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¢ Discussions were held in Port Moresby during July 17-31, 2001. The team met with Prime
Minister Morauta, Chief Secretary Igara, Treasury Secretary Tarata, Bank of Papua New
Guinea Governor Kamit, and other senior government officials.’

e The 14-month Stand-By Arrangement in an amount of SDR 85.5 million (65 percent of
quota) approved on March 29, 2000, was extended by the Executive Board by four months
through September 28, 2001, at the conclusion of the second and third reviews on
April 23, 2001.

¢ Performance under the program has been affected by difficult economic and political
conditions. Most quantitative performance criteria for end-June were not observed largely
because of shortfalls in tax revenue and external financing. Notwithstanding an excess
over the ceiling on net domestic financing, the government finances were in broad balance
in the first half of 2001, compared with a deficit of about 1 percent of GDP in the
program. Also, the performance criterion on the central bank’s net domestic assets was
observed reflecting a restrained credit policy.

» The authorities have taken action to limit the fiscal deficit to 2.6 percent of GDP in 2001,
compared with 2.3 percent in the program. To help offset a sharp fall in tax revenue
associated with a weakening economy, they cut expenditure by about (.5 percent of GDP
in July, and agreed to additional cuts of about 0.3 percent of GDP as a prior action for the
review. The price and international reserve objectives for 2001 remain broadly unchanged.

The team comprised Mr. Rosales (Head), Mr. Heenan, Ms. de Bolie (all APD),

Ms. Dieterich, Ms. Roehler (both FAD), and Mr. Mlachila (PDR), and was assisted by
Mr, Tareen {Resident Representative). Ms. Davidson (OED) also participated in the
discussions.
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EXECUTIVE SUMMARY

Under difficult economic and political conditions, the government has stayed on
course in pursuit of macroeconomic stabilization and structural reform, under a
program supported by the Fund, other multilateral agencies, and bilateral donors.

Performance under the Stand-By Arrangement that expires at end-September has
been affected by difficult circumstances. Most indicative targets for end-March and
quantitative performance criteria for end-June were not observed largely because of
shortfalls in tax revenue and external financing relative to the program. The staff supports
the authorities’ request for waivers.

The economy is in recession with real GDP projected to contract by 2 percent in
2001, compared with a slight increase in the program. While mineral output is
expected to fall by somewhat less than previously estimated, key nonmineral activities
are contracting sharply, particularly construction. Exports are projected to be weaker than
in the program, but the impact on the external current account is expected to be more than
offset by lower import demand.

Various factors contributed to shifting market sentiment and exchange rate
volatility in the first half of 2001. The government faced military unrest in March, anti-
reform protests and the related death of four demonstrators in June, and sporadic strikes
in recent months. Uncertainties also arose as the government experienced cash flow
difficulties, which were in part related to delays in meeting conditionality for the release
of the floating tranche under the World Bank’s Governance Promotion Adjustment Loan.
The kina depreciated by 10 percent in the seven months ending July 2001.

The authorities have taken action to limit the fiscal deficit to 2.6 percent of GDP in
2001, compared with 2.3 percent in the program. To help offset a sharp fall in tax
revenue associated with a weakening economy, they cut expenditure by about 0.5 percent
of GDP in July, and agreed to additional cuts of about 0.3 percent of GDP as a prior
action for the review.

The revised financial program for the remainder of 2001 is consistent with the
original program objectives. It aims at lowering inflation to 8 percent and achieving an
increase in the net international reserves of the central bank of $33 million, or $10 million
less than previously targeted.

The government remains committed to structural reform, including privatization.
Preparations for the sale of the Papua New Guinea Banking Corporation are continuing
despite opposition. The sale is expected to take place late this year.



I. BACKGROUND

1. The government has continued to implement a program aimed at stabilizing the
economy and creating the conditions for private sector-led growth. To these ends, it has
maintained fiscal and monetary restraint and is moving forward with reforms to improve the
governance, transparency, and efficiency of the public sector.

2. The government’s program has been supported by a 14-month Stand-By
Arrangement (SBA) in an amount equivalent to SDR 85.5 million (65 percent of quota)
that was approved on March 29, 2000. The SBA was extended by the Executive Board by
four months through September 28, 2001 at the time of the completion of the second and
third reviews last April. A $90 million World Bank Governance Promotion Adjustment Loan
(GPAL) was approved in June 2000, and financial packages from Australia, Japan, and other
donors were also mobilized in support of the government’s reform program.

3. At the conclusion of the second and third reviews under the SBA, the Executive
Board welcomed recent progress in stabilization and reform. Directors emphasized,
however, that perseverance in program implementation was needed to strengthen confidence
and facilitate timely and adequate external assistance. While noting the emphasis on
continued fiscal and monetary restraint in the macroeconomic framework for 2001, Directors
welcomed the authorities” commitment to take compensatory measures if revenues turned out
to be less than projected. Directors considered that continued Fund involvement in Papua
New Guinea was desirable and could help catalyze the external resources that will be needed
to support economic diversification and growth.

4. The government has maintained course in the implementation of its stabilization
and reform program. Action was taken recently to secure removal of an injunction against
the privatization of a large bank (Box 1), which facilitated the release in mid-July of the
floating tranche ($20 million) under the World Bank's GPAL, albeit with some delay relative
to program expectations. Also, in line with understandings specified in the Letter of Intent
(LOI) dated April 9, 2001 the authorities agreed to compensate in part for a tax revenue
shortfall and to make expenditure cuts a prior action for the completion of the fourth review
under the arrangement. Upon completion of this last review, the equivalent of SDR 18.9 mul-
lion would be made available to Papna New Guinea, which would raise total Fund credit
outstanding to 65 percent of quota. Financial relations with Papua New Guinea are presented
in Annex L.

II. RECENT DEVELOPMENTS AND PERFORMANCE UNDER THE STAND-BY ARRANGEMENT

5. Macroeconomic policy implementation has been generally satisfactory, and
inflation has declined (Table 1). The tight fiscal and monetary policies maintained since
2000 have contributed to successive reductions in inflation, with the 12-month rate declining
to 9 percent at end-March 2001, and to 8 percent at end-June 2001. In addition, net official
international reserves (NIR) have strengthened since the start of the SBA (Figure 1), despite
shortfalls in external financing relative to program expectations.



Box 1. Papua New Guinea: Preparations to Privatize a Financial Conglomerate

Bringing the Finance Pacific Group (FPG) to the point of sale was a key structural
condition under the program supported by the Fund and the World Bank. The major
assets of FPG were a large bank (PNGBC), an insurance company (MVIL), and the Rural
Development Bank (RDB). Preparing these assets for divestment was a condition for the
release of the floating tranche {($20 million) under the World Bank’s Governance Promotion
Adjustment Loan. As preparations took longer than expected, the related structural
performance criterion for end-December 2000 was not observed, and the floating tranche was
not released.

The authorities managed to bring PNGBC, the largest asset of FPG, to the point of sale
in early April 2001 (prior action for the second and third reviews). At that time, the
authorities issued an Information Memorandum, advertised the sale in the international press,
and invited expressions of interest with the assistance of international financial advisors. On
April 23, 2001, the Executive Board took this into account in granting a waiver on the
nonobservance of the structural performance criterion on bringing FPG to the point of sale by
end-2000. Also in April, the authorities resolved a dispute over ownership of assets between
PNGBC and MVIL, which was considered a potential impediment for the divestment of
these two companies. On this basis, the financial program for the second quarter of 2001
envisaged release of the World Bank’s second tranche before end-June 2001.

On May 10, 2001 a court issued an injunction against the sale of PNGBC. The
injunction, which was upheld by a Supreme Court ruling on June 21, was issued in the
context of a suit against the Privatization Commission brought by a former executive of FPG
for alleged nonpayment of severance following his dismissal in September 2000. At that
time, the central bank, exercising its supervisory powers, secured the replacement of
PNGBC’s management, citing improper banking practices. The legal team representing the
former executive argued that the authorities had transferred the assets, but not the liabilities,
of FPG to the Privatization Commission owing to a deficiency in the Privatization Act passed
in 1999. They persuaded the courts that until pending creditor claims could be settled, their
client as well as other FPG creditors, needed to be safeguarded from possible nonpayment of
preexisting claims in the event of the sale of PNGBC. While noting their concern that this
legal action was aided by political opponents, the authorities maintained that the privatization
law was adequate, and that PNGBC creditors were not exposed to any risk.

On June 28, the injunction was lifted after the government deposited with the court the
disputed amount ($0.5 million) and provided a guarantee to creditors of FPG. On this
basis, the World Bank determined that PNGBC had been brought back to the point of sale,
and released the floating tranche in mid-July. More recently, the authorities have decided to
review the Privatization Act, and to make amendments, if necessary.




6. However, the economy is in recession with real GDP projected to contract by

2 percent in 2001, compared with a slight increase in the program. While mineral output
is expected to fall by somewhat less than previously estimated, key nonmineral activities are
contracting sharply, particularly in the construction, and retail and wholesale trade sectors.
Slow implementation of the budget during the first half of 2001 and persistent difficulties in
the coffee industry have been contributing factors. Coffee exports, the main cash activity for
the highlands (where 40 percent of the population lives), have been acutely affected by low
international prices, deteriorating infrastructure, and the lack of bank credit owing to debt
servicing difficulties (Box 2). Total exports are projected to be somewhat weaker than in the
program, but the impact on the trade balance is expected to be more than offset by lower
imports, with the external current account remaining in surplus at 3.8 percent of GDP.

