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SOMALIA
INDUSTRIAL POLICIES AND PUBLIC ENTERPRISE REFORM
EXECUTIVE SUMMARY

Introduction

i. Somalia, a large but sparsely populated (5.8 million)l/ country,
is one of the world's poorest economies, with a per capita GDP of US$260 in
1984, Since 1977-78 it has been afflicted by a serious economic crisis,
characterized by large budgetary and balance of payments deficits, high
inflation rates, near zero domestic savings and stagnating production. 1In
1981 the Government of Somalia (GOS) launched a stabilization program and
implemented measures to improve economic incentives. After twc successful
years the program suffered a reversal in 1983 because of drought and declin-
ing exports, as well as a slackening of stabilization efforts. The economic
situation worsened in 1984, and a new stabilization program was launched in
early 1985 with a fresh IMF standby agreement. Some policy improvements
resulted, but the trade gap and budget deficit remain substantial, and
inflation is around 40 percent per annum. while policies giving greater
operating autonomy to public enterprises have been promulgated, there has
been little effective progress in their reform. Successive episodes of
exchange rate reform have moved the existing rates towards unification but
have not yet accomplished it. Also, some export products remain Government
monopolies.

Structure, Performance and Efficiency

ii. Somalia started at independence in 1960 with a tiny industrial
base (9 formal sector units). The GOS took the lead in industrialization
after 1963, and since 1969 nationalized most of industrial production, dis-
tribution and finance. By 1978, the Government was responsible for 80
percent of industrial value added and employment, and 97 percent of gross
capital formation. Industry's contribution to GDP remained small, reaching
a peak of 3.8 percent in 1978, with consumer goods accounting for 84 percent
of value added. After the late 1970s, industrial performance deteriorated.
By 1984, capacity utilization in public enterprises was down to 26 percent,
industry’s share of GDP to 1.6 percent,2/ and its value added to 39 percent

1/ According to the Government of Somalia's latest estimates, the population
is 8.5 million.

2/ This estimate is made from Industrial Production Surveys. However, the
National Accounts show industry's share as about twice as much. This
issue is discussed in para. 2.01 below.
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of its real value in 1978. The number of formal manufacturing establish-
ments had fallen by 44 percent, mainly in the private sector; however, total
industrial employment rose because of the public sector's policy of recruit-
ment despite declining output. The immediate cause of falling production
was shortage of foreign exchange, but there were deeper underlying problems
of managerial and technical inefficiency.

iii. To start with, Somalii’s industrial activities were largely con-
centrated in simple consumer goods, a few based on local agricultural
resources and the remainder on final assembly or packaging of imported
intermediates. Even these activities made excessive demands on the scarce
managerial and technological resources available to the public sector; they
remain entirely inward-looking and high cost, and have been unable to
improve their productivity over time. The private sector has been confined
to a marginal role in even ‘"easier" activities (finel assembly and tradi-
tional products 1like apparel, footwear and furniture):; however, it too
displays widespread inefficiency. Somalia's attempted entry into more
complex activities (petroleum refining, wurea manufacture and cement) has
encountered severe problems of declining input availability and shortages of
operacing skills, Infrastructural deficiencies, especially power shortages,
have wcrsened these problems.

iv. Somali industry is dominated by 23 large (100 or more employees)
plants, predcminantly in the public sector, which account for 13 percent of
the number of units but over 82 percent of employment, output and wages.
The structure of industrial output has altered markedly since 1971. Food
processing has dropped in share of output sharply (from 81 percent to 19
percent in 1971-84) because of the decline in food production. Consumer
goods as a whole declined from 95 percent to 50 percent of total output.
Intermediate products rose with the launching of the refinery and urea
plants. Leather and tanning, potentially a major activity based on
Somalia's most important resource (hides and skins), never exceeded 4
percent of total output, Total manufacturing value added declined by 26.5
percent in real terms between 1975-82, with the public sector declining by
18.2 percent and the private sector by 52.6 percent. The private sector was
able to reduce employment (by shutting plants or retrenchment; b; 48 percent
during 1975-82, along with falling activity, while the public sector
increased its employment by 60 percent in this period. Consequently, the
private sector was able to maintain productivity and real wages much better
than the public sector. However, the prolonged economic crisis has affected
industrial remuneration adversely. Real wages had fallen below subsistence
levels by 1984, with skilled 1labor receiving around US$20 per month, and
engineers around US$40-50 (at free market exchange rates). This has led to
absenteeism, low morale and poor performance by the workforce, as well as a
massive outflow of the best trained workers to local private sector and the
Gulf.

v. Ineffiziency is widespread in Somali industry. A study of effec-
tive rates of protection for 27 enterprises by the Harvard Institute for
International Development shows that some of these enterprises are not
economically viable in Somslia and would not have existed in a less distor-
ted incentive environment. It would save Somalia foreign exchange to close
down some of them. Others should continue in operation, but under an incen-
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tive structure that demands efficiency. However, any further investment
needed to rehabilitate these enterprises should be evaluated carefully. The
broad spread of inefficiency reflects several factors: poor choice of

investments, shortages of managerial and technical skills, poor labor
performance, infrastructural gaps and insufficient maintenance of facili-
ties, high and variable 1levels of protection resulting from quantitative
restrictions and an ad hoc tariff structure. Exogenous factors such as the
decline in foreign exchange aveilability have led to severe production prob-
lems, but, in addition, Somali industry suffers from underlying structural
problems which require long-term solutions.

vi. The private sector is too small and inexperienced to take over and
operate efficiently most of the large public enterprises, though it has
shown dynamism in the past, e¢specially in trading activities. The climate
for private enterprise has improved slightly since 1980, but there are still
cumbersome controls and financial constraints and confidence is still weak.
However, the private sector is cspable of developing small-scale industries,
especially those based on domestic livestock and agricultural resources.
They could cater for domestic demand from the livestock and agricultural
sectors and, perhaps, some of the production could be exported. Small-scale
industries could also provide considerable employment.

vii, The financial system comprises the Central Bank of Somalia (CBS),
the Commercial and Savings Bank of Somalia (CSBS), the Somali Development
Bank (SDB), a postal savings system and the State Insurance Company, all
state owned. Foreign banks were nationalized and reorganized in 1970, 1In
1983 competition in banking was legally allowed, but by 1986 no new finan-
cial institution had been granted a charter., Despite upward revisions in
recent years, real interest rates remain negative. This diminishes the
supply of savings and encourages capital flight or investment in unproduc-
tive real assets. Since 1980, the authorities have attempted to curtail
credit to public enterprises in favor of the private sector, but the share
of Government in total credit is still wvery large. The share of private
sector credit rose from 11 percent in 19806 to 39 percent in 1984, but con-
nections continue to play a role in the allocation of p:ivate credit.
Industry only took 13 percent of total credit in 1984, about half its share
in 1980-82, while trade increased its share because of import liberaliza-
tion.

Policies

viii. Exchange Rate. Somalia undertook a major reform of the exchange
rate regime in 1985 after a period of high inflation, plummeting exports and
a highly overvalued exchange rate. The official rate was devalued by 38.5
percent and a free roreign exchange market was set up for most private tran-
sactions, Quartitative restrictions on trade were lifted, along with most
price controls on private enterprise. There was a third market, handled by
the Commercial Bank, for tourist receipts, travel and aid-financed Commodity
Import Programs. The unification of all three rates at a market-determined
rate was not achieved in 1985 because of unforeseen shortfalls in export
earnings and hig :er-than-anticipated inflation levels, and a new program was
launched in 1986 with IMF support. Slippages occurred again by mid-1986:
the official rate (So.Sh. 74,5 co the dollar) remained at 46 percent of the
free rate and the commercial rate remained unchanged at So.Sh. 84 per
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dollar. Under a World Bank initiative, most of the Agricultural Sector
Adjustment Program Credit of US$70 million is being channelled through an
exchange auction. The commercial bank rate has been eliminated but the free
market rate continues to function. The fairst auction was on September 1,
1986, followed by others at 15-day intervals. The auction was temporarily
suspended in mid-January 1987 for a short period while the foreign exchange
pool was replenished.3/ In the event, the exchange rate was not unified by
the end of 1986 although the trend was in that direction.

ix. The incomplete liberalization of the foreign exchange market has
had undesirable consequences. Exporters continue to be required to surren-
der half their earnings at the official rate. This encourages under-
invoicing of exports to minimize the penalty (27 percent compared to a full
repatriation at the free rate). Importers similarly underinvoiced to evade
customs duties, purchasing the exchange taey needed from exporters.
Multiple exchange rates have distorted allocation between activities or
firms with differential access to cheaper foreign ¢xchange. Capacity
utilization has worsened despite the existence of the free market (only 17
percent of free market imports in 1985 were for industrial inputs), partly
because of inherent operating problems and uncompetitiveness, and partly
because importers preferred to wait for inputs under CIP schemes (at the
commercial bank rate). The impact of the foreign exchange auction on indus-
trial activity is not yet known.

X. Trade Regime. Quantitative trade restrictions were almost entire-
ly dismantled in 1985, though the Ministry of Commerce occasionally uses
import licenses to protect domestic suppliers. Import duties are assessed

at the official exchange rate, greatly diluting their protective impact. As
noted earlier, there is also widespread evasion by underinvoicing and smug-
gling. The tariff structure, set up to generate revenue and implement
social objectives (restrict luxury consumption), does not offer a coherent
protective structure for industry. The taxation of imports is made up of:
import duties ranging from &4 percent to 700 percent, with capital goods
exempt and bssic necessities charged least; administrative and stamp duties
of 20 percent of CIF wvalues; stamp duties of 2 percent; and supplemental
charges for handling, transportation, clearance and forwarding.

xi. A study of effective rates of protection (ERP, of 27 enterprises
showed high levels of ERPs in a large number of firms and a wide dispersion
of ERPs, across industries as well as across firms in the same industry.
This often results in serious misallocation of resources among and within

3/ The exchange rate system has changed twice while this report was being
processed. The system described above conrinued until July 1987 when an
enhanced auction was implemented to provide foreign exchange for all
goods transactions that were previously financed through the limited
auction and free market. Exporters received the -uction market rate for
their foreign currency earnings and importers puvchased foreign exchange
at that rate too. The auction rate moved rapidly from So.Sh. 134 to the
US dollar in June 1987 to So.Sh. 159.8 by mid-September 1987. Because of
the rapid devaluaticn, the Government decided to suspend the aucticn on
October 18th, 1987 and fixed the exchange rate at S$o0.Sh. 100 with a
provisinn for a 40 percent retention of export earnings. This regime is
still under review and may be changed ‘n the near future.



activities; there is thus a strong case for a reform of the tariff structure
to simplify it and make it more transparent and uniform. Discretionary
powers over import controls and foreign exchange allocation should be mini-
mized. Public enterprises should not be given prefercnce over private ones.
There are presently no policies to promote exports and industrial exports
are nonexistent; however, the promotion of potential exports requires that
appropriate measures be implemented.

xii. Domestic Trade Regulations and Price Controls. Trade regulations
and price controls were pervasive in Somalia until recently. In January
1985 price controls were removed except for those on public enterprises.
However, since these account for most of manufacturing activity, the effect
of controls on industry are still significant. The cigarette and pasta
factories, for instance, face low controlled prices and are discouraged from
expanding output. The Hides and S8kins Agency (HASA) offers very low prices
te producers, inducing waste and smuggling to Kenya; HASA's monopoly of
hides and skins export prevents more efficient private tanneries from expor-
ting. Parallel markets have emerged in several products. It would be
economically beneficial to allow market forces and competition a greater
role.

xiii. Taxation. Subject to some exemptions, the private sector is taxed
at 35 percent of income, Public enterprises face a high income tax (with
several elements combined) of 80 percent, which creaters a strong disincen-
tive for declaring profits. In addition, they are levied a depreciation tax
of 50 percent, which discourages revaluation nf assets and replacement of
equipment.. A proposed amendment to public enterprise taxation will
eliminate the depreciation tax and reduce income tax to 35 percent, though
the Minister of Revenue can impose a discretionary income tax of 80 percent.
The tax structure is complex and has many discretionary exemptions that can
distort incentives. It should be simplified and stancdardized.

xiv. Licensing and Labor. The Ministry of Industry licenses private
investors and is supposed to evaluate investments and guide investors to
agro~based, small-scale activities. In npractice, its advisory and
evaluative capabilities are limited. The 1licensing procedures Lave been

improved but can still be slow and arbitrary. It should ideally become only
a registration procedure, allowing investors to respond freely to com-
petitive market forces. Foreign investments are regulated by Law No. 7 of
1977, which offered incentives and guarantees which are less attractive than
in other developing countries. A revised law, which offers better terms to
foreign investors, has been recently approved and will be made public
shortly.

XV. GOS has liberalized some of the regulations on hiring, firing and
wages which in the past led to overmanning and low productivity. In 1983,
the employment guarantee for school leavers was dropped. 1In 1984, the free-
dom of enterprises to fire workers and set wages was increased. Private
enterprises have greater effective freedom than public enterprises, many of
which still carry a full complement of staff despite low capacity utiliza-
tion.
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Policy Recommendations

xvi. The thrust of the policy recommendations is to move the incentive
structure for industry away from being administratively determined by the
Government to one that relies on automatic, across the board incentives and
competitive market forces. Where it remains necessary for the Government to
intervene, that intervention should be transparent, simple and not create
differential incentives between activities and firms:

- there should be one market determined exchange rate and no
foreign exchange retention limits imposed on exporters;

- the discr~tion exercised by MI in issuing import licenses
should be curtailed. Import tariffs should be simplified and
rationalized to provide uniform and reasonable protection for
domestic production while garnering adequate revenue for the
Government. The bias against exports of manufactures should be
removed by implementing an export compensation scheme;

- interest rate structure and levels should be market determined
or, at least, be changed towards being positive in real terms
and not discriminate between borrowers. Competition in banking
sesvices should be allowed by granting charters to private
sector banks;

- the remaining price controls on public enterprises should be
removed and competition allowed in the distribution of
commodities now monopolized by the Government;

- the tax structure should be simplified and discretionary exemp-
tion minimized; private and public enterprises should be taxed
equally; and

- the industrial licensing process should be simplified and made
automatic. Regulations governing foreign investment should be
amended to be made the same as those for domestic inves:ment
and competitive with other countries.

Public Enterprises

xvii, There are about 45 Public Enterprises (PE) reporting to 11 minis-
tries; about 18 of these report to the Ministry of Industry. The focus of
this report is on these 21 industrial PEs. Somali PEs originated as a
small number, created because the private sector was not considered capable
of the relatively large investments involved. The 1969 revolution gave
greater emphasis to PEs, and three waves of nationalization, sn 1970, 1972
and 1975, extended their presence to the entire modern sector of the
economy, including trade, manufacturing, banking and business services.

xviii. Legal and Institutional Framework. PEs are divided into three
categories: autonomous agencies (AAs), financial enterprises and public
companies, each subject to its own legislation and with its own management
structure. AAs are headed by a management committee (including a labor
committee until 1984). Public companies are headed by a general manager and
a board of directors; the former appointed by Presidential decree. The
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legal form of PEs has no correspondence with the sector of operation; the
same management structures are utilized for a broad range of enterpzises
without accounting for their special needs.

xix. Nine "parent® ministers have a direct supervisory role for one or
more PEs. The Minaistry of Industry (MI) supervises 17 enterprises with a
staff of only two., Other ministries conduct even less formal supervision,
and in general few of the necessary supervisory and support functions are
exercised at all. The Ministry of Finance (MF) exercises most of the
supervisory functions. In late 1985, the MF established three general-
directorates to deal with PEs, one to assist in budget preparation, one to
do financial monitoring and one to undertake “"economic reforms". MF's
authority over PEs is pervasive, ranging from authorizing new investment and
expansions (together with the Ministry of Planning), budget, accounting and
expenditure controls, to transferring a share of profits and depreciation to
the Government and (jointly with the Magistrate of Accounts) auditing. The
Magistrate of Accounts has a large staff and considerable authority over PE
accounts, but delays in its auditing hsve induced several PEs to go to
private auditors and submit accounts to the Magistrate only for
certification.

XX . Survey of Industrial PEs (IPEs). The mission's survey of IPEs was
based on interviews, annual repurcts and other documents, guestionnaires and
relevant consultant or other studies. Fifteen IPEs were visited, and secon-
dary data was obtained on 3 other firms. The sample is estimated to cover
80-90 percent of IPE output. Specific recommendations on action will, how-
ever, require more thorough studies.

xxi. Financial Performance The financial performance of IPEs is
characterized by negative or low returns on capital, liquidity problems and
an ercdaing capital base. About half of the 15 enterprises made losses in
1984 and 1985; where profits were made they were overstated because of
inadequate depreciation allowances (unadjusted for inflation and devaluation
of the S. shilling), especially in 1985. Thus, only six firms (Juba Sugar,
Pasta Factory, Cigarette and Match Factory, Km. 7 Tannery, Snai-Biasa and
GRP) made "real” profits in 1985, while three (Snai-Jowhar Sugar, Urea Plant
and Aluminum Utensils) recorded substantial losses. Accumulated losses and
indebtedness have eroded IPEs’' net worth; three enterprises’ equity has been
completely wiped out. The debt-equity ratios are high for many IPEs: of 11
firms with information, 6 have ratios of over 3, and 4 of over 10. Initial
undercapitalization has been a serious financial problem for Somali PEs and
subsequent losses have exacerbated this problem. These operating results
show further deterioration from the already poor record observed by Bank
missions in 1975 and 1980. Thus, industrial PEs have not brought signifi-
cant returns to the investments by GOS. Many firms have failed to generate
cash even to conserve their initial plant and renew it. Assets have been
physically degraded through improper maintenance and lack of spares. Press-
ing day-to-day difficulties have overshadowed significant longer-term weak-
nesses in operation and management. The close inter-relationship among such
problems, and the lack of adequate data, make it difficult to diagnose the
main causes of the problems and to prescribe appropriate remedies,




- xiii -

xxii. The problems observed by the mission are summarized below in order
of relative importance. This also reflects the mission’s view of the
priority for remedial actions which could be incorporated in a rehabilita-
tion program. The main difficulties of IPEs, other than the broader ones
relating to the legal/institutional context covered in the previous sectionm,
are classified under four headings: inputs, management, employment, and
management systems.

(i) Inputs
xxiii. The foremost prohlem of IPEs seems to be the severe difficulties

experienced by .11 firms irn securing a reliable and adequate supply of raw
materials, energy and spare parts. For example:

- in 1985, Juba Sugar obtained only 37 percent of its diesel
requirements for irrigation; through end-1986, supply was so
inadequate as to cause anticipated sugar production for the year
to be reduced by 25 percent;

- the Urea Plant, which depends partly or outside electrical supply
for its process, experiences several outages per month. The plan®
was not in operation at the time of the mission for other reasons,
but it is hard to see how it can eveyr operate under these
conditions, because each power supply interruption requires a
four-to-five day period for cleanup and restart;

- the Foundry and Mechanical Workshop is faced with power outages of
such magnitude that during some weeks machines operate only one
day out of six;

- the Aluminum Utensils Plant cannot procure its basic input, alumi-
num sheet coils, epparently because of lack of foreign exchange.
Instead it has to use ingots or scrap for which it does not have
the proper processing equipment; and

- In the Somaltex textile plant, spinning is less than 75 percent
operative, and weaving 30 percent, due in part to lack of spare
parts. Some of its electric generators are out of operation for
the same reason. Dyes and chemicals are obtained very irregularly
and in inadequate quantiiies.

Xxiv, One of the main results of the lack of inputs has been a decline
in capacity utilization over the last few years. Over the period 1982-1985,
no enterprise exceeded a 30 percent capacity utilization level except Juba
Sugar, the Refinery, and the Pasta Factory. Although many factors contri-
bute to this low ratio, the input supply problem is the most important cause
of the wasteful idleness of expensive plant and machinery.

(ii) Management

XXV. The management of Somali IPEs was found to possess insufficient
training and experience to properly exercise its functions. None of the
managers interviewed appear to have received specialized management training
or to have much experience of industry. Only one wholly state-owned indus-
trial firm, Juba Sugar Project, employs a foreign management team. Two



others alsu call upon foreign management help: Somalfruit, a mixed-owner-
ship enterprise, and GRP Products, which is in the process of being partly
privatized. 1In -"eneral, the management teari has to rely largely on its own
ingenuity to run a specialized industry, sometimes assisted by young univer-
sity graduates or technicians, some of whcm have spent time in training in
similar industries abroad.

Xxvi. Upgrading of IPE management has a priority only second to that of
solving the input supply probiem and improving the institutional environ-
ment. Sector-wide measures to reform the institutional framework, including
identification of training needs and coordinating training programs, are
expected to contribute significantly to the gradual improvement of IPE mana-
gement . However, without the presence of properly trained management in
plants the impact of improvements in the first two areas will be conside-
rably blunted. These measures should be supplemented by the increased use
of foreign technical expertise, major efforts in industry-specific training,
setting up systems of management incentives and increased autonomy and
acrountability.

(iii) Employment

xxvii, Levels of Remuneration. The general level of remuneration has
fallen to levels that are too low and have failed to keep up with inflation.
Average IPE remuneration decreased in real terms by more than 40 percent
between 1975 and 1982. Between 1982 and 1986, salaries increased in most
enterprises, but by far 1less than the threefold increase in the cost of
living. For example, salaries have increased by 140 percent over two years
(1984-85) in the textile mili, by 33 percent per year for the past three
yeers in the Snai-Jowhar complex (these two probably represent the best
records in the TPT ubsector) and by a range of 12 percenc to 42 percent in
the Juba factc . 1985. In most other enterprises, yearly annual average
wage increases have been 15 percent to 20 percent. This situation contribu-
tes to the following:

a "brain drain" of the best trained and most experienced workers,
technicians and professionals to the neighboring oil-exporting
countries, although some of them may be returning due to the
downturn in economic activity in those countries;

- 3 net _movement of labor from IPEs to private industry--workers
leave the IPEs once they have acquired technical training in
state-owned plants;

- absenteeism, "moonlighting", and pilferage and other petty illegal
activities; and

- low-motivation and, as a result, very low labor productivity.
Combined with frequent overstaffing, low work loads, and lack of
discipline on the shop floors, this also leads to carelessness,
bad workmanship, and sometimes, as reported by the textile
industry, frequent breakdown of machinery.

xxviii. Inadequacy of Training. The second general problem associated
with employment in IPE« is the inadequacy of training provided both outside
and within the enterprises. This affects various technical levels:
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- Engineers do not receive sufficient training before they are hired
by enterprises; however, they are usually prouoted rapidly to a
supervisory level in order to justify a higher salary. This would
not be a serious problem if there were more senior, experienced
professionals who could train them. Such on-the-job training does
take place at Juba Sugar and to some extent in the Urea plant.
But in other enterprises (such as the Foundry and Mechanical
Workshop operational deficiencies occur because young engineers
with no more *han a year or two of exposure to plants abroad
(sometimes in countries where industry is still in an early
process of development) are put in charge of departments, with no
professional guidance to turn to;

- Technicians are trained in the German-funded vocational school in
Mogadishu, in the plants, and sometimes abrcad by equipment
manufacturers. However, levels of proficiency are generally low
as training is insufficient to keep up with turnover; and

- Semi-skilled and skilled workers are wusually trained only in the
plants. Except in one firm where significant resources have been
devoted to a formal training program (Juba Sugar), such on-the-job
training usually takes place in an environment where even the most
experienced workers have not mastered their trade.

Combined with rapid turnover, this results in a fairly inexperien-
ced workforce, with ensuing low productivity, wastage of materials
and poor workmanship.

)

(iv, Management Systems

xaix, Most IPEs visited seem to lack the basic tools which enable mana-
gement to plan firm activities, or to obtain regular feedback reporus to
permit performance monitoring. Major shortcomings observed were in the

following areas:

XXX, Planning, Budrceting, Financial Control and Accouncting. Lack of
planning is quite general. In some cases, there is unrealistic planning,

e.g. a recent UNIDO study cites the case of a plant whose production objec-
tives exceeded the physical capacity of the machines by almost 100 percent,
but without a sales plan. Although the preparation of an annual budget to
be approved by the Ministry of Finance is obligatory, the document is often
not prepared in time and does not appear to be used as a management tool.
Accounting reports are crude and probably would not permit the timely repor-
ting required for using the budget as an instrument of management control,
Finally, as a rule, there is no cost accounting.

xxxi. Production Planning, Scheduling and Control. It appears that
these functions are inadequate in many IPE plants. While input supply dis-
ruptions could defeat the purpose of any production planning, many enter-
prises would still benefit frecin better production scheduling, elaborating
production standards, monitoring performance, and from preparing and adher-
ing to preventive maintenance programs., Some sort of inventory control
seems to be practiced in most of the places visited. However, systems for
triggering timely ordering of supplies usually work poorly, and procurement
procedures are long and cumbersome. Quality control is generally lacking, a
situation which contributes in part to the marketing problem of some enter-
prises such as Somaltex and the Foundry.
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xxxii. Management Information Systems. Most managers were found to lack
knowledge of many aspects of their own enterprises, and to operate in an
information vacuum. For example, the manager of a large IPE plant knew that
a formal commitment has been made to the large labor force to raise salaries
by a certain percentage over the next two years, yet was unable to tell
what the percentage was, find it in his papers, or obtain it from subor-
dinates. Similarly, the chairman of another major IPE apparently did not
keep any financial statements in his office and required several days to
have them sent over from the plant located outside of the capital. Yet one
of the basics of managing is, to put it simply, knowing what is going on.
In many cases crude and simple reporting systems, used in conjunction with
some simple operation planning, would permit managers to be effectiveliy in
control, and to take immediate remedial action whenever deviations from
established plans appear.

xxxiii. Investment Planning and Capital Budgeting. The whole process of
public enterprise investment planning and control. including mechanisms for
review and approval by Government and inclusion in the Public Investment
Programs for securing required financing, appears to be ill defined, espe-
cially regarding the respective roles of enterprise management and Govern-
ment agencies. This area is in need of an in-depth review, which will be
best achieved in the context of redefining the sector’'s institutional frame-
work and determining the roles and responsibilities of the involved parties.

A Recommended Approach to PE Reform

xxxiv. Background and Purpose: The poor performance of public enterpri-
ses has taxed the resources of the Treasury and banking system over the
years. Reform of the sector is urgently needed to stem the flow of further
resources into loss-making enterprises, many of which are of dubious econo-
mic viability. At the same time, in recent years GOS policy has moved
towards "opening up" the economy, giving greater scope to private enterprise
and to economic incentives. Reform of the sector is, therefore, possible at
present. The 1985 Committee on Public Enterprise Reform prepared, on
grounds of viability, "essentiality" and strategic importance, a provisional
list of PEs which should be retained in the public sector (in their existing
condition or substantially improved to render them viable) and those that
should be divested through privatization or 1liquidation. This list was
reviewed and modified by a8 high-level working group. The necessary reform
program of the PE sector, including improvements, privatization and liquida-
tion, should be based on the understanding that it will have to be a long-
term process, and that enterprises retained in the PE sector must function
efficiently. The reform process proposed below would include improvements
in the PE sector overall institutional environment, and enterpvise-specific
improvements and actions.

XXXV . Institutional Reform: The operation of PEs as autonomous decen-
tralized bodies requires that a balance be sought between managerial auto-
nomy to enable enterprises to run efficiently and Government supervision to
safeguard its ownership interest and to ensure that its objectives are being
attained. To achieve this balance, a reformed system must be instituted, to
perform certain functions which are necessary to PE-Government relations and
successful PE operations; such functions are currently not being performed
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at all or are performed unsatisfactorily (irregularly, partially or with
arbitrariness). These functions include setting PE objectives, planning and
budgeting to attain these objectives, monitoring of operations by the
Government, and ex post, performance evaluation. Fulfilling these functions
should serve as the basis of institutional reform of the PE sector. PEs
supervision should stay within their present parent ministries and current
supervisory functions exercised by the Ministries of Finance and Planning
and the Magistrate of Accounts should be retained. However, these functions
should be more rationally distributed and better performed, and greater
managerial autonomy should be given to PEs. It will be a difficult task to
build up such institutional capabilities. It may be advisable to use the
existing small PE unit in MI as a pilot operation, to develcp its ability to
first monitor a few enterprises in Mogadishu, and then gradually expand its
supervision to the remaining IPEs.

xxxvi, The Ministry of Finance (MF) should take the lead in designing and
coordinating the reforr program for all PEs. MF should be endowed with the
kind of persuasive and implementation authority required, and the unit deal-
ing with reform upgraded. The inter-ministerial task force on PEs, or the
more recent high-level working group on PEs should be made into a ministe-

rial level steering group on reform. The legal framework, which presently
suffers from having been repeatedly patched-up rather than thoroughly
revised, needs comprehensive review, Legal and regulatory instruments must

give the proposed institutional framework authority and link it to operating
principles.

xxxvii. Framework for IPE Reform Enterprise specific measures should
emphasize those in greatest difficulty. To start with, IPEs can be clas-
sified into (a) those of uncertain economic viability, (b) those which can
be made viable with urgent rehabilitation, (c) those not in serious diffi-
culty at present. The mission made a tentative classification along these
lines. Work on privatization can proceed concurrently with rehabilitation.

xxxviii. IPEs in category (a) could 1include the petroleum refinery, the

urea plant and the Kismayo meat factory. The refinery, due to small size
and obsolet. design, loses significant amounts of foreign exchange compared
to importing the finished product. The urea plant is also too small and

uses the untested process, and is affected by severe and prolonged "teeth-
ing" problems. The Kismayo meat factory faces a depressed market, problems
of local supply and general disrepair of systems and machinery. These
enterprises should be carefully examined for basic economic soundness, and
unviable ones should be closed down, or used for some other purpose.

xXXxix. IPEs in category (b) have shown poor performance recently, yet
serem to be worth rehabilitating if they can be run more efficiently. These
may include: Foundry and Mechanical Workshop; Cigarette and Match Factory;
Somaltex; Aluminum Utensils; Snai-Jowhar Sugar; HASA Km. 7 Tannery and Shoe
Factory. Rehabilitation may involve changes in ownership status in some
cases.

xl. The third category of 1IPEs are operating relatively satisfacto-
rily, though some suffer from weaknesses and all need improvements of
various types. The scarcity of resources deems that these IPEs should be
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provided only with the sector-wide improvements noted above and a general
liberalized environment. This category includes: Pasta and Flour Mill,
Juba Sugar, Snai-Biasa and the 3tate Printing Agency.

xli. Among the enterprises mentioned above, GOS has classified the
following for privatization: Somaltex, HASA Km. 7 Tannery and Shoe factory,
Foundry and Mechanical workshop, Aluminum Utensils factory and Snai-Biasa.
Preparatory work for privatization of ownership or management can commence
concurrently with rehabilitation, especially for Snai-Biasa and the Pasta
and Flour factory which are not in need of major attention. Studies to
estimate the sales value of all these enterprises can be commissioned and a
search for potential buyers or managers begun.

Summary of Recommendations

xliz. Public enterprise reform is the most urgent area of concern in the
industrial sector. Without immediate attention the drain on the Treasury or
the banking system to support IPE losses, will continue and the physical

plant of IPEs will deteriorate rapidly. At the same time policies to
develop the private sector, on which the future growth of industry in
Somalia depends, should be implemented. The PE reforms and policy changes

should include:
- Public Enterprises:

o diagnostic studies for 1liquidation of non-viable IPEs
followed by action;

0 valuation studies for IPEs to be privatized followed by
action;

o rehabilitation of remaining IPEs accompanied by (i) training
for managers and technicians in IPEs and supervision staff
at MI; (ii) price decontrol; (iii) adjustment of real wages
and salaries; (iv) adjustment of IPE taxation to equalize it
with the private sector; and (v) change of the institutional
and legal structure for IPE supervision.

-~ Policies:

o allowing private sector banking and liberalizing interest
rates;

0 rationalizing and simplifying tariffs and other import
duties; '

o delicensing investment and review of the tax code and
foreign investment regulations to facilitate investment; and

o improvement of price policies in agriculture and livestock;
decontrol of export monopolies and distribution of imports;
and improvement of power supply and transportation.






CHAPTER I

INTRODUCTION

A. Economy

1.01 Somalia is a fairly large but sparsely populated country with a
population of 5.8 million. It 4is among the poorest countries in the world
with a per capita income of US$260 in 1984. During the 1970s Somalia’'s real
GDP fluctuated considerably, but it was no larger in 1980 than in 1972,
while population increased by 2.6 percent p.a. It has been in a critical
economic situation for a number of years, with large budgetary and balance
of payments deficits, high rates of inflation, near zero domestic savings
and large external debt and service arrears. As the crisis deepened, the
Somali Government made a major shift in policy beginning mid-1981. It laun-
ched a stabilization program to curtail demand expansion and provide incen-
tives to the productive sectors by exchange rate adjustments, fiscal and
monetary restraint, increased interest rates and substantial increases in
producer prices. Real GDP rose by 6.4 percent p.a. in 1981 and 1982; the
overall budget deficit decreased from 17 percent of GDP in 1978-80 to less
than 10 percent in 1981-83; and the inflation rate fell from 59 percent in
1980 to 23 percent in 1982.

1.02 Real GDP growth fell to & percent and inflation increased to 36
percent in 1983 as drought conditions adversely affected agricultural pro-
duction and a Saudi ban on cattle imports from Somalia, its main export, led

to a severe shortage of foreign exchange. The Government decided not to
implement additional policy measures, including devaluation, liberalization
of trade and price controls and financial restraint. As a result, the

financial crisis worsened in 1984; the budget deficit grew to 23 percent of
GDP, the external position deteriorated and inflation reached a record 92
percent. Faced with this declining economic situation, the Government adop-
ted a major adjustment program for 1985 under a new IMF Stand-by Arrange-
ment, which came to an end in September 1986. The official exchange rate
was devalued by 28 percent in foreign currency terms and a free foreign
exchange market was established for most non-Government transactions; the
two rates were to be unified by the end of 1986. Quantitative export and
import restrictions were virtually eliminated, most price controls were
dismantled and fiscal and monetary measures to constrain demand were imple-
mented.

