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Executive Summary

1 Earlier this year, Coopers & Lybrand were commissioned by the Falkland Islands
Government (FIG) to carry out a socio-economic study of the Falkland Islands. Terms of
reference for the study are attached in Annex A. This report sets our findings from the study,
including our assessment of the current socio-economic situation, identification of the key
public policy issues arising and looking at possible future scenarios both with and without
commercially viable oil finds. The report concludes with a list of recommendations as to how
FIG might respond to the challenge posed by oil and highlights some priority action points.

Current socio-economic situztion

2 As described in detail in Section II, the Falkland Islands economy grew strongly
throughout the 1980s, driven first by UK government aid and then by fishing license revenues.
The first half of the 1990s appears to have seen a generally less buoyant economy associated
with a marked decline in fishing license fees from their peak in the early 1990s as well as lower
real wool prices. Nonetheless, estimated average GDP per capita in 1995/96 was comparable
to that in the South East of England and GINP per capita (including net overseas income from
fishing licence fees and financial investments) was considerably higher in the Falklands than in
any UK region, although against this the cost of living also appears to be significantly higher in
the Falklands.

3 This relative prosperity is reflected both in continued high levels of employment,
despite the need to adjust to a declining demand for agricultural labour, and in other indicators
of living standards such as home ownership and ownership of vehicles and consumer durables.
Stanley has, however, benefited more than Camp from these trends. Economic growth,
together with increased security after 1982, led both to net immigration to the islands,
particularly in the second half of the 1980s, and a gradual net drift of population from Camp
to Stanley over time. This is mirtored i: employment statistics showing growth in the relative
size of the government and private services sector over the past ten years while agricultural

employment has declined.

4 On the external front, the value of imports significantly exceeds wool exports but this
is outweighed by fish exports by Falklands owned and registered vessels, inflows of licence
fees from overseas fishing companies and income from overseas investments. The consequent
persistent current account surplus, which is mirrored in the large budget surplus, 1s a clear
source of economic strength but also poses important public policy issues as to how and
where to invest this money - and potentially in the future any oil revenues - in order to best
meet the Islands' development objectives.

Public policy issues

g In Sections III, IV and VI of this report we identify and discuss a wide range of
cross-sectoral and sector-specific public policy issues. Below we summarise key conclusions

from this analysis.



Size and role of government

6 There has been some tendency over the past ten years for the size of the public sector
to increase relative to the economy as a whole, aithough this trend was more .marked U;‘
1986-91 than in 1991-96 in terms of employment levels. This has had clear benefits in terms }C:'

infrastructure development, improved public services, facilitating the emergence af “the
fisheries and oil exploration, and allowing the recycling of fish licence revenues to gqvernment
employees and contractors. There is a risk, however, that significant further expanston gf the
government sector could crowd out private sector economic activity and might lead, in the
long run, to an undesirable degree of dependency on the State. While we do not see any need
for large cuts in public spending, which would have adverse effects on services, _1t does
suggest the need for periodic zero-based budgeting exercises to ensure that public services are
being delivered in the most effective way possible and that the Government is not undertaking
activities that could be better left to the private sector.

Privatisation

7 We believe some form of privatisation should be considered in areas such as the quarry
and other public works department activities. This should be based on time-limited concession
agreements which specify price caps, agreed service standards and investment levels, rather
than outright trade sales or management buy-outs. We recognise, however, that each case
needs to be considered on its merits and that privatisation may not be feasible or desirable in
all cases given the drawbacks of creating privatised monopolies and the need for ongoing
subsidies in certain cases such as FIGAS.

Relaxing constraints on growth

8 Given the small absolute size of the economy and the present degree of dependence,
both direct and indirect, on public expenditure, an expansion of genuinely commercially viable
private sector economic activity in the Falklands is far from straightforward. It requires three
key supply side constraints to be addressed:

% transport and communications: we support the Government's decision to
provide a limited subsidy in order to re-establish a regular scheduled
international air services via Chile and to develop significantly lower cost
telecommunications links in partnership with Cable & Wireless; we would
recommend that a ngorous cost-benefit analysis is carried out of the options for
integrating the East and West Falklands spine road networks through a ro-ro
ferry service across the Falkland Sound (e.g by a dual purpose vesse] which
can replace the Tamar and also provide a coastal shipping service);

. venture capital: FIDC is currently the only source of venture capital; there ;
therefore a need to encourage local entrepreneurs to invest more of tileir ows
equity in new businesses and to support them in developing their business skj]]:
and finding appropriate overseas joint venture partners; a phased divestment of
FIDC's current business assets would free up the time of senjor FIDC stafr
focus on this facilitating and advisory role as well as new ventures; B

labour supply and skills: there is a pressing need, as recognised by FIG, to
establish a clear immigration policy that is both politically acceptable and
consistent with the requirements of the local business community; there is also
a need for improved vocational training to supplement the current academic
focus of the education system; we understand the Director of Education is
already taking this forward as a matter of priority.

Income distribution

9 There are divergences between income levels in Stanley and Camp, although these are
reduced to some extent by payments in kind in Camp. Current policy is focused on subsidies
and social investment but, as discussed further below, there is a need to ensure that subsidies
are targeted to support agricultural diversification and that social investment is properly
priontised and effectively implemented in order to ensure that the programme remains
affordable in the long run.

Agricultural diversification

10 The success of this policy remains to be proven, but it is an appropriate strategic
objective for government to pursue given the possibility that fish licence revenues could
decline, oil may not be found, real wool prices may continue to fall in the long run (even if
they recover in the short term as the Australian wool stockpile is run down) and bearing in
mind that diversification in manufacturing and tourism faces significant demand and supply
side constraints.

Fisheries

11 The government's current conservation and licence allocation system has proved very
successful in generating revenues for FIG, protecting fish stocks as far as possible and
stimulating development of several successfu! Falklands-owned fishing companies. We see the
role of government here as being to maintain this conservation policy and to encourage,
through the licence allocation points system and/or through financial support via FIDC,
Falklands-owned companies to expand their role in high value-added downstream fish
processing and marketing activities. These will probably be located in other countries for cost
reasons rather than on the Islands. We do not see any case for FIDC to invest in, or subsidise
purchase of, fishing vessels although private companies may, of course, choose to do so if the
business case merits such investment.

Economic linkages with the military garrison

12 Given increased pressure on all Ministry of Defence (MOD) operations to use assets
more effectively following the introduction of resource accounting, considerable scope exists
for maximising economic linkages with the garrison and sharing (or eventually taking over)
MOD assets, with a possible view to establishing Mount Pleasant as a second civilian
population centre in the medium to long term, particularly if oil is found and onshore
operations are based at MPA and an expanded Mare Harbour. We recommend this should be
the focus of a long term FIG initiative working in partnership with MOD.



Long term affordability of government investment programmes

13 Affordability may not appear to be an issue at present given the large reserveshe we(:cth
the government has built up over the past decade, but it could become a corllcem over the ne»

5-10 years if the government attempts to sustain a high level of social mves.tment (e.g. In
roads) which produces no direct financial return and imposes an ongoing malnt'enance cost
burden in the longer term (as well as possibly running into manpower constraints). Th§5e
concerns, which are fully recognised by FIG, will be particularly marked if the gradual declme

in fishing licence revenues continues.