7. Notwithstanding sharply lower revenue, the government finances were in broad
balance in the first half of 2001, compared with a programmed deficit of about 1 per-
cent of GDP. Nonmineral tax collections were substantially lower than targeted by the
authorities, because of the weakening economy and optimistic goals for the recovery of tax
arrears. The shortfall was particularly acute with respect to income taxes and the value-added
tax, for which refunds due to mining companies had been underestimated. Mineral tax and
nontax collections, in contrast, exceeded programmed levels mainly due to larger payments
by oil operators, dividends from mining companies, and central bank profits. The authorities
more than offset underperformance in tax revenue by underexecuting expenditure. This result
reflected restraint in the issue of expenditure warrants, as well as problems in implementing
certain programs, most notably the large Rural Development Program (RDP).

8. Despite the lower fiscal deficit, delays in external financing required larger-than-
planned domestic borrowing in the first half of 2001. Capacity constraints in managing
domestic debt operations in a coordinated and timely fashion also played a role in a breach in
the central bank’s lending limit to the government in March. To remedy this situation, the
authorities secured early release of the second tranche ($10 million) of the budgetary support
loan from Australia that was tied to the completion of the second review under the SBA.
Even though the third tranche of the loan from Australia ($10 million) was received
following the last Board meeting, placement of a substantial amount of government securities
in the domestic market was necessary in view of delays in satisfying conditions for the
release of the World Bank’s floating tranche.

9. Program performance through end-June was affected by difficult economic and
political circumstances. Most indicative targets for end-March and quantitative performance
criteria for end-June were not observed largely because of the shortfalls in tax revenue and
external financing relative to the program (Tables 2-5). While the end-June performance
criterion on the central bank’s NIR was not observed,” the performance criterion on the

*The adjusted floor for NIR at end-June was $237.6 million, compared with an unadjusted
target of $232 million. The floor was adjusted upward by the full $15.6 million excess of
(continued)



Box 2, Papua New Guinea: The Condition of the Coffee Industry

The coffee industry in Papua New Guinea comprises about 280,000 smallholder growers,
660 larger farmers (1-30 hectares), 65 large plantations, 18 registered exporters, 51 regis-
tered processors, and over 6,000 roadside buyers. The smallholders are the industry’s
backbone, accounting for 70 percent of annual production.

Unlike other major agricultural export industries (palm oil and timber), the coffee sector is
dominated by domestic producers. It is estimated that directly and indirectly coffee
production is the main source of income for nearly half of the population. It is the main cash
crop in the highlands region, where around 40 percent of the population lives.

Coftee exports reached a peak in 1998, when export earnings amounted to 38 percent of
nonmineral exports, and 13 percent of total exports. Since then, the industry has experienced
a significant decline, with production falling by 23 percent in 2000 and remaining stagnant in
2001. The main problems affecting the industry are:

» Depressed world coffee prices, with prices for Papua New Guinea falling by 60 percent
since 1998.

e The high level of indebtedness to commercial banks, defaults, and delays in repayment,
have led to stricter standards for lending to the sector. The buoyant coffee season of
1998/99 stimulated an upsurge of commercial bank credit to the coffee sector from
around K 12 million in 1997 to over K 50 million in 1998 and K 45 million in 1999. The
collapse in production in 2000 rendered many of these loans nonperforming, and resulted
in unwillingness by commercial banks to extend further credit to the sector.

» Deterioration in rural infrastructure due to lack of maintenance of major highways as
well as feeder roads. The majority of smallholders, who sell their production directly to
roadside buyers, depends on the road network to get their coffee to market.

o Lawlessness has been rampant and is worsening at an alarming rate. It is estimated that
the larger operations lose about 50 percent of their annual production to theft. Further-
more, roadside buyers are frequently robbed at gunpoint. Security expenditures amount to
around 1 percent of total plantation costs of production and currency to pay wages is
frequently transported by helicopter, adding to costs.

mineral tax revenue above the agreed benchmark. In contrast, the shortfall in external
financing of $24.6 million resulted in a downward adjustment that was capped at $10 million.
In all, there was a net increase in the floor of $5.6 million.




central bank’s net domestic assets (NDA) was observed with a significant margin. The end-
June performance criterion on the government’s net domestic financing (NDF) was not
observed” and performance with regard to quantitative fiscal benchmarks for end-June was
mixed. There was a small deviation from the limit on the government wage bill, but the limit
on noninterest current spending was observed mainly as a result of underexecution of outlays
on goods and services.

10.  Adverse financial and political conditions complicated policy implementation
and contributed to shifting market sentiment and exchange rate volatility. In addition to
persistent cash flow difficulties, the government faced military unrest in March, anti-reform
protests in June (which resulted in the death of four demonstrators), and sporadic strikes by
employees of the Papua New Guinea Banking Corporation (PNGBC) in recent months.
During the first quarter, the kina weakened, in part reflecting market skepticism about the
government’s ability to bring the program supported by the Fund and the World Bank back
on track and uncertainties associated with the military unrest. As the unrest subsided and the
Fund completed the second and third reviews, the kina rebounded from US$0.30 per kina at
end-March to US$0.34 per kina at end-April. Subsequently, however, the kina weakened
again in the midst of renewed uncertainty about external financing prospects, leads and lags
in trade settlements to take advantage of a further depreciation of the Australian dollar
against the U.S. dollar, and the difficult political environment.

11. Notwithstanding the delay in external financing and other uncertainties affecting
market sentiment, the central bank managed to bring about a recovery of NIR in the
second quarter. Thus, NIR stood at $240 million at end-June 2001 and rose to about

$275 million by mid-August, following the release of the floating tranche of the World Bank
GPAL in mid-July.

12. The central bank lowered its benchmark interest rate several times during the
first half of 2001. Reductions of the kina facility rate followed the decline in inflation in
March and several rounds of cuts in interest rates in key partner countries. Following the
central bank’s lead, commercial banks reduced lending and deposit rates, and interest rates
on treasury bills declined across all maturities. However, real lending rates have remained
high, and monetary aggregates have grown at a relatively slow rate, with base and broad
money increasing by about 4 percent and 6 percent, respectively, during the 12-month period
ending in June 2001. Bank credit to the private sector has remained stagnant, growing by
only 3 percent during the same period.

The adjusted ceiling for NDF at end-June was K 118.3 million, compared with an unadjust-
ed target of K 133 million. The ceiling was adjusted downward by the full K 41.05 million
($15.6 million valued at the program exchange rate of US$0.38 per kina) excess of mineral
tax revenue above the agreed benchmark. In contrast, the shortfall in external financing of
$24.6 million resulted in an upward adjustment that was capped at K 26.32 million ($10 mil-
lion). In all, there was a net decrease in the ceiling of K 14.7 million.
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13.  Progress has continued in structural reform. As regards privatization, PNGBC was
brought to the point of sale in early April 2001 and international consultants are developing
the regulatory framework for the electricity, water, telecommunications, and port industries.
Following the postponement of the sale of Air Niugini, the authorities are considering ways
to secure private sector involvement in the company. Public sector administrative reform has
also been advanced, with functional reviews completed for the Departments of Finance and
Treasury, Prime Minister and National Executive Council, Personnel Management, and
Foreign Affairs, as well as for the National Fisheries Authority. Three overseas missions
were closed in July 2001, and a contract for a new integrated human resources management
system was awarded in August to replace the outdated payroll and personnel records systems.

ITI. PoLICY DISCUSSIONS

14. The authorities reiterated their commitment to stabilization and reform despite
intense opposition by special interests, and made strong public statements in defense of
their reform program. At the opening of the new parliamentary session during July 24-25,
Prime Minister Morauta robustly defended his government’s program, providing a compre-
hensive explanation of the benefits of privatization and other reforms. He also presented
strong arguments for maintaining a close relationship with the Fund and other multilateral
agencies and donors. The authorities emphasized that they continue to view the reduction of
inflation, the rebuilding of the official international reserves, and the improvement of
governance and efficiency in the public sector as the paramount objectives of their program.
In the attached 1.OI, the authorities request waivers for the nonobservance of end-June
performance criteria on NIR and NDF.

Fiscal policy

15.  The mission estimated that, without corrective action, the fiscal deficit would
reach about 3%z percent of GDP in 2001, compared with 2.3 percent in the program
(Tables 6-8). A large tax revenue shortfall would also lead to a net domestic borrowing
requirement of 2 percent of GDP (compared with 0.4 percent of GDP in the program) that
would be inconsistent with program objectives. Consequently, the authorities decided to take
measures to limit the fiscal deficit to 2.6 percent of GDP in 2001. To this end, they agreed to
make expenditure cuts of about 0.3 percent of GDP by early September (prior action for the
completion of the fourth review) to supplement cuts amounting to 0.5 percent of GDP
implemented in July.

16.  The authorities intend to minimize the impact of the expenditure cuts on the
delivery of essential services. This will be done in the context of a mid-term budget review
initiated in August, involving consultations with departments. The distribution of the cuts in
goods and services will then be communicated to departments through the circulation of a
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revised warrant issue plan in September.* The expenditure cuts involve mainly outlays for
goods and services (0.3 percent of GDP), the domestically funded development programs
(0.1 percent of GDP), as well as reductions in provisions to settle disputed obligations under
consideration by the courts (0.2 percent of GDP) and to fund retrenchments (0.2 percent of
GDP). Both the court resolution of the disputed obligations and the retrenchment program are
proceeding at a slower pace than envisaged in the budget.

17.  Notwithstanding the expenditure cuts, the revised fiscal plan for the second half
of 2001 would provide stimulus to the economy. The fiscal deficit during this period would
reach about 2'2 percent of GDP, or about 1 percentage point of GDP more than previously
envisaged. Virtually the entire deficit for the second half of 2001 would reflect a substantial
increase in development expenditure fully funded by concessional loans and a rise in
spending on rural development.’ With the expected increase in external financing in the
second half of the year and the current recessionary conditions, such a fiscal stance should
not spark inflationary pressures. The revised fiscal plan envisages net repayments to
domestic creditors in the last quarter of 2001, excluding any net proceeds that might arise
from privatization, which would be used to further reduce net government debt. Excluding
any such proceeds, government debt in relation to GDP is projected to rise considerably in
2001, as a result of substantial exceptional financing, the continued depreciation of the kina,
and the contraction in real GDP. In net present value terms, however, the government’s
external debt in relation to GDP is projected to increase only moderately from 45.2 percent in
2000 to 48.7 percent in 2001, reflecting the rising share of concessional debt.