1.03 Despite these improvements, serious weaknesses remain in the
Government's financial management and control. Fiscal and monetary policies
have not succeeded in stabilizing the economy. The trade gap and budget
deficit are quite substantial, while inflation is running at 40 percent p.a.
The exchange rate has not yet been unified and little progress has been made
in public enterprise reform. While most trade and price controls have been
dismantled, there are still some products, including hides and skins, frank-
incense and myrrh, that remain under Government control.



B. Industry
1.04 At independence in 1960, Somalia inherited a very small industrial

base. There was only one large industrial establishment, the sugar mill at
Jowhar, and a few medium-sized plants--three fish processing factories, a
printing and publishing house, a8 furniture making unit, a tannery and shoe
factory, an edible oil mill and an electric power station. In the early
1960s, the economy was run on free market system, with little Government
intervention of any kind. However, the First Development Plan, covering
1963-67, sought to expand the industrial base by establishing state-owned
and operated medium- and large-scale industries while not discouraging the
private sector; eleven new industrial enterprises were established, in the
public and private sectors, before the 1969 revolution. In 1970, the new
Government formally announced its adherence to "scientific socialism" which
relies on development through public sector ownership of the commanding
heights of the economy. Three waves of nationalization followed between
1970 and 1972, leaving most of industrial production, distribution, banking
and insurance under the Government's purview. In addition, the Government
made several new investments in industry, largely based on the processing of
agricultural products (fruits, vegetables, sugar and cotton), livestock and
fish to substitute for imports and create export possibilities. By 1978,
the public sector was responsible for about 80 percent of both value added
and employment and 95 percent of gross capital tormation in industry.

1.05 During the 1970s Somalia's industrial sector drew heavily on the
Government *'s development funds and resources of the financial sector. From
1974 to 1978, industry accounted for 27 percent of public investment
expenditure, and between 1976 and 1980, industry received 21 percent of
total loans and advances. About 60 percent of the loans provided by the
Somali Development Bank, the primary source of long-term finance, went to
industry during the 1971 o 1982 period. Manufacturing value added of the
formal sector (over five employees) grew in real terms through most of the
1970s, reaching a peak contribution of 3.8 percent to GDP in 1978, still
remaining a very small sector. The number of establishments rose to a peak
of 375 in 1974, with about 10 percent being large, publicly-owned companies
and the rest small private sector enterprises. About 84 percent of
manufacturing value added in 1978 was in the production of consumer goods,
mostly food (39 percent), beverages and tobacco (12 percent) and textiles
(17 percent).

1.06 Since the late 1979s, however, the performance of the industrial
sector, espacially public enterprises, has been dismal. By 1984, capacity
utilization in public enterprises was down to an average of 26 percent and
the sector's contribution to GDP dropped to about 1.6 percent, only 39 per-
cent of its value in 1978. In per capita terms this amounts to US$0.8 (at
the parallel market rate), one of the 1lowest in the world. The number of
establishments declined steadily, reaching 161 in 1982 (27 public and 134
private). The decline was borne largely by the private sector, which lost
60 percent of its establishments in 1978-82, while the public sector lost
only 20 percent. The private sector also cut back on employment, but the
public sector took on more employees despite falling production. Total
employment in formal manufacturing rose by 18 percent jin 1975-82.



1.07 These developments in Somalia illustrate clearly the problems of
industrialization in a small poor country with few natural resources, a very
narrow capital base, direct Government irvolvement in industry, substantial
Government policy intervention and an economy in disequilibrium for many
years. The small population and low per capita income provide too small a
market to achieve economies of scale in many products. Furthermore, the
market is fragmented, with 50 percent of the population being nomadic and
another 20 percent living on scattered agricultural holdings. Somalia's
resource endowment is poor, Livestock, the main resource, accounts for 80
percent of total exports and provides 60 percent of the population with a
living. Cattle, goats and camels are exported on the hoof to the Gulf
states where cultural traditions 1limit the market for processed meats.
Hides and skins cre exported in a wet or dry salted state but distribution
and price controls have limited the development of this industry. Some
aromatic gums are also exported. Apart from this, Somalia does not grow or
extract anything in quantities that can meet domestic consumption or find
foreign markets. Scarcity of technical and managerial skills and experience
is a major constraint which has been accentuated by migration to the Gulf
states. Shortage of capital is endemic with the domestic savings rate at
below 2 percent of GDP. The core public investment program is financed
entirely by foreign grants and loans.

1.08 The Government's direct involvement in industry through the 1970s
was in relatively simple technologies, intended to exploit local agricul-
tural and other rescurces. It was in the ear'y 1980s that some sophisti-
cated, capital-intensive projects were undertaken. However, even the early
ir+estments were too demanding of managerial and technical resources for the
public sector to handle, especially in an environment of economic disequili-
brium. As a consequence, these industries have fared badly, sustaining huge
losses. They have utilized low levels of their capacity and their products
are expensive and of poor quality. The Government protected industry by
restricting and taxing imports and by compelling public enterpvises to sell
and buy from each other. Government intervention in management, pricing,
distribution and employment and so on, worsened matters. Finally, the
economic imbalances of the past six or seven years, with large budget and
balance of payments deficits, high inflation and foreign exchange shortages,
have made it difficult for industry to survive in spite of some liberaliza-
tion implemented by the Government. Future prospects for industry in
Somalia depend on stabilizing the economy and implementing policie. that
wi.l provide stable incentives for a competitive and efficient industrial
sector to grow as well as ensure a supply of skilled managerial and tech-
nical manpower. Meanwhile, public enterprises will have to be reformed to
become more efficient, privatized or iiquidated, and the private sector
prepared to respond to the new incentives based on market forces.



CHAPTER 11

STRUCTURE, PERFORMANCE AND EFFICIENCY

A. Size and Growth

2.01 There are two sources of estimates for manufacturing contribution
to GDP: Induystrial Production Surveys (IPS) and GDP Statistics, both from
the Ministry of Planning. The IPS data show a considerably lower manufac-
turing contribution to GDP than the GDP Statistics data. The difference
exceeds the estimated amount of informal sector activity, which is included
in GDP Statistics but not in IPS data. The IPS data appear to be the more
reliable because they are based on actual returns filed by all formal sector
enterprises; these are used in Table II.l. The share of formal manufacturing
in GDP reached a peak of 3.8 percent in 1976 and 1978, and declined sharply
thereafter to 1.7 percent by 1982. If the informal manufacturing sector
produced another 0.8 percent of GDP (using other low income countries in the
region as a guide, its contribution to GDP is around 20 percent of the for-
mal sector), the total share of manufacturing would r«ach 4.6 percent in the
peak years. By this reckoning, it declined to 2 percent by 1982,

Jeble II.1: SOMALIA - CONTRIBUTION OF MANI.FACTURING SECTOR TO GDP (19765-82)

(S0.8h. m.)
1976 1976 1977 1978 1979 1980 1981 1982

GDP (Factor Cost,

Cyrrant) 3,943 4,578 6,373 8,368 6,730 12,421 17,622 24,308
Formal Sector Valye-

added (current) 118 174 118 241 234 417 335 423
As % of GDP 3.0 3.8 2.2 3.8 3.5 3.4 1.9 1.7
Formai Sector V.A.

{1977 priceos) 168 193 118 220 172 192 107 116
Growth of Formal

Sector (%)

(constent terms) - 29.2 -39.8 88.9 -21.6 11.8 -44.3 -3.9
Share of Public Sector

(%) in V.A. 76.9 82.3 76.9 78.4 77.8 86.8 76.9 84.6
No. of Ests. 288 2656 267 282 242 152 140 181

(of which, public) (84) (37 (33) (38) (32) (22) (23) 27)

Sourco: Ministry of Natlional Plonning and Industrisl Production Survey (various).




B. Capacity Utilization

7,05 Capacity wutilization, calculated on a one shift basis, is
officially estimated at 26 percent for 23 public sector firms in 1984, dowr
from 33 perceat in 1983, Of these firms, 6 had no production in 1984 (4
operating plants closed down and 2 have yet to go into production after
prolonged teething problems); 6 had utilization rates of 10-20 percent, nine
between 21 percent and 40 percent, and only two of 41 percent tc 60 percent
(none were over 60 percent). Comparable data on the private sector are not
available, but examples suggest only a slightly better performance.

2.06 The situation had not improved much in 1986, despite the ongoing
partial liperalization of the foreign exchange market. This may be so for
three reasons. First, most intermediate input imports are currently

provided under aid-financed Commodity Import Programs (CIPs), which the
Government sells at a significantly lower foreign exchange rate than the
free market rate. This policy induces manufacturers to wait for cheap
imported inputs even at the cost of idle capacity. Second, to the extent
that public enterprises have a captive market in each other, they may be
reluctant or unable to raise selling prices sufficiently to buy inputs at

the free market rate. Third, inputs purchased at the free market rate,
about twice as expensive as CIP inputs, appear to render much of Somali
industry unable to compete with imports. Recent trade liberalization

removed most quantitative restrictions on imports, and vvasion and smuggling
tend to dilute the effects of import duties. All these factors contribute
Lo capacity underutilization, in turn further raising costs and reducing
competitiveness.

C. Investment Patterns

2.07 The industrial censuses in Somalia do not provide any data on the
stock of fixed capital in manufacturing. They do, however, show yearly
additions to fixed capital. The subsectoral and ownership distribution of

additions during 1975-82, 1in total (current prices) arnd per employee
(employment in 1982) are shown in Appendix I, Table 6. In these eight
years, the total current value of additions to fixed assets in the formal
sector came to So. Sh. 910 million, of which 87.4 percent was accounted for
by the public sector. The largest investment in this period was made in the
food industry (Juba Sugar in 1981-82), followed by textiles (Somaltex). The
tobacco firm comes next, followed by the cement plant, the Government prin-
ting press and the tanneries. In the private sector, furniture, chemicals,
metal products and beverages received the largest additions to fixed assets,
In terms of investment per employee, and bearing in mind that the public
sector greatly expanded its employment while private sector contracted, the
former’s investment was much higher than the latter’s. The most capital-
intensive activity in the public sector was textiles, while in the private
sector it was furniture.

D. Structure of Qutput and Value Added

-2 o~

2.08 The structure of formal sector manufacturing output has changed
noticeably since the early 1970s (Appendix I, Table 2). However, because of
large falls in the real value of activities, it is difficult to discern any
clear pattern. In 1971, food processing accounted for 81 percent of the



2.02 For 1983-84, production data are only available for the 27 public
sector manufacturing units (Performance of the Somali Economy in 1984,
Ministry of National Planning, 1985). Their value added rose by 4.3 percent
in 1983, then declined by 19 percent in 1984. If these trends are extrapo-
lated to the entire formal sector, which is predominantly public, total
manufacturing value added in 1977 prices comes t¢ So. Sh. 93 m. in 1984, 1.6
percent of GDP, and only 39 percent of its peak value in 1978 (Appendix I,
Table 1). The GDP statistics, by contrast, show the manufacturing contribu-
tion at a peak of 6.9 percent in 1980, down to 6 percent in 1982, and 5.1
percent in 1984. 1In per capita terms, manufacturing value added in 1984 lay
between US$2.7 (at the official exchange rate) and US$0.8 (at the parallel
market rate), one of the lowest in the world.

2.03 The share of the public sector in industrial value added fluctua-
ted between 76 percent and 86 percent during 1975-82. In the same period,
its share of employment rose from 62 percent to 82 percent, and it accounted
for 87 percent of total additions to fixed assets in industry. While
Somalia did not, for the must part, go for large, capital-intensive, sophis-
ticated industrial projects wuntil the 1980s, even its early investments,
intended to exploit local agricultural and other resources, were too demand-
ing of managerial and technical resources for its public sector to handle.
As a consequence, they never developed beyond the technologically simple,
first-stage assembly or packaging phases. These industries stayed high cost
and uncompetitive, and were wunable to raise their productivity over time.
The private sector was confined to a marginal role, and chose even "easier"
activities (essentially mixing, assembling, packaging and selling imported
components, or making traditional products like apparel, footwear and furni-
ture); however, it too suffered from widespread inefficiency.

2.04 High levels of protection against imports were needed to sustain
this structure, which was unable to produce any manufactured exports. Pro-
tection was given partly by restricting and taxing imports, partly by
compelling public enterprises to sell to and buy from each other. The coun-
try's major resource, hides and skins, was exported predominantly in non-
manufactured form; as such, it did not provide a basis for industrial
growth. Until 1984, wunrealistic exchange rates also held back potential
export activities. Government intervention in management, pricing, wages
and employment, worsened matters. Infrastructure was weak, and power supply
failed to keep up with industrial needs. In the 1980s, Somalia entered more
demanding activities (petroleum refinery, urea plant, and in the near future
cement and pharmaceutical plants). Projects already completed ran into
problems very quickly, partly because o° import and infrastructural cons-
traints, and partly because of inherent operating difficulties and skill
shortages. Thus, the combination of some poorly chosen projects, policy
interventions, high dependence on imported inputs, poor management and unre-
liable infrastructure led both to sharp fluctuacions in industrial activity
as well as to its rapid decline in th2 1980s. The foreign exchange problem
was the most immediate cause of dec.ining production, but the other factors
played a major underlying role.
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total, and consumer goods were 95 percent of the total while producer goods
were only 5 percent. By 1974, the share of food had dropped sharply to 55
percent, while producer goods rose to 19 percent (though some of the items
classified here, like toiletries under chemicals and some "others," could be
consumer goods). The decline in the share of food continued until 1982,
when, because of very low production, it coutributed only 19 percent of
total output. Beverages and tobacco showed a large increase after 1977,
mainly hecause the public sector cigarette factory boosted its turnover by
sellinpg imported cigarettes. Textiles showed a healthy expansion until
1977, then lost their share ag the main producer (Somaltex) ran into
operating difficulties. Leather and footwear never exceeded 4 percent of
total output despite Somalia's large supply of hides and skins; their share
declined steadily as the state agency in sole charge of collecting hides and
skins (HASA) paid progressively lower real prices to producers, and so
provided less raw material to HASA's own tanneries and to other tanneries,
while encouraging smuggling.

2.09 The share of chemical output shot up after 1980 as the public
sector refinery came on stream. By 1984, however, this share had declined
dramatically as a shortage of crude petroleum reduced the refinery's output
to 12 percent of its 1981 figure. Plastics production practically disap-
peared in the 1980s. The metal prcducts industry in Somalia reached 2 per-
cent of the total by 1982. It 1is small and engaged in very simple assembly
or fabrication activities. There is no mechanical engineering sector to
speak of. The lack of basic mechanical engineering skills is a major weak-
ness of Somali industrv. It means, not only that the country remains enti-
rely dependent on imports £or the simplest tools, parts, replacements or
technical "trouble shooting" services, but also that routine operation cr
maintenance of plant is often deficient. The Gevernment did set up a plant,
the Foundry and Mechanical Workshop, to serve as the hub of development of
mechanical engineering activities in Somalia, but it has turned in a dismal
performance.

2.10 The structure of value added by ownership in 1975 and 1982 is
shown in Appendix I, Table 3 and Table 1II.2 below. The public sector
accounted for 76 percent and 85 percent of total industrial value added in
those two years. Its predominance increased considerably in consumer goods,
mainly because of the large trading profits made by the Cigarette and Match
Factory in 1982, while the private sect.r suffered a loss in this same sub-
sector. The public sector also dominated in food, textiles, printing and
publishing and, in 1982, in chemicals. It accounted for less than half of
total value added in 7 subsectors in 1982. 0f these, 1its share has
increased during 1975-82 in 3 (apparel, leather and footwear, metal
products) and decreased in 3 (furniture, pottery, china, etc., and
“others"); it never undertook jewelry manufacture. With this last excep-
tion, however, the spread of public sector activities is striking. 1In 1982,
the most important sources of value added in the public sector were tobacco,
printing, food (mainly sugar), chemicals (refined petroleum) and textiles,
while in the private sectov they were china etc. (mainly structural clay),
fooa (mainly bakeries), wooden furniture, metal products (again mainly fur-
niture), chemicals (mainly soaps and toiletries) and apparel. Overall, the
private sector appears to show a transformation from consumer to producer
goods over the 1975-82 period, but this is mostly due to the negative value
added in domestic prices for beverages in the latter year.
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Toble 11.2: SOMALIA - VALUE ADDED IN ORGANIZED MANUFACTURING %/
BY OWNERSHIP, 1976-82
(So.Sh, million)

® change
1976 1976 1977 1978 1979 1980 1981 1982 1976-82

Total V.A. (current) 118.3  174.1 118.@8  241.4 243.1 418.5 334.5 422.8 257.2
Totel V.A. (1977 pricos)k/ 149.7 193.4 1i8.0 219.6 172.1 i91.9 106.9 116.1 -28.5
Public Sector (current) 89.9 143.3 89.7 189.2 i82.1 356.5 2564.1 857.6 297.8
Public Sector (1977 prices)f/ 113.8 169.2 89.7 172.8 183.9 184.3 81.2 93.1 -18.2
Private Sector (current) 28.4 0.8 28.8 62.2 52.9 80.9 89.4 65.6 128,.9
Private Sector (1977 pricss)ﬁ/ 86.9 34.2 28.3 47.5 88.2 27.8 26.7 17.6 -62.8

Share of Public Sector
{current) 76.9 82.3 78.9 78.4 77.8 86.8 78.0 84.8

Source: General Directorate of Statistics, flndustrial Production Survey® (various).
Notes: @8/ All ostablishments with § or more employses.
b/ The price deflator used is the manufscturing GDP deflator of the Ministry of National Planaing.

2.11 Table II.3 shows subsectoral changes in value added in the public
and private sectors during 1975-82, furnishing detail to the growth figures
presented earlier. The public sector declined more in producer goods than
consumer goods, while the private sector did the reverse (because of nega-
tive value added in beverages). Overall, six sectors showed increases in
value added, and eight showed declines. The public sector had six instances
of decline (including two of complete demise, plastics and china). The
private sector also had six cases of decline (but no deaths). The erratic
distribution of growth or decline is evidence of the unsettled and shallow
nature of the Somali industrialization process, with widespread Government
intervention and exogenous shocks exerting very large impacts.

Teble I1.3: SOMALIA - CHANGE IN MANUFACTURING VALUE ADDED, 1975-82
BY SUBSECTOR AND OWNERSHIP

(Percentage)
Subsector Public Private Toteal Subsector Publie Private Total
Consumer Goods -12.7 ~72.8 ~26.6 Producer Goods -41.7 -8.4 ~29.8
Food -88.8 -68.4 -67.2 Papor Infinite - Infinite
Boverage, Tobacco 473.6 ~196.2 161.9 Chomicals 1700.0 -28.1 206.4
Taxtiles 6.0 -68.5 -8.7 Plastics ~18¢.8 Infinite -99.2
Apparai 400.9 1.0 28.8 China, Clay -129.0 23.5 ~44.7
otec,

Lesther, Footwear 38.4 -62.8 -32.7 Metal Prods. Infinite §2.6 110.6
Furniturse -71.4 20.0 -12.8 Othor -96.6 -70.8 -87.9
Printing,

Publishing -44.3 - -44.3
Jawel lery - 50.0 508.9
Total Henu¥scturing -18.2 -562.8 -26.5

Source: Appondix Tablo 3.
Noto: Valuo added at 1977 prices.
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E. Size Distribution

2.12 The size distribution of formal sector industrial establishment in
1982 is shown in Appendix I, Table 4. Establishments are grouped into 6
sizes by employment, and various characteristics of each group are shown.
Table 1I.4 below summarizes some features of these groups. It shows a heavy
bias towards the largest plants (100 plus employees): these 23 units
account for only 13 percent of the total number of establishments, but for
82-89 percent of total employmenc, wages and output. Of these large estab-
lishments, 19 (83 percent) are in the public sector, in which the dominance
of the largest plants is even greater (93-96 percent of employment, wages
and output). In the private sector, both ends of the size distribution are
important, accounting for the largest shares of employment, wages and
output. Average wages per employee show an unusual profile by size of

establishment (Appendix I, Table 4). The smallest wunits, which would
normally be expected to pay least, in fact pay the second highest wages,
after the largest plants. The six smallest public sector plants (all of

which are in water supply or power generation, wnich could not be separated
from manufacturing activity for the analysis of .size) pay over twice the
average industrial wage. In the private sector, wages tend to rise with
size, except for the group with 50-99 employees which shows an inexplicable
dip. Employment and wages are described further below.

Yable IT1.4: SOMALIA - FEATURES OF MANUFACTURING ESTABLISHMENTS BY SIZE, 1982
(Percentages)

Size Distribution by Employment

6-9 18-19 20-29 30-49 650-99 188+ Total

No. of Establishmonts: Total 65.4 9.8 7.3 9.8 5.1 13.0 199.6
Public 14,0 4.7 4,7 2.9 11.8 44,2 108.0
Privete 8.7 11.2 8.2 8.0 3.0 3.0 100.9

Employmont: Total 4.4 1.7 2.8 4.9 4.9 81.8 100.0
Public 9.3 9.3 8.5 3.9 3.5 $2.6 100.9
Private 28.5 9.8 12.1 16.2 12.2 24.3 100.0

Total Wages: Total 3.2 1.8 1.7 3.0 2.6 88.8 100.9
Public 8.7 9.2 2.3 1.2 2.2 96.4 106.0
Private 20.8 7.3 12.9 18.6 4.1 38.4 100.0
Qutput: Total 4.8 2.1 1.8 3.9 2.5 86.2 100.0
Public -

- 8.5 1.5 1.8 $8.1 109.0
Privote 27.9 i2.4 8.7 15.8 8.0 32.0 1¢6.0

Sources: 1082 Industrial Production survay, Ministry of National Planning, 1986.
Note : cse dato include 18 public sector wator supply end power generating planta.
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F. Employment and Wages

2.13 While value added declined by over one-quarter in 1975-82, total
employment in the formal manufacturing sector increased by 18 percent. The
public achieved by shutting down loss-making establishments and firing
employees in operating plants, while public enterprises expanded employment
even when making losses. Appendix I, Table 5 shows the subsectoral break-
down of employment and wages in the two years for public and private firms.
The largest employer in the public sector is the food industry, which nearly
doubled its labor force when its value added fell by 69 percent. This is
followed by textiles, printing and publishing, tobacco and chemicals. 1In
the private sector, the largest employers are chemicals, focd, beverages,
furniture and leather and footwear.

2.14 Public sector wages were on average 1.8 times higher than private
wages in 1975, and exceeded them in every subsector except for {urniture.
By 1982, public sector wages were 21 percent higher than private wages, and
private wages were higher in six activities. However, the Somali economy
had suffered a large decline in real wages during this period, and the aver-
age total industrial wage had fallen (in 1977 prices) from So. Sh. 6.2 thou-
sand per annum to So. Sh. 3.9 thousand, a decline of 37 percent. Public
sector wages had fallen by 49 percent and private sector by 20 percent.
Thus, by cutting total employment more or less in line with production, the
private sector had succeeded in preserving real wages better than the public
sector. After 1984 it appears that the public sector was permitted to shed
some labor and raise wages, but in 1986 there still appears to be gross
overmanning, and real wages were still abysmally low. Skiiled labor
received around US$20 per month while a top Somali engineer got around
US$40-50 (converted at the free market exchange rate of So. Sh. 150 to the
dollar). Private sector wages had reportedly exceeded public sector wages
by 1986, but were still wvery low by international standards (for instance,
skilled labor in India receives over US$120 per month and engineers around
US$500 per month in organized industry, and India is reckoned tc be a very
low-wage country).

2.15 While the availability of labor at such low wages constitutes a
potential source of competitive advantage to Somali manufacturing--if it had
the other attributes needed to set up and run efficient industries--there
are several o{fsetting factors. First, labor morale 1is extremely low,
absenteeism is rampant, and there is tremendous slack in work practices.
Second, the quality of the work force is poor. Formal education levels are
low, in quantity and quality, in-house training by caterprises is weak and
the low wage levels are & major disincentive to the accumulation of skills,
both at educational establishments and in the workplace. Finally, there is
a massive outfliow of qualified labor to the Gulf. This deprives Somali
industry of the best trained and most enterprising of its workers and
professionals. It is evident that any reform of Somali industry would have
to simultaneously raise salary 1levels significantly and cut a substantial
part of the public sector labor force. Over the Jonger term, the quality of
employees would have to be raised at all levels, not just by providing-
higher remuneration, but by training, education and tighter discipline.
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. Pkroductivity and Efficiency

Productivity

2.16 The low depree of capacity utilization and widespread Government
controls and intervention make it difficult to gauge the real productivity
of Soma i industry. The normal measure, value added per employee, does not
correctly show undeirlying relative productivities under these conditions.
Nevertheless, 1o better measure is readily availahle. Appendix I, Table 7
shows total value added and non-wage value added p.r employee, by ownership
and subsector, for 1975 and 1982. Both measures declined by about 40 per-
cent between 1975 and 1982, and the decline is entirely accounted for by the
public sector. Indeed, if the anomalous negative value added in private
sector beverages and tobacco in 1982 is removed, then the private sector
would actually show an increase in both measures. This corroborates both
the better adjustment of the private sector to difficult economic circum-
stances and the ability of the public sector to continue operations in spite
of declining profitability and productivity. Only three subsectors out of
twelve for which data exist for 1975 and 1982 show an increase in both total
value added and nonwage wvalue added per employee; these were apparel,
furniture and jewellery. However, these subsectors represented a mere 4
percent of manufacturing output in 1982.

Efficiency
2.17 The data and reports on Somalia’'s industries suggest widespread
inefficiency in the industrial sector. Visits to plants and lack of
manufactured exports corrohorate this view. The only concrete evidence,

however, is contained in a Harvard Institute for International Development
(HIID) study! of Somalia’s industrial sector, commissioned by USAID, and
completed in 1985. The study team conducted a firm level survey, collected
adequate data from 27 firms to calculate effective rates of protection (ERP)
for all, and domestic resource cost (DRC) ratios for 15. The sample, which
covered a wide spectrum of activities? in the public and private sectors,
and about 10-15 percent of sectoral output, was not scientifically designed.
While no definite conclusions can be drawn from the results, they are never-
theless indicative of the state of the sector.

1/ "Quantitative Analysis of Incentives and Disincentives for Expansion of
Industrial Output and Employment in Somalia®, Cambridge (Ma.), July 1985
(mimeo) .

2/ Food & beverages (6), textiles & apparel (3), leather and footwear (3),
furniture (2), chemicals (&), plastics (3), clay products (1), metal
producte (3), other (2).
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2.18 ERP results will be discussed in an appropriate section below.
Refore reporting the DRC results, however, some general insights into the
. fficiency of the sector can be gained from the measurement of value added
at world prices, the denominator for the ERP ratios, for all 27 enterprises.
When an activity has negative value added at world prices, it means that it
would cost Somalia less foreign exchange to import the final product than to
import the inputs (or to use domestically produced tradeable inputs) and
process them domestically. value added can be estimated in two ways: not
counting depreciation, thereby treating capital as a sunk cost, and includ-
ing depreciation. Five out of 27 enterprises (see Appendix I, Table 8),
close to 25 percent of the sample, show negative value added at world prices
without taking depreciation into account. 1In other words, even if invested
capital is treated as a sunk cost, these enterprises consume more foreign
exchange in their current operation than they save by substituting for im-
ports. It can be shown that the economy would be better off if these enter-
rrises were closed. When depreciation is included in value added, another 7
enterprises acquire negative value added, making 12 in total, or about 40
percent of the sample.

2.19 DRC ratios are a measure of the economic efficiency of firms.
They compare domestic factor costs at economic prices with value added, alsoc
at economic prices. A DRC less than one indicates that an activity is

economically profitable--in the absence of Government policy this activity
would produce more than enough value added to remunerate labor and capital.
Alternatively, it would suggest that Somalia has a comparative advantage in
a product because factor costs incurred in its manufacture are less than the
direct foreign exchange earnings or savings. Summary results are presented
in Table II.5 below.

Table II.5: SOMALIA - SUMMARY RESULTS OF DRC ANALYSIS
OF 15 ENTERPRISES
(No. of Firms)

DRCs Infinite 10.0 5-10 1-5 0.5-0.9 0.1-0.5 Total
L/Term 11 1 - 2 - 1 15
S/Term 2 - - 1 6 6 15

Source: HIID, op, cit. See Appendix I, Table 8 for details.

2.20 When the full opportunity cost of capital is taken into account
(long-term DRC), 11 of the 15 enterprises show negative value added at world
prices and therefore infinite DRC ratios. Three of the remaining four show

DRC ratios of about three or more, meaning that it costs Somalia at least
three shilling’s worth of domestic resources to save a shilling'’'s worth of
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foreign exchange. Only one enterprise (construction) appears highly effi-
cient, costing the economy only 14 cents in domestic resources per shillings
worth of foreign exchange saved (but the HIID study suspects under-reporting
of capital costs in this case). When invested capital is treated as a sunk
cost (short-term DRC), two enterprises (leather and metal products) still
fienlay infinite DRC ratios. An additional enterprise (metal products)
still appears inefficient. The remaining twelve appear quite efficient and
there is a case for keeping them operating in the short-run, as long as no
new investment is needed. Whether they merit remaining in operation ovet
the long-run depends on the Government pursuing policies that encourage
enterprises to make efficient use of capital invested in future replacement
and expansion.

2.21 In summary, the survey results indicate widespread inefficiency in
a sector that has been officially promoted (although still very small) and
allowed to exist by virtue of a long standing policy of high protection for
domestic ptoduction. Some of these investments are not economically viable
in Somalia at present and would not have been made in a less distorted
incentive environment. Now that they have been made, it would save Somalia
foreign exchange to close a few down. Others should .ontinue in operation,
but under an incentive structure that demands efficiency. Any further
investment needed to rehabilitate these enterprises should be evaluated
carefully against the use of those funds elsewhere in the economy.

2.22 What accounts for this dismal state of Somali Industry? The
Somali Government's own assessment mentions most of the relevant factors:
inappropriate investments; shortages caused by foreign exchange scarcity
(fuel oil, spares, raw materials and intermediate inputs); migration to the
Gulf of skilled manpower; poor training and overemployment; poor technical
and operational management; inadequate preventive and normal maintenance;
low wages, lack of productivity-based incentives; lack of autonomy in mana-
gement of public sector establishments; and a taxation system which does not
provide public enterprises with sufficient retained earnings for equipment
balancing, replacement or modernization.3

H. Technology

2.23 The technological factors affecting the performance of Somali
industry include, not only the choice of techniques which are overly capital
intensive in relation to Somalia’s given factor endowments (because of wrong
prices attached to capital in relation to labor and to imports versus
domestic goods), but also the general shortage of technological capabilities
to assess and implement industrial investments, operate them efficiently,
improve them over time and link them to the rest of the economy. As far as
the choice of production technique was concerned, all the equipment was
imported as was the process technology for all except the very simple or
small-scale activities. While this may have led to some deployment of
relatively modern capital-intensive techniques (e.g. the use of shuttleless
looms in Somaltex), in most activities the techniques were not obviously
inappropriate. Leather processing, metal working, furniture making,
construction materials manufacture or garment making employed simple,

3/ Ministry of National Planning, Performsnce o> - Somalia Economy in
1984, Mogadishu, 1985, pp. 136-37.
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relatively unsophisticated techniques, Where more mechanization was
employed (some food processing like large-scale bread or pasta manufacture,
printing, cigarette making, chemicals), it is likely that scale and quality
considerations made the use of more capital-intensive techniques necessary.

2.24 If the choice of industry and technique was not too unsuitable for
a country starting to industrialize, why does the evidence suggest such
gross inefficiency? Apart from the shortage of imported inputs, spare parts
and power supplies, two sets of technological factors are responsible,
First, the lack of scale economies in some activities (petroleum refining,
urea, textile spinning and possibly the cement plant). Second, and more
fundamental, the widespread lack of technological and managerial capabi-
lities at all stages of the industrial process. In the setting up of new
plants, the absence of local project design and implementation capabilities
led to several cases of expensive delays, the use of obsolete technologies
and prolonged running-in problems. In the operation of received techno-
logies, there existed inadequacies in the capabilities required for mainte-
nance, quality control, production and process knowhow, training, etc.
These represented the most serious single handicap to efficient industrial
operation in Somalia. Over time, Scmali enterprises also failed to adapt
.and improve their facilities, further reducing their competitiveness as raw
materials, market demands, .technologies and equipment performance changed.
The industrial structure remained shallow and import-dependent as the ori-
ginal manufacturers did not develop the ability to transfer technology to
potential local suppliers and subcontractors.

2.25 These different technological capabilities are the basis of long-
term efficient industrialization in any country. Their tremendous scarcity
in Somalia, and the absence of evidence that two decades of industrializa-
tion have 1led to their accumulation, have far-reaching implications of
industrial strategy. The existing industrial structure is inefficient and
costly, not  just  because of exogenous events or infrastructural
deficiencies, but{ also, perhaps mainly, because of inherent shortages of the
requisite kinds of technical and managerial skills, The shortages are
traceable to the initial socioeconomic conditions and historical background
of the country. They afflict the private sector as well as the public,
though the former is perhaps better placed in managerial terms since it
er;joys greater autonomy and faces more market discipline. Privatization and
liberalization in general will not of themselves provide a solution to the
fundamental problem of technological incapacity: what they will provide is
a more competitive setting where the incentives to accumulate the
capabilities are present, and the direction in which technical effort is
directed is a healthy one.