Alternative future scenarios without oil

Figure 2: Alternative scenarios for Consolidated
Fund with declining real fish license revenues

14 To explore this latter point in more depth, we have developed a small simulation modf:l
of the Falklands economy which ailows us to consider the impact on employment, economic
growth and the public finances of alternative future scenarios for real fishing licence revenues
and the level and composition of public investment.
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15 Results from this analysis are described in detail in Section V.  In summary, if fishing 100

licence revenues continue broadly at current levels in real terms over the next ten years, then:

Constant investment

80

. there is scope in the short terma for an increase in real public investment levels
from 1995/96 levels of around £10 million to an annual average of around £15
million (at 1995/96 prices); after about five years, however, this would begin to

lead to a widening budget deficit and a rapid erosion of government reserves
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. depending on how government responds to this possible budget constraint,
economic growth will increase the demand for labour on the islands to the 0
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. if this is not deemed acceptable, immigration will need to be controlled, but it
should be recognised that this will restrict to some extent the scogpe for
economic growth and diversification.
i6 If, by contrast, fishing licence revenues decline gradually over the next ten years t
only around half their current level in real terms by 2005/6, then: ¥
L] even maintaining public investment at 1995/96 levels will ul
unsustainable without higher taxes or cuts in other governme
attempt to keep public investment at well above 1995/96 leve]
explosion of public debt (see Figure 2); and

timately prove
nt spending; ap
s will !gad to an




Figure 1: Alternative scenarios for Consolidated

Fund with constant real fish license revenues
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public spending would therefore need to be cut back significantly in this
scenanio, with consequently lower economic growth and employment; net
immigration would be lower in this scenario, although it may still be possible to
maintain the 'status quo' in terms of living standards and population if the
decline in fishing licence revenues is not too rapid and a prudent public
spending stance in the medium to long term allows a steady stream of income
to be maintained from investment of government reserves.

17 These results do not imply any imminent danger of a crisis in the government finances.
Short term plans for social investment programmes (e g. further development of the Camp
road network over the next 2-3 vears) should be affordable despite possible higher than
expected costs. The simulation results do indicate, however, the need for a measure of caution
in developing a realistic and fully costed longer term public investment programme which is
clearly focused on priority areas and which pays appropriate attention to the need to minimise
whole life costs of new assets, including both up-front capital costs and ongoing maintenance
and repairs. 'We understand this is very much in line with FIG's intended approach but that
whole life costings have not, for example, so far been completed for the planned Camp roads
programme to 2006. The view of PWD is that the costs of this programme may have been
significantly underestimated. This needs further investigation at an early stage in conjunction
with more rigorous cost-benefit analysis of possible new transport infrastructure investments
such as the cross-Sound ferry.

18 We also recommend, as mentioned above, that periodic "zero-based budgeting"
exercises (perhaps every three years) should be undertaken in order to:

o ensure the efficiency and effectiveness of all categories of public expenditure;

o keep the public pay bill broadly stable as a proportion of total government
expenditure through matching real salary increases by efficiency gains; and

o keep total government expenditure broadly stable as a proportion of GDP.

Potential socio-economic impacts of oil exploration and preduction

1) Tt should be stressed that by far the most probable outcome based on currently
available information is that oil will not be found in commercially viable quantities in Falklands
waters. The chances of any such find are currently only assessed by experts at British
Geological Survey and the oil companies at around one in five, taking the northern tranches
and the Special Co-operation Area together.

20 Furthermore, all of the indications are that the socio-economic impacts of the current
oil exploration phase are likely to be relatively minor, except perhaps in the short term as
regards rent levels in Stanley. We do not see the need for any major new policy initiatives in
response to oil exploration per se, with the priority being a continuation of current FIG policy
of working closely with the oil companies to ensure that exploration proceeds smoothly and
that the most is made of any opportunities for Falklands companies or individuals to work
with the oil companies. Realistically, however, if oil is not found, the impact of exploration
activity on the Falklands economy is likely to be relatively small when seen in a long term
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21 In contrast, the socio-economic impact of the oil production p me scenarios.

viable finds are made is highly uncertain but potentially very large in 5‘;7 G policy on
Furthermore, these impacts can, to a significant degree, bf’ influenced DY iy
whether to seek to maximise or minimise oil-related onshore impacts. Eve.n mc:-n:he I:r’evenues
in the long run, the impact of oil will depend on how FIG decides to Invest ;{sequent
received and whether to allow the population of the Islands to expand to fneet the con: /A
increased demand for labour. Table 1 summarises possible oil-related socio-economic 1mpa

and associated public policy issues.

22 A range of possible oil scenarios are considered in detail in Sections VII and VIIL. A
number of general points emerge from this analysis:

* even if large amounts of oil are found (say, 500-1,000 million barrels),‘ the
information we have obtained from oil companies suggests that direct
oil-related onshore employment is unlikely to exceed a maxim.um of around
300-400 people; with smaller finds, which are considered more likely, less th.an
a hundred oil-related onshore jobs are expected to result, although the precise
impact will depend on the number of fields (and so platforms) as well as the
total level of oil reserves found,

- much more difficult to assess are the knock-on effects on the local economy
arising both from oil activity itself and from reinvestment of oil revenues on the
Falklands by FIG; with relatively small oil finds, these effects should be
generaily benign, serving to relax potential affordability constraints on social
investment programmes which might otherwise arise if fish licence revenues
decline over time;

. with larger oil finds, however, it would certainly be quite possible for this to
lead to a doubling (or more) of the resident population over the next 20-30
years in order to meet the increased demand for labour arising from greater
economic prosperity; based on analogies with other resource-rich economies,
this would generate demand for relatively cheap immigrant labour to provide
services for the resident population;

. even if immigration on this scale was acceptable, however, the sheer size of the
monetary inflow in the event of a large oil find would swamp any reasonable
estimate of what the local economy could absorb; this suggests that a large
proportion of any such surplus oil revenues would be invested in overseas
assets, which could in the most optimistic scenario lead to accumulation of 3
fund of several billion pounds by around 2025; and

. this could raise significant social issues relating to the possible creation of g
dependency culture, crowding out of genuine economic activi

I ' : ty in favou
rent-seeking activity, increased inequality and loss of social coh gt

esion,

Table 1: Summary of key impacts and policy issues arising
from oil exploration and production

Exploration phase

Production phase

Impact on economic
activity

Impact currently planned
drilling phase relatively small
20 - 30 crew change-over per
fortnight plus 12 - 16 oil
related personnel permanently
resident in the Islands (plus
visiting contractors passing
through)

Impact could be greater if oil
exploration phase extended for
many years

Minimum impact scenario: oil
development entirely offshore
with registered offices only in
the Islands. Immigration less
than 20 families.
Medium-impact scenario: oil
development remains offshore
but existing onshore activities
expand. Immigration less than
100 families.

High -impact scenario:
Government seeks to encourage
as much activity onshore as
possible. 300-400 additional
onshore jobs could be created.

Public finance impacts

Revenues accruing are
relatively minor.

This is appropriate in order to
encourage exploration

Total revenues could be from
around $100 million up to

around US$ 2 billion.

Infrastructure
requirements

® Air transport via S. America
® Helicopter transport
® FIPASS adequate as port (at

least for next 5 years)
Small expansion in
warehousing and
accommodation required

New port facilities may be
required: could be at Mare
Harbour or elsewhere

Sizeable supply base would need
to be developed

Oil field communications would
need to be developed
Emergency facilities need
development

Social impacts

Minimal (except perhaps
through impact of higher rents
in Stanley) unless exploration
phase extended for many years

Immigration of between 20 and
400 households

Housing required for all
immigrants (property prices may
rise t0o)

Income distribution may worsen
(between Camp and Stanley and
within Stanley)

Work ethic may be damaged

Environmental
impacts

Need to ensure that seismic
testing does not interfere with
the fisheries - however, this is
thought to be low risk.

