea’s actual
growth has been fa? below its potential.
Channeling investible resources to
industrial development and laying the
foundations for a take-off to self-sustained
growth has much emotive and political
appeal. Many developing countries have
experienced a resources boom and pursued
grandiose schemes of industrialisation
requiring massive investment in
manufacturing projects only to see them turn
into white elephants that had to be
abandoned.
Although the pursuit of a strategy of
industrialisation has strong political appeal,
its viability needs careful appraisal to avoid
inefficiency and misallocation of scarce
investment funds. Only time will tell whether
the choice that Papua New Guinea is making
now are ad hoc or whether they form an
integrated program that establishes the
critical mass needed for self generating
growth.
The existing manufacturing sector in
Papua New Guinea was nurtured under
import-substitution policies. It contributes
about 1 2 per cent of the GDP, 8 per cent of
total employment and only 5 per cent of total
exports. Most of the factories are foreign
owned and 55 per cent are concentrated in
the urban centres of Port Moresby and Lae.
The high wage regime that existed until
recently has prompted these firms to adopt
inappropriate capital-intensive rather than
labour-intensive employment-generating
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manufacture activated carbon from coconut
shells used in the extraction of gold ore; to
produce grinding balls for crushing ore; to
produce sodium cyanide, ammonium nitrate
and other chemical feed stock from natural
gas; and to produce automotive components
and retread tyres. Further proposals for
downstream processing of mineral resources
(such as copper) and value-adding through
timber milling are also under consideration.
The new strategy for industrialisation
relies on the private sector. The budget offers
a plethora of tax incentives to stimulate
private investment. The top marginal
personal tax rate has been slashed by 17 per
cent and the corporate tax rate by 5 per cent,
making Papua New Guinea one of the lowest
taxing countries in the region.
It is well established that low tax rates in
host countries provide little or no incentive
for investors and expatriates from countries
where the tax rates are higher. They are
merely transfers from host country to home
country tax authorities. Private sector
investors are attracted by a favourable
business climate that encompasses many
other facets besides tax concessions.
Recognising this fact, the government has
instituted other microeconomic reforms such
as deregulating the labour market, relaxing
exchange controls, reducing most tariff and
non-tariff barriers, and providing
infrastructure support, concessional bulk
rates on electricity, telecommunications,
water and other utilities, cheap credit
facilities (these will tend to encourage
capital-intensive industries) and institutional
support for prospective investors.
The adoption of this strategy is a switch
from a regulatory to a promotional
environment. Several institutional measures
are now in place to implement the
promotional features of the government’s
investment policies. The Investment
Promotion Authority is expected to function
as one-stop shop to assist foreign investors
and fast track foreign investment into Papua
New Guinea without cumbersome delays. A
National Institute of Standards and
Industrial Technology will monitor and
enforce quality levels required for successful
international competition. The Economic
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Development Board is being established, at a
cost of K200 million, to coordinate and
promote new industrial investment in
downstream processing, export promotion
and import substitution industries.
In addition, to support the technical and
managerial needs of small-scale enterprises,
the Small Business Development Corporation
has been established. Indigenous small-scale
businesses may be given concessional credit
and assistance with working capital. It has
been proposed that retail trade should be
reserved exclusively for indigenous business
because it would provide the training and
capital accumulation required to undertake
more complex manufacturing. Tendering for
construction valued at less than K5 million is
also to be reserved for indigenous business.
Higher valued contracts could be undertaken
as joint ventures with local contractors or
awarded to firms that have a good track
record of training indigenous people and
establishing linkages to the domestic
economy.
One of the bottlenecks in the development
of small-scale industries in Papua New
Guinea is the scarcity of industrial land and
the resultant high cost of utilities such as
power, water and other services. The new
industrial strategy favours industrial estates
or industrial centres to overcome some of
these constraints and also removes the urban
bias of manufacturing by regionally
dispersing industrial estates. The first
industrial estate or centre has already been
established on a 27-hectare site at Lae. Three
other industrial estates are planned for
construction in Waigani, Kainatu, and
Moitakaautama.
Several developing economies have used
export processing zones to overcome the
distortions of macroeconomic and trade
policies. Papua New Guinea lacks the cheap
labour and infrastructure that are necessary
for zones to support garment, footwear,
electronics, and other footloose
manufacturing. Currently, only industrial
estates or industrial centres with
custom-built factories, common services and
cheap land are on offer to prospective
investors in small-scale manufacturing.
There does not appear to be a strong