2.26 As it stands, however, the needs of the Somali industrial sector
vastly exceed the supply of technical and managerial manpower required to
run it with some degree of efficiency. Expatriates can £ill a part of the

gap. But expatriates are expensive. They cannot provide the large middle-
ground of expertise between shop-floor workers and top managers, and they
are necessarily temporary. The only viable industry Somalia can support
over the long term is that which Somalis themselves can operate effectively,
given realistic estimates of the additional trained manpower which can be
produced or attracted back in the time horizon set. However, increasing the
supply of technological skills may be worth iittle unless macroeconomic,
ownership and financial sector policies are geared to efficient growth.
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I. The Private Sector

2.27 The private sector played a very marginal role in manufacturing
for the past 15 years but, since the u.ove towards liberalization, it has
become the hope for future development of industry. Somalia has a tradition
of commerce, and a reasonable stock of experienced traders who could have
formed a viable entrepreneurial class in industry. Many may have been
daunted by the waves of nationalization, lack of financing available,
cumbersome controls, including investment licensing, foreign exchange
allocation procedures, price controls, labor codes and finally, poor banking
and insurance services and infrastructure. Others may have been pre-empted
from investing because of direct Government involvement in industry during
the 1970s.

2.28 In spite of these difficulties, a sizeable number of entrepreneurs
did take the initiative over the years to set up first-stage manufacturing
activities. Some learned to prosper within the regulatory system but subs-
tantial numbers have been driven out of business. Thus, during 1974-82, the
private sector lost 60 percent of its establishments, when the public sector
lost only 20 percent. The fall in value added was similarly dispropor-
tionate, with the private sector losing 53 percent in 1975-82 and public
sector 18 percent. At the same time, the private sector was able to adjust
to adverse circumstances better than the public sector precisely because
enterprises could be shut down. By so doing, -he private sector was able to
maintain real wages and productivity relatively more than public enter-
prises, which carried more wunproductive labor and could continue making a
loss because they were supported by subsidies and other privileges.

2.29 Since 1980, when Government policies began to move away from
socialism towards a market economy, the climate for the private sector has
improved. Short-term and long-term financing was more readily available and
many controls, including those on product and labor prices, were lifted.
However, virtually all private industrialists interviewed said that they did
not feel that the Government fully supported the private sector. The
economy is in disequilibrium, inflation is high and access to foreign
exchange is limited. Doing business in Somalia is still difficult. It
still takes 2-3 years to start an enterprise. Licensing procedures, obtai-
ning financing and foreign exchange are time consuming. There is no compre-
hensive national company law that governs business transactions: the North
operates on Indian company law introduced by the British and the South on
Italian. Once a business gets started, after the initial tax holiday, taxa-
tion exacts a heavy burden. Government monopolies in banking, insurance and
transportation provide poor services and infrastructure is deplorable.

2.30 Until the present, the private sector has not responded to the new
policy environment with increased activity. For instance, it has not taken
advantage of the free foreign exchange market to increase capacity utiliza-
tion, preferring to wait for foreign exchange allocation at the commercial
rate of exchange. It is heavily protected through subsidized foreign
exchange, import licensing that 1limits competitive imports and tariffs and
other charges levied on imports, although this protection is vitiated where
products can be smuggled in. The inefficiency of private manufacturers is
corroborated by the HIID study, and it aleo faces the skill shortages that
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confront public enterprises. However, this is still a transition period
from Government intervention in every aspect of the economy to one that is
more market based and liberal. Only when a market-based incentive structure
and an open competitive economy have been in place for a few years, and
supporting measures are undertaken to provide managerial and technological
skills, will increased efficient private sector activity be forthcoming. 1In
the meantime, expectations that the private sector will expand rapidly,
especially if protection is lowered, are probably not realistic.

2.31 There has been some discussion of privatizing industrial public
enterprises, partly to reduce direct Government involvement in industry, and
partly to stem the drain on the exchequer caused by subsidies given to keep
these enterprises operating. At the moment the capability of private busi-
ness to take over existing public enterprises is limited. They do not have
the management experience, technical expertise or finances to buy and
operate the larger and more complex operations, except perhaps in one or two
cases, Over time, as some entrepreneurs accumulate capital, expand their
operations and acquire knowhow, they may bec able to purchase some public
enterprises and operate them efficiently.

2.32 Private foreign direct investment is largely absent in Somalia:
in 1986, one German firm invested US$500,000 and another Egyptian firm
Us8$200,000. Somalia is not a very attractive country to invest in,

especially if protection is reduced and kept at moderate levels. However,
whatever potential exists has not been properly exploited. Private foreign
investment could fulfill a very useful function in providing a package of
capital, technology, management and marketing, There are a couple of
successful joint ventures between foreign investors and the Government--
Somalfruit and GRP Products. This example could be followed by Somalia's
private sector to their benefit.

J. Financial Sector

2.33 The Somali financial system comprises the Central Bank of Somalia
(CBS), the Commercial and Savings Bank of Somalia (CSBS), the Somalia
Development Bank (SDB), a postal savings system and State Insurance Company
(SICO0S), all Government owned. In 1970, all branches of foreign banks
operating in the country were nationalized and reorganized over the years to
provide for areas of credit specialization, and ensure compatibility of
banking activities with economic policy objectives. Day-to-day banking
operations are controlled by CBS, commercial banking activities by CSBS and
term lending by SDB. In 1983, the law was amended to permit competition in
commercial banking services, but no domestic or foreign institutions have
yet beeun granted a charter.

Credit

2.34 While there have been changes in the level of interest rates in
the past few years, they remain significantly negative in real terms. This
diminishes the supply of savings for credit creation and encourages capital
flight or conversion into real assets that appreciate with inflation.
Indeed, as Table I1.6 shows, between 1980 and 1984, total credit claims
outstanding decreased by 47 percent in real terms.
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2.35 Since 1980, as part of a strategy to promote private sector acti-
vity, a deliberate effort has been made by the authorities to curtail credit
to public enterprises and make it available to the private sector. Between
1980 and 1984, the private sector increased its share of total credit out-
standing from 11 percent to 39 percent, whereas parastatals decreased their
share from 40 percent to 16 percent: the private sector received about two-
thirds of all new credit while parastatals received virtually nothing. This
is a welcome development after many years during which the Government
crowded out the private sector from access to credit. Even now the Govern-
ment still retains a total of 61 percent of credit outstanding, considerably
higher than the 40 percent in neighboring Kenya. This share has to decrease
further to facilitate long-term sustained development of the private sector.
Furthermore, allocation of credit to the private sector continues to be
based on connections rather than intrinsic creditworthiness of the borrower
or the project and banking services are generally slow and poor. Allowing
competition in the banking sector would help the private sector get access
to credit and improved services, and result in a better allocation of
resources.

2.36 As Table II.6 shows, most of the banking system credit goes to
trade and this share has increased from about 50 percent during 1980-82 to
60 percent in 1983-.84 because of import 1liberalization policies. Both
industry and agriculture’'s shares declined as a consequence. Indeed, indus-
try’'s share declined to 13 percent, about half of the earlier period, proba-
bly because demand also declined with decreasing investment and capacity
utilization. Industry's share of long-term loans from SDB were just over 50
percent of total loan approvals between 1980-84. In the past two years
virtually all of these loans have been for the private sector.

2.37 Negative real interest rates appear to be resulting in declining
resource mobilization, inefficient allocation of capital, capital flight and
perhaps currency speculation. This 1is a direct consequence of liberal
import and foreign exchange policies with inappropriate interest rate poli-
cies and a monopoly in banking services. Interest rates, like the foreign
exchange rate, should be determined by competitive market forces. The
Government should move towards positive real interest rates and grant
charters to encourage competition in commercial banking services. While the
private sector has increased its share of credit considerably, it is still
low for sustained lorg-term development. In any case, in the present econo-
mic environment, most of the private sector credit is used for trade rather
than agriculture or industry. Breaking the Government's banking monopoly
and changing interest rate policy will go a long way in promoting private
sector activity in agriculture and industry, if supported by measures to
rationalize tariff protection and enhance the =supply of managerial and tech-
ni-al skills.
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CHAPTER II1I
POLICIES

A. Exchange Rate

1. Background
3.01 Somalia undertook a major reform of the exchange rate system at
the start of 1985. The previous year had been one of severe hardship.

Exports had plummeted as a consequence of a Saudi ban on livestock imports
from Somalia, and foreign aid had declined while debt arrears had mounted.
The Government had eased on its earlier stabilization efforts, leading to a
trebling of the budget deficit, rapid monetary growth and an inflation rate
of 92 percent per annum. The official exchange rate (So. Sh., 26 to the
dollar in 1984) had become highly overvalued, and thie parallel market rate
had reached So. Sh. 80-100 to the dollar by the end of 1984,

3.02 A major adjustment program was adopted in 1985 under a new IMF
Stand-by Agreement, in the formulation of which Bank staff had been closely
involved. The official exchange rate was devalued by 38.5 percent to So.
Sh. 36 to the dollar on January 1, 1985, and & free foreign exchange market
was set up to handle most private transactions. A franco valutal system,
which had been re-introduced in 1984 as a means of easing the severe short-
age of imports, was abolished. This was accompanied by the lifting of most
quantitative controls on exports and imports and a virtual dismantling of
the pervasive apparatus of price controls on private sector activity.
Measures to control monetary growth, raise interest rates to positive real
ievels, reform public enterprises and reduce the budget deficit were antici-
pated.

3.03 It was also anticipated that the exchange rates would be unified
at a market-determined rate by end-1985, following a progressive monthly
devaluation of the official rate and a gradual transfer of items from the
official to the free market rate. The official market handled all aid and
debt transactions, military imports, petroleum imports and diplomatic expen-
ditures, while the private market handled all private imports, some public
enterprise imports and capital transfers. There was also a third market for
foreign exchange administered by the Commercial and Savings Bank, used main-
ly for tourist receipts, overseas travel and educational expenditures and
imports brought in under aid-financed Commodity Import Programs (CIPs). The
commercial bank rate, set initially at So. Sh. 84 to the dollar (when the
free market rate was So. Sh. 89), was supposed to change in line with the
free market rate until the unification of all rates was achieved.

3.04 In the event, only some elements of this policy package were
implemented in 1985. Monetary and fiscal targets could not be met and
inflation was higher than expected. Foreign receipts fell far short of

projections, causing external arrears to increase; the Standby was suspended
as Somalia also fell into arrears with the IMF. Interest rates continued to
be negative. The devaluation of the official exchange rate was slowed down,
retarding the unification of the foreign exchange market as the free market
rate depreciated. The commercial bank rate was not adjusted, and was still

1/ Imports purchased with the buyers own foreign currency resources.
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at So. Sh. 84 per dollar until mid-1986. No transactions were transferred
from the official to the free market, Tariff duties were charged at an
artificially low rate rather than, as agreed, at the free market rate.
Reform of public enterprises and the banking system was also delayed.

3.05 The IMF renewed its Agreement in early-1986 under a revised time-
table. The official rate was devalued by 22 percent, from So. Sh. 42.5 to
the dollar in December 1985 to So. Sh. 54.5 in January 1986, and was depre-
ciated by So. Sh. 4 per month so as to reach parity with the free market
rate by end-1986. The commercial bank rate was to be adjusted every 10 days
in line with the free market rate. Private exporters had to surrender 50
percent of their export receipts at the official exchange rate (raised from
35 percent in 1985), with the remainder sold at the free market rate. By
mio-1986, slippages had again occurred. The rate of inflation continued to
exceed projections, and the official rate (at So. Sh. 91/US dollar by Octo-
ber) was still only 68 percent of the free market rate. The commercial bank
rate remains unchanged. The interest rate remains negative in real terms--
the commercial bank overdraft rate was 15-20 percent while prices were ris-
ing at around 40 percent per annum.

3.06 Under a World Bank initiative, most of the Agricultural Sector
Adjustment Program (ASAP) credit of US$§70 million 4is being channelled
through an exchange auction, which acts as a "wholesale" market for foreign
exchange, usable for essential imports only. The commercial bank rate has
been eliminated and the free market continues to function rather like a
retail foreign exchange market. Bids at the auction can range from a mini-
mum of US$5,000 to a maximum of US$200,000. Private and public enterprises
(except Somalpetrol) and individuals can participate in the auction to pur-
chase any imports except military equipment nd luxury goods. The first
auction was held on September 1, 1986, followed by others at 15-day inter-
vals. The auction was temporarily suspended in mid-January 1987 until the
foreign exchange pool could be replenished.? In the event, the exchange
rate was not unified by the end of 1986. The official rate was So. Sh. 90.5
to the dollar/™che auction rate was &o0. Sh. 113 to the dollar and the free
market rate So. Sh. 140 to the dollar. The trend was, however, towards
unification and a broadening of the auction market with additional funds as
well as an enlargement of allowed importables will provide an improved basis
for unifying the exchange rate in the future,

2/ The exchange rate system has changed twice while this report was being
processed. The system described above continued until July 1987 when an
enhanced auction was implemented to provide foreign exchange for all
goods transactions that were previously financed through the limited
auction and free market. Exporters received the auction market rate for
their foreign currency earnings and importers purchased foreign exchange
at that rate too. The auction rate moved rapidly from So. Sh. 134 to the
USdollar in June 1987 to So. Sh. 15¢9.8 by mid-September 1987. Because of
the rapid devaluation, the Government decided to suspend the auction on
October 18th, 1987 and fixed the exchange rate at So. Sh. 100 with a
provision for a 40 percent retention of export earnings. This regime is
still under review and may be changed in the near future.
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3.07 Table III.1 shows the evolution of the various exchange rates in
Somalia. The parallel market rate at end-1984 is also shown for comparison;
this market almost disappeared when the free market was introduced, since
the latter fulfilled all its functions more conveniently and legally.
According to Somali authorities, a tiny parallel market still exists for
illegal (contraband) transactions and for people who do not have the
required US$1,000 to open an external account, but its rates are practicaliy
the same as the free market rate. The free market rate started squarely in
the middle of the parallel market range in January 1985. During the first
six months (January-June), it depreciated by 9.9 percent, the next six
months by 17.3 percent and, by 31.4 percent in the first six months of 1986,
Over the period, while the rate of fall was fairly steady,3 it decelerated
around the third quarter of 1985, then speeded up in 1986 (the greatest
acceleration took place around April-May 1986). For the whole of 1985, the
depreciation of 29 percent was more or less equal to the rate of inflation
(around 30 percent). In 1986, the rate of inflation was around 37 percent
p.a. but the rate of depreciation was only 22 percent, resulting in an
appreciation in real terms.

Table III.1: SOMALIA - EXCHANGE RATES, DEC. 1984 - JUNE 1986
(So. Sh. per US$ at end-period)

Ratio of
Official Parallel Free to
Central Commercial Free Market Auction Market Official
Bank Bank Rate Market Rate Rates

1984 Dex. 26.0 - - - 80-100 3.1 - 3.8
1985 Jan. 36.0 80.4 89.0 - - 2.5
" March 37.0 82.0 91.4 - - 2.5
"  June 40.6 84.4 97.8 - - 2.4
"  Sept. 40.6 84.4 100.7 . - - 2.5
" Dec 42.5 84.4 114.7 "o - 2.7
1986 Jan. 54.5 84.3 114.8 - - 2.1
" Feb. 54.5 84.3 122.9 - - 2.3
* March 58.5 84.3 138.6 - - 2.4
" April 62.5 84.3 148.1 - - 2.4
"  May 66.5 84.3 152.9 - - 2.3
' June 70.5 84.3 154.0 - - 2.2
" July 74.5 84.3 150.8 - - 2.0
" August 78.5 84.3 138.9 - - 1.8
" Sept. 82.5 B4.3 138.4 105 - i.7
" QOct. 86.5 86.5 139.7 96 - 1.6

Source: Commercial Bank.

3/ A regression line fitted to 50 observations of 10-day average rates from
January 1, 1985 to end-May, 1986, ‘"explains” 86 percent of the variation
in the rate. The mean value of the rate is 110.4, with a standard
deviation of 20.
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3.08 The free market rate differs by So. Sh. 2-3 from buyer to buyer,
depending on the amount involved, with larger buyers getting better rates.
The daily fluctuations can be quite substantial: in ten days of early June
1986, for instance, they ranged from 0.5 percent to 4.2 percent. Neverthe-
less, the month-by-month stability of the rate during 1985 was remarkable,
in view of the fact that the free market was so new and relatively thin
(about US$2.6 m. per month in early 1985, US$4.8 m. per month in late 1985
and the same in early 1986). It is also subject to seasonal fluctuation in
the supply of foreign currency because livestock exports are affected by the
"pilgrimage season", and demand also varies, depending on need to import
food privately as food aid disbursements fluctuate. The main transactors,
some 100 large livestock exporters and an unknown number of overseas remit-
ters on the supply side, and some 35U large private traders on the demand
side, thus showed an impressive ability (a) to smooth out cycles in supply
and demand, and (b) to match the decline in the domestic purchasing power of
the shilling. The thinness of the market did not appear to hamper the flow
of information or the formation of expectations of the main actors.

2. Structure of the Free Foreign Exchange Market

3.09 The free market is fed by the retained portion of private export
receipts and remittances from abroad: these are channelled through two
separate accounts--export accounts and external accounts. The same person
may have both accounts, but foreign exchange earned by expurting cannot be
transferred to an external account. Export accounts can only be used, by
the exporter or anyone else, for payments for legitimate imports of goods
and services, by transferring the money to an import account. External
accounts are supplied, on a "no questions asked" basis, with foreign
exchange from overseas residents or Somali traders. These holdings can be
used either for imports of commodities or for transfer of capital overseas,

3.10 The external account market serves three functions besides trans-
ferring remittances to Somalia. First, since exporters have to surrender
half their foreign exchange at the official rate, they face an implicit tax
of 27 percent compared to a wunified free rate, and have an incentive to
underinvoice their exports and bring the money via external accounts, so
evading the penalty. Second, since capital can be transferred abroad freely
by anyone holding an external account who buys exchange from another exter-
nal account holder, this submarket has taken over the capital flight func-
tion of the parallel market. The fact that the free market rate did not
start off above the parallel rate in January 1985 suggests either that the
parallel market was relatively riskless and efficient, or that the desired
portfolio adjustment of wealthy Somalis between domestic and foreign curren-
cy had largely been accomplished by then, or both. Third, real interest
rates continue to be negative in Scmalia while they have been positive and
relatively high in the Middle East and developed countries, making it
attractive to borrow in Somalia for investment overseas.

3.11 The depreciation of the shilling has been led by the external-
account submarlket, where rates tend to be slightly higher (i.e., more
shillings to the dollar) than the export/import-account market. In January-
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May 1986, of the total of US$21.7 m. worth of transactions in the free
market, US$11.9 m. or 55 percent was sold from the external account market,
US$2.6 m. or 12 percent from export accounts and US$7.1 m. or 33 percent
from import accounts (the last two being usable only for imports). It is
reasonable tc believe that the recent pressures on the value of the local
currency have been fuelled by a change in the underlying fundamentals, that
is, an increased bucyot deficit and credit expansion.

3.12 In 1985, the imports of commodities financed by the free market
came to US$42.9 m. Of this, food, beverages and tobacco accounted for 40.1
percent, construction materials for 33.8 percent, and transport equipment
(largely passenger cars) for 12 percent. Industrial inputs (raw materials,
machinery and spares) accounted for only 17 percent of imports (US$7.4 m.),
a large part of which (around US$5 m.) was imported directly by the Govern-
ment. Thus, the liberalization of imports and foreign exchange has predomi-
nantly led to the meeting of affluent consumer and urban construction
demands rather than to increasing the use of installed industrial capacity.
Industrial enterprises prefer to wait for much cheaper allocations of
imports under CIPs (at the commercial bank rate). This appears to be the
more profitable alternative even though it leaves a lot of unutilized capa-
city. The reluctance to resort to the free market implies the inability to
compete or sell at those prices. The evidence adduced towards the end of
Chapter II supports this interpretation.

3. Effects of Exchange Rate System

3.13 The complex system of exchange rates in Somalia during 1985-86 has
had a mixture of beneficial and harmful effects. The beneficial effects are
that the move towards a market-determined exchange rate, however halting,
has helped exporters (except producers of hides and skins, frankincense and
myrrh, whose prices are controlled), reduced administrative control cver a
section of the import market and virtually eliminated the parallel market.

3.14 The harmful effects stem from the complicated way in which libera-
lization is taking place, including the existence of multiple exchange
rates. First, the penalty imposed on exporters has induced underinvoicing4
of exports and has enabled underinvoicing of imports. The free market has
made this circuit easier because importers no longer have to obtain exchange
illegally. As a result, the Government loses tariff revenue and local pro-
ducers have their protection diluted. Second, multiple exchange rates have
created competitive distortions between firms with differential access to
imports at the lower rates. Multiple exchange rates have also had a nega-
tive impact on production: the greater the perceived probability of future
allocations at the cheaper rate, the greater the expected loss from purchas-
ing now at the free market rate. This encourages intermittent production
and low levels of capacity utilization. Third, the external account system,
in combination with domestic inflation and negative real interest rates, has
encouraged capital flight.

4]/ A calculation by the IMF from partner country trade data shows that in
1984 Somali exports were valued at US$62 m. by Somalia and US$123 m. by
the importers. The difference of US$61 m., as large as declared exports,
was presumably kept abroad for capital flight or remittance via the
parallel market.
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B. Trade Regime

3.15 1. Imports. Until the end of 1984, Somalia had the usual mixture
of quantitative restrictions and tariffs on imports that characterizes early
import-substituting industrialization efforts. Import tariffs had been set
up for revenue purposes rather than as a coherent protective device, and
contributed nearly half of total Government revenue. As part of its Stand-
by Agreement with the  IMF, Somalia disrantled practically all its
quantitative restrictions on trade in early 1985. However, the export of
ivory and hides and skins required prior approval. The import of military
equipment and items related to its manufacture, narcotic drugs and morally
offensive literature was banned, while the import of alcohol, tobacco,
petroleum, medicines, explosives, precious metals and minerals was subject
to prior approval.

3.16 The taxation of imports is made up of three main elements:>

(1) Import duties: These are comprised of customs and fiscal duties.
Together they range from 4 percent to 700 percent of CIF values. The struc-
ture is roughly in accordance with an equity principle and an import-substi-
tuting trade strategy. Capital goods a&are wholly exempt and some recurrent
inputs are also exempt, but this depends on administrative discretion, and
neither the criteria employed nor the incidence of exemptions is clear.
Goods that an average urban consumer needs are charged duties of 30-50 per-
cent, though some items (soft drinks, soaps, garments) are in higher
brackets to protect domestic production, Luxury goods like toiletries,
alcohol, durable consumer goods are charged the highest duties (large cars
123 percent, audio and video equipment 147 percent, soaps 171 percent and
spirits 700 percent).

(ii) Administrative and Statistical (A&S) Duty: 20 percent of CIF
value.

g (2 4
zzii) Stamp tax: 2 percent of all other taxes and harbour dues (but not
CIF wvalue).

3.17 The weight of all these additional charges varies with the level
of import duty. At the extreme import duty values of zero and 700 percent,
the extra charges add 24.1 percent and 59.6 percent respectively to C.I.F.
value. As a proportion of total official costs to the importer, additional
charges vary from 100 percent when import duty is zero to 7.8 percent when
import duty is 700 percent.

3.18 Apart from the various official duties and charges noted above,
the Somali importer has to bear the following supplemental charges: (1)
port handling and transportation; (2) freight forwarding and insurance; and
(3) "rents" collected by persons who can accelerate customs clearance and
influence the level of charges «collected. The first two charges are for
services provided by state monopolies and are regarded as expensive. A
USAID audit of 2 shipments under their CIP revealed that the sum of port-
related and extra-port direct costs fell between 10 percent and 20 percent
of C.I.F., cost for 6 out of 12 shipments, and between 25 percent and 50

5/ These data are drawn from the HIID report (op. cit.).



- 25 .

percent for the remaining 6. The weight of these costs varies erratically
between different products, further distorting the impact of the tariff
structure.

3.1¢ The protective effect of tariffs and other charges is, however,
diluted by three factors: (1) 'the Government uses an artificially low rate
of exchange (So. Sh. 60 to the dollar) for tariff purposes, even if an
import is transacted at the market exchange rate (see para. 3.13). Thus, at
present, the impact of all ad valorem duties is diluted by about 55 percent;
(2) there appears to be widespread evasion of import duties by underinvoic-
ing imports and by accigning them to categories with lower duties. The
customs authorities try to check declared prices against a price list, but
this list is not comprehensive and tends to become outdated quickly because
it is denominated in shillings; and (3) there is a considerable amount of
smuggling of consumer goods, for instance, garments, pots and pans,
cigarettes, etc.

3.20 The net protective impact of import duties and supplemental
charges, together with other Government policies can be measured by the
effective rate of protection (ERP) received by each firm or product. This
ratio focuses on the protection an enterprise receives for its value added
(revenue from sales of tradeable outputs minus costs of tradeable inputs).
In other words, it takes into account not only the effects of policy on
protecting final output, bu: also the effects of protecting inputs to
production. The ERP is the ratio of value added at market prices to value
added at economic (world) prices. Divergence between domestic market and
world prices of tradeable inputs occur when taxes, customs duties and char-
ges and price control affect the pirices received for the output or paid for
the inputs of the firm. A positive ERP indicates that the firm is receiving
a net positive protection from the combination of policies influencing the
costs of material inputs and sales revenue; a negative value indicates that
the firm is receiving a net disincentive. An infinite ERP means that the
value added at world prices is negative. In. other words, the foreiym
exchange cost of manufacturing a product domestically exceeds the foreign
exchange cost of importing the finished product: the country is giving up
more foreign exchange to manufacture a product than it would to import it as
a finished good.

3.21 The results of the HIID survey mentioned earlier are summarized in
Table III1.2 below and presented in detail in Table 8 in Appendix I.

Table II1I1.2: SOMALIA - SUMMARY RESULTS OF ERP ANALYSIS
OF 27 ENTERPRISES
(Number of Firms)

ERP Infinite 100 Z  50-100 2 25-50 2 0-25 Z Negative Total

Gross 5 6 6 4 2 4 27

Net 9 3 1 2 2 2 20

Source: HIID (op. cit.)
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3.22 Value added at world prices was measured in two ways: by not
including depreciation as an input (gross wvalue sadded), and by including
depreciation as an input (net value added). Data were available to
calculate ERPs on gross value added for all 27 firms but for only 20 firms
on net value added. Apart from activities with infinite protection, which
have negative value added at world prices and lose foreign exchange (discus-
sed earlier), two other aspects of the protection structure are notable.
First, there is a wide dispersion of ERPs across enterprises, resulting from
the patchwork combination of protective tariffs, sporadic access to subsi-
dized foreign exchange, undervaluation of imported inputs, partial exemp-
tions from tariffs on inputs and price controls on output. Second, firms in
the same subsector receive widely differing rates of protection. Seven cof
the eleven subsectors surveyed are represented by at least three enterpri-
ses. ERPs observed for 6 of the 7 subsectors span at least 3 of the ranges
in Table III.2; coefficients for & subsectors--food products, textiles and
apparel, leather and tanning and construction materials--span at least 5
ranges; and firms in textiles and apparel and construction material span all
& ranges, i.e., from negative to infinite ERPs. Such a diverse range of
protection, among and within subsectors, provides widely different incenti-
ves for different activities and firms, resulting in a substantial misallo-
cation of resources. Incentives should be equal among activities and for
individual firms to ensure that investments are attracted into lines of
production that earn or save the maximum amount of foreign exchange.

3.23 There is a strong case for a thorough reform of the import regime
in Somalia. The present structure is largely geared to generating revenue.
It is complicated, allows for arbitrary use of discretionary powers and does
not encourage efficient resource allocation. The regime needs to be simpli-
fied and made more transparent to minimize or eliminate the use of discre-
tionary powers. Protection should be more uniform among activities (except
for luxuries and undesirable items) to ensure that resources are allocated
to the most efficient uses and there is no differential in incentives.
These changes can probably be made with 1little loss in revenue to the
exchequer and also minimal dislocation because the industrial sector, espe-
cially the private sector, is very small. There is an opportunity to lsy
the foundation for the future development of an efficient private industrial
sector.

3.24 2. Exports. Somali industry hardly exports anything at present,
but it is possible that it may develop exports in local-resource based
products 1like processed fruit, vegetables, meat or fish and leather
products. Exports of wet blue hides and skins and finished leather have
been prevented by the monopoly power exercised by the Hides and Skins Agency
(HASA): as a monopsonist buyer it offers low prices for hides and skins
thereby encouraging smuggling to Kenya and creating a shortage for proces-
sing; it has a monopoly in exports of processed hides and skins which has
prevented some private tanneries from exporting wet blue hides and finished
leather of better quality than HASA's. There appear to be no existing poli-
cies to promote manufactured exports. However, the main barrier is less the
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absence of export incentives than the backwardness of the productive struc-
ture. The present incentive structure, by protecting industry, makes produ-
ction for the domestic market much more profitable than exports. This bias
is reinforced by the foreign exchange retention scheme which penalizes
exporters, and the lack of duty drawback or excise tax rebate schemes for
exports. It is important to establish incentives that do not discriminate
against exports, to lay the foundations for the growth of export-oriented
industries.

C. Trade Regulation and Price Controls

3.25 Trade regulation and price controls are often linked: trade regu-
lation, that limits competing imports, can create monopolies and monopsonies
which are powerful enough to charge uneconomic prices; in many instances,
Governments impose price controls to regulate their domestic market power.
In either case, the prices are not determined by competitive market forces
and may impose a cost to society. When the prices of outputs are controlled
they act as a disincentive to production and can result in lower production
or investment, or in a growing parallel market. When prices of inputs are
controlled they are an inducement to production, but shortages of inputs
result, thereby disrupting production and raising costs.

3.26 Trade regulation arnd price controls were pervasive in Somalia
through the 1970s and early 1980s. By 1982 it was becoming clear that these
measures were having little effect other than to compound shortages and
divert goods to the parallel market. Implementation of price control was
eased and, from January 1985, dismantled, except for public enterprises.
These enterprises are, however, a large part of the economy, especially of
the industrial sector. Of the 15 public industrial enterprises surveyed by
the mission, at least 7 had to sell their production at Government-set pri-
ces. In several cases, for instanc2 cigarettes and pasta, they are below
CIF levels. The Cigarette and Match Factory, the only enterprise legally
entitled to®mport or produce cigarettes and matches in Somalia, is discour-
aged from expanding output by buying additional inputs at the free market
rate because of its low sales prices. As a result, capacity utilization is
very low and 70 percent of domestic demand is supplied by smuggled imports
even though many consumers apparently prefer the domestic product. The
state Wheat Flour and Pasta factory enjoys a privileged position in the
distribution of wheat, imported under food aid arrangements, at a price
based on the official exchange rate. However, this advantage is outweighed
by the controlled low sales price. As a result, the pasta factory is dis-
couraged from expanding output.

3.27 Other industrial enterprises, according to officials of the Minis-
try of Industry, are supposed to set output prices to cover costs and
provide for a suitable (about 8-10 percent) return on investment. It is not
known what level of capacity wutilization is assumed in calculating unit
costs or whether assets are revalued in accordance with devaluation and/or
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inflation to calculate depreciation. Administered prices could be an incen-
tive if they provide a return on investment at very low capacity utiliza-
tion, or a disincentive if they deprive enterprises of resources needed to
maintain and replace their fixed assets.

3.28 Virtually all industrial enterprises consume petroleum, either
directly or indirectly. The National Petroleum Agency and the Petroleum
Refinery have monopolies in the procurement, distribution and refining of
petroleum. The authorized sale price of petroleum products is based on the
official exchange rate, resulting in an implicit subsidy, due to the consi-
derable difference between the official and free market exchange rate. The
subsidy this provides to Somali industry is offset by the shortages that
result from excess demand at the official price. While manufacturers who
obtain petroleum at the official price gain, many others, that have to pay
an artificially high parallel market price, suffer. Such differences in
prices among enterprises for the same product make for an inefficient allo-
cation of resources.

3.29 Trade regulation and price controls are costly to administer,
cumbersome and have a damaging impact on business activity in Somalia.
Production has suffered in several industries and there has been a loss in
foreign exchange from potential exports of hides and skins, wet blue hides
and finished leather. Parallel markets have been created resulting in
differential incentives between activities and firms depending on access to
the official or parallel markets. Such interventions should be lifted to
allow competition in production and trade, and prices should be based on
market forces. There will undoubtedly be a net gain in efficiency and
foreign exchange, and an opportunity to develop the leather industry, one in
which Somalia probably has a comparative advantage.

D. Taxation

3.30 In the Som.l: -fax system, private and public enterprises are taxed
differently. Private companies are taxed at a flat 35 percent of their
income. The income tax rate, even without exemptions, is within normal
limits, and probably at the lower end of corporate income tax rates world-
wide. The Minister of Revenue is entitled to exempt from taxation (1)
domestic private enterprise net income up to 10 percent return on investment
for a period not exceeding ten years; and (2) foreign private enterprise net
income for a period not exceeding five years. No list of exempted companies
was available. In addition, the Minister can also exempt industrial compa-
nies from income tax up to 40 percent of undistributed profit or 25 percent
of chargeable income, whichever is lower, provided that amount is set aside
for reinvestment. It is not known whether this exemption has ever been
applied.

3.31 According to Law No. 58 of 1972, all public enterprises are sub-
jected to three main taxes: (1) a turnover tax of 50 percent on profits;
(2) an income tax of 30 percent; and (3) a depreciation tax of 50 percent.



- 20 .

It was the intent of the law that the turnover tax would be assessed on
gross sales but, in practice, it is applied to income, making the total
income tax rate 80 percent (the law is in the process of being changed to
reflect actual practice). Such a high rate of income tax is a strong disin-
centive for declaring profits. Similarly, the 50 percent tax on deprecia-
tion is a disincentive to revaluation of enterprise assets in line with
devaluation and inflation, to make adequate provisions for replacement. A
proposed amendment to the tax law will eliminate the depreciation tax and
reduce income tax to 35 percent, in line with the tax rate for private
enterprise. However, the Minister of Revenue will be able, at his discre-
tion, to require payment of up to 80 percent of income--the present rate for
public enterprises.