18.  The revised government revenue projections for the second half of 2001 reflect
recent trends and a rephasing of grant receipts. While nonmineral tax collections have
been revised downward substantially, the authorities are counting on larger mineral tax and
nontax collections than in the program. The higher mineral tax revenue would be associated
mainly with somewhat firmer oil prices than assumed in the budget, while the larger nontax
payments would arise principally from greater dividend transfers to the Treasury. Some of
the additional transfers will be based on an upward revision of profits obtained by public and
semi-public entities in 2000, while others reflect a government decision (as the largest
shareholder) to distribute a larger share of accumulated profits, based on ability to pay.
External grant receipts are expected to be lower than originally budgeted, with most

*Under the Public Finance Management Act, parliamentary approval is only needed to
increase expenditure, while the finance minister has discretionary power to cut expenditure
from budgeted levels.

>The deficit could be lower, and the fiscal stimulus more diffuse, however, if the pace of
execution of the development programs remains slow. In addition, due to lags in reporting
the implementation of the externally funded development programs, spending in the first half
of the year may have been underreported and consequently projected spending for the
remainder of 2001 may be overstated.
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materializing in the second half of the year. The considerably larger project grants expected
in the second half of the year are largely from Australia and will be fully mirrored by donor-
funded expenditure with no cash flow implications.

19.  The authorities viewed prospects for continued slow execution of the RDFP with
concern. They noted that, while slow execution of this program helped restrain government
expenditure in the first half of the year, continuation of this trend would delay needed
spending to repair feeder roads and mitigate poverty in the rural areas (Box 3). In addition, as
resources under this program are channeled through parliamentarians, further delays in
execution could lead to political complications in the months ahead, as campaigning
intensifies in the run up to the general elections scheduled for July 2002. The authorities saw
scope for improving the guidelines established last year with the assistance of the World
Bank to ensure good governance and the high quality of expenditure under the RDP. Tight
requirements and inadequate resources devoted to program administration may be slowing
project formulation and approval. While committed to the guidelines, the authorities were of
the view that the revised fiscal plan for the remainder of 2001 should provide for a sharp
increase in the pace of execution of this program, indicating that they will seek ways to
facilitate such an increase in consultation with the World Bank. The staff urged continued
adherence to agreed guidelines, and expressed reservations about the prospects for full
spending of the remaining RDP resources, even if the execution rate increases.

20.  The authorities noted that the release of $85 million in external financing
programmed for the last quarter of the year was subject to some risk. This risk arises
mainly from limited technical capacity to implement a broad range of agreed measures in
many policy areas. However, the authorities indicated that they would work closely with
multilateral agencies to ensure compliance with conditionality and the timely release of
assistance. Conditionality for resources expected from the Asian Development Bank

($25 million) relates to improvements in government administration to be completed by early
November (Box 4). The second tranche under the World Bank’s GPAL ($35 million) and the
associated assistance from Japan ($25 million) are contingent on progress in several
structural areas, including forestry policy (Box 5).

21.  To help improve cash flow management particularly in light of the risks
regarding external financing, the government intends to increase the scope for domestic
borrowing. Virtually all domestic borrowing has taken place through short-term treasury
bills, for which there is a statutory limit that has already been reached. As there is no legal
limit on the placement of longer-term government securities, the government intends to issue
up to K 105 million in one-year notes, in three tranches of K 35 million each, over the
coming months. This would allow the retirement of treasury bills, which so far are being
rolled over, and provide greater flexibility in debt management. While this plan is broadly
consistent with the recommendations of the recent MAE technical assistance report, the
mission cautioned that, if the outlook for external financing weakens, expenditure restraint
would need to be intensified as there may not be enough demand to allow the placement of
the full K 105 million, and that there would likely be macroeconomic and institutional



-13-

Box 3. Papua New Guinea: Special Programs for Rural Development

In 1999, the government created three programs to support rural development:
the District Support Grant (DSG), the Rural Action Program (RAP), and the
Rural Development Program (RDP). The annual budget allocation for these
programs amounts to K 143 million, equivalent to 1.4 percent of GDP, K 28 million
each for the DSG and RAP, and K 89 million for the RDP. Under the DSG and the
RAP, each of the 109 MPs (89 from districts and 20 from provinces) can decide on the
use of available resources amounting to K 0.5 million per year. In contrast, under the
RDP only the 89 MPs representing districts are additionally assigned K 1 million to
spend in their constituencies. In contrast to the discretion that applies to the DSG and
the RAP, use of resources under the RDP must conform to guidelines introduced in
2000 and designed in consultation with the World Bank to ensure good governance and
efficiency. To oversee adherence to these guidelines, the government established the
Office of Rural Development (ORD).

The RDP guidelines govern project identification, approval, control, and evalua-
tion based on the Public Finance Management Act. In the context of often limited
technical capacity in the MPs’ constituencies as well as in supporting committees,
meeting requirements for project approval and execution has proved difficult. At the
beginning of 2001, possible spending under the RDP included K 83 miliion in unspent
allocations from 2000 and the K 89 million budgeted for 2001. The authorities agreed
to defer K 30 million of the budgeted amount for 2001 as part of the understandings
that permitted the completion of the second and third reviews. In the first half of 2001,
only K 5.1 million of RDP monies were spent due to delays in project implementation
and changes in the timing of disbursements. In contrast, allocations for the DSG and the
RAP were fully spent in 2000, and spending in the first half of 2001 was on track.

Prospects for increasing the pace of RDP implementation are uncertain. While
improvements in the operation of the ORD are expected, it has not yet been able to
meet all of its obligations, including reporting on project implementation.

Management of the RDP adversely affected the cash flow situation of the
Treasury. Part of the unspent balances in 2000 (K 60 million) was placed in trust
accounts in commercial banks. This has tied down liquidity, which could otherwise be
available to fund other development programs. The rationale for this practice is to
safeguard the eventual use of resources by MPs from potential cash flow problems.
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Box 4. Papua New Guinea: Public Sector Reform Program Supported by the
Asian Development Bank

To support its Public Sector Reform Program, the government is requesting a loan from the
Asian Development Bank (AsDB) amounting to $60 million. The loan is expected to be
approved by the AsDB Board in early December 2001. It would be disbursed in two

tranches: in December 2001 ($25 million) and May 2002 ($35 million). The terms of the loan
are commercial:

Maturity of 15 years.

Grace period of 3 years.

Interest rate linked to LIBOR.

A commitment charge of 0.75 percent per year and a front-end fee of 1 percent.

The implementation of the program will be coordinated by the Central Agencies Coordi-
nating Committee (CACC). The Treasury will be the executing agency while day-to-day
management will be in charge of the Public Sector Reform Management Unit.

The government and the AsDB have tentatively agreed on a policy matrix for the release of
the tranches. Formal loan negotiations are expected to continue in mid-October 2001.
However, a significant number of the policy actions have been undertaken or are advancing
satisfactorily, after a slow start during the past year. The actions aiready undertaken for
release of the first tranche include:

Establishment of a Public Sector Reform Management Unit.
Timely issuance of a budget preparation circular by CACC specifying targets and
outputs.

¢ Completion of functional reviews of several departments, including Personnel
Management, Prime Minister and National Executive Council, Treasury and Finance,
Health, and Transport and Works.

At present, key actions remaining for the release of the first tranche include:

e Establishment by cabinet of performance-oriented management, notably giving
department heads responsibility to prepare performance plans and reports, and adopting
procedures for recruiting and terminating department heads.

e Staff census for central agencies (departments).

CACC approval of terms of reference for an independent audit of the Department of
Education and action plans for strengthening the oversight institutions (Office of the
Auditor-General, and the Ombudsman Commission).

¢ Budget submission for 2002 would need to take inte consideration the recommendations
of the functional and expenditure reviews of the Departments of Personnel Management,
Prime Minister and National Executive Council, Treasury and Finance, Health, and
Transport and Works.
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Box 5. Papua New Guinea: Key Conditions for the Release of the Second Tranche
Under the World Bank’s Governance Promotion Adjustment Loan

The World Bank approved a Governance Promotion Adjustment Loan (GPAL) on June 13,
2000 in support of the reform program initiated by the government in mid-1999. The main
objectives of the loan are to:

Improve fiscal and debt management.

Address shortcomings in governance and civil service effectiveness.

Enhance the quality and efficiency of public services, including through privatization.
Implement more efficient delivery of health services.

Strengthen forestry management.

The loan amounts to $90 million with a maturity of twenty years, including a five-year grace
period at the Bank’s standard variable interest rate and commitment fee for fixed-spread
loans. It carries an expected disbursement period of up to three years in the form of two
tranches of $35 million each and one floating tranche of $20 mitlion.

The first tranche was disbursed on June 22, 2000 upon approval of the GPAL. The floating
tranche was released on July 19, 2001 after key conditions were met, most notably bringing
the Papua New Guinea Banking Corporation to the point of sale. The second tranche

($35 million) is expected to be released in the fourth quarter of 2001 provided a number of
conditions are met. The major conditions are:

e Establishment of a management information system for integrated payroll and human
resources records. :

 Amendment of the Forestry Act to: (a) strengthen the regulatory framework for the
harvesting of forested land; (b) provide for disclosure by the Forestry Board of
noncommercial deliberations; (c) disallow delegation of the powers of the Board to an
individual; and (d) broaden composition of the Forestry Board to improve its
independence.

o Completion of audits of major state enterprises to be privatized, formulation of a policy
on modalities for privatization, and commencement of due diligence exercises.