motivation to encourage zones to lure foreign
investors, rather, the thrust of Papua New
Guinea’s reforms has been to pursue sound
macroeconomic policies which are conducive
to the establishment of a congenial business
climate.
The long-term plans for the
industrialisation and development of the
economy are conditioned by proper
short-term management of the economy
through fiscal and monetary policy. Papua
New Guinea’s track record on short-term
macroeconomic stabilisation has been
commendable as is shown by its rapid
adjustment to severe internal and external
shocks.
Both fiscal policy and monetary policy aim
at the short-term management of the
economy. The 1993 budget offered tax cuts
and tariff concessions to stimulate private
sector investment and enterprise; and the
plantation agriculture sector was given
funding for commodity price stabilisation and
credit for extension services. The budgetary
policy also aimed to maintain the living
standards of the rural population through
village development schemes and
agricultural price supports. To the extent that
the price supports are open subsidies to rural
residents, they tend to support living
standards, even though most of the
assistance goes to large plantation owners
and similar operators. To the extent that they
are intended to be self-financing over time,
price stabilisation arrangements usually
work to destabilise rather than stabilise
prices.
The revenue base was radically altered in
the 1993 budget by mandating that mining
and oil companies pay tax liabilities in
advance: 60 per cent in 1992 and 100 per cent
in 1993. These revenues should finance
far-reaching reforms in education. The cost of
free education up to grade 8, subsidised
education at the secondary level and
upgrading technical education is estimated at
K50 million. However, the cost of the
agricultural commodity price stabilisation
scheme was estimated at K90 million, and
several initiatives such as the agricultural
credit scheme, the development of the
Poraporena highway, and the increase in the
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Dutch disease effects and the flat world
prices for commodities.
Policy simulations based on the Papua
New Guinea computable general equilibrium
model of the National Centre for
Development Studies at the Australian
National University, indicate that liberalising
the trading regime and deregulating the
labour market would act as antidotes to the
Dutch disease effects or the adverse exchange
rate and competitive pressures on the
nontradables sectors. Model simulations
show that a 20 per cent rise in the prices of
mineral exports will raise the terms of trade
and result in a 30 per cent growth rate
between 1990 and 1994. This would cause a
9.2 per cent appreciation of the real exchange
rate and imports would increase by 5.4 per
cent. Import bans on food items would
further appreciate the real exchange rate by
1.8 per cent and contribute to a 0.6 per cent
decline in real GDP and a 0.3 per cent fall in
imports. On the other hand, a reduction of
the level of protection by 50 per cent would
cause a 7 per cent depreciation of the real
exchange rate and an increase in exports of
1.4 per cent. Also a 10 per cent real wage cut
would generate a growth rate of 2 per cent.
As a result of the resources boom, the
Papua New Guinea economy is on the
threshold of dramatic change. Short-term
macro-stabilisation policies and long-term
policy initiatives appear to be effectively
countermanding the adverse Dutch disease
effects and channeling resources rents to
more productive areas. Papua New Guinea
does not appear to have chosen the strategy
of establishing export processing zones to
remove macroeconomic distortions by
liberalising trade and tax regimes in an
enclave within the national space. The thrust
of recent policy reforms appears to be to get
prices right and remove export bias so that
Papua New Guinea can encourage foreign
private investors and multinational
companies to invest in ventures that reflect
Papua New Guinea’s true comparative
advantage. At this point, the industries
identified by the Strategic Plan do not
measure up to a critical mass that will
facilitate the take-off to self-sustained
growth. However, it a modest start in laying
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6

PACIFIC ECONOMIC BULLETIN

the groundwork for achieving sustainable
growth through economic diversification.
The industrialisation strategy panders to
political aspirations for economic
independence that have been intensified by
the resources bonanza. Industrialisation
appears to offer a ray of hope to a country
plagued by massive unemployment and low
productivity. However, in a world that is
competing for capital and technical services,
carrying the fervour to achieve economic
independence too far could undermine the
confidence of prospective multinational
investors. In this context, the successful
renegotiation to increase the domestic equity
holding in the Porgera gold mines and plans
to increase the domestic stakehold in Lihir
could send the wrong signals to prospective
investors. Papua New Guinea faces the
challenging task of achieving a proper
balance between the desire to control key
sectors of the economy and the need to
encourage foreign investors.
Foreign capital inflow is vital to the
implementation of the goals of
industrialisation. A well managed
macroeconomy, political stability and a n open
trading regime without cumbersome
exchange controls, tariff and non-tariff
barriers are essential to induce foreign
capital. The recent policy reforms have
removed the anti-export bias and integrated
Papua New Guinea into the growing market
of the Asia-Pacific region. This has opened up
prospects for investment in industrial
ventures which could produce, not only for
the narrow domestic market, but also for the
larger Asia-Pacific market.
In selecting projects to promote in Papua
New Guinea it is imperative that net present
values calculated on the basis of world prices
are positive. The competitiveness of
industrial projects will determine their
long-term profitability. Australia and Japan
are Papua New Guinea’s largest bilateral
trading partners. They accounted for more
than 50 per cent of the value of exports and
imports last year. The attempts to foster an
export culture by marketing drives such as
‘Operation Target Australia’ are moves in the
right direction. Furthermore, efforts to
establish links with ASEAN and with South

Asian economies through the Bangkok
agreement and diversifylng Papua New
Guinea’s trade relations augur well for the
industrialisation strategy. Regional
agreements such as PATCRA, SPARTECA
and the Lome Convention have been
disappointing because transfers of technology
have not occured and foreign investors have
not been attracted to Papua New Guinea’s
nascent manufacturing sector.
The development of a vibrant export
culture and the focus on production for export
rather than for the narrow domestic market
will be a crucial determinant of the long-term
viability of Papua New Guinea’s
manufacturing industries. Only industries
that are internationally competitive can
survive.