3.32 In addition to income tax there is a sales tax of 5 percent levied
on most items and an ad valorem excise tax applied to a large range of pro-
ducts. Rates of excise tax vary from 100 percent for cigarettes and alcoho-
lic beverages, to 80 percent for matches and wine, 60 percent for sugar and
5-20 percent for other consumer goods. There are also local taxes and a
stamp tax. These taxes add to the price of products, thereby lowering
domestic sales and profits, and rendering manufactured goods uncompetitive
with goods that escape taxation--smuggled goods and household produced
goods--further lowering their profitability.

3.33 The tax structure is complex and includes too many discretionary
exemptions that can create differentials in incentives. It should be sim-
plified and standardized. The private sector income tax rate is within

reasonable limits but public enterprises are taxed too heavily; they should
be treated equally with private enterprises, especially in view of potential
privatization or autonomous operatior. of public enterprises as suggested in
the reform program (see below). Tre Government has to balance its short-
term revenue needs with long-term growth objectives. Finally, there is no
scheme for rebating excise and other taxes, or indeed customs duties, for
exporters of manufactured goods. While there are no sizeable exporters at
present, this could deter new entrants.

E. Labor

3.34 Until recently, hiring and firing of labor was controlled by the
Ministry of Labor. Wages were set according to a Government grading system
which was applied to industrial public enterprises regardless of the scarci-
ty value of skills needed for particular jobs. All secondary school leavers
were guaranteed employment and 90 percent of industrial public enterprises
employees were permanent staff who had to be paid even if the factory was
idle. This 1led to overmanning, poor morale, absenteeism and very low
productivity.

3.35 In 1983 the employment guarantee for school leavers was dropped
and, in 1984, Law No. 26 increased the freedom of private and public enter-
prises to hire and fire, set wage rates and implement incentive programs.



According to the Ministry of Commerce and Industry, Law No. 26 requires
enterprises to obtain permission from the Ministry of Labor when they hire
or fire but, in practice, this is never denied. Private sector businessmen
interviewed by the mission agreed with this assessment. They basically keep
the Ministry of Labor informed of their actions and are occasionally asked
to justify lay-offs and wage rates at the low end. The evidence is that the
private sector has been able to retrench and maintain productivity to ad ust
to the difficult economic circumstances of the past few years.

3.36 In theory industrial public enterprises also enjoy the same
freedom. Each factory is supposed to negotiate with its employees three-
year collective contracts that include incentive programs. In practice,
however, only a few public enterprises have taken advantage of the new law.
Most enterprises still retain a full complement of staff even though their
capacity utilization is below 25 percent. In some cases this may be justi-
fied because wage rates are very low and capacity utilization is expected to
increase. In other cases unjustified overmanning continues and could adver-
sely affect prospects for privatization or improvement in efficiency.

F. Licensing

3.37 The Ministry of Industry is empowered to issue industrial licenses
to private investors. There are no regulations which prescribe the sectors
which private industrialists can enter, though certain activities (alcohol)
are totally forbidden. The Ministry is supposed to advise potential inves-
tors on the economic feasibility of their proposals and to review their
studies. In theory, it guides entrepreneurs towards agro-based and small-

scale labor intensive activities. In practice, the advisory and evaluative
capabilities of the Ministry are limited. In 1985, about 150 applications
were received and 40 were approved, Many applications were not adequately

formulated and some were rejected because the projects were too import-
intensive.

L Y
3.38 The process of obtaining licenses used ¢to be lengthy and cumber-
some. The recent reforms are supposed to have changed that but there are
complaints that the process is still slow and arbitrary. After an indus-
trial license is granted, the Ministry helps the investor get free land from
the local Government. The Somali Development Bank provides up to 75 percent
of the investment as long-term credit for local resource based industries,
and up to 50 percent for other projects. The import of capital goods is
authorized by the Ministry of Commerce.

3.39 As the economy moves towards liberalization, industrial licensing
should become simply a registration procedure, rather than a selection pro-
cess through which the Government gives guidance or entitlement to special
benefits. The private sector should be allowed to respond to competitive
market forces, assess the risks involved in starting a business and proceed
when it sees an opportunity. The entrepreneur then bears the entire respon-
sibility for the success or failure of the venture. This will get the
Government out of the business of picking winners and avoid kickbacks and
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influence as importar.t determinants of business success. However, the most
important constraint on the growth of the private sector is not the licens-
ing system, but the entrenched state monopolies that control distribution of
hides and skins, transportation, banking and insurance.

3.40 Regulations affecting foreign private investment are specified in
Law No. 7 of January 29, 1977 on Foreign Investments. Under this law, the
Ministry of Finance is authorized to grant total or partial exemption from
import and export duties, excise and income taxes and municipal levies for
up to five years for "productive enterprises”. Licensing decisions must be
conveyed to the foreign investor within 60 days of the receipt of the appli-
cation. For "productive enterprises", interest, profit and loan repayments
are transferable abroad up to the amount of 30 percent per annum of the
original capital invested plus reinvested profits and interest. Unused
transfer rights can be carried forward for the next three years. Capital
brought in is transferable abroad in the same currency after five years (in
exceptional cases, three years) from the date of registration. For "non-
productive enterprises", trunsferred profits cannot exceed 10 percent of
capital invested in shares or loans.

3.41 There has been very little foreign industrial investment since
this law was enacted, largely because of the overall economic situation.
However, the incentives and guarantees offered are less favorable than some
other countries (e.g., Mauritius) which have been more successful in attrac-
ting foreign capital. A revised law, which offers better terms to foreign
investors, has been approved and will be made public shortly.

G. Recommendations

3.42 The main recommendations made in this chapter are summarized
below. The thrust of the recommendations is to move the incentive structure
for {ndustry away from being administratively determined by the Government
to one that relies on automatic, across the board incentives and competitive
market forces. Where it remains necessary for the Government to intervene,
that intervention should be transparent, simple and not create differential
incentives between activities and firms:

- there should be one market determined exchange rate and no
foreign exchange retention limits imposed on exporters;

- the discretion exercised by the Ministry in issuing import
licenses should be curtailed. Import tariffs should be simpli-
fied and rationalized to provide uniform and reasonable protec-
tion for domestic production while garnering adequate revenue
for the Government. The bias against exports of manufactures
should be removed by implementing an export compensation
scheme;

- interest rate structure and levels should be market determined
or, at least, be changed towards being positive in real terms
and not discriminate between borrowers. Competition in banking
services should be allowed by granting charters to private
sector banks;
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the remaining price controls on public enterprises should be
removed and compctition allowed in the distribution of commodi-
ties now monopolized by the Government;

the tax structure should be simplified and discretionary exemp-
tion minimized. Private and public enterprises should be taxed
equally; and

the industrial licensing process should be simplified and made
automatic. Regulations governing foreign investment should be
amended to be made the same as those for domestic investment
and competitive with other countries.
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CHAPTER IV
PUBLIC ENTERPRISES

A. Introduction

4.01 There are about 45 public enterprises (PE) in Somalia that report
to 11 ministries (Table IV.1) and play a paramount role in each of their
sectors. About eighteen of these PEs, representing a sizeable proportion of
the total assets in the PE sector, report to the Ministry of Industry (MI).
This chapter’s main emphasis is on the performance, present condition and
need for reform of these industrial PEs. However, the institutional and
legal structure that governs their operations also affects that of other PEs
so it is difficult to restrict the discussion to industrial public enter-
prises. It is important to revicw the institutional and legal arrangements
governing PE operations at present because the Somali economy is in transi-
tion from an economy with _onsiderable direct Government involvement, to a
market based economy with much less intervention. The situation of all PEs,
especially industrial PEs, has to change to allow competitive market forces
and the private sector to play a larger role in production and distribution.
This chapter presents a: (1) brief overview of the evolution, performance
and recommended reform of the PE sector; (2) description of the legal and
institutional arrangements governing PE operations and their supervision by
the Government; (3) report of the survey of industrial PEs conducted by the
mission~-their financial performance and main problems; (4) proposal for the
reform of the legal and institutional structure governing PEs; and (5) pro-
posal for the reform of industrial PEs.

B. Overview of Somalia’s Public Enterprise Sector

1. Evolution of PEs in Somalia

4.02 Public enterprises in Somalia originally included a small number
of entities created by the Government largely because the private sector was
not considered capable of the relatively large investments required. This
includes companies such as Somaltex and the Los Koreh fish factory which
were set up in the 1960s. The 1961 constitution (Article 86) envisaged PEs
as agents of decentralized state activity, along with bodies established for
social purposes (e.g., Social Security Fund, CASS) and cultural-educational
purposes (e.g., National Theater, National University). There were also a
number of mixed companies in which the Government had a partial ownership,
such as National Banana Board, Jowhar Sugar Factory (with Italian inter-
ests), Somali Airlines (with Alitalia owning 49 percent), and others.
Although considered PEs, these enterprises operated as independent companies
and were managed accordingly. This situation continued through the 1960s.
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Table 1V.1: SOMALIA - PUBLIC ENTERPRISES GROUPED BY SUPERVISING

(PARENT) MINISTRY

Parent Hinlatry

Enterprise

Agriculture

Industry

Commerce

Soms ! ia Developmant Bank

Information

Publiic Works

Hea lth

Air and Land Trengport

Fisheries and Marine Tranasport

¥Wator and Mineral Resources

Tourism

Coopoaratives

Ageicultural Devolopment Corporation (ADC)

Farm Machery and Agricultural Services
(ONAT)

Somsifruit (formerly National Banans Board)

Some l tex

Snal Jowhar Complex

Cigarette and Match Factory
Juba Suger

Kismayo Meat Factory

Aluminum Utensilis Factory
Sopral Meat Plant

Borbera Cement

Asbestos Sheet Roofing

Gypsum Plant

Somali Pharmaceutical Industry
Hogadishu Uroca Plant

Foundry and Mechanical Workshop
Edible 011 Mill

Hides and Skins Agency (HASA)
Mogadishu Petroleum Refinery
Hogadishu Milk Factory

Nationa|l Patroloum Agency (distribution)
Nationo! Trading Agency (ENCE)

WBB Wheat, Flour and Pasta Factory

Someli Film Agency
State Printing Agency

National Electric Energy Authority (ENEE)
Public Construction Agency (PCA)
Somali Consuiting and Engineering Agency

Agency for Production and Distribution of Drugs
(ASPIMA)

Trading Agency for Vehicles end Spare Parts
(WAGAD)

Someli Airlines

Somali Transport Agency

Somali Marine Products (Kismayo Fish
Factory)

Lag-Qoroh Fish Factory

Somali GRP Products Co. (boat building)

Somali Shipping Line

Somali Shipping Agency

Somali Port Authorlity

Canda!a (Fish Canning)

Habs (Cold Storage)

Kismayo Water Agency
Hargoisa Water Agency
Mogedishu Water Agency
Various hotels

ITop
Brick Factory
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4.03 The 1969 revolution provided a new ideological underpinning for
the PE sector by adopting scientific socialism as the guiding development
doctrine. The Government embarked on a program of reorganizing the economy
on a socialist model; PEs were regarded primary as "engines of growth",
intended to help in achieving that goal. Their number was greatly increased
through several successive waves of nationalization: one in 1970 which
ccvered the banking system, electric power, the sugar industry, banana
exports and petroleum products distribution; a second in 1972 covering
retail sugar distribution, the printing industry and publishing companies;
and a third in 1975 covering the import and distribution of motor vehicles,
agricultural machinery, building materials, textiles and appliances,
electric and electronic products, and others. These nationalizations, as
well as naw investments, increased the PE sector during the 1970s to well
over 50 enterprises. The new 1979 Constitution (Article 41) defined the
public sector of the economy as the “vanguard of the country’s economic
development", to be given special priority over the other sectors which are
cooperative, private, and mixed state-private. Public enterprises have come
to dominate the modern sector of the economy, totally controlling the
banking, insurance and wholesale trade sectors, and accounting for the major
portions of the business services, tourism, export, and manufacturing.

IPE Financial rerformance in the 1970s

4.064 PEs' operating performance has been mixed. Their objectives are
not clearly spelt out, but include that they (i) be self-financing;
(ii) produce for domestic consumption and export; (iii) contribute to
foreign exchange earnings through import substitution and export promotion;
(iv) create employment; and (v) contribute to Government revenues. There is
no clear indication as to how the Government of Somalia (GOS) ranks these
objectives and what trade-offs it is willing to make when objectives con-
flict. This fact, and the lack of proper financial and operating records,
make the evaluation of public enterprise performance difficult.

4.05 Enterprise profitability is the key to PEs' ability to be self-
financing and to contribute to Government revenues. A 1976 Bank study found
that most manufacturing enterprises were consistently losing money while
trading enterprises were on a declining trend. Reasons cited for this dis-
appointing performance included high tax and interest burdens, detrimental
pricing policies and practices, low capacity utilization and weak manage-
ment. Only the financial sector, benefiting from high levels of short-term
borrowing by the trading and manufacturing enterprises, showed a good profit
performance. Later data collected during the 1980 Bank mission i iicate
little change in, and perhaps a worsening of, the profit situation.
Accounts available for 1977 and 1978 showed continuing losses for a number
of firms, and eroding profits or a reversal of a previously profitable posi-
tion in other Iirms. The only really profitable enterprise outside the
financial sector was the flour and pasta factory. Major problems affecting
the manufacturing enterprises were loss of markets; declining supplies of
domestic agricultural raw materials; lack of managerial and technical
skills; and lack of spare parts and obsolescence of equipment, both due in
part to foreign exchange constraints. Since the 1970s, financial perform-
ance appears to have worsened even further. This is borne out by the data
presented in Chapter II earlier and the June 1986 survey of industrial PEs
conducted by the micsion.
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The Beginnings of Reform

4,06 The need for, and commitment to, PE reform was initiated in the
1985 Stand-By Agreement with the IMF. This served as an impetus for GOS to
set up a high-level committee to look at various aspects of PE operation and
strategy. Its report was not published but appears to have led to active
consideration of the possibilities of divestiture and other means of ration-
alizing the PE sector. The report was followed up with a survey in 1985
which classified PEs into those to be retained in the public sector and
those that could undergo some degre= of divestiture, (this classification is
summarized on Table IV.5). Also, a few joint-venture arrangements were made
starting in 1983, among them Somalfruit, which was formed from the former
wholly GOS-owned National Banana Company, as a joint venture with private
Italian interests.

C. Legal and Institutional Framework

4.07 PEs in Somalis are officially divided into three categories:
autonomous agencies, financial enterprises and public companies. Each is
subject to its own legislation although the instruments of that legislation
present certain gaps in some respects while overlapping in others.

Autonomous Agencies

4.08 Autonomous agencies (AA) is the term used by Law No. 16 to design-
ate wholly Government-owned non-financiai public enterprises. This is the
basic law issued by the new revolutionary Government of Somalia in April
1970 to govern such agencies. It provides inter alia that each AA:
(i) should be established through a separate law which would lay down its
objectives; (ii) shall function under the supervision of a competent Minis-
try; (iii) shall be subject to having its accounts audited - the Magistrate
of Accounts; and (iv) may appoint the personnel it needs supject to Govern-
ment directives.

4.09 Law No. 16 also provided for each AA to be headed either by a
General Manager who would be both Chief Executive Officer and Chairman of
the Board of Directors, or by a General Manager who would operate without a
Board. A few months later (September 1970) this provision was cancelled by
Law No. 56 which ruled instead that AAs would only be headed by General
Managers reporting directly to their supervising Ministry.

4.10 Three weeks after Law No. 16 was promulgated, Decree 74 obliged
each PE to establish a management committee, chaired by the General Manager,
with the Personnel Manager as ex-officio member, but otherwise heavily
weighted towards representation  of lower-level  workers, and a
labor committee consisting of elected staff members. The former was to

participate in preparing and executing the PEs' programs while the latter,
as further provided by Law No. 19 (February 1977), is entitled to "fully
participate” in decisions on production and administration including con-
tracts, procurement, labor relations and other staff matters, and the annual
budget. In 1984 Law No. 65 decreed that labor committees should no longer
participate in annual budget preparation. While the actual degree of active
participation in these matters by the committees has varied widely among
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PEs, their overall impact on management does not seem to have been substan-
tial. Further important legal instruments include Law No. 58 (July 1972),
"Finance of Public Enterprises and Agencies®" and Law No, 17 (April 1974)
which defines the substantial powers of each supervising Minister concerning
the operations of PEs placed under his supervision.

Financial Enterprises

4.11 Financial enterprises include the State banks and insurance
company. They are excluded from Law No. 16 and are subject to their own
regulations on management structure and authority, and on staffing. They
are not further discussed here.

Public Companies

4,12 Public companies include (i) PEs which constitute a joint venture
between GOS and private or foreign capital (e.g., Somalfruit, now 60 percent
private Italian capital) or (ii) wholly GOS-owned PEs for which special
separate laws have been promulgated (e.g., GRP Products). There is no uni-
fied legislation that applies to all public companies. Joint ventures are
subject to the commercial section of the Civil Code. Other than that, there
is still no company law for joint stock companies;l the North is reported
to use a code similar to Indian (based on British) commercial law, and the
South, one based on Italian commercial law. However, both types of public
companies are subject to audit by the Magistrate of Accounts. They are also
subject to general ministerial supervision but are excluded from the speci-
fic powers of the supervising Minister decreed in Law No. 17. They are not
subject to the profit distribution authority of GOS as established in Law
No. 58. Most importantly, from the point of view of management structure,
public companies are headed by a General Manager as Chief Executive Officer
(CEO) and a Board of Directors. The former is appointed by Presidential
decree and members of the latter are appointed by decree of the supervising
Minister. The board of directors has the responsibility for formulating
company policy and to approve the budget and annual accounts. There is thus
a clear and very real difference between the management pattern of public
companies and that of AA-type PEs.

4.13 There are now three wholly GOS-owned public companies: Somali
Airlines, Somali Marine Products (SMP) and Glass Reinforced Plastic Products
(GRP). Somali Airlines shares are available to private shareholders, "in a
manner to be effected by Presidential decree", provided the GOS share
remains at no less than 51 percent; it is thus potentially ajoint-venture,
leaving SMP and GRP for the moment as the only definite wholly GOS-owned
public companies. However, the expected 1liberalizing effect of the 1983
legislation giving this status to SMP and GRP, must be viewed as limited by
the fact that the supervising Minister of Fisheries is chairman of both
Boards.

4.14 There is no apparent correlation between the classification of PEs
as Autonomous Agencies or Public Companies, and the sector they belong to;
both AAs and joint-venture Public Companies include PEs from practically all
sectors. This indicates that the legal form used has little relatiornship to

1/ A draft law is currently under consideration.
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the type of PE for which it is used: for example, AAs include such public
service monopolies as the Electricity and Water Agencies, as well as indus-
trial enterprises such as Jowhar and Juba Sugar Factories, Somaltex and the
Pasta and Flour Factory. This means that the same management structures and
degrees of autonomy are attributed by law to a broad rarge of enterprises of
widely varying types, without taking account of their different needs.

Legal Constraints on PE Autonomy

4.15 In the case of AA-type PEs, which are the great majority, and
which have no board of directors between their management and supervising
ministry, the situation leaves inadequate autonomy to PE managements. The
most serious legal constraints tu autonomy include the following:

- Law No. 17 assigns full or final responsibility to supervising
ministers regarding planning, accounts, procurement, sale of
goods, and contracts of PEs under their supervision. By contrast,
Law No. 17 does not detail the specific responsibilities and
powers of a General Manager but limits itself to generalities;

- Law No. 58 disposes that out of PE profits (aftes paying turnover
and profit taxes) and depreciation funds, & share unilaterally
decided by the Minister of Finance, shall be contributed to GOS;
the share actually taken is reported to average 80 percent of
profits plus 50 percent of depreciation;

- The spending authority nf PE managements is weak. In one case
(ASPIMA) the law setting it up 1limits such authority to So. Sh.
15,000 (about US$180); any contract above this amount has to be
approved by the supervising Minister. Most other PEs are reported
to be in a similar situation;

- Prices charged by PEs for many goods and services produced by them
are still controlled by the Ministry of Industry and Commerce,
making it impossible for PE managements to actively pursue profit
maximization;

- Most PE investments, including all expansion, are decided by the
Ministry of Planning with respect to compatibility with national
and sectoral plans, and by the Ministry of Finance with regard to
availability of funds;

- All foreign exchange allocations for PE inputs (raw materials,
fuel, supplies, etc.) are controlled and centrally allocated by
MI;

- The appointment of PE executives is highly centralized. The
general managers of AA-type PEs are typically appointed by the
President on the recommendation of the supervising minister. 1In
the case of SNAI (Jowhar Sugar Factory) the founding law stip-
ulates that not only the general manager but also the department
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directors are appointed by the President. However, there are
exceptions as in ASPIMA (pharmaceuticals) whose founding law
specifies that the general manager be appointed by the supervising
minister; and

- Until recently an employment guarantee was given to secondary
school leavers and most staff appointments were on a permanent
civil service pay scale, where workers were paid even when plants
were idle. Legislation in 1983 and 1984 dropped the guarantee and
provided managers with greater freedom to hire and fire and to
influence wage structures.

4.16 These and other constraints necessarily have a negative impact on
the scope and quality of PE management as was amply corroborated during the
PE industry survey reported on below. However, in addition to weakening

management, the system also puts a substantially larger decision-making
burden on many Government departments than they are in fact able to handle
efficiently.

D. Government Surervision and Control

4.17 The actual situation of PEs vis-a-vis the GOS is the result not
only of powers prescribed by laws but also of the ability of the principal
actors to implement them. The laws give broad powers to various GOS agen-
cies, but the deficiencies of organization and of human and financial
resources result in practices that are somewhat different from case to case.

Sector Ministries

4,18 At the sectoral level, nine ‘"parent®” ministries have a direct
supervisory role over from 1 to 17 PEs each as shown on Table IV.1. Only
MI, the one with most PEs to supervise, has a separate unit with full-time
personnel assigned to this function. Even there, that unit has only two
people (one being the Director), insufficient to monitor and support the 17
PEs which constitute the bulk of the country's industrial sector.

4.19 The MI is supposed to review the PEs’ annual draft budget and make
recommendations to the Ministry of Finance (MF) which has approval author-
ity; to give policy guidelines and instructions to PE managements; to
monitor PE operations through receipt and analysis of quarterly reports; and
to evaluate performance. In reality, the unit’s lack of staff and resources
enables them to do only one or two of these tasks, and then only in a rudi-
mentary fashion. The budget 1is not analyzed by the unit but once it is
approved by MF the unit tries to use budget parameters for PE monitoring; it
was also stated that the PEs’ quarterly reports to MI usually did not arrive
at all, or are too late for effective monitoring. The only quasi-evaluation
work done by the unit is an annual sector report, covering all PEs coming
under MI with fairly rudimentary comments on salient points, prepared as an
internal document for the Minister.

4.20 Other parent Ministries do even less supervision. Lacking a moni-
toring organization, contacts with PEs are informal, and often only at the
level of the Minister and his advisors, Nobody has the time to devise or
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follow standard procedures or formats or to keep adequate records of matters
dealt with. Most PEs receive guidelines from their supervising ministries
verbally at the ministerial level, and at best irregularly.

Other GOS Apencies

4.21 The Ministry of Finance, in late 1985, upgraded its PE-related
activities within a general reorganization which established three Director-
ates. There are two departments working exclusively with PEs (Figure 1):
one under the Director General of the Budget which has a staff of two and
assists PEs in budget preparation2 and one under the Accountant General,
which has about 12 people and in principle does financial monitoring. The
latter also oversees a staff of outside accounting officers (one assigned
full-time to each PE) who exercise certain direct controls in accordance
with MF instructions. Among other duties, they must countersign all checks
issued by the PEs.

4.22 Apart from the functions carried out by these two departments, a
new set of functions has been assigned to the Research Department under the
Director General of the Treasury and its newly set up Economic Reforms
Division: the analysis and definition of PE-related reforms, their
coordination throughout the Government, and support to PEs' efforts at
forward planning. While these functions are not fully staffed, their
inclusion is a positive sign of GO0S's intention to improve the situation of
PEs and PE-GOS relations.

4.23 MF's authority over PEs is pervasive in several respects. Ex ante
control is exercised mainly through annual budget approval and current
accounting and expenditure control. Financial monitoring of current

operations, though nominally done by the Accountant General, is reportedly
not carried out effectively due to staff constraints and the pressure of
other work. MF exercises ex post control over PE liquidity through its
authority to decide the share of profits and depreciation to be transferred
to the Central Government. As to audit control, MF shares this function
with the Magistrate of Accounts, who exercises most of it.

4,24 The Ministry of Planning has jurisdiction to determine the
"centralized" PE investments, defined in Law No. 58 as financing of new
enterprises or expansion of existing ones. The law leaves each PE free to
finance non-centralized investments such as equipment replacement,
modernization of production methods, and ‘"provision of dwelling and
recreation facilities" (Article 8) by bank or other credit or from profits;
from the depreciation, social facilities and housing funds; and through sale
of excess equipment. In practice, this freedom is largely inoperative since
the MF may, and usually does, take charge of most of these funds.

2/ This used to be a division which verified PEs' taxable income, to have a
basis for collection of taxes from PEs. This function is now carried out
in the Ministry of Revenue, which was established as part of the
reorganization.
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Fipure 1
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4,25 The Magistrate of Accounts (MA) functions wunder Law No. 34 of 1972
which gives him broad control authority over the financial and accounting
processes of the entire Public Administration. Appointed by the President,
the MA also reports solely to him, thus enjoying considerable autonomy. He
has a large staff of about 200 auditors (120 work on PEs) and examiners; a
new proposal would raise this to 500. The bulk of the MA's PE-related
controi takes the form of audits of cash transactions, profit-and-loss
statements and balance sheets. It includes prior verification of compliance
with laws and regulations, for which the MA's staff have adequate legal
powers. In addition, all PE expenditures between So. Sh. 200,000 (the limit
of the supervising ministry’'s authority) and So. Sh. 2 m. (above which the
approval of the Council of Ministers is needed) must come to MA for
registration and procedural approval.

4.26 Despite the MA's relatively large manpower resources there are many
complaints about long delays in processing, presumably caused by the heavy
work load. As a result, and despite the fact that Law No. 16 obliges PEs to
have MA audit them (Article 18), a number of PEs have recourse to private
audit firms and go to the MA only to obtain the certification required by
law. The quality of the MA's audit activities is limited because (except for
expatriates) there is at rresent no professionally qualified accountant
working in the country, including in the MA’s office.

4,27 A number of comments can be made about the current supervision and
control system. First, it is strongly overcentralized in that non-sectoral
agencies carry out almost all of the formal functions while sectoral parent
ministries have limited participation (with the sole exception of MI}),
Second, only some of the functions generally considered to be necessary to
effective guidance, support, supervision and control of PEs are carried out.
Third, functions that are now exercised suffer from lack of uniformity and
consistency, and from little discipline to ensure that they are carried out
punctually and correctly; this is particularly noticeable in accounting and
financial reporting.

E. Survey of Industrial Public Enterprises (IPE)

(a) Methodology and Coverage

4.28 The survey of the Somali IPE subsector consisted of the following
main activities:

- interviews with enterprise managements and plant visits;

- examination of annual reports, financial statements and other
pertinent documents that were available; and

- study of consultant reports and feasibility and other studies as
could be obtained.
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4.29 The interviews consisted of informal conversations with the firm's
general manager, financial director and/or chief accountant, and, where
possible, senior technical staff to elicit the following types of informa-
tion:

(i) General Information:
Sshort history of the firm, main activities, plant capacity, recent
production, ownership, licensing and/or management contracts,
etc.;

{(ii) Financial Data:
Examination and clarification of the firm’s accounts, balance
sheet, P&L statement, statement of sources and application of
funds (if available). Main items of interest: Government grants
and transfers, borrowings and debt service, methods of accounting,
revaluation of assets, taxation, 1liquidity and cashflow, divid-
ends, factors underlying financial performance etc.; and

(iii) Operational Data:
Input supply, process and technology used, human resources,
training, sales and marketing, institutional framework and rela-
tionships with Government.

4.30 Fifteen enterprises were visited (see Table IV.2). Also, reports
and secondary data were obtained on three additional firms. It is estimated
that the sample covers 80 percent to 90 percent of the IPE subsector’s out-
put, which is ample to obtain a picture of its situation and problems.
However, the quality of the data was unreliable due to rudimentary account-
ing practices. Thus, specific courses of action for each enterprise will
have to be based on additional and more thorough feasibility and/or diagnos-
tic studies. Detailed reports on each enterprise are in Appendix II and
their overall financial performance and main problems are discussed in the
following sections.

Table IV.2: SOMALIA - LIST OF IPES VISITED DURING THE SURVEY

Petroleum Refinery, Mogadishu

Urea Plant, Mogadishu

Somaltex, Balad

Snai Jowhar Sugar Factory, Jowhar

Juba Sugar Project (Head Office), Mogadishu
HASA, Km. 7 Tannery & Shoe Factory, Mogadishu
Foundry & Mechanical Workshop, Mogadishu
Wheat, Flour & Pasta Factory, Mogadishu
Cigarette & Match Factory, Mogadishu

10. Aluminum Utensils Factory, Mogadishu

1. Snai-Biasa Factory, Jowhar

12. State Printing Agency, Mogadishu

13. Somali Pharmaceutical Industry, Mogadishu
14. Scmali GRP Products Company, Mogadishu

15, Somalfruit, Mogadishu

W OO WL W
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(b) Financial Performance

(i) Operating Results

4.31 The financial performance of IPEs in the last few years has been
characterized by low or negative returns on capital, inadequate cashflow,
liquidity problems, and an eroding capital base. This situation is illus-
trated by Table IV.3 which shows three indicators of financial performance
for 1984 and 1985. Profit as a percent of turnover® is negative for about
half of the 15 enterprises surveyed in both years. For those firms that
realized a profit, figures are somewhat misleading as the assets are not
revalued in keeping with inflation or devaluation of the currency, thus
making depreciation allowances inadequate. Some firms did revalue their
assets in 1984, following instructions from the Ministry of Finance. None
have done so in 1985 even though inflation was at least 30 percent. Thus it
is estimated that real profits were only realized by six firms in 1985
(Juba Sugar, Pasta Factory, Cigarette and Match Factory, Km. 7 Tannery,
Snai-Biasa and GRP Products). Losses were quite significant in both years
for Snai-Jowhar Sugar, the Urea Plant and Aluminum Utensils, essentially due
to low output and sales.

(1i) Financial Structure

Liquidity Situation

4.32 The figures shown for net working capital do not seem to indicate
any liquidity problem, as most of the firms show working capital to be at
least equivalent to three months of sales. These figures are, however,

misleading for the followin two reasons:

- in several cases turnover is abnormally low, and working capital
would be inadequate to sustain a return to sales volume approach-
ing a reasonable utilization of capacity; and

- inventories are included in the definition of working capital; for
some firms (Somaltex, Juba, Km 7. Tannery, Aluminum Utensils,
Pasta Factory) dinventories are a large percentage of current
assets, representing more than 50 percent of net working capital.
When such inventories are fast-moving finished products, they are
truly liquid assets. However, stocks of a few of these firms are
either finished products that are wunsold due to a price/quality
problem (Somaltex, Foundry and Workshop) or raw materials that
will take varying periods of time to convert (Juba: standing
cane; Aluminum Utensils: scrap and metal ingots). For these
firms, cash flow represents a real obstacle to future improvement
of performance, although it may, at this time, be overshadowed by
more pressing problems.

3/ This indicator is used in preference to return on investment or return on
equity, as available accounting data do not wusually permit making
meaningful estimates of these ratios.



Table IV.3: SMALIA — FINANCIAL PERFORMANCE: SELECTED INDUSTKIAL ENTERPKISES (1984-1985)
- (Millions So. Sh)

1985 1984
Profit/(loss) Net Wkg. Cap. Profit/(loss) Net Wkg. Cap.

Enterprise Profit as 7 Turnover as % Turnover Net Worth Profit as 7% Turnover as % Turnover Net Worth
Juba Sugar Project 11t.1 13.2 17.0 88,5 -23.3 -7.3 1.4 -232,2
Snai-Jowhar Sugar ~79.9 -525.3 842.8 15.3(1) -93.1 -831.3 1731.3 41.4 (1)
Fdible 0il Mill, Mogadishu N.a. n.a. Nn.a. N.a. Loss Loss n.a. n.a,
Wheat Flour & Pasta Faclory 20.0 9.9 0.9 37.9 16.4 10.9 12.1 33.9
Meat Factory, Kismayo N.a, n.a. Nea. Tede -3.7 ~28.5 Ned. Nod.
Milikk Factory, Mogadishu n.a. Nea. N.a. Ned. 0.0 -inf, TNede .3,
Urea Plant Major Loss Major Loss - - Major Loss Major Loss - -
Cigarette & Match Factory 36.4 7.4 23.4 20.8 25.8 11.3 40.1 163.2
Somal tex 1.3 0.8 132.2 185.8 5.6 6.3 189.1 208.0
Foundry & Mechanical Worskhop Loss loss n.a, Na. 0.5 5.7 198.9 23.0
Aluminm Utensils 6.3 -153.7 58.5 17.6 0.8 —.6 61.2 22.3
Km. 7 Tamery & Shoe Factory 4.0 7.7 43.6 32.0 Protit Profit Neaa N.3,
Petroleum Retinery ~7.2 0.5 23.7 1514.5 31.1 5.3 49.4 974.8
Printing Agency 1.1 1.0 68.4 N.a, Profit Profit N.a. N.8.
Snai-Biasa 5.8 80.8 140.2 (1) 3.8 26.2 319.3 (1)
GRP Products MY 39.9 24,7 N.a. 1.8 7.2 4.6 n.a.