» Formulation of policies to maintain services supplied by the entities to be privatized to
the remote/uneconomic areas of the country (“community service obligations”).

¢ Implementation of recommendations of the Commission of Inquiry into the National
Provident Fund to improve governance and efficiency of the its operations.

o Establishment of a domestic debt recording and reporting system, and development of a
comprehensive debt management strategy.
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constraints on borrowing (particularly sovereign exposure limits for subsidiaries of foreign
banks).

Monetary and exchange rate policies

22.  Central bank officials affirmed that monetary policy will be focused on a further
reduction of inflation. However, they indicated that they will monitor macroeconomic
conditions and that if inflation continues to decline, they will consider gradually and
cautiously easing monetary policy. Officials indicated that operations with repurchase
agreements will be introduced shortly for liquidity management purposes. However, the main
monetary policy instruments will continue to be the weekly treasury bill auction for banks
and direct sales of treasury bills to the public through the Tap Facility, at interest rates set at
100 basis points below those obtained at the auction. They viewed the operation of this
facility in a very positive light, noting that it enhanced competition for funds, thereby leading
to more attractive yields for depositors.

23.  The mission cautioned against any easing of monetary policy before inflation is
firmly on a declining trend. It underscored the need to set interest rates with a view to the
achievement of the key inflation and NIR targets. Credibility of monetary policy could be at
risk if further actions to lower interest rates were abruptly reversed by the end of the year in
the event that the large external financing envisaged to materialize during the fourth quarter
of 2001 were delayed. The mission also urged early implementation of the recommendations
of the recent MAE mission to improve monetary operations (Box 6). In particular, the
mission stressed the urgent need for introducing an electronic system for the registry of
securities and the transfer of funds. Such a system would help improve the recording of debt
operations, thereby improving the quality and timeliness of information essential for
formulating monetary and fiscal policies.

24.  The revised financial program for 2001 aims for an increase in NIR of $50 mil-
lion during the second half of the year to a level of $290 million by end-2001, compared
with $300 million originally envisaged (Tables 9—12). This result would be made possible
by the substantial official capital inflows expected during the period. The central bank 1s to
conduct open market operations to ensure adherence to the indicative quarterly path of NDA,
with reserve money expected to grow in 2001 by somewhat less than in the program.

25.  The central bank intends to maintain a flexible exchange rate policy. Under this
policy, intervention in the foreign exchange market will be limited to the smoothing of short-
term volatility and the achievement of the NIR target. The mission and the authorities agreed
that the level of the exchange rate remained broadly adequate, particularly as competitiveness
had been enhanced by the depreciation of the kina in real effective terms (Figure 2).

26.  Imits capacity as bank supervisor, the central bank is monitoring closely the
condition of the banking system. While the ratio of nonperforming loans has remained high
at 12 percent during the first half of 2001, provisioning has also been broadly unchanged at
about 50 percent. Bank profitability has been affected adversely by the weak economic
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Box 6. Papua New Guinea: The Recent MAE Technical Assistance
Report on Monetary Management

The report provides an assessment of the monetary policy framework, including policy
instruments and the adequacy of available data to inform policy formulation. It notes
that in order to develop a medium-term monetary framework, price and output
measures need to be improved, and more research is needed on the transmission
mechanism.

On the operation of monetary policy, the report describes progress in developing new
instruments for liquidity management as well as for clearly signaling (in conjunction
with the monetary policy statements) the intended monetary stance. It notes, however,
that significant problems remain in policy implementation. Institutional arrangements
may be exacerbating the short-run volatility of the exchange rate. Liquidity forecasting
is hampered by poor coordination between the central bank and the Department of
Finance and the unpredictability of treasury bill sales under the Tap Facility, which
allows direct central bank sales of government securities to the public. In addition, there
is a need to improve liquidity forecasts.

To improve the operational aspects of monetary policy as well as to develop a coherent
medium-term monetary policy framework, the MAE mission recommended actions to:

¢ Reestablish an electronic registry for securities transactions as soon as possible.

e Introduce the capacity to oversubscribe individual security maturities offered in
treasury securities auctions.

e Implement a Master Repurchase Agreement to allow the use of overnight repos for
liquidity management purposes.

e Replace some treasury bills with longer maturity securities.

¢ Improve coordination between the Department of Finance and the central bank on
liquidity forecasting, debt, and cash management.

e Make institutional changes to reduce the short-term volatility of the foreign
exchange market.

¢ Establish and begin work on an agenda of focused and prioritized research on the
desirable medium-term evolution of the monetary framework.

The central bank is considering implementation of these recommendations.
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environment, but remains high for most banks. The situation of PNGBC has continued to
improve through cost reductions and the writing-off of bad loans, including to the coffee
industry. Following large losses in 2000, PNGBC is set to attain significant profits in 2001.

Structural reform policies

27.  Privatization plans are largely on course and the agenda has been expanded. The
authorities intend to sell a controlling stake in PNGBC in November—December 2001. To
this end, the Privatization Commission is working to provide interested parties with materials
necessary to conduct due diligence, including through a recent road show in Australia and
New Zealand. To ensure the adequacy of the privatization framework, the authorities agreed
to review the Privatization Act, and to amend it, if necessary. As part of a new initiative, the
authorities plan to establish a People’s Unit Trust (PUT), which will permit widespread
public participation in the equity of privatized enterprises. In early 2002, the public would be
able to purchase through the PUT some of the remaining shares of PNGBC, as well as shares
in another 11 smaller enterprises which are being prepared for sale. In addition, to facilitate
eventual privatization of public utilities, the authorities are working to establish a single
independent regulatory authority, which would have licensing power and set rates as well as
service standards. The authorities expect the establishment of this authority to strengthen
consumer protection and permit the repeal of the Price Regulation Act.

28.  The public sector reform program will continue. Functional reviews of the
Departments of Health, Works and Transportation, Lands and Physical Planning, National
Planning and Monitoring, and the Attorney General are to be completed by December 2001.
Recommendations from reviews completed by October 2001 will be incorporated in the
budget for 2002, including the closure of four additional diplomatic posts abroad. A revenue
review of the forestry sector will be initiated shortly, and will be aimed at designing an
equitable system for revenue sharing among companies, the government, provinces, and
landowners. The system should also ensure sustainable forestry management, adequate
taxation, and good governance. As regards pension reform, the Superannuation and Life
Insurance Acts enacted in December 2000 will become effective by end-2001, and pension
funds are preparing to adhere to the new requirements. These requirements include the
appointment of qualified trustees and the adoption of professional investment management.
The National Provident Fund (NPF) has now repaid its debts and improved its financial
condition.

TV. POLICIES FOR 2002 AND THE MEDIUM TERM AND CAPACITY TO REPAY THE FUND

29.  The mission proposed a broad outline for the budget for 2002, recommending
that the net domestic borrowing requirement be limited to no more than 1%z percent of
GDP. The authorities agreed that the budget for 2002 should support the objectives of further
reduction in inflation and strengthening of the official reserve position, which would require
constraining domestic government indebtedness. Noting that preparations for the formulation
of the budget had not yet commenced, the authorities acknowledged that the economic
outlook for 2002 appeared difficult, particularly because of the continued decline in oil
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output and deferrals of expenditure in 2001. In addition, they recognized that, on current
prospects, net external financing for the government is likely to shift to net repayments.®
Against this background, the mission estimated that the overall fiscal deficit would need to
be brought down to about 1 percent of GDP in 2002, unless larger external financing could
be secured. It was recognized that such a target would require adjustment measures, most
likely a further substantial reduction in expenditure relative to the size of the economy, which
would need to be addressed in the preparations of the government’s budget proposal for next
year.

30.  The proposed framework for 2002 takes into account the medium-term outlook.
The staff prepared a medium-term scenario assuming continued sound fiscal and monetary
policies and further efforts at structural reform.” The structural reforms would continue to
focus on improving efficiency in government operations, including through public sector
reform and privatization, and fostering the development of private sector activity. The
scenario also takes into account the projected decline in oil output related to the depletion of
reserves, with existing wells running dry by 20135. In the absence of major new investments
in the gas and nickel industries, projected increases in the output of gold and other minerals
are not expected to offset the fall in oil production, with mineral GDP continuing to decline
over the medium term. The external current account balance would register small surpluses
aided by a projected recovery in export prices for agricultural commodities, and as imports
by the mineral sector contract with declining activity. In this scenario, Papua New Guinea’s
capacity to repay the Fund would remain strong, with obligations to the Fund over the
medium term projected generally not to exceed 2 percent of exports of goods and nonfactor
services (Table 15).

31.  The projected decline in oil output will eventually erode government revenue
and put pressure on the public finances. Limiting the fiscal deficit to less than 1%z percent
of GDP during 2002-06 would permit a steady reduction in government debt relative to GDP
(Table 18). In this scenario, Papua New Guinea’s debt burden would remain sustainable, with
a reduction in the interest bill in relation to GDP helping to offset declining oil tax revenue
and buttressing government saving. In the context of robust nonmineral real GDP growth and
a decline in inflation to partner country levels by the end of the period, monetary aggregates
would be expected to rise at a somewhat faster pace than GDP, while the flexible exchange
rate regime would ensure that external competitiveness remains adequate and the net official
international reserves would remain at a comfortable level.

®External financing for 2002 and the medium term is still highly tentative. Identified external
disbursements for 2002 are low as little additional exceptional financing is expected to
materialize before the elections scheduled for midyear.