Fiji
Fiji has entered a critical stage in the process
of shaping a strategy for longer term
economic growth and development. The
government of Prime Minister Rabuka which
came to power in 1987 and was
democratically elected in the recent July
1992 elections, has been successful in
achieving macroeconomic stability and
bringing about significant economic and
labour market reforms over a relatively short
period of time. It has implemented and
adhered to a set of monetary, fiscal and
exchange rate policies and adopted a number
of liberalisation measures that have earned it
the commendation of the World Bank, in its
recently published report on the Pacific
island economies.
The rate of inflation has been brought
down from 6.5 per cent in 1991, to under 5
per cent in 1992, despite the introduction of a
new value-added tax in July 1992. In line
with its commitment to a more liberal foreign
trade and exchange regime, the very high
levels of tariff protection were replaced with
a standard fiscal tariff of 50 per cent, which,
since 1991 has been reduced to 20 per cent.
In its 1993 budget the government
announced further reductions in import
duties on a wide range of goods of between 5
and 90 per cent. The Reserve Bank of Fiji
also announced a relaxation of certain
exchange control measures. Exporters are
now permitted to retain part of their export
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proceeds in a foreign currency account. Other
newly adopted measures allow the
repatriation of funds and more generous
overseas travel allowances.
Labour has been another significant area
of recent policy change and a more market
oriented system of wage negotiations has
been instituted. One of the most significant
and controversial aspects of the new
legislation has been the withdrawal of the
‘check-off system, removing the obligation on
employers to deduct union dues a t the source
for members of recognised trade unions. This
greatly enhances the leverage of the
employer in conflict situations and has
become the subject of International Labour
Organisation comments on alleged
infringements of its Conventions.
Despite apparent success in these policy
areas, the anticipated revival of investor
confidence and the required upsurge in
private investment has not been forthcoming.
There is now a pressing need for the
government to address, define and
implement a strategy for the country’s longer
term economic growth and development. This
will require urgent attention to the direction
of economic restructuring and to how it is to
be achieved. It is in this context that the role
of the industrial sector and the development
potential of export processing zones, need to
be addressed. Deregulation of trade was
accompanied by the introduction of the Tax
Free Factory and the Tax Free Zone schemes
in 1987 as a means of promoting
manufactured exports (see article this issue).
The urgency of this issue arises from a
number of important changes occurring in
the regional and international economy that
have far-reaching implications for the
medium to longer-term viability of Fiji’s main
export sectors, particularly sugar, tourism
and garments.
It should be noted that the necessity for
the government to adopt a longer term
perspective in addressing the revitalisation
and redirection of domestic investment comes
at a difficult moment politically. The
government is striving to satisfy the growing
and often contradictory demands that have
come to bear upon it from competing
interests among the wide coalition of political
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groups it is attempting to accommodate. Its
capacity to address adequately both longer
term economic growth and short-term
political demands remains to be seen.
In early December 1992, Prime Minister
Rabuka invited the opposition to enter into a
coalition and form a Government of National
Unity. There is some scepticism over his
capacity to achieve coalition and to stay in
power. Furthermore, any shiR in economic
policy will be at the short-term expense of
one group thus compounding immediate
political problems. The ability of the
government to address the restructuring and
growth issue will depend largely on its ability
to act independently of the immediate gains
or losses to any one of the coalition groups.
Views on this tend to be pessimistic,
suggesting that either the enlarged coalition
will not come about, or, if it does, it will not
survive long.
Apart from the delicate political context in
which the government’s longer term strategy
for economic growth and restructuring has to
take place, there is the further question of
the viability of the underlying economic
paradigm on which many recent policy
changes have been predicated. An obvious
area of concern is the feasibility of effecting
a n outward-oriented, export-led growth
process and a t the same time maintaining
the present commitment to a liberal policy
environment which was established aRer the
political crisis and coups that first brought
General Rabuka’s Interim Government to
power in 1987.
The new regime has succeeded in adopting
and, so far, in adhering to a program of
liberal macroeconomic policies and labour
market reforms that are generally conducive
to good economic performance. Indeed, there
was widespread expectation that
macroeconomic stability would go a long way
towards restoring investor confidence,
especially once the June 1992 election was
out of the way, and greater clarity and
continuity on the political and economic
policy fronts were possible. However, as is
now acknowledged by key government and
private sector commentators in the domestic
arena, and international agencies such as the
Asian Development Bank and the World
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Bank, the anticipated restoration of investor
confidence and economic growth does not
seem to be forthcoming.
Investment levels are not increasing. In
1981 gross domestic investment represented
over 34 per cent of GDP. By 1990 it had fallen
to 19 per cent, by 1991to 16 per cent, and in
1992 to less than 15 per cent. This downward
trend is showing no sign of reversing. In 1991
the economy virtually stagnated, with GDP
growing at a mere 0.1 per cent. In 1992 there
were some signs of recovery, when GDP rose
by over 4 per cent. This was attributed
largely to a surge in the sugar cane harvest
and tourism. Despite this, investment has
remained at depressed levels and economic
growth in 1993 is expected to be around
2 per cent.
In early January 1993 Fiji was hit by
cyclone Kina which killed 22 people. Most of
the damage was to infrastructure, with the
estimate of total damage being put at F$130
million. Despite some damage to sugar crops
in the Ba, Tavua and Rakiraki areas, the Fiji
Sugar Corporation has decided not to revise
its forecast for the 1993 sugar harvest.
External influences on Fiji have vaned.
Sugar cane production continues to be the
principal source of livelihood for much of the
population. The sugar industry accounts for
approximately 50 per cent of Fiji's modern
agricultural sector and 25 per cent of
manufacturing output. Sugar exports are
almost half of Fiji's total exports. At the
moment around 40 per cent of Fiji's sugar is
sold to the EC and the United States under
preferential agreements which imply a price
two to four times higher than the world price
of sugar not sold under preferential
arrangements.
Following two poor years as a result of
industrial disputes, sugar output has picked
up, rising from 389,000 tonnes in 1991, to
426,000 tonnes in 1992, and to a n expected
440,000 tonnes in 1993. It has become clear
in recent months that the preferential
arrangements may be revised substantially
over the next few years, and the price of Fiji's
sugar exports may fall. The abolition of
preferential arrangements should lead to a
narrowing of the difference between world
prices and present preferential prices. The