1/ Snai~Biasa and Snai Jowhar Sugar consolidated under the latter,

Source: Enterprise financial statements, and Ministry of Mational Plamning: Performance of the Samali Ecooomy in 1984, Mogadistm, Jhme 1985.

«.S‘V..
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4.33 In general, due to past and continuing inflation, the inability
(in some cases) to raise prices in keeping with rising costs and failure to
generate adequate sales volumes, has resulted in the cash position of all
IPEs steadily eroding to a point where it is difficult to sustain a normal
throughput, let aione make equipment renewals or finance major repairs or
expansions.

Net Worth

4.34 The net worth of IPEs, equivalent to the net value of the Govern-
ment's equity in these firms, has also been eroding through accumulated
deficits and increased indebtedness. The unfavorable development from 1984
to 1985, as shown on Table IV.3, is the continuation of a trend which dates
back several years. The equity of three enterprises has been all but wiped
out by repeated losses: Juba Sugar, Aluminum Utensils and Snai Jowhar
Sugar. For the latter, this took place 1in spite of a So. Sh. 300 m. injec-
tion of funds ftrom GOS in 1984. For Juba Sugar, the trend towards negative
net worth seems to have been reversed, or at least interrupted, by a return
to profitability in 1985. Of perhaps greater long-term significance is the
fact that plant and machinery have not been properly maintained: adequate
preventive maintenance is not carried out as a rule; lack of spare parts
prevents timely essential repairs; and machines are run in faulty condition
(e.g., inadequate lubrication, broken or worn-out parts) thus increasing
wear and tear and reducing useful life. As a result, the physical assets of
the enterprises are subject to a rapid rate of degradation (with a few
exceptions, as pointed out in the descriptions of the individual enterprises
- see Appendix II).

Debt-to-Equity Relationships

4.35 The balance between debt and equity is inadequate for many IPEs,
with heavy indebtedness and a very small equity base being frequent. Out of
11 firms for which financial statements were obtained, 6 have debt-to-equity
ratios higher than 3, and 4 higher than 10. Indeed, for two enterprises,
Juba Sugar and the State Printing Agency, it is not clear that they have any
equity at all, their books showing only debt to Government under "capitsl."

4.36 A small or non-existent equity base is particularly critical in
the start-up period of an enterprise when assets are not yet fully produc-
tive and losses are normally occurring. Heavy borrowing at that time for

covering such losses contributes to preventing the generation of retained
earnings, and jeopardizes the early attainment of financial equilibrium.
Previous studies show that initial undercapitalization has historically been
a problem in Somali PEs. This trend appears to continue for at least one
recently created industry, Juba Sugar. This major project (US$200 m.
investment) is reaching the end of its start-up phase (agricultural develop-
ment is still being carried out), with either very small (less than 1 per-
cent of initial investment) or no equity. It seems that prudence should
have dictsted creation of a much stronger equity base at the outset so as to
lessen the risk of failure of this important project.
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(c) Summary of Main Problems

4.37 The major investment made by GOS in building up the IPE subsector
has not brought any significant return so far. Furthermore, the operation
of the plants hase failed to generate sufficient cash to ensure the conser-
vation of the initially invested capital and essential renewals. Finally,
the physical state of the assets has been unduly degraded through external
constraints and improper internal practices, thus accelerating the process
of decapitalization of Somali IPEs. This complex situation makes the task
of diagnosis and eventual rehabilitation difficult. Pressing day-to-day
difficulties tend to overshadow long-term wesaknesses, which will make them-
selves felt as soon as the former are removed or attenuated. Also, problems
tend to be closely interrelated, and causal relationships become difficult
to unravel when sources of disfunction are too numerous. Finally, lack of
proper operating records and reliable financial data makes the evaluation of
performance difficult.

4.38 The problems observed by the mission are summarized below in the
order of their relative importance. This also reflects the mission's view
of the priority for remedial actions which could be incorporated in a
rehabilitation program. The main difficulties of IPEs, other than the hroa-
der ones relating to the legal/institutional context covered in the previous
section, are classified under four headings: inputs, management, employment
and management systems.

(1) Inputs
4.39 The first and foremost problem of IPEs seems to be the severe

difficulties experienced by all firms in securing a reliable and adequate
supply of raw materials, energy and spare parts. Unfortunately, data are
inadequate to derive a comprehensive picture of this basic problem as Somali
IPEs do not prepare annual business plans which would permit comparing
actual satisfaction of needs with pre-established requirements. Never-
theless, the following examples will serve to illustrate the present supply
crisis of Somali IPEs:

- in 1985, Juba Sugar obtained only 37 percent of its diesel requi-
rements for irrigation; so far in 1986, supply has been so inade-
quate as to cause anticipated sugar production for the year to be
reduced by 25 percent;

- the Urea Plant, which depends partly on outside electrical supply
for its process, reportedly experiences several outages per menth.
The plant is not in operation at present for other reasons, but it
is hard to see how it can ever operate under these conditions,
taking into account the fact that each power supply interruption
has to be followed by a four- to five-day period for clean-up and
restart;

- the Foundry and Mechanical Workshop is faced with power outages of
such magnitude that during some weeks machines operate only one
day out of six;
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- the Aluminum Utensils plant cannot procure its basic input, alumi-
nium sheet coils, apparently because of lack of foreign exchange.
Instead it has to use ingots or scrap for which it does not have
the proper processing equipment; and

- in the Somaltex textile plant, spinning is less than 75 percent
operative, and weaving 30 percent, due to lack of spare parts.
Part of the electric generators are out of operation for the same
reason. Dyes and chemicals are obtained irregularly and in inade-
quate quantities.

4.40 One of the meain results of this situation is the decline in capa-
city utilization over the last few years. This is illustrated by Table 1IV.4
which shows the percentage of single-shift capacity“ achieved by the main
IPEs over the period 1982-1985. No enterprise exceeded a 30 percent capa-
city utilization level except Juba Sugar, the Refinery, and the Pasta Fac-
tory. Although many factors contribute to this low ratio, the raw mate-
rial/energy/spare part supply problem is the most important cause of this
wasteful idleness of expensive plant and machinery.

Table IV.4: SOMALIA - UTILIZATION OF INSTALLED CAPACITY:
SELECTED INDUSTRIAL PUBLIC ENTERPRISES (1982-1986)

N (Percent)
Enterprise 1982 1983 1984 1985 1986 (proj.)

Juba Sugar Project 35 42 40 56 44

Snai-Jowhar Sugar 30 7 2 1 0

Edible 0il Mill, Mogadishu 2 1 0 - n.a.
Wheat Flour & Pasta Factory 10 33 68 55 n.a.
Meat Factory, Kismayo 3 2 3 6 n.a.
Milk Factory, Mogadishu 16 2 0 0 n.a.
Urea Plant - - 3 6 15

Cigarette & Match Factory 46 39 18 21 n.a.
Somaltex 48 33 23 18 n.a.
Foundry & Mechanical Vorkshop 45 22 18 6 n.a.
Aluminum Utensils 45 21 34 8 n.a.
Km. 7 Tannery & Shoe Factory 10 30 29 n.a. n.a.
Petroleum Refinery 38 43 31 33 n.a.

Note: Full capacity is defined as single shift operation, except for
Somaltex where it is three-shift.

Source: Enterprise interviews, and Ministry of National Planning:
Performance of the Somali Economy in 1984, Mogadishu, June 1985.

4/ Except fo~ the textile mill where capacity utilization is based on three-
shifts.
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(ii) Management

4.41 The management of Somali IPEs was generally found to possess insu-
fficient training and experience to properly exercise their functions. Such
shortcomings, to some extent unavoidable in developing countries, are
usually compensated elsewhere by the presence of foreign technical assist-
ants operating in tandem with national counterparts. In Somalia only one
wholly state-owned industrial firm, Juba Sugar, employs a foreign management
team. Two others also call upon foreign management help: Somalfruit, a
mixed-ownership enterprise, and GRP Products, which is in the process of
being partly privatized. 1In addition, some firms employ foreign profession-
als in lower level technical positions; a typical case is the position of
accountant which is often held by an expatriate from the Indian sub-contin-
ent. Thus the management team has to rely largely on its own ingenuity to
run a specialized industry, assisted as it may be by young university
graduates or technicians, some of whom have spent some time in training in
similar industries abroad.

4,42 Principles and techniques of management can only be acquired
through specialized training, which none of the managers interviewed appear
to have had. Not a few are former army officers and most others come from
the ranks of Government officials. In both cases, their formal training and
previous career experience are insufficient preparation for the task of
managing industrial concerns. In the mission’s view, the upgrading of IPE
management has a priority only second to that of solving the input supply
problem and improving the imstitutional environment. Regarding the latter,
sector-wide measures to reform the institutional framework, including a
function to identify training needs and coordinate training programs, are
expected to contribute significantly to the gradual improvement of IPE mana-
gement. However, without the presence of properly trained management teams
in the plants the impact of improvements in the first two areas will be
considerably blunted. These, as well as other steps, such as increased use
of foreign technical expertise, major efforts in industry-specific training,
setting up systems of management incentives and increased autonomy and
accountability, are covered in a later section ¢f this chapter.

(iii) Employment

Levels of Remuneration

4.43 An important problem connected with employment is that the general
level of remuneration is much too low and has failed to keep up with infla-
tion. Average IPE remuneration has decreased in real terms by more than 40
percent between 1975 and 1932. Between 1982 and 1986, salaries increased in
most enterprises, but by amounts far less than the threefold increase in the
cost of living. For example, salaries have increased by 140 percent over
two years (1984-85) in the textile mill, by 33 percent per year for the past
three years in the Snai-Jowhar complex (these two probably represent the
best record in the IPE subsector), and in the Juba factory, wage increases
ranging from 12 percent to 42 percent were effected in 1985. But in most
enterprises, yearly annual average wage increases have been 15 percent to 20
percent. This situation contributes to the following:
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- a "brain drain® of the best trained and most experienced workers,
technicians and professionals to the neighboring oil-exporting
countries;

- a net movement of labor from IPEs to private industry--workers

leave the IPEs once they have acquired technical training in
state-owned plants;

- absenteeism is reported to be a major problem. As & rule, unskil-
led and even skilled workers earn less than the bare minimum cost
of living, so that there is much "moonlighting", and it is suspec-
ted that pilferage and other petty illegal activities are going on
in the plants; and

- motivation is in general very low and, as & result, labor produc-
tivity is minimal. Combined with frequent overstaffing, low work
loads, and lack of discipline on the shop floors, this also leads
to carelessness, bad workmanship, and sometimes, as reported by
the textile industry, frequent breakdown of machinery.

Inadequacy of Training

4,44 The second general problem associated with employment in IPEs is
the inadequacy of training provided both outside and within the enterprises.
This affects all technical levels:

- Engineers do not receive sufficient training before they are hired
by enterprises but are usually promoted rapidly to a supervisory
level in order to justify a sufficient salary to entice them in.
This in itself would not be too serious if there were more senior,
experienced professionals who could train them. Such on-the-job
training does take place at Juba Sugar and to some extent in the
Urea Plant. But in other enterprises suchas the Foundry and Work-
shop, young engineers with no more than one year, or at most two,
of exposure to a reel work situation in plants abroad are put in
charge of departments, with no professional guidance to turn to;

- Technicians are trained in the German-funded vocational school in
Mogadishu, in the plants and sometimes abroad by equipment manu-
facturers, Levels of proficiency are generally low as training is
insufficient to keep up with turnover; and

- Semi-skilled and skilled workers are usually trained only in the
plants. Except in one firm where significant resources have been
devoted to a formal training program (Juba Sugar), such on-the-job
training usually takes place in an environment where even the most
experienced workers have not mastered their trade. Combined with
the turnover problem alluded to earlier, this results in a fairly
inexperienced workforce, with ensuing low productivity, wastage of
materials and poor workmanship,

(iv) Management Systems

4.45 Most if not all of the IPEs visited seemed to be lacking in the
basic tools which enable management to plan the activities of the firm and
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its various departments, and to obtain regular feedback reports permitting
the monitoring of performance. Major shortcomings observed were in the
following areas:

Planning, Budgeting, Financial Control and Accounting

4.46 Lack of planning is quite general. Managers are not asked to
prepare a business plan (beyond a basic expense budget) and do not prepare
one nor request department managers to develop targets and operational plans
and submit them for approval. Planning is likely to be a frustrating exer-
cise in the present environment, especially because of the input supply
constraint and external 1limits on management autonomy. Nevertheless, it
remains an essential exercise, if only to provide factual evidence as to the
effects of external constraints on performance. 1In some cases planning is
carried out, but without due reference to reality. A recent UNIDO study
cites the case of a particular plant establishing production objectives
which exceed the physical capacity of the machines by almost 100 percent,
but without a sales plan which would make timely ordering of imported mate-
rials and supplies possible.

4.47 Although the preparation of an annual budget to be approved by the
Ministry of Finance is obligatory, the document does not appear to be used
as a management tool. Accounting systems are usually elementary and do not
permit the timely reporting required for using the budget as aninstrument of
management control. Although the deadline for preparing the yearly accounts
is March 31 of the following year, some firms did not have their 1985
accounts ready at the time of the mission, i.e., late June to early July.
As a rule, there is no cost accounting.

Production Planning, Scheduvling and Control

4,48 Although the time available for visiting each enterprise did not
permit detailed examination of the procedures used for production planning
and control, it is apparent that this function is lacking or inadequate in
many IPE plants. As input supply disruptions would partly defeat the pur-
pose of any production planning, initial sound practices may in some :-ases
have been abandoned. Nonetheless, many enterprises would benzfit from
better production scheduling, from elaborating production stundards and
monitoring actual performance with respect to them and from preparing and

adhering to preventive maintenance programs, etc. In enterprises where
production is on a batch or order basis, the establishment of a prope: job
scheduling and follow-up system is essential. In keeping with the small

size of the plants, and the general simplicity of the processes used, such
systems should be kept simple and easy to use.

4.49 Inventory control seems to be practiced in most of the places
visited. However, systems for triggering timely ordering of supplies usual-
ly work poorly, and procurement procedures are long and cumbersome. Quality
control is generally lacking, a situation which contributes in part to the
marketing problem of some enterprises such as Somaltex and the Foundry.
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Management Information Systems

4.50 Most managers were found to have limited knowledge of many aspects
of their enterprises and to operate in an information vacuum: during inter-
views, reports, statistics or internal memos were only rarely referred to
for information. Most often, memory was relied upon, not always success-
fully. For example:

- the manager of a large IPE plant knew that a formal commitment had
been made to the large labor force to raise salaries by a certain
percentage over the next two years, yet was unable to tell what
the percentage was, find it in his papers, or obtain it from sub-
ordinates;

- the chairman of another major IPE apparently did not keep any
financial statements in his office and required several days to
have them sent over from the plant, located outside of the capi-
tal; and

- another manager was unable to provide details on the agricultural
operations of his enterprise started in the last few years in an
effort to replace raw material imports.

4,51 In many cases, crude and simple reporting systems, used in con-
junction with some simple operation planning, would permit managers to be
effectively in control, and to take immediate remedial action whenever
deviations from established plans appear.

Investment Planning and Capital Budgeting

4,52 Little investment activity seems to have taken place over the last
few years (except for new plants being built such as the Urea facility, the
Berbera cement plant and the Pharmaceuticals industry, and at Jowhar Sugar,
where a major plant overhaul program is underway). Yet in the future, these
firms will not be able to continue operating without some essential
renewals, and in some cases some expansions or additions to remove bottle-
necks. The process of public enterprise investment planning and control,
including mechanisms for review and approval by Government and inclusion in
the Public Investment Programs for securing required financing, is not pro-
perly defined, especially regarding the roles of enterprise management and
Central Government agencies. This area is in need of an in-depth review,
which will be best achieved in the context of redefining the sector’s insti-
tutional framework and determining the roles and responsibilities of the
involved parties.

F. A Recommended Approach to Public Enterprise Reform

1. The Background and Purpose of Reform

4,53 The principal element of GOS policy since the early 19708 has been
to retain strategic sovereignty over national resources. However, there has
been no overt hostility to private enterprise which was at times challenged
to invest capital in the productive sectors of the economy. More recently,
GOS policy has gone still further in that direction. Official statements
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now speak of making PEs more efficient within the framework of a more balan-
ced distribution of economic resources and activity between the public and
private sectors. This is to be achieved by "opening up the economy" and
giving freer rein to the interplay of economic incentives and rewards.

4.54 The medium-term recovery program prepared for the March 1983 Con-
sultative Group (CG) mee*ing explicitly recognized the need for an incentive
framework for development of the economy and the private sector. Progress
in laying the groundwork led the November 1985 CG meeting to commend GOS for
its reform efforts aimed at improving public sector efficiency and promoting
the private sector. Specific measures included expanded credit to the pri-
vate sector, a free foreign exchange market instituted in 1985 and easing of
licensing procedures. Also, GOS started to work on rationalizing the PE
sector.

4.55 The GOS set up a Committee on Public Enterprise Reform in March
1985 for the purpose of (i) collecting information leading to a judgment on
the degree of strategic importance of each PE, and (ii) preparing on that
basis a preliminary classification as to which PEs should be retained in the
public sector and which should be divested through total or partial
privatization or through liquidation. The Committee conducted a survey of
45 PEs (not all responded) and arrived at the classification in Table 1IV.S5.
This list is still provisional and does not represent GOS decisions. The
list has been recently reviewed and modified by a high-level working group
which has made confidential recommendations to the Council of Ministers for
decision.

4.56 The planning for rationalization of the PE sector to emerge from
the deliberations just described, will determine which PEs will remain in
the public sector and which will not. However, it is essential to realize
that the design and implementation of such a plan will be a continuous and
long-term process, and that while the process is important, it should not
delay the adoption of reforms that are critical to attaining improved effi-
ciency in the PEs. This recognition should be used as the basis for three
component and parallel parts of an overall PE sector reform program as
follows:

(a) rationalization, resulting in a more efficient PE sector (conti-
nuous, long-term);

{(b) functional and institutional reform measures, resulting in more
efficient management, operation and supervision of those PEs that
remain in the public sector at any phase of the rationalization
process (short- and medium-term); and

(¢) prepare for privatization of enterprises by conducting valuation
studies and searching for potential purchasers (short- and medium-

term).
4.57 The recommendations for a reform program that follow will concen-
trate on the specific content of B and C, both in terms of what needs to be
done and by whom it can best be done. Proposals for functional

institutional and personnel-related reforms are divided into those affecting
all PEs and those that only concern industrial PEs. Proposals for preparing
for privatization are outlined subsequently.
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Toble IV.5: SOMALIA LISTING OF PUBLIC ENTERPRISES ACCORDING TO
FIRST PROVISIONAL RESULT OF CLASSIFICATION EXERCISE

Category &/

Cigerette and Match Factory High revenue producer
National Petroleum Agency Amaigomate with refinery
ADC Discontinue some functions
ONAT Keep in A “for o while®
Somali GRP Products SIDA (Sweden) provides

technical sssistance and
part of input meterials

Borbors Cement

Somalil Port Authority

Somall Marine Products

Sate Printing Agency Allow competition and divest
gome functions

Public Constructio SCA

Somali Construction & Engineering Keop in A "for some time®

Somali Alrlines

Mogadishu Watar Agency

Kismayo Water Agency

Hargeiss Water Agency

Snal Jowhar Complox Reohabi litate

Juba Sugar Explore joint venture prospaect

Mogadishu Potroleum Refinery Consider private managemant
contract

Mogadishu Urez Plant

Somali Pharmacoutical Industry

National Electric Energy Authority

Somali Trangport Agency Undecided between B and C
Foundry 8 Mechanical Workshop UNDP experts sre available

Soma | tex

HASA Tenneries and Shoe Factory

Poute and Flour Factory

Aluminum Utensils Factory

Somplfruit Alroady 86% private

Somali Shipping Agency SSA

Edible 011 Mill

Asbestos Sheet Roofing Plant

Gypsum Plant

Kismayo Meat Factory

Sopral Heat Plant

Somali Troding Agency Should be divested gradually
ASPIMA Divest except drug testing
Somali Films Agency May be more suitable for D
WAGAD

Somali Transport Agoncy Undecided between B and €
Hotels

D Somali Shipping Lino SSL Uniese divestable under C

A - Should remsin in the public sector, being (i) actually or
potentislly viablo ond (ii) essential and/or strategic.

8 -~ Boing eagontisl and/or strategic but not vioble, offort -
should be made to make the PEs in this category viable,
3? neod bo with private domestic or foreign participa-
tion.

C - Not considored assoctial and/or strategic, but visble.
These PEs would bo candidotas for privativation.

D - Boing nolther essentisl or viable, shold be sold off, or
i? thic failos, liquidated.

Remarks by the Committeo.
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2. Institutional Reform

PE Management and Supervision Functions

4.58 In Somalia, as in most countries, the creation of PEs as decentra-
lized autonomous bodies reflects a desire to enable PEs to be run with
managerial and business acumen that is not necessarily present in the
Government structure itself; to relieve Central Government of a burden it
would not be capable >f carrying effectively; and to endow PEs with both
separate capital and the obligation to account for its use separately from
Government accounts. The operation of PEs following the above motivation
implies that a balance should be sought between management autonomy to
enable PEs to be run efficiently, with enough Government supervision to
safeguard the state's ownership interest and to ensure that the objectives
are being attained.

4.59 In order to bring about this balance, adoption of the functions
listed below, should be the key content of a reformed system of PE operation
and of Government-PE relations. Brief comments in parentheses summarize the
extent to which these functions are currently followed in Somalia.

(a) Central strategy formulation by the Government to decide which PEs
are used and for what purpose; wheth r to set up new PEs or to
expand, divest or otherwise modify existing ones; in short, what
the Government's PE portfolio should consist of and how it should
be managed. (Although it is assumed that this function is carried
out in Somalia, no agency appears to be formally charged with it.)

(b) PE investment project appraisal to ensure feasibility and to
prioritize projects in accordance with sectoral and national deve-
lopment aims. (Ministry of Planning (MP) and MF have responsibi-
lities for different aspects of this function but the level of
economic analysis utilized is not consistently adequate.)

(¢) Setting of PEs’ objectives by Government, including quantitative
targets and performance indicators mutually agreed between PE
management and the supervising ministry. (No formal setting of
objectives and targets is currently done.)

(d) Planning and budgeting by PEs is intended to indicate how the PE
plans to attain its objectives. (Somali PEs prepare annual bud-
gets, assisted by MF, which are then submitted through the sectora
1 supervising ministry to MF for approval. No PE-level multi-year
corporate planning exists except for ‘"centralized" investment
programs over which the MP has jurisdiction, nor is it provided
for in law.) Such plans provide the framework within which PE
managemeut can operate with whatever degree of autonomy it is
allowed.

(e) Controls, divided into ex ante (e.g., approval of annual budget)
and ex post (e.g., various forms of audits of annual results).
(As practiced by MF and MA, this is at present the least vulner-
able aspect of PE-Government relations, but it still needs con-
siderable improvement.)
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(f) Monitoring of PE operations by Government, to supply the supervis-
ing authority with a current check on how the PE is doing in
attaining its targets, and also to act as a means for providing
timely warning of potential future problems. (The weakness of
monitoring by sectoral ministries in Somalia has been summarized
earlier.)

(g) Evaluation of the PE's actual performance as compared with object-
ives established by the Government. (This function is not being
exercised at all.)

(h) Coordination of the sector’'s strategy, operation and supervision
to ensure that execution of all activities 1listed above is not
hampered by overlaps, misunderstandings and omissions, and to
resolve questions and disputes that may arise. (A division in one
of the departments in MF's Directorate-General/Treasury is charged
with coordination.) This function becomes more crucial during the
preparation and implementation phases of a reform program which
adds substantially to its tasks.

4.60 At this time, some of these functions are neither provided for by
law nor being performed. Others, which present legislation explicitly
assigns to certain agencies, are either not carried out, or carried out only
partially or irregularly, or carried out in a manner that leaves matters up
to the personal judgment of the officials involved. It is therefore recom-
mended that all of the above functions be wused as the basis for institu-
tional reform of the PE sector, with the purpose of improving the efficiency
of the sector as a whole and of its component enterprises.

Institutional
4.61 The distribution of the functions should be made as far as possi-
ble within the existing system. This mean. that the present assignment of

each PE to a parent ministry should remain in effect, and also that psrent
ministries, and those non-sectoral agencies now exercising certain supervi-
sory and control functions (Ministries of Finance and Planning, Magistrate
of Accounts), should retain important functions in the reformed system.

4.62 The principal points of difference between the existing and refor-
med systems would be:

- to institute a more rational distribution of PE-related functions
between parent ministries and non-sectoral agencies;

- to endow the ministries and other agencies concerned with enough
system support (i.e., formats and know-how) and resources to
enable them to exercise their functions and powers correctly and
within known parameters, rather than irregularly or not at all;

- to base the reformed system on the principle that PEs should be
operated with the maximum autonomy that is considered compatible
with currently acceptable political thinking; and



- 57

- to disseminate the principles to Dbe followed in the reformed sys-
tem to the people who will be the principal actors so that they
are clear about its basic philosophy.

4.63 The first point--distribution of functions--is crucial; failure to
do this right might endanger the success of the whole reform process. It
would not be appropriate here to propose detailed functional assignments to
specific GOS agencies which must come out of a full and frank consideration
of each agency's technical and political suitability for carrying out the
various functions. However, as a general guideline, it is suggested that it
would be advisable to (i) assign those functions to sectoral ministries that
involve direct and frequent contact with the PEs under their supervision
(e.g., working out PE objectives and targets, supporting PEs' planning and
budgeting activities, and performance monitoring and evaluation); and (ii)
to assign broader oversight and control functions to non-sectoral agencies
(e.g., Government PE strategy, investment project appraisal, design of form-
ats and guidelines for use by PEs and parent ministries, auditing, and coor-
dination).

4.64 A note of caution may be inserted here. It has been mentioned
that most sectoral ministries at present lack institutional capability for
carrying out PE-related functions on a regular basis. To install such func-
tions in these ministries from scratch is a task that should not be underes-
timated. A possible approach may be to strengthen the existing small PE
unit in MI so that it can be wused as a pilot operation for the gradual
introduction of the new functions (see para. 4.59) that are to be assigned
to sectoral supervising ministries; similar units can then be gradually set
up in other ministries on the basis of MI's pilot experience, with MF and MI
providing technical assistance and support.

Reform Coordination

4,65 The GOS already has asked the Ministry of Finance to coordinate
the PE reform program. It 1is recommended that MF also take the lead in
designing it. These roles are complex and require considerable political
acumen as well as technical capability. The agency which carries them out
will have high visibility in the Government, PE communities and the country
as a whole., To explain, promote and "sell" the concept and specifics of PE
reform, it should be endowed with the kind of persuasive authority and
"clout” that will facilitate its task. The MF unit now entrusted with
reform coordination is at division level, two reporting levels removed from
the Director-General. In line with the preceding argument, it is believed
that this is an inappropriately low level, considering the importance and
difficulty of the tasks to be performed. It is therefore suggested that
either this unit be upgraded, or that it be abolished and then recreated at
a level within MF that would satisfy the requirements summarized above.

4.66 It is also suggested that either the 1984 inter-ministerial task
force on PEs or the more recent high-level working group which reviewed the
preliminary rationalization proposals made by the Committee be made into a
ministerial-level steering group on PE reform. This would provide (i) a
forum for discussing the reform concepts on an intersectoral basis; (ii) a
screening process for the political feasibility of the proposed reforms; and
(iii) a powerful ally in promoting the acceptance and implementation of
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those reform ideas and measures which could gain its endorsement. The
Steering Group's principal responsibility would be to oversee the introduc-
tion of all of the functions listed under para. 4.59; to assist in the deci-
sion-making process regarding the PE sector’'s rationalization, as well as
regarding other pertinent policies that may be adopted. It would serve only
until the PE reform program is complete.

Legal Instruments

4.67 To be effective, a reformed institutional system must be backed
by a set of legal and regulatory instruments that give it authority and link
it to prevailing policy principles. Due to changes in economic policy which
have not always been reflected by corresponding changes in the legislationm,
and because legally provided functions have not always been institutiona-
lized, there is now a lack of cohesion between PE-related institutions and
functions and the body of laws governing them. Once the details of the
proposed institutional reform have become clear, it is recommended that the
resulting obligations, responsibilities and powers be reflected in the legal
framework, which will first require a review and th-»n appropriate measures
as recommended by the review.

4.68 The existing legal framework has been repeatedly patched up rather
than thoroughly revised, resulting in piecemeal and partial changes. This
is reflected in occasional contradictions and even in inconsistent termino-
logy: for example, the terms "autonomous agency" and "public enterprise” are
often used interchangeably, while in fact "public enterprise" is initially
defined as the generic grouping and "autonomous agency®, "financial enter-
prise", and fpublic company" as its constituent categories. There is no
official listing of entities that fall into these categories, yet the cate-
gories are named throughout the legislation as if it were clear what they
include. For both substantive and nomenclature reasons, a thorough review
of all PE-related legal instruments now in force would be desirable; the
fact that broad-based PE reforms must be given legal standing means that the
review must be followed by the reform of the legal framework affecting PEs.
The review should result in specific recommendations on consistent use of
terminology and nomenclature, and in model texts for the organization, esta-
blishment and functioning of PEs in the existing PE categories (autonomous
agencies, financial enterprises, public companies) or in whatever different
categorization may be adopted. These models should be easily useable to
revise the existing statutes establishing individual PEs, or to write new
statutes for PEs that do not have one.

4.69 In addition to model statutes, & new general law should be drafted
that defines the reformed relations between PEs and the Government. It is
here that the principles and details of the reform should be expressed as
simply as possible by prescribing specific attributes of autonomy, supervis-
ory powers and the distribution of decision-making authority to PEs and
Government agencies respectively, so that all concerned have a clear mandate
for what they can and cannot do. Later instruments could deal with specific
aspects such as personnel, procurement, investment and others that may not
have been included in the general law.
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The Role of Boards of Directors

4.70 A matter which should receive priority attention in both legal and
institutional aspects of PE reform is the need to separate management and
supervisory functions. The extent of real autonomy in the making and imple-
mentation of PE policy and day-to-day management decisions may legitimately
vary depending on whether the PE is run as a monopoly or in a competitive
market setting or whether it is financially dependent on the Government
budget or not. But a great deal of experience has shown that arbitrary
and/or frequent Government intervention cannot help confusing both the func-
tions and the players, with negative effects on management efficiency. The
place in which the balance between the relative needs for autonomy and
accountability is best reflected is the Board of Directors. It is therefore
suggested that serious consideration be given to extending the current trend
of instituting boards of directors in public companies (see a* =) to AA-
type PEs. Furthermore, where boards already exist, as well as . .ere they
may be newly instituted, it will be wuseful to review how appropriate it is
for a PE's top management body (the Board of Directors) to be headed by the
supervising Minister.

3. Personnel Reforms

4.71 Any PE sector reform program would not be realistic if it did not
confront the problems of personnel. These problems are well-known and have
been studied with some frequency. Inefficiencies frequently found in PE

management and operations and in the exercise of GOS supervisory and support
functions can often be traced to inadequate training and motivation. On the
one hand, this is partly responsible for overstaffing: out-of-date or inef-
ficient techniques and procedures require more manpower than efficient ones
(e.g., in accounting and auditing) and unmotivated and underpaid personnel
work less well than others. Also, the lack of suitably qualified personnel
means that the functions will be carried out in a rudimentary fashion (e.g.,
corporate budgeting and planning in PEs, monitoring in supervising
ministries).

Measures to Improve Motivation

4,72 As indicated by the IPE survey findings, the general level of
remuneration is so low in industrial PEs that employee morale is undermined,
absenteeism is high, pilferage is known to occur and turnover is very high
as skilled employees move to better employment in the private sector or
abroad. Thus it 1s recommended that the reform program should review possi-
ble ways to raise remuneration, both pecuniary and other. The presently
unclear rules set out in several prior instruments, culminating in the new
Civil Service Law (No. 5) and Law No. 26 on Government-owned factory
employees, should be reviewed and recommendations made in regard to establi-
shing separate sets of pay schedules and other terms of employment for PE
employees, or modifying those already existing, that would promote stronger
worker motivation but without infringing on management prerogatives. This
might be done in two ways:

- through suitable salary increases to compensate for current infla-
tion and also to catch up gradually on past major advances of the
cost of living; and
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- through the implementation of suitable incentive schemes, relating
employee remuneration to their own performance and perhaps also to
the overall performance of the firm.

4.73 It is also recommended that any significant improvement in the
remuneration package of PE employees be accompanied by a tightening of
employee discipline: full shifts should be worked, persistent and extreme
lateness or absenteeism should be disciplined and managers should be in a
position to discharge employees when justified. It should become both more
rewarding and more challenging to work in the public enterprise sector.
Consequently, it should be expected that increased personnel costs resulting
from better pay and incentive packages would be more than compensated by
higher productivity.

Training Requirements

.74 The reform program should include skills training programs, giving
priority to the areas of major weakness. The priority training needs inclu-
de accounting and finance (all levels), general management, functional mana-
gement such as marketing, production and administration, and supervisory
functions.® In addition, the mission’s survey of industrial PEs found
major inadequacies in training of managers as well as of technical personnel
at all levels: engineers, technicians and skilled and semi-skilled workers.
Finally, adoption of the functions recommended above as part of the PE
reform program would create further needs for more specialized training of
PE personnel and GOS personnel engaged in PE supervisory, control and
support activities so that they can eventually carry out improved corporate
budgeting and planning, setting of mutually agresd objectives as well as
operational and financial targets, monitoring, various types of controls,
and performance evaluation.