Need to manage possible
conflicts with the fisheries and
with wildlife and landscape
Risk of environmental disasters:
need to strengthen FIG
emergency capability




?3 The long timescales and considerable uncertainties involved in assessing any such
Impacts mean that it is neither necessary nor desirable to make immediate decisions on these
1ssues. It would, however, certainly be desirable to achieve some broad political consensus on
the Islands about the desirable trade-off between potentially conflicting social and economic
objectives in the event of large oil finds, particularly as regards the acceptable level of
immigration. A follow-up survey of 'social attitudes' towards these key issues on the Islands
might be considered by FIG as an aid to policy formulation here.

Recommendations on Meeting the Challenge of Qil

24 Most of the policy assessments and recommendations presented in paragraphs 7-13
above would remain valid whether or not oil is found, although the need for comparative
financial prudence may, of course, be relaxed if significant oil revenues are forthcoming.
Although significant oil finds remain relatively improbable at present and any such revenues
will not be available until 2003/4 at the earliest, there are certain priority actions which need to
be addressed as soon as possible.

25 In particular, we would make the following recommendations.
Oil revenue fund management strategy

26 FIG needs to consider the broad strategy which it will adopt in managing any surplus
oil revenues which cannot immediately be reinvested in projects on the islands. For example,
FIG might wish to consider whether there would be any merit in establishing a chantable trust
to distribute some of the surplus oil revenues to good causes outside the Falklands. This is not
an area where firm decisions will have to be made for at least five years, but it would be useful
to begin to debate the issues arising in order to build a popular consensus on the way forward
if significant oil reserves are found.

Immigration

27 Following up the paper already presented to Executive Council, immigration policy
rules and administrative structures need to be agreed. Ideally, these should be put in place
within the next 12 months in order to be able to manage any inflow of population which may
result if significant amounts of oil are found next year. A related longer term question
concerns the possible development of a second urban growth pole outside Stanley, which oil
revenues and the associated economic activity could make feasible. Further study of this
option should await the results of the oil exploration phase.

Air transport

28 Having recently succeeded in re-establishing a regular scheduled air link to Chile, the
immediate priority is to ensure this continues. There is still a good case in our view for
considering limited financial support for a second air link, perhaps via Uruguay, both as a
back-up to the Chile link and to meet potential additional demand following the start of
exploratory drilling next vear.
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29 In addition, a feasibility study should be commissioned as scon as P
need for, and timing of, development of additional civilian handling facilties at .
such building work will need to be scheduled in such a way as to minimise disrup
exploratory driiling crew change-overs.

Port facilities

30 A pre-feasibility study should be undertaken to identify and evaluate at a h.Jgh level the
possible options for development of a deep water port, either through expansion of Mare
Harbour to provide dedicated oil industry facilities or through establishing a new port
elsewhere. A full feasibility study might be delayed until after oil drilling results are knf)V-VIl,
although such a study will be needed soon even if oil is not found given the timited remaining
lifespan of FIPASS.

il field communications

31 Initial discussions should be held as soon as possible with Cable & Wireless (and' the
oil companies) on the terms of an operating licence to provide oil field communications
services, including pricing policy. Final negotiations would need to be delayed until it is known

whether oil production will proceed, but a framework agreement might be put in place in
advance of that.

Joint ventures

32 FIDC should consider whether there are opportunities for it to support, whether
through start-up grants, soft loans or general business advice and traiming, possible joint
ventures between Falklands and overseas companies. These may be possible in providing
support services to the oil industry in areas such as supply boats, helicopter services, remote
catering, warehousing, hotels and routine repairs and maintenance work.

Housing

33 A pre-feasibility study might usefully be commissioned now to assess the need and
options for location of one or more major new housing developments as a result of oil-related
immigration. A full feasibility study could be carried out if and when the scale of any oil
discoveries are known. Even if oil is not found, a longer term housing needs analysis would be
useful given that this is a key potential bottleneck which could limit economic growth in

scenarios where increased labour demand leads to significant net immigration over the next ten
years.

34 Further details of these and other oil-related policy recommendations are contained in
Section IX below. The overall message we would emphasise is that there are 3 number of

useful preparatory steps which can and should be taken now, but that these should not involv
large commitments of money until it is clear whether significant oil reserves exist. 2

I - Introduction

35 Earlier this year, Coopers & Lybrand were commissioned by the Falkland Islands
Government (FIG) to carry out a socio-economic study of the Falkland Islands looking both at
the current situation and at future scenarios, both with and without oil.

Objectives of the study
36 The study was divided into two phases with the following key objectives':

- Phase 1: assess the current socio-economic situation, develop alternative
future scenarios up to 20 years ahead assuming no commercially exploitable oil

discoveries, and identify and discuss the key economic policy issues facing the
islands at present; and

Phase II' develop a range of alternative scenarios for different levels of oil
exploitation, assess their impact on the conclusions reached in Phase I, and
recommend what government actions may be required in preparation for such
oil exploitation activity and when the key decisions will need to be taken.

Work carried out

37 This Draft Final Report presents the results of our work during Phases I and II of the
project. The work carried out since the study began in eariy April has included:

. desk research to collect and review information on the socio-economic
situation in the Falklands from FIG and other publicly available sources,
including any relevant studies of other small island economies;

. an initial visit to the Falkland Islands during the second half of April by two
members of our team who met with the Governor, government officials,
councillors, local business people, farmers, members of the public in both
Stanley and Camp, senior military officers and others (see Annex B for a full
list of interviewees) in order to collect information and views on issues relevant
to the study;

o telephone and face-to-face interviews in the UK with selected experts on
various aspects of the Falklands socio-economic situation (e.g. wool
marketing, fisheries, foreign policy issues) and with oil companies; and

e development of a spreadsheet model for use in assessing the impact of
alternative future scenarios for key economic variables such as national income,
employment, investment and the public finances and extension of this to include
the impact of oil (see Annex C).

L These objectives are based on the approach set out in our proposal to the original terms of

reference for the study. A copy of the latter are attached at Annex A.
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: : our
38 We will make a second visit to the Falkland Islands in early August to discuss

findings and recommendations, after which a Final Report will be produced.

Report structure

39 The remainder of this report is divided into two parts, corresponding to the two r;tJh;aS:Z
of the study. The key conclusions and recommendations from both parts of th_e SR f thi
been brought together in the Executive Summary, which appears at the beginning 0 :
report.

40 Part 1 of the report comprises five sections dealing with the current $OCI0-eCONONIC
situation, future prospects for the non-oil economy and related public policy issues. These
sections have been revised to reflect the comments received on our Interim Report, which was
submitted at the end of Phase I of the study.

41 Section I provides a high level overview of the current socio-economic situation on
the Istands and highlights the most important demographic, economic and social trends over
the past ten years or so.

42 Section ITI identifies and discusses the key cross-sectoral public policy issues facing
the Falkland Islands at present, excluding those related to oil. These include the size and role
of government, the composition of public spending, privatisation and monopoly regulation,
public works, foreign ownership and the availability of local sources of venture capital,
immigration policy, income distribution, human resource development and economic
relationships with the military garrison and other countries.

43 Section IV provides 2 more detailed analysis of key sectoral trends and the constraints
on growth for the main sectors of the Falklands economy (ie. agriculture, fisheries,
manufacturing, construction, tourism, financial and business services), distinguishing between
demand side and supply side constraints.

44 Section V describes and analyses the socio-economic implications of a number of
alternative qualitative scenarios for the long term development of the Falklands economy
assuming no commercial cil exploitation. Using the economic simulation model we have
developed, we then present and discuss some illustrative projections for the future
economic variables over the next 10 years under different assumptions about tr
licence revenues and government investment strategies.

path of key
ends in fish

45 Finally in Part 1, Section VI draws on the material in the previous four
evaluate possible government policy responses to the key public policy issues ide
evaluation takes account where appropriate of the need to adjust strategy acc
particular, the resource constraints implied by alternative future scenarios fo
revenues.

chapters to
ntified. This
ording to, in
r fish licenee

46 Part 2 of the report looks at the implications of commercial
being discovered in Falklands waters (including the Special C
Argentina). The discussion is divided into three sections.