resulting decline in EC and US sugar
production will reduce overall world supply.
The problems looming for cane growers are
compounded further by the recently revised
land valuations and corresponding rent
increases of between 33 and 100 per cent, in
line the World Bank's insistence that
artificially low rents be allowed to rise.
The issue of how Fiji's sugar industry can
and should adjust to a more competitive
international environment urgently needs to
be addressed. Basically there are two
directions in which the government can
move, assuming that it is neither willing nor
able to find some other means of subsidising
marginal producers. The government could
aim either to introduce measures to raise
productivity and increase domestic value
added within the sugar industry, thus
preserving the importance of the sugar
industry in Fiji's economy, or, to allow this
sector to decline and to foster the
development of alternative areas of export
production. Either option will necessitate
active government intervention. The extent of
the restructuring required is unlikely to come
about if left to market forces alone, and
without changes to existing government
policies and the provision of infrastructural
support. Improvements in productivity in
sugar cane production, for instance, will
require improved farming practices and
additional on-farm investments by cane
growers.
Unfortunately, recent political
developments over land have given rise to
great uncertainty among the Fiji Indian cane
growing community. The Agricultural
Landlord and Tenant Act was enacted under
the colonial regime in 1967 and amended in
1976 to provide security of tenure to Fijian
Indians on land owned by ethnic Fijian
family groups. From 1996 onwards,
thousands of 30-year leases held by Fijian
Indian farmers expire. There is no provision
in the existing legislation for further
extensions and there is now an ongoing
debate about proposed amendments LO the
legislation. Without security of tenure, the
tenant faces the possibility of the landlord
reletting the land to someone else or taking it
over. With strong pressures on the
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under the South Pacific Regional Trade and
Economic Cooperation Agreement
(SPARTECA)with Australia and New
Zealand.
The scheme allows for the duty free import
of capital goods and raw materials,
exemption from profits taxes for 13 years,
and foreign investors are allowed to
repatriate capital and profits for firms that
sell no more than 5 per cent of their output to
residents. Under SPARTECA Fijian
manufactured goods satisfying the rules of
origin have duty free access to the New
Zealand and Australian markets.
Manufacturing as a whole grew at an
annual average rate of 7.6 per cent between
1989 and 1991, with garment exports rising
from 2.6 per cent of total exports in 1987, to
24 per cent in 1991. Such trends suggest that
the development of the garment sector could
be a viable foreign exchange alternative to
the declining sugar industv. However, in
recent months, the garment sector has
suffered a decline. In the third quarter of
1992 the value of garment exports was down
to just over 50 per cent of the 1991 level. For
the year as a whole, garment exports fell by
almost 30 per cent, to about the same level as
1989. This decline is not merely cyclical but is
attributable to a number of structural factors,
mostly of external origin.
Producers are finding it increasingly
difficult to compete with low-wage
newcomers in the world market such as
China where wages are one-fifth of those
in Fiji.
Under the SPARTECA agreement Fiji
enjoys preferential access to the New
Zealand and Australian markets
provided that there is at least 50 per cent
local plus Australian (New Zealand)
content. Manufacturers of garments
import the capital equipment and most of
the raw materials needed and are finding
it difficult to satisfy this condition. Apart
from this, the degree of preferential
access offered under SPARTECA has
been eroded substantially as both New
Zealand and Australia have reduced the
tariff rates applicable to other exporters.
Under its new labour legislation New
Zealand is also finding that it can
compete favourably with Fiji in the
Australian market.
Pacific Economic Bulletin Volume 8 Number 1, 1993 © Asia Pacific Press
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It is therefore evident that Fiji’s garment
industry is unlikely to expand sufficiently to
compensate for the declining sugar sector.
Spokespersons for the industry believe that
the garment sector can continue to grow, but
to do so, the industry will have to move away
from the lower quality, mass market and gear
itself to producing smaller, customised orders
for the higher quality, upper end of the
market.
If the manufacturing sector is to continue
to grow it is essential that other areas of
manufacturing are developed. The dominant
view held by policymakers is that
manufacturing has to be linked to Fiji’s
natural resource base. Forestry and fishing
feature prominently in this regard,
suggesting more emphasis should be given to
the local manufacture of wooden furniture
and other wood products, and to the canning
of fish, as well as the export of frozen fish
products.
Deregulation, liberalisation and a stable
macroeconomic environment are necessary,
but not sufficient conditions to engender the
investment necessary for restructuring and
restoring growth to the economy. There is
some concern that if the government adheres
to its current liberal economic policy regime,
and fails to intervene more directly to
promote the development of new industries,
the opening up of the economy may result in
the destruction of its fragile industrial base.
There are a number of ways in which the
government could intervene to ensure the
appropriate conditions for private investors.
There is a need to streamline the
bureaucratic procedures required for
approving new investments. This would
remove much of the delay and the
disincentives now facing would-be
investors in Fiji.
Fiji’s export processing zone or Tax Free
Zone currently exists in name only. By
1991, 120 tax free factories scattered
mainly around the existing industrial
areas of Suva, Lautoka and Nadi had
been established. It is believed that the
government’s establishment of
fully-fledged industrial zones with all the
necessary infrastructure for industrial
processing in place would go a long way
towards enabling and encouraging
private entrepreneurs, both foreign and

domestic. Provisions are in place for the
establishment of the first of the tax free
zones at Kaluba, near Suva, under a n EC
project that will provide all the necessary
infrastructure, including water supply,
electricity and buildings.
Human resource development needs to
be addressed urgently to ensure that a
skilled and versatile labour force is
available in sufficient numbers to satisfy
the managerial and manpower
requirements of the changing industrial
structure.