4.75 The extent and pervasiveness of observed training deficiencies in
the sector, and the corresponding urgency and magnitude of the tasks aiming
at correcting these deficiencies over time, suggest that the problem be
approached through the inclusion of a training coordination and supervision
function as part of the reformed institutional framework. Such a function
might include the following elements:

- conduct extensive reviews of training needs at all levels of PE
enterprises: managers, accounting and financial staff, techuical
managers, technical staff;

- elaborate and propose suitable training programs;

- identify suitable sources >f training in Somalia and abroad, and
eventually make recommendations regarding the strengthening of
Somali training institutions and programs that would contribute to
the satisfaction PE needs and those of the private sector;

5/ This was the finding of a 1984 survey sponsored by UNIDO and the Ministry
of Industry which confirms the conclusions of previous surveys.



- 61 -

- identify and recommend additional technology and know-how transfer
schemes such as management contracts, twinning with foreign enter-
prises, sectoral seminars, training in foreign firms, etc.; and

- ensure the overall coordination of the training effort, monitor
its results with respect to pre-established objectives and cons-
tantly develop the required new programs in response to the evolu-
tion of needs and the gradual efficiency improvement of the
sector.

4.76 Such an ambitious but essential effort should begin by a review of
the most urgent training needs to establish what skills are required, even
at a relatively simple 1level, for getting the reform program off to a
reasonably early and successful start. This preliminary effort would be
followed by a more comprehensive approach as outlined above.

G. Proposals Concerning the Industrial Public Enterprise Subsector

Framework for Reform of IPEs

4.77 The results of the survey indicate that most IPEs have some impor-
tant problems in common in the key areas of logistics of supply, management
and management systems, technical skills proficiency, levels of remuneration
and price controls. These and other deficiencies have been outlined in the
previous sections describing the IPE survey. In addition, as shown in
Appendix II, each enterprise suffers from specific shortcomings or difficul-
ties which range from questionable economic soundness to relatively minor
weaknesses in some areas such as quality control or accounting.

4.78 Privatization. Ml should commission studies to establish sales
values for a few of the most 1likely candidates among those classified for
privatization (Aluminum Utensils and HASA tanneries) to expedite the sale
process. Simultaneously, MI should begin to canvass potential domestic or
foreign private sector purchases through the commercial and development
banks and commercial attachés in embassies.

4£.79 Rehabilitation. The rehabilitation of enterprises to be retained
in the public sector, temporarily while awaiting sale or permanently, will
be best carried out by a two-pronged attack:

(i) Sector-wide measures which wili make their impact felt on the
whole PE sector including IPEs. These are the institutional,
legal and personnel-related reforms discussed in the previous
section; and

(ii) Enterprise-specific measures, with emphasis on some that are aimed
at establishments which are presently in the most difficult situa-
tion.

4.80 The approach suggested is (i) to categorize IPEs according to some
suitable criteria involving seriousness of enterprise problems and corres-
ponding urgency of remedial actions; (ii) to define specific programs of
action for each category of enterprise; and (iii) to implement the programs
within the reformed institutional context.
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4.81 The findings of the survey suggest that Somali IPEs could be clas-
sified in the following three categories:

(8) enterprises ofluncertain intrinsic economic viability;

(b) enterprises requiring urgent rehabilitation and/or reorganization
measures in order to become or remain economically and financiclly
viable; and

(c) other enterprises, i.e., those that are not at present experienc-
ing grave financial difficulties but would greatly benefit from
the implementation of the sector-wide institutional, legal and
personnel-related reforms discussed earlier.

4.82 The main issue raised for firms of category (a) is the question of
their basic economic soundness. It is probable that the resources they
consume in terms of capital costs and current operating expenditures may be
more than the value of their output. If this is the case, the best course
of action for GOS would be to discontinue operation of these enterprises.
Thus it is urgent that the economics of continued operation of IPEs in this
category be carefully analyzed. If the analysis determines that continua-
tion of operation in the present configuration is not eccitomically feasible,
it should also identify the alternative courses of action which are open to
GOS, including the financial and social implications of each one. The
enterprises recommended to be placed in this category are the following:

- Petroleum Refinery;
- Urea Plant;
- Kismayo Meat Factory.

4.83 Feasibility studies should be conducted for these enterprises to
decide the best alternative available for continued use or disposal of exis-
ting assets, be it rehabilitation and continued operations under the present
struc ural configuration, continued operations in & different configuration,
mothballing of the facilities in the expectation of future change in the
economic environment, or outright closure of the facilities and liquidation
of the assets.

4.84 Tﬂe feasibility studies should consist of:

- An aralysis of the basic technical and economic viability of the
plant in present and foreseeable circumstances regarding input
supply, process technology, size of plant, markets, price trends,
et¢. The result of this phase would provide an answer to whether
or not the plant should continue to be operated in the present
structural configuration.

- In the event that the finding of the first phase is negative, a
systematic exploration of other alternatives should be made, show-
ing the costs and benefits associated with each possible course of
action. A recommendation should then be made on which is conside-
red preferable.
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- The third phase should develop the best rehabilitation plan cover-
ing restructuring if any, sequence and timing of operations,
nature and role of the intervening parties, (Government agencies,
consultants and outside experts, donors, etc.), and detailed
costs.

4,85 The specific issues that arise in connection with each of the
three enterprises fotr which such an approach is recommended are discussed in
Appendix II and may be briefly summarized as follows.

4.86 Due to its small size and obsolete design, the Petroleum Refinery
(Appendix II, page 79) has a finished product cost which is higher than
import parity prices under present conditions of world refining overcapacity
and weak demand for hydrocarbons. This means that Somalia loses a signifi-
cant amount of foreign exchange by refining some of its petroleum product
requirements rather than purchasing them directly on the international mar-
ket. The purpose of the feasibility study would be to ascertain whether
this existing situation is 1likely to change significantly in the near
future, and if not, what options are available to correct the present situa-
tion of intrinsic unviability. These options may include expanding and
upgrading the refinery so as to change its product mix, mothballing the
facility while ensuring its basic maintenance, converting some of the refi-
nery’'s equipment to other uses, or closing it outright.

4.87 The Urea Plant (Appendix I1, page 83) faces the same type of prob-
lem: it is too small and uses the wrong process to compete effectively with
large efficient producers which are presently facing a very slack demand for
nitrogenous fertilizers. In addition, the plant is affected by very severe
"teething" problems which have delayed the start of production by three
years. In this case, the technical aspects of the feasibility study would
provide an objective assessment of the soundness of “he process selected by
the plant designer and builder. Because of its proximity to and close rela-
tionship with the refivery (the Urea Plant uses heavy distillates produced
by the refinery as feedstock), the feasibility studies for the two plants
might be usefully combined. 1If this is done, some of the possible solutions
may also imply a joint plan of acticx for the two facilities.

4.88 The Kismayo Meat Factory (Appendix II, page 118), a producer of
canned meat products, 4is facing a depreased market, problems of local
supply, and generalized disrepair of systems and machinery. The reconver-
sion of the plant to the production of more economically attractive products
such as frozen meat is one possible option. However, that option entails
major changes in the process of cattle raising and marketing as tradition-
ally practiced in Somalia. Expected resistance to change increases the risk
of fajlure in attempting to bring about such a conversion. Yet it is one of
the few possible avenues open for upgrading the local valve added derived
from the most abundant and valuable natural resource of Somalia. The feasi-
bility study in this case would have to be of broad enough scope to
integrate agricultural, industrial and marketing considerations, including
by-product - .
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4.89 IPEs in the second categery (b) are beset by numerous and grave
problems; as a result, their recent performance has been dismal as charac-
terized by their low capacity wutilization rates and precarious financial
situations. Yet, on the basis of the information gathered during the
survey, they seem to be worth rehabilitating since they are probably econom-
ically viable provided they can somehow be made to run more efficiently. In
these cases, it is recommended to conduct diagnostic studies to prepare and
cost a suitable rehabilitation plan for each IPE studied. This would be
followed by implementation of the plan and careful monitoring of their
results. It is recommended that the following IPEs be included irn this
category:

- Foundry and Mechanical Workshop;

- cigarette and Match Factory;
- Somaltex;
- Aluminum Utensile;

- Snai-Jowhar Sugar;
- HASA Km. 7 Tannery and Shoe Factory.
The rehabilitation of these enterprises involves four main steps:

Diagnostic Studies:

In-depth examination of the firm's functioning in all main areas:
management, process and technology, marketing and pricing, manage-
ment systems, salary structure, skills and training etc. This
inquiry would more or less cover the same ground as the survey
described in this report, but in much more detail. For each esta-
blishment this should typically involve an industry specialist in
addition to general management consultants. The objective is to
identify areas of weakness and major problems, sort out the rela-
tionships between them, and rank them by order of priority.

Preparation of a Rehabilitation Plan:

Description and sequence of the specific measures recommended for
bringing the enterprise up to a satisfactory level of efficiency.
This would include identifying the role of the proposed actors :n
the plan (enterprise management, outside technical sssistance,
concerned Government agencies), preparing cost estimates for the
recommended actions and proposing a detailed schedule with perfor-
mance targets. Once approved jointly by the management of the
enterprise and the Government, the rehabilitation plan could
become a contractual document which defines the reciprocal obliga-
tions of the ¢nterprise and the Government over the plan period.

Implementation of the Plan:

Typical rehabilitation actinns may include the following:
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- Essential physical rehalilitation;

- Limited physical expansion if indicated, which might be required
to remove bottlenecks or process imbalances;

- Technical assistance and/or management contracts, with compulsory
associated training of counterparts and program of phased re-
nationalization;

- Industry-specific training programs; and

- Design and gradual implementation of management system improve-
ments (with the help of either the TA/management team, outside
consultants or an #ventual central management assistance/trouble-
shooting organization set up for this purpose).

Most of the six enterprises identified for rehabilitation are in such a
financially critical situation that it is expected that most if not all of
the above actions will be part of the individual plans.

4,90 Wnile modification to the ownership status of the enternrise may
be considered as part of the rehabilitation package, in no case should an
eventual search for a private partner hold up the process of rehabilitation.
Three main reasons to support this view:

- The present underutilization of the capital assets of the firms
earmarked for rehabilitation is wasteful and should cease as soon
as practically possible;

- It is easier to find a private partner for an efficient, smoothly-
running facility, showing positive financial results, than for an
ill-maintained, partly idle, money-losing firm; sand

- One of the basic tenets of public sector creation in Somalia is
still extant, and that is the 1lack of sophistication of the
private sector. As a result, prospects for rapid privatization of
IPEs are slim, and it would be prudent not to adopt a policy which
would place high stakes on this occurring in the near term.

Monitoring of the Plan:

This is an essential element of the whole rehabilitation process
as it is most important that the actual results in terms of impro-
ved performance be carefully monitored with respect to the pre-
established targets. Potential causes of deviation should be
carefully analyzed and timely corrective action taken. As cautio-
ned in earlier recommendations, suitable institutional arrange-
ments for monitoring the execution of r-habilitation plans will
have to be provided.

4.91 The third category (c) of enterprises includes those firms that
were found by the survey to have a satisfactory financial performance,
although some of them suffer from significant weaknesses and all are in
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great need of improvements in many areas. No specific measures are recom-
mended for these firms at this time. From a practical point of view, the
limited availability of resources dictates that enterprise-specific actions
be concentrated on those establishments which constitute the most severe
drain on national resources, namely the firms of the two previous cate-
gories. For the enterprises of category (c) it is tentatively deemed suffi-
cient to provide an improved operating environment through the implementa-
tion of general liberalization policies, and through the implementation of
the sector-wide institutional, legal and personnel reforms recommended
earlier. At a later time, when most of the more severely deficient firms
have been taken care of, it may be found useful to turn to these better
performers, and to design specific improvement programs to upgrade their
efficiency.

4.92 The firms whose inclusion in category (c) is recommended are the
following:

- Pasta and Flour Mill

- Juba Sugar;

- Snai-Biasa;

- State Printing Agency.
4.93 In add tion, three T¥Es were surveyed which do not require any
specific attention at this stage. One of them, Somalfruit, has mixed owmer-
ship status with private majority; another, GRP products, is in the process
of acquiring thls status with GOS retaining control; the third one, Pharma-

ceutical Industries, is only just starting operations under the aegis of
foreign-led management.
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APPENDIX I

TABLES



Table 1

SOMALIA — VALUE ADDED IN CRGANIZED MANUFACTURING2/ BY OWNERSHIP 1975-82
(So. Sh. mi1lion)

% change
1975 1976 1977 1978 1979 1980 1981 1982 197582
Total V.A. (current) 118.3 174.1  118.0  241.4  243.1  416.5 3%.5 4226  257.2
Total V.A. (1977 prices)b/ 149.7 193.4 118.0  219.5 172.1 191.9 106.9  110.1  ~26.5
Public Sector (current) 89.9 143.3  89.7  189.2 1821  35%.5 254.1  357.6  297.8
Public Sector (1977 prices)P/ 113.8 159.2  89.7  172,0 133.9 164.3  8l.2  93.1 -18.2
Private Sector (current) 2.4 0.8  28.3 52,2 52.0 60,0 8.4  65.0 128.9
Private Sector (1977 prices)b/ 35.9 ¥.2 28.3 47.5 8.2  27.6 25.7 17,0  -52.6
Share of Public Sector
(current) 76.0 82.3  76.0 78.4  77.8 856 76,0  B4.6

Source: General Directorate of Statistics, "Industrial Production Survey" (varicus).

Notes: a/ All establishments with 5 or more employees.
b/ The price deflator used is the mamufacturing GIP deflator of the Ministry of National Planning.

-.89..



Table 2

SOMALIA - STRUCTURE OF MANUFACTURING OUTPUT 1971-82, CURRENT PRICES

(So. Sh. m.)
1971 1974 1977 1980 1982

Subsector Value (7) Value (%) Value (%) Value (Z) Value (7)
Food 165.8 (80.6) 178.9 (55.2) 201.5 (38.5) 320.2 (41.6) 321.3 (18.9)
Beverages, Tobacco 5.2 (2.5) 9.2 (2.9) 61.0 (11.7) 132.1 (17.1) 228.1 (13.4)
Textiles 1.2 (5.0) 19.7 (6.1) 77.1 (14.7) 94.3 (12.2) 119.8 (7.0)
Apmrel N.AO - 995 (209) 906 (205) 19.6 (1.8) 2200 (1.3)
Leather, Footwear 2.8 (1.4) 12.8 (4.0) 19.3 (3.7) 18.0 (2.3) 32.7 (1.9)
Furniture 3.7 (1.8) 8.5 (2.6) 8.5 (1.6) 27.9 (3.6) 32.8 (1.9)
Printing, Publishing 7.0 (3.4) 21.0 (6.5) 57.9 (11.1) 43,6 (5.7) 78.5 (4.6)
Jewcellery 0.7 (0.3) 1.7 (0.5) 2.4 (0.5) 6.4 (0.8) 10.8 (0.6)
Total Consumer Goods 195.4 (94.9) 260.4 (80.5) 437.3 (83.5) 662.1 (85.9) 846.0 (49.7)
Paper - - - - - - 24,5 (3.2) 29.8 (1.7)
Chemicals 5.8 (2.8) 12,1 (3.8) 2.8 (4.0) 52,0 (6.7) 753.3 (44.2)
Plastics - - 30.0 (9%9.3) 28.3 (5.4) - - 1.9 (0.1)
Pottery, China, Clay,

Lime 2.2 (1.1) 10.5 (3.3) 16.6 (3.2) 23.2 (3.0) 31.3 (1.8)
Metal Products 0.7 (0.3) 4,8 (1.5) 2.8 (0.5) 6.7 (0.9) 34,1 (2.0)
Others 1.7 (008) 4.7 (105) 17.8 (3.4) 1.9 (002) 6.6 (094)
Total Producer Goods 10.4 (5.1) 62.1 (19.3) 86,3 (16.5) 108.3 (14.1) 857.0 (50.3)
Total 205.8 (100) 332.5 (100) 523.6 (100) 770.4 (100) 1703.0 (100)

Scurce:

See Table 1.
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SOMALTA - VALUE-ADDED AND ESTABLISHMENTS IN ORGANIZED MANUFACTURING,
BY SUBSECTOR AND OWNERSHIP, 1975-82
(So.Shs million, 1977 prices)

Table 3

Sub~Sector 1975 1982
Public Private Z V. A. Rublic Private Z V. A.
No. V.A. No. V.A. Public No. VLA, No. V.A. Public
Est. Est. Est. Est.
Consumer Goods
Food 12 44,8 P 7.7 85.3 11 14.0 2z 3.2 8l.4
mm@ & Tobacoo 1 6.8 3 6.3 51.9 1 39.0 4 -6.0 118.2
Textiles 1 8.0 3 2.3 77.7 1 8.4 2 1.0 89.4
Apparel 2 0. 32 2.0 50 1 05 13 22 185
Leather, Foobwear 1 11 18 3.8 22.4 3 1.5 9 1.8 45.5
Furniture 8 1.4 26 2.5 3.9 2 0.4 21 3.0 11.8
Printing, Publishing 1 0.0 - - 100.0 1 16.7 1 1.0 94,4
Jml].ely - - 5 004 - - - 9 006 -
Sub~Total 26 92,2 166 25.0 78.7 2 80.5 86 6.8 92.2
Producer Goods
Paper - - - - - 1 2.3 1 M1 100.0
Q'Enloalsf_/ 2 0.5 8 3.2 13.5 3 2.0 8 2,3 8.6
Plastics 1 12.4 - - 100.0 - - 1 0.1 -
Pottery, China,

Clay, Lime 42 % 43 55.3 - - 18 4.2 -
Mal Prahlcts - - 9 1.9 - 2 101 18 209 2705
Others 2 4.5 15 2.4 64.7 1 0.2 2 0.7 22,2

Sub~Total 8 21,6 88 10.9 66.5 7 12.6 48 10.2 55.3
Total K 113.8 254 35.9 76.0 27 93.1 134 17.0 84.6

Source and Note: See Table l.

_1_;_/ “Chent cals” includes various consumer products like scap, cosmetics, tolletries and pharmaceuticals.

predominete in private sector chemical production.

These
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Table &

SOMALIA — SIZE DISTRIBUTION OF ORGANIZED MANUFACTURING ESTABLISHMENTS,
BY OWNERSHIP, 19828/

Establishment Size Distribution by Employment

5-9 10~-19 20~29 30-49 50~-99 100+ Total
No. of Establishments
Total 98 17 13 17 9 3 117
Public 6 2 2 9 5 19 43
Private 92 15 11 8 4 4 134
Employment: - Totald/ 595 232 305 656 650 10,948 13,386
Public 3% 29 51 335 393 10,436 11,280
Private 559 203 254 321 257 512 2,106
Average WageC/: Total 13.4 10.8 12.0 9.1 8.2 15.8 14.9
(So. Sh. thousand
current)
Public 31.6 2.0 10.5 6.3 9.8 15.7 15.2
Private 11.7 11.2 12.3 12.4 4.9 16.8 12.6
Average Output
(So .Sh. million
current )
Total 0.9 2.3 2.6 4.2 5.2 69.3 10.6
Public 001 003 306 206 507 7901 3603
Private 0.9 2.5 2.4 6.0 4.6 23,1 2.3

Source: See Table 1.

Notes: a/ Includes 16 public sector water supply and electric power generating establishments
which could not be separated from this table.

b/ Including self-employment.

¢/ Excluding self-employment.
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Table 5

SOMALIA ~ EMPLOYMENT AND WAGES2/ IN FORMAL SECTOR MANUFACTURING

1975-82
1975 1982
Subsector Public Private Total Public Private Total
Emp. Wages Enp. Wages Enp. Wages Emp. Wages FEmp. Wages FEmp. WUages

Food 3,399 6.9 1,076 4.0 4,475 6.3 6,280 4.2 270 3.3 6,590 4.1
Beverage, Tobacco 580 5.7 231 4.9 811 5.5 572 3.1 64 4,7 8% 3.6
Textile 84 10.5 429 2.3 1,293 9.2 1,204 4.1 77 2,0 1,281 4.0
Apparel 77 6.6 211 3.1 288 3.5 152 1.9 97 2.8 288 2,2
Leather, Footwear 141 6.0 321 7.1 462 6.7 322 2.2 211 4.4 533 1.0
Furmniture 180 5.1 286 6.0 466 5.6 52 0.9 261 2.4 313 2.1
Printing, Publishing 677 7.3 - - 677 7.3 861 3.3 39 6.8 900 3.3
J%llel‘y - - y 401 39 40 1 - - lB 3.7 18 307
Total Cons. Goods 5,918 7.2 2,584 4.6 8,502 6.6 9,443 3.9 1,266 3.5 10,699 3,2

Paper - - - - - 187 2.8 15 1.9 202 2.7

Chemicals 42 9,6 127 7.1 169 7.9 487 6.6 391 3.5 878 5.3

Plastics 25 7.3 - - 250 7.3 - - 10 2.6 10 2.6

Chdna, Clay etc. 110 5.7 260 2.9 370 3.4 - - 160 3.1 160 3.1

&tal mecm - - 279 6.4 279 604 199 106 175 20 1 374 1.8

Others 266 5.9 638 2.1 904 3.0 43 3.3 8 2.0 132 2.8
Total Prod. Goods 568 6.7 1,460 3.0 2,028 4.1 916 4,6 840 2.3 1,7% 3.9
Total 6,486 7.2 4,044 4,1 10,530 6.2 10,359 4.0 2,106 3.3 12,465 3.9

Saurce and Notes: As Table 1.

Notes: a/ Anmual Wages in So. Sh. '000 at 1977 prices.

_ZL—



Table 6

SOMALIA —~ ADDITIONS TO F1XeD ASSETS 1975~ 82
(Qurrent So. Sh.)

Total Additions to Fe A. (So. She m.)

Total Additions per Enployee?/
(So. Sh. thousand)

%

Subsector Public Private  Total Public Public Private Total
Food 481.3 6.9 488.2 98.6 76.4 .7 74,7
Beverage, Tobacco 35.9 12.8 48.7 73.7 66.3 41.1 58.3
Textiles 1551 0.2  155.3 9.9 128.6 6.5 121.2
Apparel 55 0.1 5.6 98,2 0.3 10.3 22.5
Leather, Footwear 24.7 2,7 27.4 90.1 75.5 14.7 51.4
Furniture 1.0 33.8 3%.8 2.8 19,2 129.5 111.2
Printing, Publishing .1 - 0.1 100.0 35.0 - 35,0
Jmnely - 0.4 004 - - 803 803
Total Consumer Goods 733.6 56.9 790.5 92.8 77.6 45.7 73.9
Paper 2.4 11.0 3.4 17.9 2.8 2.9 12.0
Chemlcals 6.3 31.8 38.1 16.5 11.1 83.6 43.4
P].asti(B 104 - 104 100.0 - - -

aﬂ.na’ C].ay, etre. ‘002 193 4105 96'9 - 8;2 802
Metal Products 9.7 13.3 3.0 2.2 98.5 19.4 61.5
Other 1.8 0.4 2.2 81.8 9.3 20.2 16.7
Total Producer Goods 61.8 57.8 119.6 51.7 3.3 47.9 37.0
Total 795.5 114.7 910.1 87.4 73.4 46.6 68.9

Note: a/ Employment in 1982
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Table 7

SOMALTA — VALUE-ADDED PER EMPLOYEE BY SUBSECIOR AND CWNERSHIP, 1975-82

(So. Sh. '000, 1977 prices)

Total Value-Added/ Employee Value~Added/ Employee
Public Private Total Public Private Total

Subsactor 1975 1982 1975 1982 1975 1982 1975 1982 1975 1982 1975 1982
Fm 1304 202 703 1 lo7 1 109 206 6.5 "’200 303 804 506 "10 5
W & Tom 1109 &02 2708 "'2298 16.5 ”06 602 6501 2209 "2705 lloo %00
Textiles 9.3 7.0 5.3 12.9 8.0 7.3 -1.2 2.9 3.0 109 ~-l.2 3.3
Apparel - 3.4 9.7 2.3 7.1 10.8 6.6 1.5 6.6 19.5 3.6 8.6
Leather & Footwear 8.2 4.6 12,0 8.5 10.8 6.2 2.2 2.4 4.9 4.2 4.1 3.2
Furmnd ture 7.8 7.5 900 11.5 8.5 10.8 2.7 6.6 3.0 9.1 209 897
Printing & Publishing 4.9 19.4 - 25.4 4.9 19.7 37.6 16.1 - 18.6 37.6 16.4
JO@].]&I‘] - - 909 1300 909 1300 - - 508 903 508 993
Total Consumer Goods 15.8 8.5 9.8 5.3 14,0 8.2 8.6 4.6 5.2 1.8 7.4 4.3
Paper - 2.1 - - - 11.2 - 9.3 - -1.9 - 8.5
Chemicals 12.2  18.5 25,2 5.9 22.0 12.9 2.6 11.9 18.1 2.4 14,1 7.6
Plastics 50.2 - - - 50.2 - 4.9 - - - 429 -

China, Clay, etc. 3.1 - 6.4 24,8 12,3 10.9 2.4 - 3.5 2.7 8.1 21.7
Metal Products - 5.8 12.3 16.7 12.3 10.9 - 4.2 5.9 14.6 5.9 9.1
Other 28,2 4.2 3.8 8.2 8.7 6.9 22.3 0.9 1.7 6.2 5.7 4.1
Total Producer Goods 38.1 13.8 7.6 12.1 16.1 13.0 31l.4 9.2 4,6 9.8 12.0 91
Total 17.7 9.0 9.0 8.0 1l4.4 8.8 10.5 5.0 4.9 4.7 8.2 4.9

Source and Notes: See Table 1.
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Table 8

SOMALIA ~ EFFECTIVE RATES OF PROTECTION AND DOMESTIC RESOURCE COST
OF SELECTED ENTERPRISES

(a)s BERP on  (b). ERP on (¢) DRC (d). DRC
Gross Value Net Value Long~Term Short-Term
~ Added Added (capital (capital
Enterprise (excluding (including costs costs sunk)
(Ownership) depreciation) depreciation) accounted)
1. Food Products (Public) .
(Wheat, Flour and Pasts Fact.) -29% -56% 35.2 0.12
20 Food Prod\‘cts (Public) 91 21: N.A. N.A.
3. Food Products (Public
or Ptivate) 4ZSX N.A ﬁ.A. N.A.
4. Beveirage (Private) 38% S0% 2,94 0.65
S. Beverage (Private) n Infinite Infinite 0.70
6. Beverage (Private) 35% 7% N.A. N.A,
7. Tobacco (Public) 58% Infinite Infinite 0.23
(Cigarette and Match Factory)
8. Textiles, Apparel (Public)
(Somaltex) -33% ~236% Infinite 0.35
9. Textiles, Apparel (Public
ox Pdv&te) Infinite N.A. N.A. N.A.
10. Textiles, Apparel (Public
or Privﬂte) 1332 N.A. N.A. N.A.
11, Purniture (Privace) 43% 53% 2.99 0.59
12, PFurniture (Private) 92% $592 Infinite 0.16
13, Paper (Private) 61% Infinite Infinite 0.38
14, Chemicals (Private) 123% Infinite Infinite 0.70
15, Chemicals (Private) 267% Infinite N.A. HeA.
16, Chemicals (Private) Infinite N.A. N.A, N.A.
17. Chemicals (Private 86% Infinite N.A. N.A.
18. Leather (Private or
Tublie) Infinite Infinite Infinite Infinite
19. Leather (Public
or Private) 182 17% N.A. N.A.
20. Leather (Public
or Private) 92% N.A. N.A. N.A.
21. Metal Products (Public) 64% Infinite Infinite 0.71
(FPoundry & Me:hanical Workshop)
22, Metal Products (Private)
(Aluminum Utensils Factory) 93% Infinite Infinite 1.54
23. Metal Produtca (Private
or Public) Infinite Infinite Infinite Infinite
24, Constr. Mat. (Private
or Public) 118% 641% Infinite 0.64
25. Constyr. Mat. (Privnte
or Public) ~46% -49% 0.14 0.10
26, Constr. Mat. (Private
or Public) Infinite N.A. N.A. N.A,
27. Boats (Public) -4% N.A. N.A. NeA,

Source: Harvard Institute for International Development, “Quantitative Analysis of Incentives
and Disincentives for Expansion of Industrial Output and Employment in Somalia®,
Cambridge (Mass.), 1985, mimeo.

Note: Por definitions of terms see text,
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List of Abbreviations

t metric tons

tpy metric tons per year
tpd metric tons per day

So. Sh. Somali Shillirng

MW megawatt

kwh kilowatt-hour

ha hectare

DM Deutsch Mark

ECU European Community Unit of Account
qtl quintal (100 kilograms)
bbl barrel (159 liters)

m meter



Appendix Il
Enterprise-by-Enterprise Summary of the Survey's Findings

Introduction

Findings for each enterprise. The Broad outline of coverage is as follows:

- firm's profile: history, products and markets, personnel,
summary financial data;

- specific problems; and

- recommended actions.
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9. Caigarette and Match Factory, Mogadishu...... 109
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11. SNAI-Biasa Factory, Jowhar....ccovvvececcces 115
12. State Printing Agency, Mogadishu............ 116
13. Kismayo Meat Factory, Kismayo.......voceesuse 118
14. Somali Pharmaceutical Industry, Mogadishu... 119
15. Somali GRP Products Company, Mogadishu...... 120
16. Somalfruit, Mogadishu......cceoveceeesnoranss 121



1. PETROLEUM REFINERY, MOGADISHU

Background

1.01 The petroleum refinery was originally establirhed as a 50/50 joint
venture between the Somali and the Iraqi Government, the latter providing
the necessary financing through a US$§16 million loan. The refinery came on
stream in 1978 and operated until the end of 1983 under Iraqi management.
At that time the Iraqi’'s withdrew their participation and the facility
became 100 percent owned by the Somali Government. It is believed that all
Iraqi experts have left since early 1985 The Government has now requested
assistance from Italy for the provision of experts and spare parts.

Technical Characteristics

1.02 The rated capacity of the plant is 5,000,r"0 tpy of Arabian light
crude. However, the figure of 3,000,000 tpy was quoted by the refinery's
management as reflacting more closely the present capacity. Maximum
throughput was reached in 1980, with 263,000 tons of crude processed. 1In
1984 and 1985 quantities of processed crude were respectively 126,400 and
164,300 tons. Some of the o04il processed over the last few years has been
supplied as a grant by Saudi Arabla, but it appears that free supply has
been considerably reduced since 1984. According to the refinery accounting
data, the cost of crude supply averaged 8,740 So. Sh. per ton in 1985 which
would be US$242 at the official exchange rate of 36 So. Sh. /US§. This
figure suggests that none of the crude oil obtained during that year was
free.

1.03 The design characteristics of the refinery are such that the
output mix does not correspond to the needs of the market. Gas-oil and
kerosene, which account for 70 percent of domestic consumption, are 30 per-
cent of the refinery’s output, while unused surpluses of heavy fuel oil and
naphta have to be exported at low prices. The timely commissioning of the
urea plant would have alleviated that situation as it uses heavy distillates
as feedstock., Start-up and other problems (see following section) have up
to now prevented this plent from absorbing any significant quantity of the
refinery’s heavy fuel production.

Finances

1.04 Financial data obtained from the refinery’s accounts, are of
little value, as they reflect grossly unrealistic amounts for operating
expenses and depreciation (assets have not been revalued since the estab-
lishment of the firm). For example the main items from the 1985 operating
statement are as follows (in millions So. Sh., for a throughput of 165,000
tons of crude):
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REVENUE:: Sales of products 1,412.8
EXPENDITURE: Crude oil 1,436.4
Wages and salaries 19.5
Other expenses 13.1
Other materials 31.5
Operating expenditure 1,500.5
Depreciation 51.3
Profit (loss) before tax (139.0)
1.05 Reported expenses other than crude -o0il and input chemicals can be

compared with recent estimates prepared by the Ministry of Finance, which
show that normal fixed and variable operating costs for the refinery amount
to at least So. Sh. 290 million per year, for 120,000 tons of processed
crude, including So. Sh. 84 million for maintenance. This estimate is still
low, as it includes an unrealistic allowance for depreciation, derived from
historical value of assets, and is based, for the foreign exchange component
of the cost, on a rate of exchange much below the cpen market rate. Adjust-
ing the rate of exchange to reflect the free market rate would bring the
yearly operating costs of the refinery (excluding cost of chemicals), at the
same throughput, to around So. Sh. 960 million, which would, if applied to
the 1985 operating results, result in a loss in excess of So. Sh. 1 billion.

Major Problems

1.06 The most immediate problem faced by the refinery at present is the
fact that it is operatéd by wunqualified staff vader severe foreign exchange
constraints which prevent regular supply of crude feedstock, purchase of
spare parts and essential chemicals. In addition, frequent power outages
severely affect the operation of the plent whenever availability of crude
allows it to run. Maintenance of the plant is grossly inadequate: its
piping, tanks and structures are being repidly corroded, especially as the
facility is located close to the sea, unprotected from the strong, salts-
pray-laden winds. Due to poor accounting practice and insufficient cash
flow, inadequate provisions have been made for equipment renewals. Thus rthe
capital of the enterprise is in the process of being dilapidated, both
physically and financially, before making any allowance for repayment of %he
loan used to build the plant (the 1liability for the 1Iraq’ loan is not
carried on the refinery books and is assumed entirely by the Governmer.t of
Somalia).

Intrinsic Viability

1.07 But the problem of the Mogadishu refinery is in fact more pro-
found. Due to its small size and obsolete design, and to the mismatch bet-
ween the product mix and the requirements of internal demand, it appears
unlikely that it can function economically in the present context of huge
world refining overcapacity and weak demand for petroleum products. A
recent (August 1985) energy assessment report by the World Bank showed that
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ex-refinery costs of products, even at historical (i.e. high) levels of
crude throughput were about US$3.4/bbl. Even if crude was still available
on a grant basis, it would be more economical to have this crude refined for
a fee in an efficient foreign refinery, or to receive petroleum products
instead of crude as a grant.