"Technical preparations on the authorities” side were not sufficiently advanced to permit
understandings on medium-term targets.
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32. Medium-term prospects would improve if a major investment in gas (Box 7),
presently being contemplated by foreign investors, takes place in the years ahead. This
very large investment (about $1.7 billion over the projection period {2002-06) and about

$3 billion through 2011) would result in relatively large external current account deficits
during the construction phase (particularly during 2002-05), which would be covered mostly
by foreign direct investment. Output could commence around 2005, with tax revenue from
project-related activities increasing thereafter as corporate tax payments accrue.

33.  There are risks to the near- and medium-term outlook. Any slackening in the
government’s determination to pursue sound policies would complicate economic conditions
in the near term and prospects for obtaining the envisaged external assistance over the
medium term. Such a weakening in financial policies could hinder private investment,
thereby magnifying the effects of the secular decline in oil exports. The resulting deteriora-
tion in public finances could lead to the return of high inflation and exchange rate instability.
Even with solid policy implementation, Papua New Guinea remains vulnerable to large
terms-of-trade shocks over the medium term.

V. SAFEGUARDS ASSESSMENT

34, Under its current arrangement with the Fund, Papua New Guinea is subject to the
transitional procedures governing safeguards assessments. These procedures require the Bank
of Papua New Guinea (BPNG) to demonstrate, by providing certain documentation to Fund
staff, that it publishes annual financial statements that are independently audited in accor-
dance with internationally accepted standards. The BPNG has cooperated fully in providing
Fund staff with the required documentation.

35.  The staff has reviewed the documentation provided and noted that the financial
statements of the BPNG are prepared in accordance with International Accounting Standards
and are audited by the Office of the Auditor General in accordance with standards applied by
the International Organization of Supreme Audit Institutions, which are materially consistent
with the International Standards on Auditing. The staff noted that the audited financial
statements are made available with considerable delay, and certain weaknesses may exist.
Based on the assessment, the staff has proposed that the BPNG speed up publication of its
financial statements. The BPNG provided its 1999 audited annual financial statements to the
Fund in July 2001 and expects to be able to provide its 2000 annual report in the near future.

VI. STATISTICAL ISSUES

36.  There is an urgent need to further improve macroeconomic statistics. In
particular, the compilation procedures and the timeliness of the national accounts need to be
substantially improved, and the National Statistical Office strengthened. In addition, balance
of payments and price statistics should be compiled on a more frequent basis. With the
assistance of an FAD expert, the authorities plan to improve the consistency between fiscal
and monetary financing data. In support of this effort, the central bank is preparing a revised
manual of accounts for the financial system, with improved sectorization.
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Box 7. Papua New Guinea: Pending Requirements and Macroeconomic Effects
of the Gas Project

Pending requirements to initiate the gas project are:
(i) Securing gas sales contracts in Queensland, Australia; and

(if) Funding the equity participation by landowner groups, and central and iocal governments in the
downstream component of the project, involving the construction of a pipeline and offshore
processing facilities. The modality of government participation is still being negotiated.

On the first requirement, there have been two recent setbacks. On May 18, 2001 the Queensland
government announced its intention to withdraw as the principal prospective wholesaler of Papua
New Guinea gas. It had previously agreed to underwrite the wholesale contracts of the two
Queensland state-owned energy companies, and major Papua New Guinea gas buyers, Ergon Energy
and Energex. As a result, the Papua New Guinea gas project developers will now need to negotiate
directly with potential final customers in Queensland the terms of the sales agreements. This greater
decentralization in the negotiation process could translate into delays in securing sales contracts,
hindering prospects for first gas to be delivered in 2003.

The second seiback was the announcement on May 28, 2001 by Woodside Energy and Shell
Development (Australia), the Timor Sea gas developers, that a letter of intent specifying key
commercial terms for the supply of gas to a major consumer of gas in Queensland had been signed.
The Timor Sea gas project is the major competitor of the Papua New Guinea gas project in the
Queensland energy market. Although the letter of intent is not a binding sales agreement and is
further conditional on a number of factors, it does signal a more aggressive bidding strategy by the
Timor Sea for the Queensland market than originally envisaged by the Papua New Guinea
developers. More recently, disputes about revenue sharing between the Australian and East Timor
governments have cast doubt on the pace of implementation of this project.

The following table summarizes the macroeconomic impact of the implementation of the gas project
over the medium term, in comparison with the baseline scenario shown in Table 18.

2002 2003 2004 2005 2006

Growth and prices (change in percent)

Real GDP 31 34 2.6 4.7 4.7
Mineral -4.1 -1.8 2. 11.7 8.5
Nonmineral 5.0 4.7 3.8 3.2 38

CPI (average) 7.0 4.0 3.1 1.9 1.7

Savings and investment (in percent of GDP)

Foreign savings -1.0 5.6 74 -20 -3.7

Public saving-investment balance ' -1.1 -1.3 -1.4 0.7 0.0

Private saving-investment balance * 2.1 4.3 -6.0 2.7 3.7

Sources: Department of Treasury; Bank of Papua New Guinea; and Fund staff estimates and projections.
'Central government operations only.
*Derived as the difference between foreign saving and the public saving-investment balance.
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VII. STAFF APPRAISAL

37.  The authorities have demonstrated a commitment to press forward with
stabilization and reform under difficult economic and political conditions. In the first
half of 2001, the authorities continued to make progress under the program supported by the
SBA, most notably in reducing inflation and furthering preparations for privatization. The
authorities have maintained course in spite of significant obstacles, including growing
opposition to reform and implementation problems related to limited technical capacity.
While performance under the program has been weaker than originally envisaged, the staff is
encouraged by the strong commitment recently expressed by the Prime Minister in
parliament to press ahead with the government’s structural reform program.

38. The staff believes that the revised macroeconomic framework for the remainder
of 2001 is consistent with the objectives of the program, in the context of less favorable
conditions. Perseverance in the pursuit of its objectives should help solidify confidence and
create the conditions for economic recovery. In particular, adherence to the agreed fiscal and
monetary policies and progress in privatization would send a clear signal to donors and
investors that present policies will be maintained even as the elections approach.

39. It will be important to remain vigilant over financial developments and
implement additional corrective actions, if needed. In light of the weak state of the
economy, closer monitoring of revenue collections and the execution of the expenditure
program will be necessary to permit the early prevention of deviations from the fiscal target.
Under the agreed fiscal plan there is only limited scope to access the domestic credit market
for bridge financing in the event of a delay in external assistance.

40.  The government budgets for 2002 and the years ahead should be based on a
realistic assessment of external financing possibilities and prospects for the mineral
sector. As oil production is projected to decline, the economy will need to adjust to lower oil
revenue, Ensuring fiscal sustainability will require constraining government expenditure in
line with the availability of resources. Fiscal policy, therefore, would need to remain focused
on reducing the size of the government and increasing efficiency in the delivery of priority
services. It will be essential to arrest the growth of spending on goods and services and
transfers, as well as to maintain wage moderation. QOver the medium term, it will be
important to limit fiscal deficits to achieve steady reductions in nonconcessional government
debt relative to GDP, which would help reduce the interest bill in relation to GDP. In this
connection, the staff advises minimizing the government’s contracting or guaranteeing of
debt to finance equity participation in the gas project, and to fund any such participation with
concessional financing to the largest exient possible.

41.  Monetary policy should be focused on attaining program objectives. The
authorities should resist pressures to lower interest rates significantly until further evidence
becomes available that inflation continues to be on a declining trend. While the support of
fiscal policy is necessary for the consistent achievement of the NDA and NIR targets, the
central bank should stand ready to conduct open market sales to help ensure adherence to
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these targets. In 2002, monetary policy will have to guard against a resurgence in inflation
and losses in NIR as the nonmineral sector recovers. This risk calls for caution as regards the
advisability and timing of further reductions in interest rates.

42.  The staff urges early implementation of the recent MAE recommendations to
improve monetary management. Also, greater coordination between the Treasury and the
central bank as regards short-term cash flow, debt, and liquidity management will be
essential. Limits on central bank lending to the government should be observed.

43.  The staff supports the anthorities’ flexible exchange rate policy. Intervention in
the foreign exchange market should continue to be limited to minimizing short-term volatility
of the kina and facilitating achievement of the international reserve target.

44.  Close surveillance over the banking system should remain a priority. The current
recessionary conditions have put stress on borrowers, which could lead to a further
deterioration in loan quality. However, improvements in the condition of the largest bank
(PNGBC) achieved by the interim management that was installed by the central bank late last
year have mitigated this risk to some extent. Periodic visits by an MAE supervision expert
will continue to help improve supervisory capacity.

45.  The staff welcomes the authorities’ determination to press ahead with
privatization and deregulation. In particular, plans to sell a controlling interest in PNGBC
by end-2001 and facilitate acquisition by the public of shares in a range of public enterprises
commencing in early 2002 should be pursued vigorously. To promote good governance in
privatized entities, involvement of at least one large strategic investor should be sought. The
staff endorses the government’s policy of separating commercial activities and regulatory
functions in the state enterprise sector. In this respect, the establishment of a regulatory
framework for utilities will facilitate privatization and improvements in service delivery. The
planned elimination of price controls, following the establishment of a single regulatory
authority, will also promote efficiency and business confidence.

46,  Public sector reform should continue to focus on improving efficiency,
governance, and service delivery. It will be important to observe agreed guidelines for the
implementation of the RDP, and to improve the administration of this program in consulta-
tion with the World Bank. The statf supports plans to continue with functional reviews of
government departments, which should point to ways to improve efficiency in the govern-
ment sector, including through continued shedding of redundant staff. The staff welcomes the
recent improvement in the operations and finances of the NPF, and encourages the authorities
to work toward similar improvements in other public sector pension programs.