Solomon Islands
The Solomon Islands has been experiencing a
demographic explosion - its population of 0.33
million has grown at a n annual rate of 3.5
per cent over the past decade. Per capita
income has deteriorated as population growth
outpaced GDP growth. The economy is
relatively well endowed with natural and
mineral resources. However, the rapid
exploitation of natural resources has raised
concerns about their sustainability.
The welfare of the indigenous population is
dependent on subsistence agriculture and
exports of smallholder plantation crops such
as copra, cocoa and palm oil. The earnings
from these primary exports fluctuate with
world commodity prices. In 1992 the major
export earners were logs and fish, which
accounted for 37 per cent and 30 per cent
respectively of the total export revenue. The
production of logs in 1992 increased by 80 per
cent and was the main factor in the rapid
GDP growth of 8 per cent. Earnings from
tourism also contributed to GDP growth and
partly offset the decline in fish exports. The
precarious dependence on a few primary
commodity exports for generating GDP
growth makes diversification of the economic
base a long-term necessity.
In a diversification strategy the promotion
of export-oriented manufacturing has a
strong rationale. The smallness of the
domestic market, the lack of capital and
skills, and remoteness from metropolitan
markets make the implementation of a n
industrialisation strategy difficult. The need
for foreign private investment in Solomon
Islands is evident in light of the deep seated
fiscal malaise that stands out as the cause of
short-term macroeconomic instability.
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log exports that contributed to the favourable
trade performance are unlikely to be
sustainable and fiscal stringency is
imperative to achieve macroeconomic
stability.
During 1992 there was a slight
improvement in the competitiveness of the
Solomon Islands economy due to a 9 per cent
depreciation of the trade weighted exchange
rate. The retail price index was a high 9.7 per
cent and offset benefits from the falling
inflation rates of its main trading partners.
The overall picture in 1992 was one of
deceptive stability in view of the fiscal
malaise and the temporary nature of the
revenues from the log export boom.
Self-sustained growth in the long run could
be achieved by diversifylng the narrow base
of the Solomon Islands economy and a
strategy of industrialisation can play a
central role in such a n economic
diversification strategy.
Currently the manufacturing sector is
small and contributes only about 5 per cent to
GDP and 6 per cent to total employment. It
comprises activities related to food
processing, soft drinks, soap, woodworking,
metal processing, fibre glass manufacture,
shipbuilding and repair and light engineering
activity - all catering mainly for the domestic
market. The contribution of the
manufacturing sector to GDP has been static
over the past decade. Recently under a joint
project of the United Nations Development
Program and the United Nations Industrial
Development Organization, technical and
business assistance has been provided to
streamline some 122 small-scale industries.
The current regulatory regime needs to be
converted into an enabling environment, and
incentive packages have to be designed to
offset the cost disadvantages that operate in
Solomon Islands. The industrialisation efforts
that are currently pursued by the
government appear to be modest and
pragmatic. The focus appears to be on the
establishment of industrial estates offering
common service facilities, technical advice,
and infrastructure support to small-scale
industries. The remoteness of Solomon
Islands from metropolitan markets and the
relatively high cost of labour and other
Pacific Economic Bulletin Volume 8 Number 1, 1993 © Asia Pacific Press
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inputs makes the establishment of export
processing zones of the footloose variety
infeasible.
Abundant timber, marine and agricultural
resources, however, could be a basis for a bold
and novel zone geared partly to downstream
processing and domestic value adding to
these resources before export. In the long
term it is also envisaged that the
development of new industries such as
garment production and electronics assembly
would become feasible, because rising wages
in Hong Kong and Taiwan make
labour-intensive activity uncompetitive.
Assistance to such activities, however, should
be carefully planned. Outright government
subsidies either through direct investment or
continuous grants, are almost certain to
create dependency and distort factor prices in
a way that will undermine other sectors’
competitiveness.
The launching of any medium or
large-scale manufacturing activity has to be
export oriented because of the narrowness of
the domestic market. The promotion of
small-scale industrial development has led to
the rehabilitation of the Ranadi industrial
estate and the completion of a feasibility
study to establish the Henderson Industrial
Estate on a 26-hectare site using an Asian
Development Bank loan. Small-scale
clothing, hand printing, recycled clothing and
garment manufacturing appear to be
flourishing in the Honiara area.
The counter productive nature of some
aspects of the manufacturing projects that
have been established recently is shown by a
comparison of a brewery and a garment
(tee-shirt) factory. The brewery producing Sol
beer was established in the Ranadi Industrial
Estate a s a joint venture with a German
company. It receives handsome tariff
protection and tax holidays. The brewery is
capital intensive and is based on complex
technology. The garment factory, established
with Korean capital, is a more
labour-intensive operation designed to exploit
the Solomon Islands garment quota in the US
market. It generates more jobs per unit of
capital invested than the brewery. Both
projects are poor in the generation of tax
revenue and are virtually bereft of any