Recommended Actions

1.08 The refinery not only suffers from severe operating problems but
more fundamentally, from doubtful intrinsic wviability. At this juncture it
appears advisable to carry out an economic feasibility study which would
analyse the viability of continuing the refinery’s operations as compared
with other possible options. Such options include:

- upgrading and expanding the refinery so as to increase produc-
tion of middle distillates. This would be a costly proposi-
tion, unlikely to be attractive in present world market condi-
tions of minimal or negative refining margins and massive
refinery closures;

- closure of the refinery, and disposal of the assets;

- mothballing of the refinery, so as to keep open the option of
restarting the facility once world market conditions improve
markedly. This would be a costly proposition and also diffi-
cult to implement due to lack of properly trained maintenance
personnel;

- converting some of the refinery’s equipment to other uses in
situ or elsewhere. For example it might be used for the rein-
forcement of the country’s unloading and storage facilities
for petroleum products.

1.09 If the outcome of the study shows that continuing the refinery’s
operations is not the most economical solution, a detailed alternative plan
of action should be established, costed and recommended to the Government of
Somalia.



Table 1

SOMALIA - MOGADISHU REFINERY ANALYSIS, 1986 PRICES

Yield Input Value Total
percent Output (USS/MT) (US$°000)
{(MT°000)
Crude Throughput 210.0 106 (1) 22,260
Products Output
LPG 1.0 2.1 293 615
Gasoline 13.0 27.3 177 (2) 4,832
Heavy Naphta 5.0 10.5 157 1,649
Kerosene 10.3 21.6 180 3,893
Gas 0il 20.C 42.0 S0 (3) 2,100
Heavy Fuel 0il 48.7 102.3 112 11,454
TOTAL 24,543
Refinery Costs
Fixed Costs (4) 6,053
Chemicals
1,050
TOTAL
7,103
Net Profit/(Loss) (4,819)
per ton crude processed (US$) (22.95)
per bbl crude processed (US§) (3.17)

(1) Equlvalent to US$ 15/bbl

(2) Recent quoted CI¥ price provided by Ministry of Finance, other
prices calculated with reference to gasoline price, on the basis
of Table 4.2 of source, except for heavy oil.

(3) June 1986 quote in Platt’'s Oilgram.

(4) As estimated by Ministry of Finance.

Source: World Bank/UNDP, Somalia: Issues and Options in the Energy
Sector, August 1985, Table 4.2 updated as noted above.
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2. UREA PLANT, MOGADISHU

Background !

2.01 In July 1979 the Government of Somalia issued a letter of intent
to the Italian consulting firm, Technipetrol, for the construction, on a
turnkey basis, of an ammonia-urea plant with a daily production capacity of
150 tpd of urea (50,000 tpy), using the heavy fuel oil produced by the
adjoining refinery as feedstock. The US$70 million project was to be
financed as follows:

- U8$10.5 million -~ 1Italian Govermment loan (9 years, &
percent);

- US$59.5 million - loans from various European banks (9 years,
7.75 percent).

Interest payments on the bank loans are reported to be guaranteed by the
Italian Government.

2.02 Erection was completed in March 1983 and the Mechanical Completion
Certificate was issued. However, start-up of the plant has been plagued by
numerous problems; as & result only very small quantities of urea, corres-
ponding to the output of test runs, have been produced so far (1,400 tons in
1984, 1,950 tons in 1985, none so far in 1986). A technical team from the
Italian contractor, numbering 18 engineers and technicians, is still making
final adjustments in order to fully commission the plant and finally get it
into production.

Technical Characterigtics

2.03 The overall process chosen for the plant is based¢ on the integra-
tion of several proprietary sub-processes, provided by various licensors
(Texaco, Snamprogetti, Allied Chemicals, Haldor Topsoe). Although each
individual sub-process appears to be well proven, their combination within
the same overall process, has, according to a UNIDO report, rarely, if ever,
been attempted.

Markets

2.04 The domestic market for urea is currently estimated at a maximum
of 10,000 tons. Any production in excess of that figure would have to be
eaported. International prices of urea are presently quite depressed due to
the world supply exceeding demand, and to the existence of large efficient
ammonia-urea plants using inexpensive natural gas as feedstock. Present
international prices of urea fluctuate between US$80 and US$90 per ton, FOB
tidewater. As will be seen below, in no way can the plant in its present
configuration produce urea at such a price.
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Finances

2.05 No detuiled financial statements for the urea plant were made
available to the ~ission. However, it was reported that major losses were
incurred in 1984 and 1985, due to the negligible output. All losses up to
January 1st, 1986 have been covered by the Government of Somalia. Sales
proceeds of the small quantities produced in 1984 and 1985 were sufficient
to cover salary costs.

Personrel and Training

2.06 Employment at the plant stands presently at 230 Somali nationals,
of which 30 are graduate engineers from the national university. The con-
tract between the Somali Government and the consulting engineer includes an
important training component, which involves theoretical and practical
training abroad (over a 6-month period for 45 engineers and technicians),
and on-the-job training to be carried out by the technical assistance team
on site. According to a detailed evaluation carried out by a UNIDO team,
the obligations of the training contract have been so far only partially
met, and the quality and depth of training have been inadequate, Further-
more, practical training abroad took place in a plant of different configur-
ation and process, which raises questions about its relevance. Indeed, as
pointed out by the UNIDO report, the innovative nature of the plant is such
that its start up and operation constitute a learning experience for the
consulting engineering f:rm itself.

Main Problems

2.07 The problems that have prevented the timely start-up and operation
of the plant appear to be of two types:

- problems of plant commissioning which the technical team for
Technipetrol is presently attempting to solve. According to
the firm’'s representative on the site, all technical a just-
ments have now been carried out, and the plant is ready to
start as soon as feedstock is available.

- sources of malfunction which are quite foreign to the process
itself, and depend on exogeneous factors. First and foremost
is the unreliability of electricity supply which causes fre-
quent shutdowns. Internal power generation at the plant
accounts for 6MW but an additional 3MW of power has to be
secured from the nearby thermal generating station. Unfortu-
nately, this latter supply is very unreliable, and the figure
of 20 to 25 power outages per month has been quoted by the
plant's management as an average for the last few months.
Since any interruption of the manufacturing process through
power breakdown entails a washup procedure which takes up to
three days, it is clear that it is practically impossible for
the plant to operate normally under present circumstances,
even if all process-related problems were successfully solved.
Reliable supply of feedstock from the refinery, and
difficulties in attracting, training and retaining suitable
personnel (even unskilled labor) in a remote location without
adequate transportation, housing, food and recreation facili-
ties were also quoted as important constraints.
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Economic Viability

2.08 As with the refinery, the most fundamental question concerning the
urea manufacturing facility, is its intrinsic viability. As mentioned
earlier, the market price for urea is around US$90/ton FOB, which would
correspond perhaps to about US$120/ton CIF Mogadishu. Table 2 shows the
estimated cost of inputs per ton of urea. Taking the cost of heavy oil
feedstock at its present depressed opportunity value of US$50/ton, and elec-
tric energy at US$.09/kwh,1 the unit cost of inputs at current prices
excluding wages, technical assistance, maintenance, capital and other fixed
costs, amonnts to US$121.75/ton of urea. Assuming a plant life of 20 years
and using a discount rate of 10 percent, capital costs by themselves would
amount to US$164/ton, assuming continuous operation of the plant at full
rated capacity.

2.09 The predicament of a small, heavy o0il based urea plant in the
present context of excessive world supply of nitrogenous fertilizers is well
illustrated by data prepared by the World Bank.?2 The production cost of
ammonia (which is the final stage before the synthesis of urea), at current
world prices of heavy oil and natural gas, is about US$125/ton in a small
(200 tpd) heavy o0il based ammonia/urea plant, as compared with US$72/ton in
a large (1,000 tpd) natural gas facility. This 45 percent cost advantage
provided by more efficient feedstock and size of plant, is compounded by the
fact that the marginal cost of natural gas is negligible in several oil-
producing areas of the world.

Table 2

SOMALIA - UREA PLANT: COST OF INPUTS PER TON OF UREA, 1986

Unit Total

Value Value
Input per Ton of Output Qty (Us$) (Us$)
Heavy fuel oil (MT) 0.85 50.00 42.50
LPG (MT) 0.0047 293.00 1.38
Naphta {MT) 0.0133 157.00 2.09
Chemicals - - -
Bags () 20.00 0.75 10.75
Electricity (kWh) 555.00 0.09 49,95
TOTAL 106.67

1/ Lowest average cost of generation, including capital cost, obtainable in
present conditions in a small size thermal plant at a tidewater site.

2/ World Bank, Handbook of Fertilizers, February 1981.
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Recommended Actions

2.10 A study to assess the economic viability of the urea plant should
be conducted. Such a study would compare the presently contemplated course
of action with other options, which would include the closure and disposal
of the plant, or its mothballing. Because of its close technical relation-
ship with, and physical proximity to the refinery, feasibility studies for
the two plants might be usefully combined. Annther reason for this sugges-
tion is the distinct possibility that some options might involve joint plans
of action for the two facilities, (conversion into storage, outright sales
of equipment, etc.). Although the probability of obtaining attractive
proposals appears remote due to the weak economics of the operation, the
possibiiity of leasing the plants, jointly or separately might be an cption
that a competent expert might recommend. Such leasing arrangements may
include the reconversion of the facilities for other purposes. All possible
options should be carefully explored by 4« specialized consultant, familiar
with the fast-changing economics and opportunities in the fields of hydro-
carbon processing and finished product marketing.
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3. SOMALTEX, BALAD

Background

3.01. Somaltex was established in 1966 as a joint venture between the
Somali Government and German interests. Production started in 1969 but the
enterprise suffered large losses until 1973, apparently because of low out-
put due to outdated machinery. The firm was nationalized in 1973, following
which the plant was modernized and expanded at a cost of So. Sh., 140
million. The refurbished plant, completed in 1976, is a fairly modern tex-
tile facility, comprising the following departments gloning, spinning,
weaving (154 Sulzer looms), finishing (bleaching, dyeing, printing), knit-
ting, medical cotton and bandage. Capacity of production is 20 million
yards of cloth per annum on a three-shift basis. The highest level of pro-
duction was reached in 1980 with 13 million yards with two shifts. Output
in 1985 was 3.5 million yards, or 17.6 percent of capacity.

Products and Markets

3.02 Main products consist of low to medium quality fabric in grey,
bleached, dyed and printed qualities. Distribution of sales among these
products was as follows in 1985: grey - 25 percent, bleached - 11 percent,
dyed - 40 percent, and printed - 24 psrcent. Marketing of products is
carried out through 5 regional distribution centres, and a8 number of commis-
sion agents. The bulk of the production 1is sold in rural areas to low
income corsumers. Apparently very little volume is realized in urban areas,
where consumers prefer imports of better quality, particularly synthetic or
mixed fiber fabrics. Somaltex also supplies the National Police and Army
with dyed drill cloth for wuniforms. Sales dec.eased drastically from 1984
to 1985 (from 7.8 to 3.3 million yards). The ample stock of finished pro-
ducts at the end of 1985 (40 percent of year'’s turnover) suggest that the
firm faces major marketing problems.

Financial Data

3.03 Financial statements for 1984 and 1985 are shown on Table 3. 1In
spite of the major drop in sales wvolume, tle profit situation actually
improved from 1984 to 1985; showing a nominal profit in the latter year as
compared with a small loss in the previous period. This is due in part to a
drastic reduction of the labor force (from 894 to 635), and in part to major
price increases, which probably explain the marketing problem pointed to
earlier. The f.llowing points are also worthy of note:

- repair and maintenance expenses are totally inadequate to
maintain plant and machinery in proper working conditions
(less than 1 percent of the original purchase value);
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Table 3

SOMALIA - SOMALTEX:

SUMMARY FINANCIAL DATA

Operating Statement

(Millions So. Sh.) 1985 1984
SALES 161.7 105.2
Expenditures

Raw materials and Supplies 63.8 55.4
Wages and Salaries 26.9 27.4
Repairs and Maintenance 1.4 1.1
Depreciation 17.3 14.5
Misc. Operating Expenses 4.5 3.8
Overhead 16.5 9.6
TOTAL EXPENDITURES 160.4 111.8
PROFIT/ (L0SS) 1.3 (6.6)
Balance Sheet
ASSETS
Fixed Assets (Net)
Lands and Buildings 26.8 28.1
Plant and Machinery 202.0 237.5
Uther Fixed Assets 6.9 5.5
Total Fixed Assets 235.7 271.0
Current Assets
Stock 216.7 194.8
A/C Receivables and Prepayments 14.6 24.0
Cash and Bank Balance 22.3 9.8
Total Current Assets 253.6 228.6
TOTAL ASSETS 489.3 499.6
LIABILITIES
Long Term Debt 261.9 261.9
Bank 0’Draft and Short Term Loans 1.3 1.5
A/C Payable 40,3 28.2
TOTAL LIABILITIES 303.5 291.6
NET WORTH 185.8 208.0
Accounted for by:
Paid-up Capital 293.1 293.1
Accum. Profit/(Loss) (0.9) (2.4)
Capital Reserves 14.4 14.4
Exchange Equalization (120.8) (97.1)
TOTAL SHAREHOLDERS' EQUITY 185.8 208.0
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- assets have not been revalued in 1985 in keeping with the
devaluation of the currency, thereby making allowances for
depreciation inadequate;

- servicing of long-term loans is in arrears (accounts do not
show by how much); and

- Somaltex does not appear to pay any taxes (except the 5 per-
cent sales tax, which is passed on to the corsumer).

Major Problems

3.04 Thus, despite false appearances of financial equilibrium, the
enterprise is in fact in a very critical situation: production is falling
steadily, sales are decreasing even faster and assets are not properly main-
tained; the firm is ge.ting rapidly decapitalized and is neither contribut-
ing to the servicing of its debt nor to the finances of the Government.

3.05 There are a host of wunderlying problems contributing to this
situation which can be summarized under the following headings:

- insufficient management experience and training of technical
staff;

- inadequate supply of diesel 9oil, spare parts and raw
materials. Lack of foreign exchange and long administrative
and delivery delays is resulting in an acute shortage of spare
parts. As a result, the spinning capacity is considerably
decreased, and 70 percent of the lcoms are inoperable. As
regards raw materials, it is interesting to note that Somaltex
imports 60 percent of its cotton fiber requirements,
Increased promotion of 1local cultivation of cotton appears
advisable as it would save foreign exchange and contribute to
the growth of the agricultural sector. A prefeasibility study
carried out in 1982,3 confirmed that there exists consider-
able potential for cotton cultivation in Somalia. A prelimi-
nary development program aiming at producing 20,000 tpy of
seedcotton was identified, which would satisfy the require-
ments of Somaltex (at full capacity, the mill requires 3,500
tpy of ginned cotton, equivalent to 10,000-11,000 tpy of seed-
cotton).

- Poor organization of production; in 1984 a technical survey of
the mill was carried out by a UNIDO consultant. This study
identified a great number of grave shortcomings in the organi-
zation of production at the mill, and recommended a program of
improvement. The following major deficiencies were noted:
(1) absence of production standards and corresponding control;

3/ Sngreah, Cotton Lands Rehabilitation and Develrnment Project, First
Phase: Project Identification, July 1982.
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(i) poor state of machinery and 1lack of preventive
maintenance; (iii) inadequacy of professional technical staff
(there is only one textile enginei~); (iv) incompetence of
middle management; (v) overstaffing; (vi) counter productive
incentive system and grave disregard for quality control;
(vii) absence of a suitable cost accounting system; and
(viii) unrealistic planning and budgeting.

- It is not known whether the consultant’s recommendations have
been acted upon, beyond the reduction of staff which took
place recently. It can be safely assumed, however, that lack
of funds, insufficient management experience and supply
constr~ints have prevented any significant improvements being
made to the plant’s organization. The 18 percent drop in
production observed between 1984 and 1985 speaks for itself.

- Apparent disregard for marketing considerations. 4As noted
earlier, the dominant obstacle to normal, profitable opera-
tions in 1985 was not tha falling production, but the lack of
sales. Due to a combination of low quality and high prices,
Somaltex appears increasingly unable to compete with imports.
Yet in interviews with the management, marketing does not
appear to be perceived as a major prohlem, in comparison with
the perennial diesel oil and foreign exchange/spare part
constraints.

Recommended Actions

3.06 In ~onclusion, the numerous and severe problems which affects all
aspects of operation of the Somaltex mill call for comprehensive diagnostic
studies in the management, technical and marketing areas and the identifica-
tion of a suitable rehabilitation program. Furthermore, the possibility of
attaining self sufficiency in cotton fiber should be examined anew, and the
economic feasibility of integrating the cultivation of cotton in the agri-
cultural development programs should be assessed.
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4. SNAI-JOWHAR SuGAR FACTORY, JOWHAR

Background

4.01 The SNAI Jowhar agricultural estate and sugar mill, situated 90
Km. north of Mogadishu on the Shabelli river, was founded in 1917 by Italian
colonists. First devoted to cotton cultivation, the estate was subsequently
converted to sugar cane, and the sugar mill first came on stream in 1926.
An Italian company, SNAI, ran the estate and mill until 1963, at which time
the Government of Somalia acquired a 49 percent interest in the Company. The
factory was subsequently nationalized in 1970 and became a wholly-owned
public enterprise, under the control of the Ministry of Industry.

4,02 Production of sugar reached a peak in the 1970-71 campaign: with
5,200 ha under cane, a yield of 88.5 t/ha, an extraction rate of 10.3 per-
cent, and production of 47,500 tons of sugar. Ten years later, this was
reduced to 16,700 tons, with cloge to 6,000 ha under cane, but a yield of
snly 38 t/ha and an extraction of only 7.. percent. 1In the last two years,
only token productions of 638 tons and 246 tons were achieved. This
catastrophic development is the result of several factors:

- gradual waterlogging and increased saliunity of large parts of
the estate, which led to the abandonment of more than 2,000
ha:

-~ lack of proper maintenance of the irrigation system and poor
irrigation techniques;

- increasing difficulty in hiring cane cutters due to the low
wages offered and higher earning potential of subsistence
agriculture on abundant adjacent land;

- gradual breakdown of the cane transport system due to poor
maintenance and age; and

- increasing difficulties in maintaining and operating the
factory, due to erosion of working capital, lack of foreign
exchange and difficulty in procuring spare parts, dearth of
trained technical personnel, etc.

4.03 In 1983 the factory was closed for a major overhaul program, for
which a loan of So. Sh. 76 million was obtained from the Goverrnent.
Carried out by the factory’s own technical staff, this program is still
underway, with the objective of resuming production in December 1986 (only
trial runs took place in 84 and 85). On the agricultural side 1,500 ha of
new cane were planted in the best areas of the estate, with the objective of
harvesting 100,000 t of cane and producing 5,000 t of sugar for the 1986-87
campaign.
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Financial Data

4.04 The financial situation is no 1less catastrophic. Table 4 shows
the consolidated Jowhar/SNAI-Biasa statements for the last three years. Up
to 1983 accumulated losses resulted in a negative net worth roughly equal to
the value of the assets. A massive injection of Government funds in 1984
reestablished a positive, albeit small, net equity. The 1984 Government
contribution, amounting to some So. Sh. 300 million, was officially
converted to equity the following year. In the meantime iong term debt
increased by about So. Sh, 130 million but losses were considerably reduced
in 1985 due to the satisfactory performance of the SNAI-Biasa factory (see
section 11).

Proposals for Rehabilitation

4.05 In 1983 a feasibility study was financed by the Government of the
Federal Republic of Germany for the rehabilitation of the estate and
factory.4 The plan of action recommended by the study includes the
rehabilitation of the estate irrigation and drainage system over 5,300 ha,
the rehabilitation of the sugar mill, the improvement of the cane transport
system and the complete reorganization of the enterprise management and the
provision of intensive technical training with the assistance of a large
international management team. The sugar production objective is around
47,000 tpy, to be reached by 1992. The total project costs, including
physical contingencies and provisions for inflation, were estimated at DM94
million. The economic rate of return, as calculated by the consultant, is
stated to be in excess of 17 percent. Apparently, the Italian Government is
now interested in financing a rehabilitation program for the SNAI/Jowhar
sugar estate, along the general lines of the recommendations described above
and is carrying out a new feasibility study for this purpose.

Main Issues

4.06 Som2 of the issues which appear important in considering whether
considerable funds should be invested in rehabilitating the Jowhar Sugar
project are the fellowing:

- The project should be examined in the overall context of the
sugar subsector i.e., taking into consideration the other
important project being developed, Juba Sugar. The question
as to whether it would not be more rational to concentrate all
the efforts on the most modern project of the two should be
addressed. When the amount of money that the Government has
sunk in Jowhar in the last three years is considered, and the
results obtained so far, perhaps a better course of action
would have been to satisfy the financial requirements of the
Juba project.

4/ 1Instrupa Consulting GMBH, Sir Macdonald & Partners, Ltd., HVA
International BV: Jowhar Sugar Estate, Feasibility Study for
Rehabilitation, April 1984.
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On the other hand, the running costs at Jowhar could be very
low; irrigation is by gravity, hence does not require costly
pumping; plant and machinery are almost fully depreciated;
we .t Of the equipment might still be quite serviceable once it
is properly overhauled and miintained; the mill possesses some
of the best trained workers in the country, especially in
skilled and semiskilled categories (lathe-operators, machi-
nists, millwrights, etc.), indeed some of the workers are
third ceneration in the plant; it would seem a pity to destroy
whatever modest industrial tradition has been established in
the Jowhar region, which wculd happen if the plant was
closed.;

Conversion to other agroindustrial activities should be
actively considered; the small SNAI-BIASA facility, which
converts alcohol into perfumes and 1liquors (see infra) is a
step in this direction; and

Minor, essential rehabilitation, with concentration on manage-
ment improvement and technical training, might be one option
worth exploring, given the fact that the Shabelli waters are
now intensively used, and that diverting them for sugar cane
carries a high opportunity cost, it might be well to limit
cane cultivation to the area necessary to ensure breakeven
operations of the plant. Such an option could be considered
in conjunction with a search for further diversification, both
in agricultural and other industrial activities.
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Table &
SOMALIA - JOWHAR/SNAI-BIASA: SUMMARY FINANCIAL DATA
(Consolidated)
Operating Statement
(Millions So. Sh.) 1985 1984 1983
Sales 85.5 25.8 21.2
EXPENDITURES
Raw materials and Supplies nla n/a 27.3
Wages and Salaries nfa n/a 22.3
Repairs and Maintenance n/a n/a 0.7
Depreciation n/a n/a 6.0
Interest Expenses 5.7 35.1 27.2
Mis. Operating Expenses nfa n/a 0.8
Overhead nja nja 1.7
TOTAL EXPENDITURES 108.6 115.1 92.0
PROFIT/(LOSS) (23.1) (89.3) (70.8)
Balance Sheet
ASSFTS
Fixed Assets (Net)
Lands and Buildings
Plant and Machinery
Other Fixed Assets
Total Fixed Assets 78.¢8 81.6 39.2
Current Assets
Stock 146.2 134.4 76.8
A/C Receivables and Prepayments 120.8 65.7 85.7
Cash and Bank Balance 37.8 7.9 3.3
Total Current Assets 304.8 208.0 165.8
TOTAL ASSETS 383.6 289.6 205.0
LIABILITIES
Long Term Debt 290.0 198.8 161.5
Bank O'Draft and Short Term Loans 37.2 20.1 222.0
A/C Payable 41.1 29.3 29.8
TOTAL LIABILITIES 368.3 248.2 413.3
NET WORTH 15.3 41.4 (208.3)
Accounted for by:
Paid-up Capital 333.9 25.0 25.0
Accum., Profit/(Loss) (371.9) (347.6) (258.2)
Capital Reserves 53.3 364.0(1) 24.9
Exchange Equalization - - -
TOTAL SHAREHOLLERS' EQUITY 15.3 41,4 (208.3)
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5. JUBA SUGAR PROJECT

Background

5.01 The Juba Sugar Project was initiated in 1978 under financing from
the Abu Dhabi Fund, the Saudi Fund for Development and the OPEC Special
Fund. The initial plan called for the development of a 8,000 ha sugar
estate in the Juba river valley, with an adjoining mill of 70,000 tpy mill
vhite sugar and 30,000 tpy molasses capacity. The original foreign loan
total amount was US$213 million, but due to poor loan servicing, the loans
were suspended in 1982 with only US$190 million disbursed. The evolution of
cane hectareage and sugar production since the mill came on stream is as
follows:

1980 3,530 ha 7,930 ¢t
1981 4,040 14,760
1982 4,250 22,210
1983 5,320 28,110
1984 6,370 265,950
1985 6,810 39,100
1986 (proj.) 7,600 30,500
5.02 The mill is now commissioned and has reached full capacity.

Agricultural development of the estate is continuing, funded by the enter-
prise’s cash flow.

5.03 One of the major problems faced by the Juba Sugar Project since
its inception is the insufficient supply of diesel fuel for the irrigation
pumps. For example, out of a total diesel fuel requirement of 13.5 million
liters in 1985 only 5.0 million were obtained. As a result cane yield was
63.4 t/ha, instead of the projected 100 to 105. The low sugar procduction
projected for 1986 in spite of increased acreage is due to continued severe
shortfall in diesel. Juba management has recently requested permission from
the Government to directly import diesel fuel, showing that each additional
unit of currency spent on providing adequate irrigation yields nine
additional units of net revenue at current domestic prices of sugar.

Financial Data

5.04 The financial performance up to 1984 has been marked by sizeable
accumulated losses (So. Sh. 359 million). As shown on Table 45 results for
1985 were positive for the first time, with a net profit of So. Sh. 111
million. However, the enterpri-e is very heavily indebted, and is not in a
position to begin amortizing its long-term debt. Recent cash flow projec-
tions show that at the current ex-factory price of sugar, short-term financ-
ing will be needed for the next two years, reaching a peak in excess of So.
Sh. 700 million in 1987.
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Table 5

SOMALIA - JUBA SUGAR FROJECT: SUMMARY FINANCIAL DATA

Operating Statement

(Millions So. Sh.) 1985 1986 9
SALES
Sugar 787.3 312.7
Molasses 53.1 5.9
EXPENDITURES
Cost of Cane 315.7 137.2
Factory Costs 163.9 69.4
Administrative Costs 186.2 77.3
Finance Charges 33.7 32.3
Exchange Losses 29.8 25.7
TOTAL EXPENDITURES 729.3 341.9
PROFIT/(LOSS) : 111.1 (23.3)

Balance Sheet

ASSETS
Fixed Assets (Net) 1,175.6 1,045.6
Current Assets
Stock (including standing cane) 270.6 194.3
A/C Receivables and Prepayments 131.5 62.3
Cash and Bank Balance 63.3 -
Total Current Assets 465.4 256.6
TOTAL ASSETS 1,641.0 1,302.2
LIABILITIES
Long Term Debt 1,406.7 1,346.0
Bank O'Draft and Short Term Loans -
95.0
A/C Payable 322.8 93.4
TOTAL LIABILITIES 1,729.5 1,534.4
NET WORTH (88.5) (232.2)
Accounted for by:
Paid-up Capital 159.2(1) 126.6(1)
Accum. Profit/(Loss) (247.7) (358.8)

Capital Reserves - -
Exchange Equalization -

TOTAL SHAREHOLDERS' EQUITY (88.5) (232.2)

al Subsequent GOS data presented show 1986 sales as So. Sh. 690 million and
the loss as So. Sh. 12 million.
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Personnel and Management

5.05 The Juba Sugar estate and mill is managed with the assistance of a
specialized consultancy: Booker Agriculture International, Ltd., the firm
has presently 15 expatriates on site, including the general manager, finan-
cial controller and the factory manager. Other technical assistants are
distributed among the industrial (3 expatriates) and agricultural operations
(7 expatriates). Total permanent employment is approximately 2,000, includ-
ing 15 Somali engineers. Booker International is responsible for running an
elaborate training program on site, including on-the-job and off-the-job
courses, with duration of courses averaging six weeks. A few trainees have
been sent overseas for more advanced studies, but several did not return to
the project afterwards.

5,06 Juba Sugar is experiencing considerable difficulties in recruiting
and retaining skilled employees. Yearly turnover is close to 25 percent of
the permanent workforce (in 1985 there were 450 leavers and 730 starters).
In addition to the general problem of low remuneration, the isolated and
remote location is an obstacle in retaining staff, especially in the lower
skilled and semiskilled grades. Wage increases ranging from 12 percent to
42 percent were given in 1985, and various allowances and bonuses, increased
rates of promotion, have been introduced, but employees continue to leave
after being trained, mostly to obtain better paid jobs in private sector
companies. As in the case of Jowhar, considerable difficulty is experienced
in recruiting cane cutters. Although the task rate was increased by 31
percent in 1985 (bringing the daily wage for an average worker to So. Sh.
45), turnout remained below the 1,500 that are required daily to meet pro-
duction needs, and purchase of mechanical cane harvesters is prevented by
lack of finance.

Pricing of Products

5.07 The Juba sugar production is sold to the National Trading Agency,
E.N.C. Ex-factory price is set by Government. Recent prices were as
follows:

August 1984 - January 1985: S0, Sh. 12,000/t

Jan. 1985 - January 1986: 20,000

Jan. 1986 - Present: 28,000
5.08 The structure of sugar price to the consumer (also

regulated) is as follows:

ex-factory price: So. Sh. 28,000/t
excise tax (60 percent ): 16,800
Adm. & handling charge by ENC: 4,670/t
wholesale price: 49,470
retail margin: 30,530

retail price: 80,000
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Molasses are exported through Somali Molasses Company, a mixed ownership
enterprise, with the following ownership structure:

Juba Sugar Project: 50 percent
United Molasses: 30 percent
International Finance Corporation: 20 percent

5.09 Through a long-term contract with United Molasses, production is
sold at an FOB price not lower than US$50/ton. Fifty percent of the foreign
exchange thus gained can be transferred to JSP, and used for imports.

5.10 The Juba management contends that the exfactory price of sugar is
set too low. A formal request has been submitted to Government to incresase
it to So. Sh. 35,000/t, based on the argument that import parity pricing,
which the present price is supposed to reflect, is far below the average
price at which sugar is traded internationally. It is further argued that
world average production costs in efficient sugar mills is close to
Us$230/ton, which is equivalent to So. Sh. 35,000 at the free market
exchange rate. Based on the 1985 profit and loss statement, and making due
provisions for capital cost and amortization of accumulated losses, the
production cost of JSP is around So. Sh. 23,000/t in 1985. However such a
low cost cannot be sustained for any length of time without severely jeopar-
dizing the productive capacity of the enterprise.

Conclusion

5.11 The Juba Sugar Project looks an attractive venture which is
prevented from being successful because of external constraints, mostly
Government induced. This is a clear case where a few, but decisive liberal-
ization measures would be of tremendous economic advantage. Let Juba Sugar
provide reasonable wage increases to its staff to compete with the private
sector, obtain all the dieseli it needs, increase its price moderately and
purchase foreign exchange in sufficient quantity at the market rate. In
return, the enterprise could satisfy around 80 percent of the 80,000 tpy
domestic sugar demand, pay for its loans, and contribute to Government
finances through normal taxation and dividends.
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6. SOMALI HIDES AND SKINS AGENCY

Background

6.01 The Somali Hides and Skins Agency was formed in 1981 by amalgamat-
ing the existing Hides & Skins Agency, up to then responsible for bhides and
skins trading only, with the following industrial facilities:

- the Mogadishu Leather & Shoe Factory (km. 7);
- the Hargeisa, Burao and Kismayo tanneries.

6.02 According to its statutes HASA enjoys a monopoly for the purchase
and collection of all raw hides and skins in the country, for their supply
to all tanneries, as well as for exports of raw and processed hides and
skins. It also has a monopoly for the import of chemicals and other mate-
rigls used by the leather industry.

Raw Material Supply

6.03 The potential output from the 4 million heads of cattle, 5 million
camels and 25 million sheep and goats that constitute the resource base of
the leather industry, should provide more than sufficient raw materials for
all industries to work at full capacity. Yet all the Government and private
factories are reported to be operating at low capacity owing to the shortage
of raw materials. A recent study? suggests that due to the low purchase
price of hides and skins (the purchase price has been only changed twice
since 1978) over 30 percent of the production is being thrown away in rural
areas, rather than being dried and salted for sale to HASA. A large portion
of the remainder (40-50 percent, according to some sources) is smuggled out
of the country.

Technical Characteristics

6.04 The nominal capacities of the HASA factories are as follows
(single shift):
- Mogadishu Km 7: Hides: 500/day
Skins: 2,500/day
Shoes: 400 pairs/day
- Kismayo: Hides: 300/day
Skinst 3,000/day
- Hargeisa: Hides: 100/day
Skins: 4,000/day
- Burao: Hides: 100/day
Skins: 2,000/day

5/ International Group for Finance and Consulting, A _Study of the GSDR
Regulations Affecting the Private Sector, March 1986.
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6.05 The Mogadishu factory (the only HASA factory visited by the mis-
sion) operates at about 55 percent capacity, while capacity utilization of
the three other plants vary from 50 percent (Kismayo and Burao) to 25 per-
cent (Hargeisa). The Mogadishu plant produces semiprocessed (wet-blue)
hides and skins for the export markets, processed leather for the local
market as well as footwear, mostly military shoes (an old civilian shoe line
exists, but it is shut down).

6.06 The plant appears to be in a poor state of maintenance; shopfloor
operations seem badly organized; shops are untidy, machinery is dilapidated
and quality control is primitive. Total employment at HASA is around 700
persons, including 28 graduate engineers. About 500 persons work in the
plants, and 200 are involved in the collection and trading activities.

Finances
6.07 The financial accounts show a small profit in 1985 (see Table 6);
however some of the previous years were not as successful, as indicated by
the sizeable accumulated loss. About 40 percent of the plant production in
1985, in value terms, was for exports.