47.  Working closely with multilateral agencies and donors remains an essential
requirement for adequate and timely external assistance. To overcome the constraints
arising from limited implementation capacity, it would be advisable to seek additional
technical assistance to help implement actions that will trigger the release of financial
assistance on a timely basis. It will be essential to sustain a strong and coordinated effort to
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ensure the timely disbursement of the sizable assistance programmed for the last quarter of
this year, including through continuous communication and close coilaboration with
multilateral agencies and donors. In this connection, a successor arrangement from the Fund
could facilitate continued high-level support from the international community, while
fostering policies that promote growth and reduce Papua New Guinea’s vulnerability to
external shocks.

48.  The staff supports the authorities’ request for waivers for the nonobservance of
the performance criteria on NIR and NDF for end-June 2001. In the case of the perfor-
mance criterion on NIR, the magnitude of the deviation was less than the shortfall in external
financing, which was disbursed in July. The nonobservance of the performance criterion on
NDF was also due to a shortfall in nonmineral tax revenue related to weaker-than-expected
domestic demand. The staff believes that, with the agreed revision of the fiscal plan for the
remainder of 2001, the thrust of the program objectives remains intact.

49.  The quality, coverage, and timeliness of economic statistics continue to hamper
the government’s ability to conduct macroeconomic policy. Further progress in develop-
ing indicators of domestic activity and trade is needed, and priority should be attached to
improving the compilation of the national accounts. To this end, the recommendations of the
recent Pacific Financial Technical Assistance Centre mission should be implemented without
delay. It will also be essential to improve the monitoring and recording of externally financed
expenditure to permit more reliable estimates and projections of the government finances.
The staff welcomes the authorities’ commitment to eliminate discrepancies between the
fiscal and monetary accounts, including by developing an electronic treasury bill registry.
Additional technical assistance should be requested if needed, as improved reconciliation of
fiscal and monetary accounts are essential to prevent instances of misreporting.

51.  The authorities have made significant progress in the implementation of the
economic program supported by the current SBA. With perseverance in the implementa-
tion of appropriate policies, Papua New Guinea’s economic and financial position will
continue to strengthen. On this basis, the staff supports the authorities’ request for waivers
and recommends completion of the fourth review under the SBA.
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Figure 1. Papua New Guinea: Economic and Financial Indicators, 1992-2002
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Figure 2. Papua New Guinea: Selected External Indicators, 1992-2002
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Figure 4. Papua New Guinea: Key Export Prices, 1996-2001
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Table 1. Papua New Guinea: Selected Economic Indicators, 1997--2002

Nominal GDP {2000):  US3$3.6 billion

Population (2000); 5.1 million
GDP per capita (2000). US§716
Quota: SDR 131.6 million
Prog. Proj.
1997 1998 1999 2000 2001 2001 2002
Real sector (percent change)

Real GDP growth 1/ -39 -3.8 5.4 -1.8 0.3 -2.0 1.5
Mineral -26.0 16.8 8.7 24 -14.2 -9.2 -4.1
Nonmineral 2.5 -8.1 4.5 -3.0 4.6 0.1 3.0

CPI (annual average) 3.9 13.6 14.9 15.6 10.0 10.0 6.0

CPI (12 mounths) 5.3 21.8 13.2 10.0 8.0 8.0 50

Terms of trade (percent change) 2.0 -8.2 8.0 14.5 -(.9 -0.9 -2.0
Central government budget (percent of GDP)

Revenue and grants 31.2 292 27.7 29.5 29.8 30.1 29.6

Expenditure and net lending 2/ 310 316 300 30.9 321 324 30.6
Of which:

Clearance of pre-2000 arrears and obligations 1.6 1.9 0.6 0.5 0.1
Struclural adjusiment expenditures 3/ - 1.0 0.6 0.4 0.6

Overall balance, cash basis (excluding grants) 4/ -6.1 =79 -8.6 6.6 -7.5 =17 -5.9

Overall balance, cash basis (including grants) 4/ -1.7 -1.7 -3.5 -1.3 2.3 2.6 -1
Domestic financing, net 5/ 1.1 34 01 0.9 -0.1 1] 1.4

Of which: Banking system 6/ 2.2 1.6 0.6 -1.3 0.4 -0.9 0.9
External financing, net -1.2 -1.2 19 0.6 2.3 2.0 -0.4
Privatization, net 0.0 0.2 0.3 -1 0.0 0.0 0.0

Money and credit (year-on-year percentage change)

Domestic credit 227 17.1 4.0 -4.5 8.9 -0.5 10.5
Net credit to government 22.7 15.4 11.2 -12.5 4.5 -10.0 112
Credit to the private sector 36.3 29.0 10.5 3.0 12.8 8.8 10.6

Broad money 6.8 1.8 8.9 54 10.0 35 93

Balance of payments {UUS$ million)

Exports, f.o.b. 2,186 1,849 2,019 2,214 2,054 2,033 2,080

Imports, ¢.i.f. -1.972 -1,425 -1,525 -1,502 -1,383 -1,466 -1487

Current account {including grants) -263 23 53 282 27 118 112
{In percent of GDP} -53 0.6 1.4 1.7 -(.8 38 35

Exceptional financing (net) 25 ¢ 0 70 125 125 35

Overall balance -204 -189 44 70 28 32 20

Reserves and external debt {(end-of-year, US$ million}

Net international reserves 328 139 183 256 300 290 310
{In months of nonmining imports, ¢.i.f.) 2.8 1.5 1.8 2.7 .0 3.1 33

Gross international reserves 380 187 206 2946 418 398 418
(In months of nonmining imporls, cif) 33 2.0 2.0 31 4.2 4.3 44

Public debt-to-GDP ratio (in percent) 26.6 35.2 373 393 44.1 50.4 492

Public debt-service ratio (percent of GNFS exports) 8.6 7.3 7.5 6.7 6.9 6.8 6.8

Exchange and interest rates

US$/kina (pericd average) 0.6975 0.4839 0.3939 0.3724 0.3300

US%/king (end-period} 0.5710 04770 0.3700 0.3255 0.3300

Interest rate {182-day T-bills) 14.5 239 204 14.9

Nominal GDP (milkions of kina) 1/ 7.063.7  7,863.4 93413 10,103.1 10,758.0 10,1469  10,750.0

Sources: Data provided by the Papua New Guinea authorities; and Fund staff estimates and projections.

1/ GDP figurcs for 1999 and 2000 are preliminary.

2/ Assuming that the gap for 2002 will be clased by expenditure cuts.
3/ Expenditures in 2000-01 to support structural reforms under World Bank and Asizn Development Bank loans.

4/ Includes statistical discrepancy, which reflects inconsistencies between fiscal and monetary statistics,

3/ Includes changes in float.

6/ Includes a K 52 million write-down of the commodity stabilization fund in 19%9.



Table 2. Papua New Guinea: Performance Criteria and Indicative Targets Under the Stand-By Arrangement, 2000

Dec. 31, 1999 Mar. 31, 2000 Jun, 30, 2000 Sep. 30, 2000 Dec. 31, 2000
Second und
Original Program Original Program Original Program Origingl Third Reviews
Indicative Targets Performance Criteria Performance Criteria Program Performance Criteria
Actual Indicative
Stock  Unadjusted  Adjusted Acial  Unadjusted  Adjusted Actual  Unadjusted Adjusted Actual Targets  Unadjusted  Adjusted Actual
{In millions of kina}

Ceiling on net domestic assets of the central bank 1/, 2/, 3/ 194 251 244 91 226 199 -102 33 158 -16 ~144 =267 =131 -112
Ceiling on net domestic financiny of the govemment 1/, 3/, 4/, 5/ 1,548 59 45 -76 133 34 16 101 176 =30 -123 -156 Ee.i] 22

{In millions of U.S. dollars}
Floor on net international reserves of the central bank 14, &/, 7/, & 182 130 133 164 150 160 230 214 186 218 307 339 287 256

Ceiling on the contracting or guaranteeing by the public
sector of new nonconcessional external debt
with i maturity of over one vear 4/, 8/, 9 14 ] 0 0 0 Q0 0 0 o 0 0 0 0 0

Ceiling on the stock of public sector and publicly
guaranieed nonconcessional short-term external debt
with initial maturity of up to one yeur 4/, 8/, 10/ 0 0 4] 0 0 0 0 0 ] 0 0 0 0 0

Nonaccmulation of external payment armears
by the public sector Continning

Sources: Data provided by the Papua New Guinea authorities; and Fund staff estimnates and projections.

1/ Figures in the "actual” column for December 1999, March 2000, and June 2000 have been revised slightly from those presented in EBS/00/201.

2/ Defined as reserve rooney less net foreign assets of the central bank.

3/ The ceiling on net domestic assets of the central bank and et domestic financing of the government will be adjusted downward by the full extent to which the value of the following fems exceeds the program targets laid out in Table 4: (i) MRSF receipts, as
recorded in the Bank of Papua New Guinea (BPNG) forcign exchange cash flow; (it} exceptional external financing flows 1o the tudget, as recorded in the BPNG foreign exchange cash flow; and (jii) total net receipts from asset sales. Upward adjustments will
be made by ihe amounts that the values of the following items fall short of the program targets laid out in Table 4: (i) MRSF receipts, as recorded in the BENG forcign exchange cash flow (to a maximum adjustment of K 20 million); (ii) exccptional external
financing flows to the budgat, as recorded in the BPNG foreign exchange cash flow (1o 2 maximum upward adjustment of $70 million); and (iii) total net receipts from asset sales, With respect to the adjuster in (iii), if net receipts from asset sales are negative,
the value of net receipts from asset sales shall be set at zero fer the purposes of comparison with the benchmark values in Table 4.

4/ Cumulative flow since the beginning of the year.

5/ For adjustments to the cetling on net domestic financing of the govemment prior to September 2000 refer to IMF Staff Report EBS/00/53. From September 2000 onward the ceiling on net domestic financing of the government will be adjusted downward by
the fill amount of the excess of the sum of nontax revenue (excluding grants) and non-mineral tax revenue, less domestic interest payments over the program lovels shown in Table 4.