backward linkages. Nevertheless, it is
anticipated that such industries will impart
dynamic externalities, including learning by
doing, that will be valuable in the long run.
The potential of the tourism industry has
yet to be tapped. The establishment of resort
facilities and the upgrading of the Henderson
airport to accommodate and service modern
jets would enable Solomon Islands to capture
a larger slice of the package tourist market in
the Asia-Pacific region. The development of
the tourist industry will contribute to export
earnings and economic diversification. This
could also create demands that could be met
by domestic manufacturing.
The manner in which forest and marine
resources are exploited has raised concerns
about the environment and long-term
sustainability. The remarkable shift from the
crisis conditions in 1991 to external stability
in the current year masks concern about
inherent structural instability. The
spectacular growth in log exports was partly
due to high prices for timber in Asian
markets as a result of shortages. The
accelerated logging program that is currently
under way is estimated to deforest over
15,000 hectares per annum, or three times
the sustainable level.
Environmental degradation, loss of
bio-diversity, species extinction, the
marginalisation of subsistence agriculture
and other economy-wide stresses caused by
the frenzied exploitation of timber by
multinational companies of the NIEs have
social opportunity costs far in excess of the
benefits of export revenues. It is anticipated
that a t the current rate of logging, the forest
reserves will be exhausted within 10 years.
There is concern that the 15 per cent
replanting required to achieve sustainabilty
is not being done. The 20 companies engaged
in rapid extraction of timber also allegedly
engage in massive under-invoicing of exports.
Despite the 55 per cent tax on log exports, it
is known that transfer pricing causes a
massive leakage from government revenue.
The logging operations require careful
scrutiny to avoid a major environmental and
economic tragedy.
The fishing industry experienced a
downturn during 1992. The tonnage of tuna
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foreign companies, provides considerable
high-income employment (largely for
expatriates) and government revenue.
The main exports, copra, cocoa and meat
account for about two-thirds of total exports.
In presenting the first budget of the new
coalition government, the minister of finance
stressed the need for greater diversification
of Vanuatu’s export structure. Copra and
cocoa have been particularly vulnerable to
cyclone damage and declining world prices in
recent years. Vanuatu was hit by six cyclones
during the 1991-92 season. In the 1992-93
season only one, cyclone Prema, struck the
Shepherds region of Vanuatu. Despite its
high intensity, there was relatively little
harm to crops. Most damage occured to roads,
bridges and buildings, including schools.
Preliminary estimates place a figure of V$22
million on damage to government schools and
clinics.
The value of copra exports has been
declining steadily since 1988. In 1991 alone
copra production declined by over 30 per cent,
and in 1992 by a further 12 per cent.
Combined with declining world prices, this
means that the value of copra exports
declined by almost 50 per cent between 1988
and 1991. It recovered slightly at the end of
1992, but was still 12.5 per cent down on the
1988 value. Cocoa has suffered badly in
recent months, and the plantation sector is
facing a serious threat to its survival. Cocoa
output fell during 1992 to less than 50 per
cent of its 1991 level. Thanks to a slight price
recovery in the last quarter of 1992, the value
of cocoa exports was ‘only’ 40 per cent down
on the 1991 level. It should be noted that the
smallholder sector, that accounts for
approximately 85 per cent of Vanuatu’s cocoa
production, has shown great resilience to
these external shocks.
The physical volume of production and
export value of beef has also been resilient to
external shocks. Despite declining world
prices for beef, production levels have risen
steadily in recent months, reaching new peak
levels in 1991 and 1992. It is perhaps
towards the expansion of the beef industry
that policymakers should look for the longer
term diversification of Vanuatu’s export base.
Pacific Economic Bulletin Volume 8 Number 1, 1993 © Asia Pacific Press
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The main issue facing the new government
is how best to make Vanuatu’s economy less
vulnerable to highly volatile markets and the
uncertain external environment facing the
traditional export sectors. This is both a short
and long-term issue. The present government
acknowledges that over the longer run, the
economic structure of Vanuatu must be
diversified. However, it recently attempted to
subsidise argricultural producers, a move
which was contested by the international
donor community.
The Vanuatu Commodities Marketing
Board is responsible for buying and selling
copra, cocoa and kava. In practice this has
meant that local producers have enjoyed a
sizable subsidy, while the Board has incurred
operating losses every year since 1984.
Accumulated losses are now around US$20
million. Until the mid-1980s the government
received direct budgetary support from
donors. In recent years, donors have
preferred to fund capital expenditure only.
The government has therefore been forced to
rely on other means of funding the strain of
subsidies on its fiscal balance. In 1990, the
government used EC STABEX funds for this
purpose, although these funds are intended
to be used primarily for investment and the
diversification of the country‘s export base.
The EC has blocked the disbursement of
STABEX funds in Vaunatu until it is
satisfied that the funds will be used for their
intended purpose. No agreement has been
reached.
Another bone of contention on the fiscal
front is the continued subsidisation of Air
Vanuatu which is wholly owned by the public
sector and has been incurring heavy losses in
recent years.
The government faces an urgent fiscal
problem that raises a number of important
issues about the future direction of the
economy. The recurrent budget is financed
mainly from domestic sources, and the
capital budget mainly from foreign aid flows.
Approximately three-quarters of recurrent
budget revenue is in the form of taxes, and of
this, two-thirds comes from import duties. In
order to encourage the development of the
Finance Centre, there are no direct personal
or corporate income taxes in Vanuatu.