Framework for Action

6.08 Because of the importance of hides and skins, leather and leather
products there is an urgent need for an in-depth study of the whole sector.
This has already been recognized, and a sectoral study of the hides and
skins, leather and leather products trade and industry, financed by the
World Bank and executed by UNIDO, is about to be launched. The terms of
reference include a review of the legislation governing the domestic and
export trade in hides and skins, leather and leather products; the formula-
tion of recommendations to modify such legislation with a view to liberaliz-
ing the trade and providing incentives for increased value added in the
sector; recommendations for rehabilitation measures needed in the industry;
and recommendations for locating and attracting joint venture, management
and/or trading partners.

6.09 This study, will hopefully provide a general basis for reform and
rationalization of the leather subsector. However, future success in this
area is partly dependent on actions taken in the agricultural/livestock
sector, and also in the meat processing subsectors. It is also advisable to
look at the leather subsector in the context of the whole animal-product
chain, which presently constitutes the most dimportant resource base of the
country. Within that broad framework it will be necessary to examine each
of the Government tanneries and recommend concrete rehabiiitation measures
for these establishments. This may include the closing and/or consolidation
of plants, renewal c¢f equipment, provision of management and technical
training, etc. The question of ownership may prove to be of great relevance
and recommendations may be made for privatizing part or all of the public
industries of the leather sector.
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Table 6
SOMALIA - KM. 7 TANNERY AND SHOE FACTORY: SUMMARY FINANCIAL DATA
(1985)
Operating Statement
(Millions So. Sh.) 1985
SALES 51.8
Expenditures
Raw materials and Supplies 17.5
Wages and Salaries 2.2
Repairs and Maintenance 0.9
Depreciation 8.2
Misc. Operating Expenses 2.2
Overhead 9.8
TOTAL EXPENDITURES 47.8
PROFIT/ (LOSS) 4.0
WECRLI 3 .3
Balance Sheet
ASSETS
Fixed Assets (Net)
Lands and Buildings 10.8
Plant and Machinery 47.1
Other Fixed Assets 6.0
Total Fixed Assets 63.9
Current Assets
Stock 46.2
A/C Receivables and rrepayments 9.1
Cash and Bank Balance 0.4
Total Current Assets 33.7
TOTAL ASSETS 117.6
LIABILITIES
Long Term Debt 54.5
Bank O'Draft and Short Term Loans 5.2
A/C Payable 25.9
TOTAL LIABILITIES 85.6
NET WORTH 32.0
Accounted for by:
Paid-up Capital 25.0
Accum. Profit/(Loss) (14.2)
Capital Reserves -
Exchange Equalization 21.2
TOTAL SHAREHOLDERS' EQUITY 32.0
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7. POUNDRY AND MECHANICAL WORKSHOP

Background

7.01 The Foundry and Mechanical Workshop was founded in 1975 with the
help of UNIDO. The objective was to create a nucleus for the development of
metallurgical and engineering industries in Somalia. For this purpose the
enterprise was not only to be a production unit, but also a training faci-
litw and a center for the development of products especially adapted to the
conditions of Somalia, such as agricultural implements. In the first phase
of development the plant was equipped to produce simple spare parts of grey,
cast iron and nonferrous metals. It comprises a small foundry, with an oil-
fired cupola furnace of 1 ton/hr capacity, and a medium-sized, and fairly
well-equipped machine shop for the machining of castings and production of
other metal parts by cutting, bending, forging, welding, milling, boring,
etc. The equipment presently installed permits an output of approximately
450 tpy, on a single shift basis. The second phase of development, based on
an annual output of 1,500 tpy, was never implemented.

Chavacteristics of Production

7.02 The output realized since the plant’s inceptior ranges from 25 ¢
in 1975 to a high of 203 t, achieved in 1982. Production was 144 t in 1984
and 50 t in 1985, Main products include steel tanks, handpumps, various

cast iron parts such as manhole covers, grills and gratings, etc., handtools
and agricultural implements, and various spare parts for some of the other
industrial facilities of the country, such as the two sugar mills.

Finances

7.03 The firm’s management claims that positive results have been
achieved since the opening of the plant. However, examination of the 1984
financial accounts shows that reported income and profit figures are mis-
leading, as additions to finished product inventory are reported as sales
(inventory value in 1984 was 167 percent of turnover). In addition, depre-
ciation provisions are not adjusted for inflation and maintenance expenses
are inadequate (see Table 7). As indicated by a recent diagnostic study of
the foundry,® it is highly unlikely that the firm generated any real profit
at the low capacity utilization levels of the last five years. In fact, the
firm is going through a rapid process of decapitalization, its fine assets
are being wasted due to insufficient maintenance and inadequate financial
provisions for equipment renewal.

6/ International Science and Technology Institute 1Inc.: Somalia, the
Foundry and Mechanical Workshup, Options for Survival, 1985.
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Table 7
SOMALIA - FOUNDRY AND MECHANICAL WORKSHOP:

(1984)

SUMMARY FINANCIAL DATA

Operating Statement
(Millions So. Sh. )

1984

SALES

Expenditures
Raw materials and Supplies

Wages and Salaries
Repairs and Maintenance
Depreciation
Misc. Operating Expenses
Overhead

TOTAL EXPENDITURES

PROFIT/ (LOSS)
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ASSETS
Fixed Assets (Net)
Lands and Buildings
Plant and Machinery
Other Fixed Assets
Total Fixed Assets
Current Assets
Stock

A/C Receivables and Prepayments

Cash and Bank Balance
Total Current Assets
TOTAL ASSETS

LIABILITIES
Long Term Debt

Bank O'Draft and Short Term Loans
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TOTAL LIABILITIES
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Paid-up Capital
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Personnel and Training

7.04 The plant has 90 employees, including 9 engineers. All engineers
are directors (Director of Steel Structures, Director of Engineering,
Director of Agricultural Implements, ctc.). They are young graduates from
the local university, some of them with ¢training in industrial facilities
abroad (Algeria, U.S.S.R., Sudan, etc.). Those met by the mission appeared
motivated, but lack training and guidance. There is one technical adviser
at the plant supplied by UNIDO but it is not clear what his role is. Due to
the low wage rate, the personnel turnover is very high, especially among
skilled workers. The usual pattern is that untrained persons are recruited,
obtain a modicum of training and skill at the plant as machine operators,
welders, millwrights, etc., and then leave for higher wages in the private
sector. A typical example is provided by the pattern-makers who reportedly
leave the firm for more remunerative jobs in the private furniture-making
business as soon as they have acquired basic skills in woodworking. In this
respect, at least the Foundry and Mechanical Workshop does partly serve its
initial purpose of a training center,

Major Problems

7.05 The main obstacles to the plant achieving a better utilization of
capacity are the general difficulties of all public industrial facilities in
Somalia:

- lack of diesel oil;
- electrical power failures. Eighty percent machine downtime
reported during some periods of 1985;

- lack of raw materials. Difficulties in procuring coke for the
furnace prompted conversion to charcoal, causing casting capa-
city to be reduced by one-half;

- lack of foreign exchange for imported supplies and spare parts;
and

- turnover of skilled personnel.

7.06 In addition, it is clear lack of management and technical training
and expertise on the part of the plant senior and professional staff make it
quite impossible to operate such a plant even in favorable conditions, let
alone in the difficult environment faced by Somalian industry. Accounting
methods are faulty; systems of production plenning and control, inventory
control, quality control, are nonexistent or primitive; technical know-how
is insufficient in all areas of the process; and the general management does
not possess sufficient professional training to make up for the lack of
expertise of middle-management. Marketing appears also as a serious problem
area. Either due to uncompetitive vpricing, bad quality, or both, products
seem to accumulate in inventory (alchough most of them are supposed to be
only made on order). Competition from private foundries is reported to Lo
strong, but there does not appear to be any action plan to investigate the
reasons for lack of sales and to identify remedial measures.
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Recommended Actions

7.07 The Foundry and Mechanical Workshop is another candidate for reha-
bilitation that touches wupon practically all aspects of the enterprise:
management, engineering, production, marketing, accounting, etc. Such a
program has been recommended by the study quoted above, based on hiring a
qualified professional management team, training and motivating the labor
force under the supervision of competent foremen and technical staff,
modifying drastically the salary structure, and adopting rational, profit
and market-oriented, production and sales objectives and policies. It is
further argued by the authors of the study that this would be best achieved
through a process of privatization, for example by leasing the assets to a
private entrepreneur.

7.08 Regardless of progress in privatization, immediate measures should
be taken to improve capacity utilization of equipment and to ensure its
proper maintenance. The experience of other developing countries shows that
foundries and workshops can play an extremely useful role in providing cheap
and quickly available spare parts and components to the agriculture, indus-
try and transport sectors. They also serve as a basis for mechanical
engineering development and can be highly profitable. It is recommended
that the rehabilitation program of the Foundry and Workshop be undertaken as
a matter of priority to improve the contribution of this valuable facility
to the Somalian zconomy.
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8. WHEAT, FLOUR AND PASTA FACTORY

Broduction Charscteristics

8.01 The production capacities of this 10 year old flour mill and pasta
plant are as follows (on a single shift basis):

milling: 100 tpd = 30,000 tpy

long pasta: 4S tpd = 13,500 tpy

macaroni: 10 tpd = 3,000 tpy
8.02 A major addition was made to the plant in 1982, with the expansion

of milling capacity by 67 percent and the addition of a long pasta produc-
tion line of 240 qtl/day. Production in 1984 was 11,000 t of long pasta and
1,600 t of macaroni, around 76 percent of overall capacity for these two
products. It fell to 9,300 t in 1985, 56 percent of capacity. 1In 1984 the
plant also produced as by-products 1,560 t of flour, and 3,250 t of bran.

Pricing
8.03 The main raw material, durum wheat 1is purchased from the Govern-
ment at a price fixed for each consignment. The source of the wheat is

usually food aid grants from donor countries. The transfer price of wheat
between the Government Trading Company, E.N.C., is usually much below the
import cost. Production of pasta is sold to E.N.C., while flour and bran
are sold to private traders. Sales price of pasta is set by the Ministry of
Commerce, both at ihe exfactory and retail levels. Competition from import-
ed pasta is insignificant, due to its much higher retsil price (So. Sh.
80/kg, compared with So. Sh. 35 for locally-made variety).

Finances

8.04 The pasta factory is wholly owned by the Government and placed
under the control of the Somali Development Bank. For tax purposes, it is
considered as part of the Bank, so that it is exempted from taxes on corpor-
ate profit. A profit of 10 percent of turnover or better (Table 8) has been
regularly made over the last three years, and it is believed that previous
performance was also satisfactory (the plant was closed from Dec. 1981 to
July 1982 for expansion). The liquidity situation appears to be healthy and
payments on a seven year, So. Sh. 16 million loan from the Somali Develop-
ment Bank used for financing the 1982 expansion, are being regularly paid
off.

Personnel

8.05 The total employment force at the plant numbers around 300. There
are about 20 technicians (mechanics, welders, electricians, food proces-
sors), most of who have had some training in Italy and Germany provided by
the equipment suppliers. There is only one expatriate, an Indian account-
ant. Remuneration is very low but an additional $ percent of company pro-
fits, representing an average addition of 20 percent to the base salary,
distributed as a bonus, is a fairly efficient incentive.
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Table 8:

SOMALIA - WHEAT, FLOUR & PASTA FACTORY:
SUMMARY FINANCIAL DATA (1985 - 1983)

Operating Statement

(Millions So. Sh.) 1985 1984 1983
Sales 262.8 150.0 99.5
EXPENDITURES

Raw materials and Supplies 220.0
Wages and Salaries 5.8
Repairs and Maintenance 2.1 n/a n/a
Depreciation 2.3
Mis. Operating Expenses 6.
TOTAL EXPENDITURES 236.8 133.6 85.6
PROFIT/(LOSS) 26.1 16.4 13.9
Balance Sheet
ASSETS
Fixed Assets (Net)
Lands and Buildings 28.2 8.0
Plant and Machinery 15.0 16.8 n/a
Other Fixed Assets 3.9 1.4
Total Fixed Assets 47.1 26.3 28.3
Current Assets
Stock 155.5 6l1.1 7.4
A/C Receivables and Prepayments 2.9 28.9 6.9
Cash and Bank Balance 3.0 16.5 21.4
Total Current Assets 161.4 106.5 35.7
Deferred Charges 2.5 5.0 7.5
TOTAL ASSETS 211.0 137.8 71.5
LIABILITIES
Long Term Debt 13.7 15.5 18.8
Bank 0'Draft and Short Term Loans 100.1 -
A/C Payable 59.3 88.4 19.5
TOTAL LIABILITIES 173.1 103.9 38.3
NET WORTH 37.9 33.9 33.2
Accounted for by: .
Paid-up Capital "25.0 25.0 25.0
Accum. Profit/(Loss) 11.6 7.6 6.9
Capital Reserves 1.3 1.3 1.25
Exchange Equalization - - -
TOTAL SHAREHOLDERS' EQUITY 37.9 3.9 33.2
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Main Problems

8.06 The usual trio of current difficulties experienced by Somalian
industry: shortage of fuel, frequent outages of electric power, and lack of
foreign exchange for spare parts have been the main obstacles to full capa-
city utilization in 198S5. However, because of its favorable cash flow
situation, the pasta factory is able to purchase some foreign exchange at
the free market rate.

Conclusion

8.07 The Wheat, Flour and Pasta Plant is one of the few public indus-
tries in Somalia which shows an acceptable performance, both from production
and financial points of view. 1t must be recognized, however, that it is
favored because it has no difficulty in obtaining raw materiais: through
international aid, durum wheat is available to the Government in large quan-
tities, and resold to the plant at subsidized prices. In addition, it is
well protected from import competition (pasta carries a nominal import duty
of 50 percent, which is equivalent to total import charges of 76.6 percent
of CIF value).
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9. CIGARETTE AND MATCH FACTORY

Plant Characteristics

9.01 The Cigarette and Match Factory manufactures local cigarette
braads from imported tobacco, as well as matches. It also imports Benson
and Hedges cigarettes for resale on the local market. The plant was estab-
lished in 1974 as a grant from the People's Republic of China. All machi-
nery is Chinese and dates from that year except for a new line of cigarette
established in 1980. The machinery is reported to be run down and in need
of major overhaul and/or renewal (the factory was not visited by the mis-
sion). 1In 1982, So. Sh. 32 million were invested for the modernization of
the cigarette machinery. Nominal production capscity of the plant is appro-
ximately of 1,000 tpy of cigarettes and 480 <“py of matches, on a single
shift basis. The maximum production achieved by the plant was 511 tons of
cigarettes in 1982, or approximately 50 percent of capacity. Production in
1985 was 260 tons, or 25 percent of capacity.

Financial Data

9.02 In spite of this low production the enterprise has been making a
steady profit since its creation. As shown on Table 9, profit was above 10
percent of turnover (including cigarette import sales) in 1984 and decreased
to 7 percent of sales in 1985. Cash flow is robust, the enterprise has no
debts and the liquidity ratio is very high. The Cigarette and Match factory
contributes in many ways to the finances of the Government: turnover and
production tax (not shown on the accounts) amounted to So. Sh. 228 million
in 1984 and So. Sh. 258 million in 1985; the firm pays tax on profits (the
amounts are unknown as they are discretionary and do not appear on financial
statements); and the Cigarette and Match even pays small dividends to the
Government (So. Sh. 137,000 in 1985).

Main Constraints

9.03 It seems unfortunate that such a financially successful enterprise
performs at a level much below its potential. Main constraints to higher
production are the lack of foreign exchange to buy tobacco and spare parts,
and the difficulties of hiring and retaining qualified personnel. Indeed
the members of middle management interviewed appeared to be particularly
inexperienced, and displayed little factual knowledge about the enterprise
in their areas of responsibility. The market potential is quite favorable
as the plant meets only 25 percent to 30 percent of the local demand for
cigarettes and local brands, less expensive than the lawful or black-market
(contraband) imports, appear to be in great favor. In the last few years
there has been an effort to develop a local source of tobacco (apparently
the Cigarette Factory is also managing a tobacco farm). Only 40 ha. have
been planted, and although very few details were made available to the mis-
sion, the experiment does not appear to be very successful so far.



Condciugion

9.04 The Cigareife and Match Factory is in need of major rehabilita-
tion. Similar enterprises in uneighboring countries are economically and
financially profitable snd provide considerable excise revenue for govern-
ments. Most of the rehabilitation effort would have to be directed to the
upgrading of the aging plant and developing a competent management team.
Although this company is not categorized as available for sale to the
private sector, such & step should be considered. It is a profitable
business which could be better managed by the private sector without any
loss of excise revenues to the Government.

L 3
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Table ¢
SUMALIA - CIGARETTE & MATCH FACTORY:
SUMMARY FINANCIAL DATA (1984-1985)

Operating Statement.

(Millions So. Sh.) 1985 1984
Sales/ 490.6 228.9
EXPENDITURES

Raw materials and Supplies(l) 383.4 175.6
Wages and Salaries 12.3 6.9
Repairs snd HMainterance 3.4 0.8
Depreciation 11.5 7.0
Mis. Operating Expenses 4.4 1.1
Marketing and Administration 19.2 11.7
Contribution to Min. of Fin. (2) 20.0
TOTAL EXPENDITURES 454.2 203.1
PROF1T/ (LUSS) 36.4 25.8
Balance Sheet
ASSETS
Fixed A&sscis (Het)
lL.auds and Buildings 26.7 18.2
Plant and Machinery 46.7 46.2
Other Fixed Assets 12.6 7.0
Total Fixed Assets 86.0 71.4
Current. Assets
Stock 179.4 59.3
A[C Receivables and Prepayments 15.7 12.7
Cash and Bank Balance 151.7 481.5
Total Current Assets 346.8 553.5
TOTAL ASSETS £32.8 624.9
LIABILIT1ES
Long Term Debt - -
Bank 2'Draft and Short Term Loans - -
A/C Payable 232.0 461.7
TOTAL LIABILITIES 232.0 461.7
NET WORTH 200.8 163.2
Accounted for by: Paid-up Capital 29.2 29.2
Profit/ (Loss) 36.4 25.8
Capitael Reserves 49,0 33.5
Exchange Equalization 43.2 -3.5
Accumul. Depreciation 43.0 31.5
TOTAL SHAREHOLDERS' EQUITY 200.8 163.2

v —

al Including purchases of imported cigarettie: {%.. Sh. 123.3 million in
1984 and So. Sh. 114.6 million in 1985).
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. 10. ALUMINUM UTENSILS FACTORY

Plant Characteristics

10.01 The Aluminum Utensils Factory was created in 1978 with the object-
ive of supplying the Somali market with basic aluminum utensils--pots and
pans and various household objects. The capacity of the plant is 120 t of
product per annum, The facility was originally set up with the assistance
of the machinery supplier, Philco Steel of India, which also provided some
technical assistance until early 1986, The evolution of production in
recent years was as follows:

Year 1982 1983 1984 1985
Production (t) 51 26 41 9
10.02 The equipment of this small plant is very basic, it includes a

small oil-fired furnace for melting aluminum ingots or scrap, a small crude
rolling mill, tamping presses, forming machines and an anodizing facility.
The plant operates best from aluminum coils, but due to lack of working
capital, the plant is working down a stock of aluminum ingots acquired in
1982. This is a very slow and inefficient process because the furnace is
too small to melt a whole ingot and the rate of scrap in the crude rolling
procese is high (50 percent ).

Personnel
10.03 Employment stands at 69, down from 81 in 1985. There are no engi-
neers and the most senior technical person is a shop supervisor originally

trained by Philco Steel.

Financial Situstion

10.04 Low levels of output led to losses, accumulating to about So. Sh.
15 million in 1985, 50 percent of the book value of assets (revalued in
1984), and 150 percent of sales (see Table 10). The net worth of the con-
cern is rapidly eroding. However, long-term debt amortization is kept
current, and accounts are well kept.

Major Problems

10.05 The Utensils Factory has to function in a difficult environment.
The following constraints were particularly binding in 1985:

-  Supply of fuel for the furnace. The firm uses second-hand
lubricating oil as fuel, which it purchases from the electri-
city company. Supply 4is intermittent and oil changes take
place at irregular intervals, thus shortening the life of the
electrical generating plant;
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Table 10

SOMALIA - ALUMINUM UTENSILS FACTORY:

SUMMARY FINANCIAL DATA (1985-1983)

Operating Statement

(Millions So. Sh.) 1985 1984 1983
Sales 4,1 12.1 9.7
EXPENDITURES
Raw materials and Supplies 1.9 5.9 5.0
Wages and Salaries 3.1 2.5 2.0
Repairs and Maintenance 1.4 1.4 1.6
Depreciation 1.3 1.3 0.9
Mis. Operating Expenses 0.2 0.2 0.2
Overhead 2.5 1.6 2.0
TOTAL EXPENDITURES 10.4 12.9 11.7
PROFIT/ (LOSS) (6.3) (0.8) (2.0)
Balance Sheet
ASSETS
Total Fixed Assets (Gross) 25,0 25.0 17.6
Current Assets
Stock 5.3 6.3 5.9
A/C Receivables and Prepayments 0.8 0.2 3.5
Cash and Bank Balance - 2.5 -
Total Current Assets 6.1 9.0 9.4
TOTAL ASSETS 31.1 34.0 27.0
LIABILITIES
Long Term Debt 9.8 10.1 10.4
Bank O0’'Draft and Short Term Loans 2.1 - 1.1
A/C Payable 1.6 1.6 1.2
TOTAL LIABILITIES 13.5 11.7 12.7
NET WORTH 17.6 22.3 14.3
Accounted for by:
Paid-up Capital 10.8 10.8 10.8
Accum, Profit/(Loss) (14.5) (.82) (7.4)
Accum, Depreciation 7.0 5.4 3.9
Exchange Equalization 1.3 14.1 7.0
TOTAL SHAREHOLDERS' EQUITY 17.6 22.3 14.3

Note: Assets were revalued in 1984.
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- failures of the electrical supply;
- breakdown of machinery;

- lack of working capital and foreign exchange with which to purchase
raw materials (coils, chemicals) and spare parts; and

- lack of motivation of the workforce and severe absenteeism.

10.06 The shops and grounds of this plant have a particularly untidy
appearance: scrap piles lie all over the shop floors; working and safety
conditions are dismal, no exhaust piping is provided for the furnace burners
whose fumes fill up the main workshop and cover everything with soot.
Quality of production is crude, and competition £rom TIndis and Taiwan
imports is said to be high, despite the 200 percent import duty on aluminum
wares.

Recommended Actions

10.07 Aluminum Utensils Factory is in need of & rehabilitation program.
A UNIDO team has begun to examine the functioning of the plant with a view
to determining what can be done in the short term to raise production and
bring the operation closer to financial profitability. Training of manage-
ment, hiring, training and retaining suitable technical personnel, modest
physical improvements to the plant and the process, improvements in product
quality, adequate pricing and efforts in marketing are important elements of
the solution. It must be noted that because of its small size. the relative
lack of complexity of the process and low value of its assers, this plant is
an ideal candidate for privatization.



11. SNAI-BIASA FACTORY

11.01 This small factory, adjoining the Jowhar Sugar Mill, produces
pharmaceutical alcohol, liquors and perfumes, based on molasses-derived
alcohol produced by the mill. It also makes detergents from imported compo-
nents, and extruded plastic objects, such as pipes and tubing, jerry cans,
bottles and sandals, from imported granules. This is very much & crush-and-
mix facility: the plant is equipped with a few mixing vats for liquor and
perfume preparation, one mixing machine for the detergent, and one extruding
machine. Sales turnover in 1985 was So. Sh. 70 million against direct costs

of So. sh., 16 million. The operation is very profitable. Alcoholic
products are sold to a Government agency, tourists being the official market
for the three types of liquor produced: gin, rum and whisky. Other

products are sold through private traders.

11.02 Despite its small size and crude technology SNAI-BIASA constitutes
a2 commendable attempt at diversifying the declining production of sugar at
Jowhar, taking advantage of the existing infrastructure associated with a
long-established agro-industrial plant: transportation facilities, mainten-
ance facilities, trained labor, etc. The idea is worth pursuing and expand-
ing because there is potential for growing other, less demanding crops on
the saline areas of the Jowhar estate. The possibility of transforming
these products for the local and export markets, capitalizing on the trained
labor force and existing industrial support facilities, should be explored.
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12, STATE PRINTING AGENCY

Plant Characteristics

12.01 This modern, well-equipped facility satisfies all Government prin-
ting needs, including administrative forms, school books and the national,
Government sponsored daily newspaper. The plant has been in existence since
the country's independence. It was first set-up with assistance from USSR
and East Germany, with machines and technical experts from these two coun-
tries. Today most of the original machinery has been replaced with modern
equipment from West Germany and Italy. Through technical assistance agree-
ment with the former, management and technical advisers are helping the
Somali staff to run the plant. Only two German advisers are still on the
premises, and they are scheduled to leave shortly. The expatriate advisers
and some training provided abroad by the equipment manufacturers, have
resulted in a well-trained cadre of technical staff who can run the proces-
ses used in the plant, some of them fairly advanced, such as computerized
text composition and color-photo composition.

12.02 Capacity is fairly high: on a single shift basis book production
can reach 2,000,000 units/month, and the offset department has a capacity of
printing around 16,000 sheets/hr. The plant works at close to single shift
capacity, although no precise figures were obtained. Total staff number
350, of which about half are technicians and skilled workers.

Financial Performance

12.03 Financially, the enterprise is reported to have been steadily
profitable. 1In 1985, the only year for which financial statements were
obtained, a small profit of around So. Sh. 1 million on a turnover of So.
Sh. 100 million was made. However, assets have never been revalued, so the
real result, after making due provision for asset renewal, is a loss. Work-
ing capital appears to be adequate, maturities on a Central Bank long-term
loan are regularly paid, and charges on the sizeable overdraft facility from
the Commercial Bank (So. Sh., 152 millions) regularly debited.

Main Problems

12.04 Main current problems are:

- shortage of foreign exchange to buy supplies and spare parts
(the Printing Agency has the monopoly for procuring printing
supplies, which it sells to a few small private printing
shops, all established in the last two years). In 1985, %0
percent of the total foreign exchange obtained (US$340,000)
was purchased at the official rates. In 1986, all foreign
exchange purchases were made on the free market, so that the
alleged shortage really refers to cheap foreign exchange,
rather than foreign exchange as such; and

- electrical supply outages which sometimes results in entire
days of lost production.
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Conclusion

12.05 This enterprise gives the best overall impression of competence of
technical staff, orderliness and tidiness of plant, maintenance of machinery
and general efficiency of the firm. However, accounting (financial accounts
were of poor quality and prepared according to some questionable practices)
and quality control are areas where much improvement could be made.
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13. KISMAYO MEAT FACTORY

13.01 The Kismayo meat factory7 was established in 1964 to produce
thermally-processed meat, such as canned stew and corned beef. Initially
built by the Russians and operated under their technical guidance up to
1977, its production was almost solely exported to the U.S5.S.R.. With the
disappearance of the Russian market, production fell drastically, as the
international market for canned meat products suffers from a glut, Plant
capacity stands at about 22 t of processed product per day. At capacity the
plant slaughitered 200 heads of cattle per day, a rate that was sustained
between 1969 and 1976. Recent production figures are 100 t in 1983, 2 t in
1984 and 146 t in 1985. It seems that the enterprise has recently obtained
some contracts with international aid agencies, to supply refugee camps in
the region.

13.02 Under the auspices of FAO a proposal has been mede to overhaul the
plant and to restore its original capacity in the present line of products.
According to the study quoted above, the alternative, of converting the
plant to production of chilled carcasses and frozen prime cuts is worth
considering, as the economics of this process are attractive and the Gulf
countries are potentially large markets, Another possible course of action
would be to run frozen and thermally-processed meat lines side-by-side.
However, cattle raising in Somalia is geared to exports of live mature
animals rather than slaughter of young fattened animals required for prime
quality meat exports. Thus the development of a frozen meat industiry would
require changes in ancestral traditionms. Despite this obstacle it appears
worth exploring as one way of obtaining more value added from the most
important resource of the country.

7/ Information contained in this section is mostly based on: International
Science and Technology Institute, Inc., an evaluation of the Kismayo Meat
Factory, March 1986. The enterprise was not visited by the mission.
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14. SOMALI PHARMACEUTICAL INDUSTRY

14.01 This brand new plant, completed in 1984, was financed by loans
from the Buropesn Economic Community and the Italian Government (total: 8
million ECU). Only a 3-month test operation was carried out in 1985 under
the supervision of an EEC-appointed expert, following which the plant was
certified to meet specifications and ready for start of production. Planned
production includes antibiotic capsules, syrups, ointments, tablets, suppos-
itories, inoculation antibiotics end insecticides. In May 1986, a technical
assistance contract, funded by the TJTtalian Government, was signed between
the Government of Somalia and Carlo Erba Famitalia, a well-known Italian
pharmaceutical company, part of the Montedison Group. According to the
agreement Carlo Erba will run the plant and train Somali personnel over a
period of 31 months. During that period raw materials will be provided free
of charge by the Italian Aid Fund, and production will be purchased by the
latter, paild in foreign currency. Proceeds of the sale will provide a
foreign exchange fund to be used in the firm’'s operations once the manage-
ment contract runs out.

14,02 The plant, in mint condition, is well laid-out and sophisticated.
The Carlo Erba people have begun preparations for starting production late
in 1986. The staff presently numbers 92, including nine chemical engineers.
The full complement for one-shift operation, to be reached by the end of
1986, is 100. Securing the assistance of qualified operators in the early
phase of the plant's operation appears to be a prudent move. It will
provide indispensable training to the highly motivated Somalian workforce
and ensure that expensive machinery is well wused and well maintained. For
the future, it is important that planning for the following phase of the
operation should start early to make the transition from present arrange-
ments as smooth as possible and avoid disruptions in production. If the
present partnership proves to be successful, its continuation after the
initial period on a partnerenip bosis might be well worth considering.
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15. SOMALI GRP PRODUCTS COMPANY

15.01 The GRP Products Company is a small fiber glass boat-building
company, established in 1976 through a grant from the Swedish Aid Agency,
SIDA. The facility was run until 1981 as a department of the Ministry of
Fisheries., It was reorganized as an autonomous parastatal under a separate
law, and a management contract was signed with a Swedish boat building
company, Krona Marine. Its main products are 8.5 m fishing boats with
cabin, 6.4 m fishing boats, fishing canoes or "huris" and water tanks.
Present staff numbers 32 employees, plus three expatriates from Krona: the

general manager and two technicians. The firm has a board of directors,
chaired by the Minister of Fisheries. Other members are two senior Govern-
ment officials, and two private businessmer. The latter feature is an

interesting departure from the usual all-official composition of boards.

15.02 Production in 1985 was 34 8.5 m boats, 17 houris and 270 water-
tanks of various sizes. This represents about 80 percent of full single-
shift capacity. The oper-ation was profitable in 1984 (sales: So. Sh. 25
million; profit before SIDA contribution, So. Sh. 1.8 million) and 1985
(sales: So. Sh. 44 million; profit before SIDA contribution, So. Sh. 17.6
million). 1In the latter year 60 percent of sales, or So. Sh. 26.4 million,
were purchased by aid agencies, paid in foreign currency and accounted for
in the financial statements at the official rate (So. Sh. 83.6/US$§). Import
of inputs is no problem as the enterprise is allowed to keep 50 percent of
foreign exchange earned. In addition, GRP was able to benefit from the
Agriculture Input Programme, under which foreign exchange was made available
at the commercial rate. Negotiations are presently under way for the par-
tial privatization of the firm. The agreement being considered would have
49 percent Swedish ownership and 51 percent ownership by the Government of
Somalia. The main potential for expansion is foreign markets (Djibouti,
Kenya, Mozambique) for boats and the local _gparket for tanks.
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16. SOMALFRUIT

16.01 Somalfruit is a joint-venture company created in 1983, where a
majority interest (60 percent) is held by an 1Italian group: Gruppo de
Nadai, and the balance by the Somalian Government, through the Banana Export
Board. The main objective of Somalfruit is the production and export of
bananas, with diversification contemplated into other tropical fruit.

16.02 Somalfruit consists of three companies:
Somalfruit: the holding and trading arm of the group;

Incas: packaging materials for exporting the production
(cartons and polyethylene bags); and

RGB: agricultural services,

16.03 Banana cultivation controlled by Somalfruit covers about 6,000 ha
located in the Juba and Shabelli river wvalleys. O0f this total acreage, 30
percent is the firm’s own estates and the rest is distributed among about
120 private growers (average size of farm: 35 ha). Private production is
organized through contractual arrangements whereby Somalfruit does the ini-
tial land preparation work on credit, provides seedlings and fertilizers
also on credit, as well as technical advice. Producer prices are the result
of yearly negotiations between Somalfruit and the planters. Average yield
is 15 to 16 t/ha. Approximate volume of exports was 50,000 t in 1985, and
is anticipated to reach 60,000 t in 1986. The main present market is Saudi
Arabia.

16.04 According to the Italian general manager, investment so far totals
US$11 million, mostly financed by interest free 1loans from the Italian
Group. Financial results &or 1984 were a combined net profit of about
So. Sh. 30 million from a <total turnover of So. Sh. 770 million. Total
employment stands at 1,000, including 35 expatriates.

16.05 Major problems are the low yields obtained on private farms (most
growers are absentee owners) and the inferior quality of production, which
prevents them from obtaining top-quality prices. Foreign exchange is avail-
able through export proceeds, of which 50 percent are kept for purchase of
inputs. Somalfruit has a 5-year exemption from all import duties, which
will be in effect for another 2.5 years. External activities such as pur-
chase of inputs, transportation and sales of production, is entirely taken
care of by the Italian partner. Somalfruit appears to be a fairly success-
ful operation. It has the merits of being export-oriented and promoting the
development of agriculture. However, it is most important that the Somalian
Government, through its 40 percent Board participation and presence on the
management team, ensure that company policies maximize the returns to the
national economy.