Vi viable amounts of oil
C-Operation Arey with

Ll

47 Section VII sets out background information on the oil exploration and production
process and identifies the different types of impacts which would arise at each stage of the
process. These include impacts on the public finances, onshore economic activity and
employment, infrastructure requirements, social impacts and environmental impacts.

48 Section VIIT uses an extended version of the economic simulation model to analyse in
more detail the long term implications for employment, population growth, economic growth
and the public finances of alternative scenarios for the scale of oil finds and the strategy
adopted by FIG in relation both to direct onshore impacts and reinvestment of oil revenues.

49 Section IX concludes by reviewing the extent to which the prospect of oil might alter
the evaluation of non-oil-related policy options in Section VI. It then goes on to set out our
recommendations as to what actions FIG might take now in order to best prepare itself for the
possibility of oil being found and what decisions are better left until after it is known whether
oil is present in commercially viable quantities.
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II - Overview of current socio-economic situation and trends

Introduction

50 In this section, we provide an overview of the current state of the Falklanc'i Islar}dS
economy as a whole and the key macroeconomic trends since the mid-1980s” The discussion
covers the following topics:

L] demographic structure and trends;

o levels of national income (GDP/GNP) and economic growth trends;
= living standards and income distribution;

- employment and other labour market indicators;

L] money, interest rates and inflation;

. foreign trade and the balance of payments; and

the public finances and government investment strategy.
51 The discussion concludes with a brief summary of the key trends identified.

Availability and reliability of economic data

52 It is worth stating at the outset that, although statistics on the Falkland Islands
economy are considerably less comprehensive and reliable than those for say, the UK
economy, they are nevertheless adequate to give a good qualitative picture of tile cu;'rent stat;

of the economy and the broad trends over time, which is the most important requirement f; X
this study. There are some important gaps, however, notably as regards data on private se tor
employment, output, value added and investment analysed by industry sector. An ; :
em;?loyers survey to fill this gap, on the lines of the UK Census of Production rm ht ;ﬂﬂu

option worth considering by FIG in the future, as and when resources aliow e R

53 For ease of reference, Annex D lists this and o i
: : L ther ideas for small impro
current practice which have been identified during the course of the study S Gl

Demographic structure and trends
54 The key source of data on demographic trends is the

five year intervals. The discussion below draws in particular o
the period 1986-96 contained in the 1996 Census report.

Census, which is conducted at
n the comparison of results for

2

The period prior to the mid-1980s was covered in the 1988 P e
Shackleton reports. fyon report (hy ERL) and the two
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55 Taking a longer term view, however, Figure 2.1 shows that, after climbing steadily
through the second half of the 19th century, the population of the Falklands’ has been
remarkably stable over the last hundred years, averaging just over 2,000. There was, however,
a marked downward trend in the 1960s and 1970s, taking the population from around 2,200 in
1962 to around 1,800 in 1980. This reflected the slow decline in the international wool market
on which the Falklands economy remained almost entirely dependent over that period and &
consequent outflow of younger people in particular. Insecurity may also have been a factor in
this outflow.

56 This steady decline was reversed after the 1982 conflict, as new economic
opportunities were created by the inflow of UK government aid for reconstruction and
economic development after the conflict. From 1986, the inflow of fishenes income gave
further incentives for people to remain on the islands or for immigration to occur, often by
people who had left the islands when they were younger but now saw positive economic
reasons to return.

57 Since 1991, however, the population has levelled out with total numbers {excluding
those at the Mount Pleasant military garrison but including residents temporarily absent on
Census night) rising only very marginally from 2210 in 1991 to 2221 in 1996. As discussed
further below, this appears consistent with a levelling out (or possibly even a slight real
decline) in the economy during the first half of the 1990s after the relative "boom"” years of the
late 1980s.

58 Overall trends in the Falklands islands population disguise important shifts in
composition. In particular:

° there has been a steady drift of population from Camp to Stanley (see Figure
2.2), with the result that the share of Stanley in the total has risen from around
65% in 1986 to almost 80% by 1996; this reflects the shift from an agricultural
economy to one primarily reliant on the government sector, fishing and
commercial services, all of which are centred in Stanley;

° there has continued to be a slightly higher number of men than women but not
to the extent that this is a major demographic problem {with the 1996 ratio
being round 53:47 both in Stanley and in total excluding MPA, much the same
as in 1986);

. the overall age structure of the population has shifted, particularly in Stanley
(see Figure 2.3) where there has been a marked rise in the number of 20-49
year-olds over the past decade, partly because of migration from Camp, where
the number of 20-39 year olds has fallen markedly since 1986, but also because
of significant net immigration from overseas and because young people were

2 Throughout the report, we exclude from population statistics those civilians working at the
Mount Pleasant military garrison, most of whom will be on short term contracts. The 1996 Census
estimated these at 483, of which 470 were normally resident outside the Falklands. Numbers of military
personnel are excluded from all Census statistics.
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Figure 2.3: Change in age
structure in Stanley
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more inclined to stay in Stanley after completing their education than in earlier
decades;

recent trends in birth and death rates (see Figure 2.4), although distorted by not
including births and deaths in overseas hospitals and so possibly misleading,

suggest some increase in the natural population in 1990-94 but at a slow rate;
and

® 34% of the population aged over 10 in 1991 had not been resident in the
Falklands ten years earlier, reflecting the extent of immigration in the 1980s,
but this proportion had dropped to 27% by 1996, reflecting the slowing of
immigration in the 1990s and the fact that more people were staying on the
Islands.

B In summary, the broad picture is of immigration-driven population growth in the 1980s
giving way to relative stability in the 1990s, but with a continued net movement from Camp to
Stanley. Below we consider how far these trends are mirrored in economic activity levels.

Level and growth rates of national income (GDP/GNP)
60 National income is generally measured in one of two ways:

° Gross Domestic Product (GDP) which is the sum of incomes (1.e. wages and
salaries, profits, rents etc) from all economic activities within an economy; and

o Gross National Product (GNP) which is defined as GDP plus "net property
income from abroad", which in the Falklands context would include investment
income from overseas (notably that earned by government on its reserve funds
invested abroad), fishing licence fees paid by overseas companies* and income
from stamps and coins, but would exclude any profits earned in the Falklands
but repatniated back to the UK or other countries.

61 In the UK, there is little difference between GNP and GDP, but in the Falklands, as in
most small states, the distinction is a much more material one. In general, the level and growth
rate of GNP is probably the best indicator of the overall wealth of the islands, while GDP
growth provides a better indication of the health of the 'onshore' economy, including
Falklands-owned fishing companies. Both indicators are therefore worthy of attention.

; It might be argued that, since these licence fees arc paid in respect of fishing activity within
Falklands waters, then these revenues should be counted as part of GDP, as should the profits of
overseas fishing companies in respect of their catches in Falklands waters. This is, for example, the
way in which North Sea oil activity tends to be accounted for in the UK. In our view, however, it is
more helpful for analytical purposes to count licence fees from overseas fishing companies in net
property income from abroad (i.e. in GNP not GDP) and to only include the profits of Falklands-based
companies (e.g. Argos, Fortuna etc) in GDP.
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62 Table 2.1 shows estimates of GDP and GNP for various dates between 1974 and
1995/96 taken from the second Shackleton report (for 1974 and 1980), the ERL report (i.:or
1985/6 and 1986/7) and our own estimates for 1990/91 and 1995/96° We would emphasise
the following points to bear in mind when interpreting these trends:

. no consistent data series exists for all the elements of GDP a.nd GNP,'SO the
figures in Table 2.1 have had to be compiled from a variety of different
sources; and

. while the broad approach is the same in all three economic reports, detailed
definitions may differ matenally.