&/ The floor on net international reserves of the central bank will be adjusted upward by the full extent to which the value of the fotlowing items exceeds the program turgets taid out in Table 4: (i) MRSF receiprs, as recorded in the BPNG foreign exchange cash
flow; (ii) exceptional external financing flows to the budget, as recorded in the BPNG foreign exchange cash flow; und (jii) foreign cumrency-denominated net receipts from asset sales. Downward adjustment will be made by the amounts that the values of the
following items fatl short of the program turgets laid out in Table 4: (i) MRSF receipts, as recorded in the BPNG foreign exchange cash flow {to a maximum downward adjustment of $7.6 million); {ii) exceptional external financing flows to the budget, as
recorded in the BPNG foreign exchange cash fiow (to a maximum downward adjustment of $70 million); and (it} foreign currency-denominated et receipes from asset sales. With respect to the adjuster in (iii}, if net receipts from asset sales are negative, the
wvalue of net receipts from asset sajes shall be set at zero for the purposos of eomparison with the benchmark values in Table 4.

7/ Valued at the program exchange rates.

8/ The public sector is defined to include the national and provineial governments, and statutory authorities. Excluded from the limits on external borrowing are the use of Fund rosourccs, loans from the World Bank, the Asian Development Bank, and other
multilateral and official bilateral donors; Foans contracted for debt rescheduling or refinancing (provided the terms of the new loans are at least a8 concessionary as the terne of the debt being eescheduled or refinanced); and credits that are regarded as
concessionary.

9¢ This performance criterion applies not only to debt as defined in point No. % of the Guidelines con Performance Criteria with Respect to Foreign Debt adopted on August 24, 2000, but also te commitments contracted of puaranteed for which value has not
been received. Excluded from this performance criterion are leases.

10/ The term "debt™ has the meaning set forth in point No. 9 of the Guidelines on Performance Criteria with Respect to Foreign Debt adopted or August 24, 2000. Excluded from this performance criterion are normal import-related wwade credit and leases.
Included in this performance criterion are off-balance sheet assets and liabilities (e.g., swaps and forwards).
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Table 3. Papua New Guinea; Performance Criteria and Indicative Targets Under the Stand-By Arrangement, 2001

Dec. 31, 2000 Mar. 31, 2001 Jog. 30, 2001 Sep. 30, 2001 Dec. 31, 2001
Indlicative Targets Indicarive Targets
Actoal Indicative Targets Performance Criteria Second Fourth Second Fourth
Stock  Unadjusted Adjusted  Actual 1/ Unadjusted  Adjusted Actast I/ Actual 2/ and Third Review 2/ and Third Review 2/
Reviews 1/ Reviews 1/

(In miltions of kina)
Ceiling on net domestic assets of the central bank 3/, 4/ -112 -1 -42 -41 -40 -55 -9¢ =253 -183 -196 -174
Ceiling on net demestic financing of the govemment 5/, 6/, 7/ 1,56% 187 156 172 133 118 186 186 -12 229 47
{In millions of 1J.§. dollars)

Floot ot ne1 international reserves of the central bank 7/ 256 217 29 227 232 238 235 240 292 230 300
Ceiling on the contracting or gnaranteeing by the public

sector of new nonconcessional external debt

with a maturity of over one year 5/, 8/, 9 o a 0 0 0 0 ¢ 0 0 0 0
Ceiling on the stock of public sector and publicty

guaranteed nonconcessional shorl-term extemnal debt

with initial matusity of up 1o one vear 5/, 8/, 10/ 1] Q [+ 0 4] 1] ] 0 4] 0 o

Nonaccumulation of external paymentis amears
by the public sector Continuing

-361

106

290

Sources: Data provided by the Papua New Guinea authorities; and Fund stalf eslimates and projections.

1/ Net international reserves and nel domestic assets of the central bank are valued at the original program exchange rates, which were US$1.371%SDR and US$0.38/kina.

2/ Net international reserves and net lgsnestic assels of the centeal bank ate valued at the revised prag k cates for and I ber 2001, which are US$1.2457/SDR and USS0.31/kina,

3/ Defined as reserve money less net fureign assels of the central hank

4f The ceiling an net domeatic assets of the central hank will be adfusted dowmward by the full extent 1o which the value of the following items exceeds the program targets Juid out in Table 4: (i) mineral tax Teceipls, a5 recorded in
the BPNG foreign exchange cash flow and converted inte kina at the prog h rate; (i} ptional extemal fi ing flows 1o the budget, as tecorded in the BPNG fureign exchange cash flow and converted into kina a2
{he program exchange rate; and {iii) foreign curency-denominated net receipts from asset sales, converted into kina at the program exchange rate. Upward adjustment will be made by the amount that mineral tax receipis, as
recorded in the BPNG foreign exchangs cash flow and converled into king at the program exchange rate are less than the program tapets laid out in Table 4 (to a maximum adjustment of K 20 milkion). Upward adjustment will be
miade by the amount that exceptional external financing flows ta the budged, as recorded in the BPNG fareign exchange cash flow and converted imo kina at the program exchange rate are less than the program targets laid out
Table 4 (1o a maximum adjusement of K 26.4 million), Upward adjustment will also be made by the fult amount of any external debt repayment made ahead of schedule with the prior agreement of Fund stalf and funded by foreign
currency-denorminated net receipls from asset sales, converted into kina at the program exchange rate.

5/ Comnlative flow since the beginning of the vear.

6/ The ceiling o net domesfic financing of the govermnent will be adjusted downward by the full amount of the excess of the sum of nontax revenus Juding granis) and ineral fax e, less o ic interest payments
over the program levels shown in Table 4. Downwanl aljustment will be made by the full extent to which the value of the following items exceeds the program turgess kaid out in Table 4: {i) mineral {ax receipts, as recorded in the
BPNG foreign exchange cash flow and converted into kina at the program exchange rate; (i} sxceptionnl external financing flows te the budget, as recorded in the BFNG foreign exchange cash flow and converted inlo kina at the
program exchange rate; and (iid) {otal net receipls from asset sales. Upward adjustment will be made by the amount that mineral tax receipts, as recorded in the BFNG foreign exchange cash flow aml converted inte kina at the
program exchange rate are less than the program targets laid out in Table 4 (10 a maximum adiustment of K 20 million). Upwand adjustment will be made by the amoun! that exceptional extemal financing fluws to the budgel, as
recorded in the BPNG forsign exchange cash flow and comveried inlg kina at the program exchange rate are less thon the program targets laid out Table 4 (to 2 maximwm adjnstment of X 26.4 million). Upward adjustment will also
e made by the full amount of any external dabt repayiment made ahead of schedule with the prior agreement of Fund staff and funded by foreign currency-denominated net receipts from asset sales, converted into kina at the
program exchange rate.

7/ The flour on net international reserves of the central bank will be adjusted upward by the full extent ta which the value of the following ilems exceeds the progrum Largets laid out in Table 4: (i) minesal tax receipts, as recorded in
the BPNG foreign exchange cash flow; (ii} exceptional external financing flows to the budget, as recorded in the BPNG foreign exchange cash flow; and (iii) foreiyn curmeney-denominated net receipts from asset sales. Downward
adjustment will be made by the amount that the value of minesal tax receipts, as recorded in the BPNG foreign exchange cash flow, is less than the amaunt indicated in Tuble 4 (10 2 maxinmm downward adjustment of $7.6
million). Downward adjustment will be mads by the amoun that exceptional externat financing flaws to the budget, as recorded in the BPNG fareign exchange cash flow are less than the amannt indicated in Tzble 4 (10 8 maximum
duwnward adjustment of $10 millien), Downward adjustrent will also be made by the full amount of any extemal debt repayment made shead of schedule with the prior of Fund stal¥ ard Tunded by fareign currency-
denomimaled et receipts from asset sales.

& The publi: sector is defined to include the national and provincial povernments, and statutary authorities. Excluded (rurn the Emits en external barmwing are the use of Fund resources, loaes from the Worlit Bunk, the Asian
Development Bank, and other multilueral and official bilateral donors; Jeans d for debt cescheduling or ing (provided the terms of the new loans are at least as concessionary as the tenms of the debt being
rescheduled or refinanced); and credits thut ar regarded as concessionary.

9 This perfortnance criterion applies not oaly K debt a5 defined in point No. 9 of the Guidelines on Performance Criteria with Respect 1o Foreign Debt adopted on August 24, 2000, but also to commitments contracted or
oaranteed for which value bas not been received. Excimled (rom this performance criterion are leases.