High dependence on import duties implies
a very narrow tax base and the need for high
tariffs. This has contributed to the high cost
structure of Vanuatu. It acts as a constraint
to economic growth, by raising the direct cost
of inputs and the cost of labour through the
impact of import duties on the cost of living.
In Vanuatu labour costs are high by
international standards. The government has
been pressured to restructure and broaden its
tax base. Inevitably, this must lead to the
introduction of some form of income and
business profits taxes that would apply
principally to income earners in the modern
sector of the economy but would have to
provide tax exemption for payments to
non-residents investing in the Finance
Centre.
The modern sector is dominated, in the
private sector by services, the off-shore
Finance Centre and tourism and by
government services in the public sector. The
expatriate community is influential both in
the private sector and, through its technical
advisers, in the main public sector ministries
and departments concerned with economic
policy formation and implementation.
Because relatively little foreign capital is
invested in manufacturing and the financial
service sector is not labour intensive, the
high cost of imports and labour is not
particularly problematic from the expatriate
business sector’s viewpoint. Vanuatu is a tax
haven. Indeed, it is being argued strongly by
their representatives (erroneously others
suggest), that the introduction of income and
corporate taxes for on-shore activities will
have a negative effect on Vanuatu’s tax haven
status and thus on the Finance Centre’s
competitive position. This ignores the point
that there is very little connection between
off-shore and on-shore investment activities
and that exemptions for off-shore
investments are already guaranteed.
The International Companies Act is an
important piece of legislation. The Finance
Centre was established under the
French-British condominium rule in 1971 to
provide off-shore banking and financial
services to foreign, mainly Asian, companies.
In recent years Vanuatu has faced increasing
competition from other Pacific island tax
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Contrary to expectations, the coalition
government survived the political
manoeuvring that characterised the latter
part of 1992. Furore erupted in June 1992
when the Minister of Finance proposed a n
amendment to the Business License Act that
would have given him the authority to revoke
or refuse business licenses at any time. When
the Australian High Commissioner publicly
voiced his concern over the amendment bill
he was given 24 hours to leave the country. A
revised version of the bill was finally passed
by parliament late last year, and it is
generally accepted that the incident had little
or no impact on the level of business activity
or on tourism from Australia.
While short-term macroeconomics and
political stability might be regarded as
important preconditions for gaining off-shore
and on-shore investor confidence in the
financial services sector, it cannot be
assumed that the activities of these investors
will have much influence on longer term
growth and export diversification. The
government needs to address the issue of the
direction of growth and the means of
promoting new investment in the domestic
economy. The government has recently begun
work on a new Investment Code. Simlar to
Fiji's proposed new legislation, it is designed
to streamline the bureaucratic and legal
approval process for new investment. A
one-stop clearing house would allow
interested off-shore investors to obtain
information and applications conveniently
and efficiently. This, it is also hoped, will
undo any damage that may have been caused
to potential on-shore investor confidence by
the Business Licenses Act.
The government has yet to take a clear
stand on the direction in which it wants the
economy to head. Tourism is one obvious
possibility. It has already become the most
important source of foreign exchange for
Vanuatu, although it is unclear how much of
the foreign exchange earned remains in the
country. Most tourists are from Australia and
New Zealand and at the lower end of the
market. Following a bad slump in tourist
traffic in 1991 the government embarked on
an aggressive marketing drive involving a
high level of subsidy to Air Vanuatu. While
Pacific Economic Bulletin Volume 8 Number 1, 1993 © Asia Pacific Press
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this had a positive impact on tourist numbers
in 1992, the average length of stay declined,
offsetting the potential gain from increased
numbers. In his 1993 budget speech, the
minister of tourism, emphasised that tourism
would continue to be a top priority, but
argued against continuing the emphasis on
the lower end of the market. The focus should
shift to attracting tourists seeking higher
quality accommodation and the unspoiled
natural beauty and clean environment of the
outer islands. It remains unclear how this
development is going to come about. The high
cost structure due to Vanuatu’s tax regime is
a deterrent to further expansion of this
sector. In addition, there is little scope for
immediate expansion of tourism beyond Port
Vila given the lack of adequate infrastructure
on the outlying islands.
Despite rapid growth in recent years,
Vanuatu’s manufacturing sector remains
small, contributing around 5 per cent to GDP.
Although contributing approximately the
same to GDP as the Finance Centre, it
provides employment for four times as many
people. It is concentrated in food and
beverages, and wood and wood products.
With the existing taxation system and
resulting cost structure, however, it is
unlikely that this sector will be able to
contribute significantly to future export
growth and diversification.
The government is studying the feasibility
of developing an export processing zone on
Santo, but it is generally agreed that
Vanuatu would encounter great difficulty
competing with Asia, or other Pacific nations,
such as Fiji. Wages adjusted for productivity
are extremely high in Vanuatu. The lack of a
suitably qualified labour force, as well as the
relatively high cost of electricity,
telecommunications and transport are also
significant deterrents to investment. It needs
to be noted that despite existing legislation
exempting investors from most duties and
taxes, such investment has not been
forthcoming.

Western Samoa
Western Samoa has had severe cyclone
damage in recent years. Cyclone Val devasted
Western Samoa’s agricultural sector at the
end of 1991, and world prices are falling for