63 These qualifications mean that too much weight should not be given to the precis-e
figures in Table 2.1, but there are still some broad messages which can be drawn from this
data:

. both GDP and GNP appear to have shown a real decline in 1974-80,

. this decline was reversed during the 1980s (probably after the 1982 conflict) by
two factors:

- the inflow of UK government aid after the conflict, which produced
a real GDP/GNP growth rate of the order of 10% per annum in the first
half of the 1980s; and

- the arrival of fishing licence revenues following declaration of the
Falkland Islands Conservation Zone (FICZ), which caused a one-off
jump in GNP by around 170% in real terms in 1986/87 and supported
further healthy real growth during the remainder of the 1980s
(averaging around 15% p.a. for GDP and 6% p.a. for GNP between
1986/87 and 1990/91);,

- in the first half of the 1990s, the available data appears to suggest that real
GDP growth has been sluggish (at only 1% p.a.) while real GNP has declined
(at a rate of around 2% p.a.); the poor quality of the data means that we have
some reservations about these conclusions, but there are no indications that
there has been significant real growth in the economy over this period; and

more recently, over the past year or so, there is some largely anecdotal
evidence of increased economic activity and confidence in Stanley (e.g. higher
and more volatile house prices and rents, faster retail price inflation ang
increased construction activity and planning applications), possibly related to
expectations of possible future oil revenues, we do not, however

=% ; , have any
hard data for 1696/97 to support this impression. 2

- . g \—‘_
5 The choice of years reflects data availability constraints. We have shown fipures at

approximate five year intervals, aside from 1986/87 which has been added to show the jump in GNP ;
that year because of the arrival of fishing licence revenues. o
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64 The apparent real decline in GNP between 1990/1 and 1995/6 can be supported by
reference to three main pieces of data:

. the sharp decline in real wool prices in 1989-90 (see Figure 2.5), which will
have reduced agricultural sector incomes significantly in the early 1990s and so
held back GDP growth;

o the decline in total personal and corporate tax revenues in this period, which is

evident in nominal terms but is more striking in real terms (see Figure 2.6); we
undestand, however, that much of this trend is explained by a reduction in tax
rates rather than a lower tax base; and

* the decline in fishing licence fees in the 1990s, both in nominal and real terms
(see Figure 2.7), which was linked in particular to increased Argentinean
fishing of illex squid as well as a declining trend in loligo squid catches
compared to the levels seen in the 1980s, partly as a conscious conservation
policy.

65 The one significant and clearly positive factor tending to increase real GNP in the
1990s has been overseas investment income, which has grown markedly in recent years as
persistent government surpluses have led to an accumulation of reserve funds which have
largely been invested overseas. By 1995/96, this was estimated to be contributing arcund 15%
of GNP (see Figure 2.8) compared to around 10% in 1985/86. We discuss further below why
this has occurred when we review the government finances later in this section.

66 Ideally, it would be desirable to be able to reanalyse GDP according to the contribution
("value added") of each industry secior, in order to consider how the structure of the economy
has changed over time. Unfortunately, data are not available on this basis at present although
we do gain some idea of these trends from sectoral employment data from the Census, trends
in which we consider in more detail in Section I'V below.

Living standards and income distribution

67 As shown in Table 2.2, GDP and GNP per capita has followed a similar pattern to total
GDP/GNP, with a strong rise in the 1980s followed by a relatively constant level of real GDP
per capita and an apparent real decline in GNP in the 1990s. Nonetheless, estimated levels of
per capita GDP in the Falklands in 1995/96, at around £12,200 per head, appear to compare
favourably with average levels of GDP per head in the UK (around £11,000 per head) and to
be similar to those in the South East of England (around £12,500 per head). On the other
hand, as revealed by a recent comparison of prices of a basket of goods in Bromley and
Stanley, average prices in Stanley were of the order of 40% higher. Even after allowing for
lower income tax rates on the Falklands, this suggests that real disposable income per head
may be significantly lower in the Falkland Islands than the South of England.

68 If the focus is on GNP rather than GDP (i.e. including net fishing licence and
investment income from abroad but deducting overseas remittances), then the Falkland Islands
appears well ahead of even the most prosperous areas of the UK, with estimated GNP per

Figure 2.5: real Falkland
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Figure 2.6: Total personal and
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TABLE 2.2: Estimated GDP and GNP per cabita in the Falkland Islands

(All values in 1995/96 money) 1974 1980 1985/86  1986/87 1990/91  1995/96
Real GDP (£ million) 14.2 9.8 14.1 15.3 25.7 271
Real GNP (£ million) 121 10.8 16.9 445 55.6 50.6
Population 1897 1813 1916 1960 2210 2221
Real GDP per capita (£) 7478 5379 7385 7820 11645 12202
Real GNP per capita (£) 6378 5984 8814 22724 25145 22783

—

Sources: As for Table 2.1 plus Census data on population (including residents absent on Census night)
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capita of almost £23,000 per head in 1995/96°. This may be somewhat misleading, however,
both because of the deficiencies in the statistics on which this estimate is based and because
much of this income from overseas accrues to the Falkiand Islands Government and H.li%y.b&'
only partly recycled back into the economy. The comments above on the higher cost of living

in the Falklands Islands also apply here.

69 Other socio-economic indicators also suggest, however, that the average standard of
living in the Falklands is reasonably high. For example:

° home ownership has increased significantly since 1986, not only in ‘Stan]ey but
also in Camp in 1986-91 (see Figure 2.9); the proportion of dwellings owned
rather than rented rose from around 45% in 1986 to around 60% in 1996;

. the proportion of dwellings with full central heating rose from 60% in }991
to 71% in 1996, with the proportion with no central heating correspondingly
falling from 25% to 14%;

. particularly in Stanley, there has been a rapid increase in ownership of 4-wheel
drive vehicles from 259 in 1986 to 632 in 1996; in total, the Census recorded
1066 4WD vehicles and cars on the Falkland Islands in 1996, an average of
0.76 per household which is similar to the average for the UK; and

= ownership of consumer durables (e.g. fridges, freezers, TVs and video
recorders) has also risen significantly over time in Stanley, although this trend
is much less marked in Camp.

70 The overall picture, consistent with the net movement of population from Camp to
Stanley over time and the problems associated with lower real wool prices since the early
1990s, is of a growing disparity in average material living standards in Camp relative to
Stanley. This cannot be unconnected to the fact that Stanley is the seat of government, which
has been the recipient of the fishing licence revenues and, as a consequence, the main source
of spending power in the islands. We discuss further the issues associated with the future of
Camp in Section III below.

71 More generally, aggregated data from tax returns suggests an income distribution
profile in the Falkland Islands as a whole which is qualitatively similar to that in the UK, with
almost half of tax assessments showing an income level between £5,000 and £15,000 {see
Figure 2.10). Around a quarter of assessments showed incomes between £15,000 and
£30,000 with only around 6% above that level. There were, however, 210 assessments (almost
20%) showing income levels below £5,000 which would generally be regarded as below the
poverty line by UK standards (often taken to be around half of median male eanings which is
around £8,000 per annum). Some of these may be farming households whose living expenses
are partly offsettable against their income from wool sales, so that their taxable incomes are
not a true reflection of their actual living standards. Benefits in kind may also mean that
effective income levels in Camp are not so far below Stanley levels as the raw data suggests.

8 In 1990/91, our estimates suggest an even higher GNP figure of over £25,000 per head at

1995/96 prices. This estimate is, however, subject to a significant margin of error.