its main export crops. Its real GDP declined
by 4.3 per cent in real terms in 1992. As a
result of a decline in output and prices of its
main, traditional exports coconut, taro and
cocoa, its negative trade balance increased to
$106 million. In 1992 Western Samoa had to
import coconuts for first time. It is expected
that agriculture will take at least five years
to recover. The current account deficit for
1992 was equal to 28 per cent of GDP, partly
financed by foreign borrowing that
contributed to the country‘s already relatively
high debt burden. By South Pacific
standards, Western Samoa is highly indebted
with a debt-service ratio now of around 10
per cent.
On the brighter side, the series of cyclones
was followed by a 10 per cent increase in
investment in 1992. This was due to a
combination of (mainly externally financed)
public sector infrastructure rehabilitation
projects and a significant increase in foreign
direct investment associated with the new
investment activities of an Australian
subsidiary of the Yazaki group. Economic
prospects for 1993 look good and it is being
suggested that this investment boom could
kick-start the economy into a mini-boom.
Projected real growth rates of GDP in the
order of 3.5 per cent are expected over the
next 3 years.
While rehabilitation of traditional
agricultural export crops remains a priority,
the government needs also to focus on the
longer term issue of export promotion
through diversification of the productive
base. It is generally accepted that Western
Samoa will not be able to regain its hold over
the copra, coconut oil or bulk cocoa markets.
It is felt that the best prospects for
diversification lie within the agricultural
sector, particularly high-value horticultural
products, forestry and fishing. The
government has accordingly adopted
measures to promote agricultural
diversification, light manufacturing and
tourism.
The parliament has recently passed the
Enterprises Incentives and Export Promotion
Act, with a view to facilitating foreign
investment and tourism development. This
act offers foreign investors a number of
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concessions including enhanced tax
concessions, an extension of the 10 year tax
holiday to 15 years, and duty free import of
raw materials. The government has also been
successful in streamlining the processing of
applications for concessions.
The first significant foreign investment in
Western Samoa’s manufacturing was the
opening of a factory by the Yazaki group in
1991, employing 1,500 Western Samoans to
assemble automotive wire harnesses required
for the Australian and New Zealand car
industry , In October 1992 another major
foreign investment was approved for the
Diamond Head Company to produce
manufactured garments beginning in 1993.
A tourism development plan for 1992 to
200 1has been adopted, calling for investment
of WS$138 million over and above the
government and donor-funded infrastructural
component.

Tonga
Tonga’s fairly positive economic growth
record in the earlier part of the last decade
has not been sustained. Despite
demonstrated export growth in new areas
such as fish, rootcrops, squash and vanilla,
this was not sufficient to offset the decline in
output of traditional exports and of the
tourist industry associated with the recession
in Australia and New Zealand.
The manufacturing sector in Tonga is very
small, contributing only 4 per cent to GDP
and has not grown significantly in recent
years, despite considerable efforts by the
government. One major reason for stagnation
is the depressed world market for coconut
products that was partly responsible for the
closure of Tonga’s desiccated coconut
manufacturing plant and a drastic decline in
its processing of coconut oil.
The Industrial Development Incentives Act
provides a range of tax incentives, and in the
1992-93 budget, it was announced that
manufacturing industries exporting more
than 90 per cent of their output would enjoy
full exemption from import duties. Unlike
Western Samoa, Tonga has not been
successful i n attracting foreign investment in
recent years, due mainly to shortages of
skilled labour, and high electricity and
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transport costs. It is therefore difficult to see
how the manufacturing sector could
compensate for the decline of Tonga’s
traditional agricultural export subsectors.
Tourism in Tonga is still very much in its
infancy. The general lack of infrastructure
and tourist amenities, remoteness and high
air fares, combined with an overvalued
currency make it one of the most expensive
destinations in the region.
The key to the longer term growth of
exports in Tonga must lie within the
agricultural sector itself. There is a n urgent
need for the government to identify and
foster the growth of high value agricultural
goods for export to niche markets, bearing in
mind that these markets often have short life
spans of three to five years. In its 1992-93
budget the government announced plans to
build new storage facilities at the main port
to support the squash export industry, and
new loans for export diversification in
agriculture. Fisheries are believed to offer
much potential in Tonga and the government
is in the process of reorganising the fisheries
agency.

Postscript: remittances and aid flows
The Western Samoan and Tongan economies
are heavily dependent on unrequited
transfers from abroad, in the form of private
migrants’ remittances and foreign aid. There
is a growing concern about the longer term
dependency on these external financial flows,
particularly with the depressed economic
conditions in New Zealand and Australia, the
two main destinations for migrants. There
are also signs that foreign aid flows are
declining.
In the case of Tonga external financial
flows have decreased by one-fifth since 1990.
Future growth and diversification of the
economy will therefore depend even more on
the expansion of exports. It should be borne
in mind however that the official data on
migrants’ remittances could be misleading.
Recent ILO-funded research shows that a
growing proportion of remittances are
transferred through informal and hence
unrecorded channels, such as goods sent
home by migrants as personal effects. It is
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therefore thought that the total remittance
flow actually may not have declined.
Dependence on foreign aid and remittances
from international labour migration has two
important negative implications for economic
growth.
Out-migration has led to a severe
shortage of skilled labour and upward
pressure on wages. Entrepreneurial
skills are scarce and a lack of
managerial, technical, professional and
administrative skills is pervasive. High
formal sector wages have also led to
higher agricultural sector wages relative
to productivity, often sustained by the
substantial inflows of private
remittances.
The substantial inflows of foreign
exchange have resulted in both
economies enjoying relatively favourable
balance of payments positions, and thus
strong real exchange rates. Real effective

exchange rates have appreciated
markedly in recent years, reflecting a
relatively high inflation rate by current
international standards (8.5 per cent for
Western Samoa and in excess of 14 per
cent for Tonga, in 1992), and worsening
current account deficits (28 per cent of
GDP for Western Samoa and 8 per cent
for Tonga, in 1992).
On the other hand recent research by the
ILO, based on a household survey of
remittance recipients in Tonga and Western
Samoa suggests that there could be a
considerable unrecorded flow of agricultural
exports from these two economies to
Australia and New Zealand via the informal
migrant family international network, which,
in the literature on Polynesian migration has
become known as ‘the transnational
corporation of kin’.
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