Figure 2.9: Home ownership
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Figure 2.10: Income distribution
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Nonetheless, there do appear to be lower living standards on average in Camp, which needs to
be recognised and addressed in economic and social policy.

Employment and other labour market indicators

72 Figure 2.11 shows the trend in total employment since 1986 with an approximate
breakdown into agriculture, public services (including govemment services, energy and water
and health and education) and other employment based on a combination of census and FIG
data. Key points to note are that:

o total employment rose by 14% between 1986 and 1991 but only by 4%
between 1991 and 1996; these figures are very similar to total population
growth of 15% between 1986 and 1991 and 5% between 1991 and 1996
(including people temporarily absent on census night in 1991 and 1996);

O private sector agricultural employment has declined from around a quarter of
the total in 1986 and 1991 to only around a fifth of total employment in 1996;

- public sector employment’ has risen both in absolute terms and as a proportion
of the total (from 35% in 1986 to 43% in 1991 and 45% in 1996);

. the other main source of employment growth has been the private services
sector as manufacturing activity remains very limited on the islands (only 3% of
total employment in 1996); and

o onshore fisheries employment (at around 4% of the total) remains relatively
low compared to the significance of this sector for national income, reflecting
the fact that very few Falkland Islanders work on fishing boats due perhaps to
the need to spend long periods at sea (except for seasonal work on reefers, on
which we understand some young people from Camp have worked).

73 Further analysis of sectoral employment trends is contained in Section I'V below.
Other notable trends emerging from the census data are:

o the continuation of effective full employment on the islands with many people
having two or more occupations;

o the increase over the past five years in the participation of women in the labour
force (see Figure 2.12), which in the UK has been associated with other
important social changes such as later marriages, more young single people
with the income to own or rent their own homes rather than living at home
with their parents (so increasing housing demand); anecdotal evidence from

L Public sector employment is based on figures from FIG (see Table 3.1 below) rather than the
census data (shown in Table 4.1 below). For 1986, no data are available on number of unestablished
FIG staff, so we have assumed for the purposes of Figure 2.11 that the ratio of unestablished to
established staff in 1986 was the same as in 1991.



Figure 2.12: Female participation
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interviews during our visit to the islands suggests that similar social trends are

evident in Stanley in particular; and

. a shift towards professional and technical occupations for bqth men and women
at the expense of agricultural and other manual work (see Figure 2.13).

74 All of these trends are consistent with a shift from agriculture to office-based
government or service sector working, which also provides greater opportunities for fem.ale
workers both in clerical work and increasingly in managerial and technical positions. The kind
of shift (from agriculture to services, largely bypassing manufacturing) is a common feature gf
the growth process in many micro-states, but has occurred at a rather more accelerated pace 1n
the Falkland Islands due to the dramatic economic impact of fish licence revenues and the
decline in wool prices. This has inevitably created some social strains for those less prepared
to move away from traditional sheep farming activities who do not have alternative sources of
income, but fish revenues have enabled this blow to be cushioned to some extent by subsidies
and investment in social infrastructure both in Stanley and Camp.

Money, interest rates and inflation

75 The Falkland Islands has its own currency, the Falklands pound, but this is fixed at par
to sterling and is exchangeable without charge for sterling. Furthermore, at least in Stanley,
sterling seems to be readily accepted at most retail outlets even though it is not legal tender. In
effect, therefore, the Falkland Islands are part of the sterling monetary zone and, in the
medium to long run, the expectation would be that levels of interest rates and price inflation
on the islands would be similar to those in the UK, although local supply and demand factors
could lead to differences in the short run®.

76 This expectation is broadly borne out by the available evidence, which suggests that
bank interest rates in the Falklands tend to be closely linked to UK base rates. Inflation, as
measured by the Stanley RPI index, has also followed a broadly similar pattern to the UK,
with peaks in 1973, 1980 and 1990 and relatively subdued levels of inflation in 1993-94 (see
Figure 2.14).

e There was some pick-up in Falklands inflation from mid-1995, but this appears to have
peaked at around 5.8% in March 1996 and had fallen to 3.9% by the end of 1996, compared
to around 3% in the UK. These figures need to be treated with considerable caution, however,
as there is general agreement that the basket of goods and services used in the Stanley RPI is
not representative of current spending patterns (e.g. too much weight on peat prices). A new
household expenditure survey is being undertaken in 1997 with a view to producing a more
accurate RPI basket but results of this survey were not available at the time of writing,

78 Subject to this important data qualification, however, the evidence does not suggest
any strong general inflationary pressure. There is considerable anecdotal evidence, however, of
recent upward pressure on house prices and rents in Stanley, reflecting both increased
demand, associated in part with oil-related activity but also with more general trends such as

! Govemment policies, such as mortgage interest subsidies and tax differences, could also lead to
more persistent differences between UK and Falkland Islands interest rates and inflation rates.

Figure 2.13: Shift in occupational
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Figure 2.14: Inflation trends
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younger people leaving the parental home earlier, and an inadequate supply of housing at
present.

o New housebuilding is underway on the East Stanley development, however, and other
developments around Stanley are planned over the next few years, supported by a government
loan scheme. As supply expands, house prices should adjust downward although, based on
UK experience, this may not be a smooth process. If there are signs of a speculative house
price boom developing, the government may need, in conjunction with the bank, to dampen
this down through an appropriate mix of higher interest rates (perhaps achieved through
adjusting the government's mortgage subsidy scheme) and mortgage rationing in order to
avoid the kind of boom-bust house price cycle and the associated problems of repossessions
and negative equity which the UK suffered in the 1990s.

Foreign trade and the balance of payments

80 Full balance of payments statistics are not available for the Falkland Islands but the
general picture is fairly clear:

o imports of £17 million greatly outweigh wool exports of £4.2 million in 1995
(see Figure 2.15);

* this is offset by exports of fish caught by Falklands owned and registered
vessels and by tourism revenues (particularly if military tourists are counted as
overseas visitors) although precise figures are not available on these values;

o overall, however, all the indications are that the Falkland Islands is running a
persistent current account surplus, reflecting the inflows of licence fees from
overseas fishing companies and the government's overseas investment income
on its reserve funds; at present, these clearly outweigh the visible trade deficit,
which is therefore not a problem so long as invisible inflows remain strong.

81 If the Falklands pound were floating, it might be expected to appreciate against
Sterling over the medium term, leading to a gradual correction of the current account surplus
over time. This would be at the expense of local exporters and producers of import
substitutes, however, and so might be considered an unwelcome development which the
Falklands, by keeping its currency fixed against Sterling, has been fortunate to avoid®. This
problem could, however, manifest itself in other ways (e.g. excessive wage inflation in the
government sector which is the primary recipient of the overseas revenues, which may then
crowd out private sector employment and investment'®).

A parallel might be drawn here with the so-called "Dutch disease", whereby oil revenue led to
currency appreciation which crowded out domestic manufacturing industry. A similar phenomenon was
evident in the UK recession of 1980-81, where North Sea oil pushed up Sterling and so exacerbated the
squeeze on UK industry.

9

i Crowding out of domestic investment could also arise if an undervalued Falklands pound
increased returns on overseas invesiments relative to returns on domestic investment.



Figure 2.16: Government finance

Figure 2.15: External trade trends
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82  In order to analyse the implications of this persistent current account surplus, it 1s
helpful to begin with a standard macroeconomic identity:

Current Account Surplus = National Savings - National Investment

83 Here "savings" is defined as the difference between income and consumption while
"investment" refers to investment in physical assets (i.e. capital spending) not financial assets.
It follows from this identity that, as an economy, the Fatkland Islands has for the last decade
(i.e. since fish revenues began) been saving more than it wishes - or perhaps is able - to invest
in physical assets on the islands, resulting in a persistent net outflow of capital and the
accumulation of financial and physical assets overseas.

84 It should be emphasised that this pattem of current account surpluses and net capital
outflows is characteristic of relatively small countries (e.g. Kuwait, Nauru) whose domestic
economies cannot absorb all of the funds from natural resource endowments (e.g. oil,
phosphates or fish). The consequent accumulation of overseas assets by the government
and/or the private sector'' may be entirely optimal if this produces a better long term financial
return than investment in the domestic economy and thus generates an ongoing inflow of
income from overseas which can support living standards of future generations after the
natural resource endowment has run out.

The public finances and government investment strategy

85 The pattern described above is particularly evident in the public sector where, as
shown in Figure 2.16, the government has run persistent budget surpluses since 1986/87,
much of which have been invested in financial assets overseas. The fundamental reason for
this trend is that, despite plans to the contrary, the government has found it very difficult to
achieve planned levels of capital spending due to constraints on labour, skills and resources.

86 We discuss trends in the public finances in more detail in the next section. At this
stage, we would just note that, by comparison with the situation in most developed economies
where governments are struggling to contain large budget deficits, the situation of the FIG
appears very favourable but there is, nonetheless, an important public policy choice to be made
between:

. investing surplus government funds overseas, which may produce the best
financial return but risks ending up with much of the Falklands population
effectively relying on the government redistributing its investment income'

i We suspect the private sector is also saving more than it can profitably invest on the Falkland

Islands, leading to some outflow of funds to overseas bank accounts and other foreign assets. but we
are not aware of any hard data on this topic.

L This is in some respects what has happened in Nauru, with undesirable effects on work
incentives and long term economic prospects as there was productive domestic economic activity did
not develop to replace income from phosphates when this began to run out.
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. investing more in local business development, which may not produce the
same financial returns but could help to give the islands an economic future
after the natural resources, and eventuaily the investment funds, run out as well
as maintaining work incentives and encouraging local entrepreneurship; and

= investing more in social infrastructure, particularly in Camp, which may not
produce any direct financial return but will help to ensure that all the current
generation of islanders benefit from fishing revenues and, potentially in the
future, any oil revenues; the social return from investment in Camp may be high
although the potential inflationary impact of increased budget atlocations for
construction and other non-tradeable goods and services where supply is
limited need to be borne in mind here.

87 In practice, some mixture of these strategies is likely to be optimal. The government is
currently pursuing all three to varying degrees but the key question is whether the current
balance between these three strategies is optimal (given the development objectives that have
been set) and whether they are being carried out in the most effective manner possible. We
return to this question in later sections of this report.

Summary

88 Our analysis suggests that the Falkland Islands economy grew strongly throughout the
1980s, driven first by UK government aid and then by fishing licence revenues. In contrast, the
first half of the 1990s appears to have seen a generally less buoyant economy associated with
lower wool prices and a decline in fishing licence fees from their peak in the early 1990s.
Nonetheless, estimated average GDP per capita in 1995/96 was comparable to that in the
South East of England and GNP per capita (including net overseas income) was considerably
higher in the Faiklands than in any UK region, although this appears to be offset to a
significant extent by the higher cast of living on the Falklands.

89 This relative prosperity is reflected both in continued virtual full employment and in
other indicators of living standards such as home ownership and ownership of vehicles and
consumer durables. Stanley has, however, benefited more than Camp from these trends. This
has led both to net immigration to the Islands, particularly in the second half of the 1980s, and
a gradual net drift of population from Camp to Stanley over time. This is mirrored in
employment statistics showing growth of the government and private services sectors while
agricultural employment has declined.

90 Another notable feature of the Falkland Islands economy is the persistent current
account surplus, which is mirrored in a large budget surplus. This is a clear source of
economic strength but, as we discuss in detail in later sections of this report, it also poses
important public policy issues as to how and where to invest this money - and potentially in
the future any oil revenues - in order to best meet the islands' development objectives.
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III Cross-sectoral policy issues
Introduction
91 This section considers some of the cross-sectoral policy issues confronting the

Falkland Islands economy. A subsequent section focuses on sectoral policy issues. The
emphasis of these two sections is on outlining the issues and not on proposing solutions.
Discussion of policy responses is held over until Section V1.

92 The cross-sectoral issues which we consider to be of critical importance include the
following:

. Size and role of government;

i Composition of public expenditure;
E Privatisation and monopolies;

o Public works;

. Foreign ownership and lack of local capital,

° Immigration;

b Income distribution;
. Human resource development; and
. Economic links with the garrison and other countries.

Size and role of government

93 A key recommendation of the Shackleton reports of 1976 and 1982 was the
enlargement and strengthening of the government machine. Since 1982, substantial growth has
been seen in the government sector. This has had positive impacts. The increase in size of the
civil service has facilitated the emergence of sectors such as fishing and oil: and the
acceleration of the public investment programme.

94 However, several people we spoke to in both the private sector and government
expressed the view that this process may have gone too far. There are concerns that the size of

the public payroll and the extended role of government are acting as constraints on private
sector development

95 The number of government employees has grown over time, with a total of 556
government employees on 1 July 1996 out of total employment of 1247 (c.45%). As Table 3.1
illustrates, this represents an 8% increase in governent employment since 1991, compared to
overall employment growth of 4% over this period. Between 1986 and 1991, FIG established

I S S——
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staff numbers rose much faster, by around 40% compared to overall employment growth of
only around 15%. Data are not available for unestablished staff numbers in 1986.

Table 3.1: FIG Staffing Levels: 1986-91

1 July 1986 1 July 1991 1 July 1996

Established 233 328 372
Unestablished n/a 187 184
Total N 515 556
% growth /a 8%

40% (established

only)

Source; FIG
97 Table 3.2 presents more detail on government staffing trends since 1991

Table 3.2: FIG staffing trends by function (1991-96)

Function 1 July 1991 1 July 1996 % change
Public works 149 166 11
Education and training 81 98 21
Health and social services 70 77 10
Government administration 70 65 (7
Transport and communications 61 56 (8)
Apgriculture, fisheries and oil 42 47 12
Law and order, customs, fire and 42 47 12
rescue, FIDF

Total 515 556 8

Source: FIG, allocation to functional areas by consultant

98 It is notable that the fastest growing areas have been those involved in providing
improved public services and infrastructure {(e.g. health, education, road building, law and
order) while the number of staff involved in central government administration (i.e. in the
Secretariat, Treasury, Government House etc) has fallen.

99 Clearly, government must ensure that core functions are maintained and that pay and
remuneration levels remain adequate to recruit and retain those people required to provide
efficient and effective public services. However, it is argued by some private sector businesses
that relatively high public pay awards and increasing numbers of public sector employees are
bidding up the price of scarce labour in Stanley, constraining the growth of the private sector
and contributing to the de-population of Camp. The factual basis for this claim is unclear"
given the relatively modest growth of government employment shown in the tables above but

¥ We are limited here by the lack of any hard data comparing public and private sector wages
rates. We understand that the Hay review looked at this and did not find major discrepancies but this
conclusion was based on a confidential survey which we were therefore not able to review.
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the potential trade off between public and private employment is certainly one which
government will need to bear in mind in developing its strategy.

Composition of public expenditure

100  The growth in total FIG staffing has gone alongside an expansion‘ in public works
(discussed later in this chapter) and other capital expenditure. Much of this increase has bgep
accommodated by a general growth in public expenditure. However, the increase in the civil
service payroll appears to some extent to have been at the expense of other charges on th_e
budget, although changes in data classifications make it difficult to be certamn of this
conclusion.

101  As Table 3.3 illustrates, expenditure on other charges (operations and maintenance)
has declined year on year as a percentage of total expenditure, from 47% of expenditure in
1991/92 to an estimated 30% in 1996/97. This actually represents a decline in real terms on
1991/92, although 1991/92 may have been an abnormal year and we are informed that
classification changes since then make precise comparisons difficult. Nonetheless, the
government may wish to look into this matter further and to consider whether the balance
between capital expenditure, personnel emoluments and other charges is in any danger of
becoming somewhat unbalanced.

Table 3.3: Composition of public expenditure by type
(current £ million)

1991/92] 1994/95| 1995/96, 1996/97
Total emoiuments (staff costs) 4.6 1.7 8.7 9.8
Other charges (operations and maintenance) 159 11.2 12.2 13.8
Special expenditure (operational capital) 08 0.5 04 0.7
Capital expenditure and fund transfers 11.8 9.0 13.1 22.1
Other 0.8 0.0 0.0 0.0
TOTAL EXPENDITURE 339 28.4 343 46.5
Other charges as % of total 47% 40% 36% 30%
Other charges in 1995/96 constant prices 17.6 11.9 12.2 13.1

Source: Treasury, consultant's estimates of constant price figures
Note:  Actual data for 1991/92 and 1994/95. Revised estimates for 1995/96. Approved

estimates for 1996/97. Deflated using end year RPI index (estimated for 1996/97).
102  Other key points to note from our analysis of public expenditure data are that:

. we estimate that the government wage bill accounted for approximately one
third of GDP in 1995/96; past trends are less clear because of inconsistencies in
data classifications across time, but the employment trends in Table 3.1 above
would support the view that the public sector payroll may have tended to
increase as a share of GDP, particularly in 1986-91 but also, to a much lesser
extent, in 1991-96; and

26

8 the increased payroll is largely financed from the increased revenue as a result

of the fishery, as a percentage of non-fish revenues, total government
emoluments reached 43% in 1995/96.

103 Table 3.4 summarises the composition of expenditure by department in 1995/96.
Benchmarking expenditure by function against other countries would not be meaningful: the
cost structure of the Falkland Islands economy is very different from other countries and
Falkland TIslands public expenditure is not presented in the internationally comparable
Government Financial Statistics classification. It is notable that the Public Works Department
dominates operating expenditure and not just capital expenditure. This reflects the fact that
services such as water supply, electricity supply and the quarry are operated as part of the
PWD. 1t is also notable that aviation is one of the major items of operating expenditure,
reflecting the fact that the internal airline, FIGAS, remains state-operated. However,
government has no debt obligations to service; and the allocation to education and health care
are generous, reflecting the social priorities of the Islanders.

Table 3.4: Composition of public expenditure by department
(current £ million)

1995/96| % operating total
Public works 49 22.9%
Fisheries 43 20.0%
Central administration 2.6 12.1%
Education 22 10.3%
Medical and dental 2.2 10.2%
Aviation 1.6 7.5%
Police, fire and rescue 0.7 3.1%
Agriculture 0.5 2.2%
Social welfare 0.4 2.0%
Justice 0.4 1.9%
Other 1.6 1.7%
Operating total 213 100.0%
Capital and transfers 13.1
Grand tetal 343

Source: Treasury (note: some of capital spending offset by revenue)
Privatisation and monepoly regulation

104  Government's involvement in the economy is by no means limited to administration and
the provision of core public goods such as law and order, education and healthcare.
Government is directly involved in many other sectors of the economy. It would certainly be
possible for government to withdraw from several of these sectors, privatising functions and
contracting out services. In a market the size of the Falkland Islands, however, the question of
privatisation is intimately bound up with the question of monopoly regulation. A regulatory
mechanism would need to be put in place before certain functions could be transferred to the
private sector. There is also a need to assess the extent to which existing private sector
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monopolies need to be regulated more rigorously. Privatisation may also increase foreign
ownership of local productive assets given the narrow potential domestic shareholder base.

105 Govemnment is directly involved in many sectors of the economy, including:

* Air transport:  Government owns and manages the Fall_dand I.slfmds
Government Air Service (FIGAS). The airline is currently heavily subsidised,
including operating costs, and does not run scheduled services.

d Quarrying: Government operates the one functioning quarry on the Islands.
The quarry is reported to suffer from poor management and under-investment
and is currently struggling to keep up with historically unprecedented levels of
demand.

= Energy and water: Power generation and water supply are directly managed
and operated by the Public Works Department. These utilities are reported to
be reasonably efficient. In 1995/96, the operating costs of electricity supply
were fully recovered through user charges. However, the operating costs of
water supply were subsidised.

. Construction and maintenance: Government employees directly undertake a
large amount of construction work. This includes not only road building and
house construction but also electrical services and plumbing.

106  Government has ownership interests in three other sectors. The corporations operating
in these sectors are legally at "arms length" from government. In practice, however, the
relationship is close, with the Chief Executive of FIG serving as the Chairman of each
corporation:

o Fuel bunkerage, retail and services: Government has a 45% stake in Stanley
Services Ltd. Two UK-based companies, Hogg Robinson and S. & J.D.
Robertson, own the remaining 55% between them.

° Agriculture: Government is the sole owner of Falklands Landholdings.

o Venture capital: Through the Falkland Islands Development Corporation
(FIDC), government is the main provider of venture capital in the Islands.

107  Stanley Services: Stanley Services is involved in vehicle dealership, tourism, consumer
durable sales and maintenance, shipping agency, food and alcohol retail. In return for an
investment of around £4 million made in fuel bunkerage in 1993, Stanley Services has a 30
year statutory monopoly on fuel imports and bunkerage and is entitled to charge a mark-up of
2.5% on total operating and financing costs. Some people we spoke to complained that this
gives no incentive for Stanley Services to reduce its operating costs. Furthermore, it was
alleged by some people that Stanley Services may have used its fuel profits to cross-subsidise
low prices in its other more competitive businesses. On the other hand, Stanley Services has
ploughed back a significant proportion of its profits into the islands, making additional
investments in fuel bunkerage since 1993; and it can be argued that its retail and vehicle
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dealership activities act as a "check and balance" on the Falkland Islands Company's strong
market position, to the benefit of consumers. Furthermore, if FiG wished to ‘buy out' the
existing fuel contract, which in retrospect may not look optimal because of its long term, we
understand it would be very expensive to do so. The present arrangement at least means that
the government (and so ultimately the Falklands taxpayer) enjoys a share in any profits from
the fuel monopoly.

108  Falklands Landholdings: Falklands Landholdings purchased most of Lafonia in East
Falkland from the Falkland Islands Company and is now the single largest exporter of wool in
the Islands. Some argue that the land was purchased with the intention that it should be
broken up and sold. However, others argue that government should establish Falklands
Landholdings as a "test ground" for agricultural diversification and that there is a case for
maintaining a range of different forms of land tenure.

109  FIDC: Due to the lack of alternative sources of venture capital on the Islands, FIDC
plays 2 more critical role in the economy than regional development corporations in the UK.
FIDC is, to all inteats and purposes, the only source of venture capital on the Islands, apart
from retained profits. Sources of local capital are discussed in more detail in a subsequent
section of this chapter.

110 Privatisation has been attempied on only a limited scale to date. The only significant
examples are the following:

. Retail banking: Standard Chartered Bank took over the Government Savings
Bank 13 years ago.

° Funeral services: More recently, the attempt to contract out funeral services
was a predictable and widely publicised failure. There are not enough funerals
to make this a viable business.

° Refuse collection: Both domestic and commercial refuse collection have been
successfully contracted out.

. Port services: A concession to operate FIPASS (the Falkland Interim Port and
Storage System), was granted to the Falkland Islands Company in 1993. The
perception is that this has led to cost savings but also a relatively poor
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