104 The term "debt” has the meaning set forth in peint Noe. 9 of the Guidelines on Performance Criteria with Respect lo Foreign Debt adopted on August 24, 2000. Excluded from this performance criterion are normal impor-related
trade credit and leases. Included in this performance eritefion are off-balance sheet assets and liabilities ie.g., swaps and forwards),
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Table 4. Papua New Guinea: Quantitative Benchmarks Under the Stand-By Arrangement, 2000-01

Actual Indicative Targels
First Second and Fourth
Qriginal Program Review Third Reviews Review
Dec. 31 Mar, 31 Jun. 30  Sep.30 Dec.3l Mar. 31  Jua. 30 Mar, 31 Jun. 30  Sep. 30 Dec. 31 Mar. 31 Jun. 30 Sep 30. _ Dec. 31
1999 2000 2001 2000 2001
(In millions of kina, lative from the begi of each year)
Ceiling on central government wages and salaries 1/ 777 149 364 567 B13 185 419 144 377 570 814 185 414 622 859
Ceiling on central government recurtent expenditures 2/, 3/, 4/ 2015 470 1,016 1,520 2,219 485 1,012 436 1.006 1,515
Ceiling on central government noninterest recurrent expenditures 2/, 3/, 5/ 1,628 364 TH 1,192 1,790 367 793 in 815 1,236 1,705 410 835 1,254 1,801
Floor on pre-1999 domestic arrears reduction & 149 40 64 75 193 11 14 37 77 ¥ 109
Floor on nonmineral tax revenue 7/ 1,662 402 935 1,391 1,388 420 870 393 842 1.318 1,931 476 1,022 1,391 1,950
(Tn miltions of U.S. dollars, cumulative from the beginning of each year)
Floor on mineral tax receipts 8/ 131 8 54 92 147 9 49 s 43 74 129 8 i3 77 116
Memorandum itemns:
Exceptional extemal financing (in millions of U.S. dollars) 1/, 8/ 80 0 35 35 70 14 24 0 36 81 180 4 49 49 138
Privatization receipts, net of cost of sales (in millions of kina) 9/, B/ 26 a 0 [+ 0 0 a 0 1] ] 0 L] 0 o a
Of which: Foreign currency denominated
In millions of kina 9/ 0 [ o 0 Q 0 0 0 ) 0 o 0
n millions of U.S. dollars 9/, 11/ ] [+] ] 0 u] 0 [ 0 0 ¢ 0 0
Nontax revenue 166 26 56 102 145 1% 73 19 92 148 169 20 47 150 209
Domestic interest payments 261 7 159 226 284 87 143 42 123 175 317 38 143 207 268

Sources: Data provided by the Papua New Guinea sutharities; and Fund staff eslimates and projections.

1/ Defined as sum of national department and provincial expenditures on wages and salaries including wages and suluries for eachers of provincial governments (items 111, 112, 113, 141) bat exclading
retrenchment allowances, contributions to superanauation funds, and some other benefits (leave benefits (tem 114) and educatien benefits (item 116)}.
2/ Refers to gross expenditure, including spending on services provided by the Department of Works to the rest of the govemmeal. A corresponding amount is recorded 43 nontax revenue.
3/ The benchmark on total recurrent expenditure in the oziginal program was modified to noninterest recurrent expenditure at the time of the first review.

4/ Includes net lending.
5/ Excludes net lending.

6/ Amount for December 31, 2000 includes K 68 million in identified pre-1999 arrears, and the remainder may

pre-1999 claims are wnder dispute subject to court decision.
7/ In 1999 excludes VAT revenue collected in trust accounts.

8/ As recorded in the foreign exchange cash flow of the Bank of Papua New Guinea. Prior to 2001 these figures refer to MRSF receipts.

9/ Net cevenues from the privatization of the Halla Cement Company in the third quarter of 2000 are set at zero because the cost of sule was greater than the receipis.
10/ As reported by the Department of Treasury.
114 A recorded in the balance of puyments of the Bank of Papua Mew Guinea.

abso inelude the clearanee of arrears incurred in 1999, There are no floors set for 2001, as remaining
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Table 5. Papua New Guinea: Prior Actions, Structural Performance Criteria, and Benchmarks Under the Stand-By Arrangement, 2000-01

Program Target Date Status

1. Pror actions for first review.,

Endorsement hy cabinet of a plan and timetable for the Public Sector Reform Program (PSRP). Observed,
11, Prior actions for the sevond and third reviews.

Bringing the Papua New Guinea Banking Corporation (PNGBC) to the peint of sale. Observed.

Rescission of ceniral bank guarantee to PNGBC. Observed,
II. Prior actions for the fourth review,

Implementation of ceniral government expenditure cuts totalling K 33 million.

1L Structural performance criteria.

Completion of financial and managerial audits of the two major pension funds: the Public Officers’ By end-March 2000. Observed.

Superannuation Fund (POSF) and the National Provident Fund (NPF).

Passage by parliament of the Central Bank Act. By end-April 2000. Observed.

Passage by parliament of the Bank and Financial Institutions Act. By end-April 2000. Observed.

Completion and submission to cabinet of the design and timetable for the public sector reform program. By end-June 2000. Not observed by target date. Waiver requested based on subsequent

™.

Finance Pacific brought o the point of sale.

Structeral benchmarks.
The self-assessment questionnaire on good fiscal practices will be completed and submitted 1 the Fund.

The Privatization Commission will have identified candidates for privatization and will have formulated a
detailed schedule and methodology to be employed.

Actuanial reviews of the NPF and POSF will have begun.

Endorsement by cabinet of the recommendations on the PSRP.

Endorsement by cabinet of the recommendations of the Public Expenditure Review,

Cabinet approval of the tax system review.

Ongoing effort to close down remaining pyramid schemes.

By end-December 2000.

By end-March 2000,
By end-March 2000,

By end-Aprii 2000

By end-Aungust 2000.
By end-Angust 2000,

By end-September 2000,

Continuing,

completion as a prior action for the first review.

Not observed. Waiver requested based on bringing PNGEC to the

point of sale as a prior aclion for completing the second and third reviews.

Cbserved.
Observed.

Superseded by plans for a comprehensive industry reform,
which was begun in late 2000,

Observed, also a prior action for the first review (see above).
Replaced by ongoing departmental reviews,

Not observed by the target date. However, the tax review was presented
to cabinet in October 2000 and recommendations incorperated into the
2001 budget enacted by parliament.

—gs_



-34-

Table 6. Papua New Guinea: Central Government Budget, 1996-2002

{Tn millions of kina)

Prog. Proj.
1996 1997 1998 1999 2000 2001 2001 2002
Revenue and grants 1,837.5 2,201.5 2,2098 22,5833 29758 32025 3,050.5 3,178.7
Tax revenue 1/ 1,526.4 1,6744 1,53954 1,940.7 2,314.% 2,463.9 2,320.7 2,453.6
Nonmineral 11210 1,2B4.4 1,3548 1,682.0 1,888.0 2,147.2 1,945.7 2,095.1
Minerai 4054 3900 2406 2587 4269 316.7 3711 3585
Nontax revenue 2/ 141.0 2151 231 1655 1445 175.0 208.2 208.2
Of which: Mineral 18.8 0.8 65.8 2713 0.0 200 392 379
Grants 3/ 1701 3120 4703 4771 5164 563.8 5206 5169
Budget granis 1645 1330 113.5 12538 254 38.5 46.8 2.0
Project grants 54 1790 3568 3513 491.0 525.3 473.8 5169
Expenditure 1,861.0 21924 24865 28012 31233 3,451.7 53,3113 3,485.2
Recurrent 1,528.8 1,679 11,8954 20202 22186 2,290.0 2,2379 2,348.3
Noninterest 1,271.5  1,470.3 1,560.0 1,627.5 1,790.0 1,843.4 1,801.1 1,918.1
Salaries and wages 4/ 6042 6354 6902 7769 8363 8502 8392 2190
Arrears, court cases 148.8 193.3 615 46.5 15.0
Goods and services, and transfers 5/ 667.3 8149 8698 7018 7604 922,7 8954 984.1
Intcrese 2573 2976 3354 3927 4236 446.6 436.8 430.2
Domestic 1745 2063 2280 2605 2842 2848 2678 249.5
Foreign 8238 913 1074 1322 1444 161.8 169.0 180.7
Development budget, other capital
expenditures and net lending 3322 4245 5911 7810 9047 1,161.7 1,0734 L1369
Development budget 338.6 427.6 5957 786.1 806.2 1,104.1 1,040.8 1,074.5
Project grants - 3513 4910 5253 473.8 5169
Concessional loans 6/ W 1213 1065 1350 135.0 174.7
Domestic funds 5/ . 3134 2087 443.8 432.0 383.0
Strictural adjustment expenditures . 10LO 65.8 40.8 652
Nt lending -6.4 -3l 4.6 -5.0 =23 -8.2 82 -28
Measures (revenue increase/expenditure cut) 1925
Overal) bulance (from above the ne} -23.5 91 -1867 -2179 -147.5 -249.1 -2610,7 -114.0
Discrepuncy -
Residual revenue (+) f expendirure {-) (net) 7/ -1854  -1286 504 -1076 16.3 0.0 -3 06
Overall balance (from below the line) 2089 1195 -1363 32546 -131.2 -249.1 -261.1 -114.0
Financing 2089 1195 1383 3256 1312 2491 261.1 114.0
Foreign (net) 10.1 -875 -%4.1 1782 584 2522 206.7 -41.6
New borrowing 6/ 118.5 856 1081 965 119.7 1350 1350 174.7
Amortization -1257  -2063 -202.2 2332 2521 -307.0 -332.8 3343
Exceptional financing 17.3 3.7 0.0 2148 1908 424.2 404.5 1181
Domestic (net) 1385 2070 2165 1010 215 469 1043 1556
Banking system 8/ 1109 1553 1291 561 -1344
Other 217 51.7 87.4 449 1559
Float 200 58.0 -50.0 -50.0 00
Privatization {ngt) 9/ 60.3 0.0 13.9 264 -6.6 0.0 00 0.0
Memorandum itcms:
Underlying balance (excluding arrears
amd structural adjussment expenditures) -23.5 91 -1B6.7 -69.2 1468 -121.8 -173.4 -33.8
Overall balunce, excluding grants 3790 4315 -606.6 8027  -647.6 -812.8 -781.7 -630.9
Military expenditures 871 91.7 K04

Sources: Data provided by the Papua New Guinea suthorities; and Fuad staff estimates.

1/ In 1999 includes estimated K 20 million in value-added tax revenue received into accrual wust account.

2/In 1999 includes estimated K 11 million in license fees received into accrual tust account,

3/ From 2000 anward all Anstralian grants are project grants,

4f Includes leave benefits and education subsidies.

5/ While some conditional grants to provinces (District Support Grants, Mining Agreemenis, and Social Safety Grant) were shifted from
recurrent to development budget in 2000, they are shown consistently in the development budget.

6/ Figure for 200d) is preliminary.

7/ The residual deficit is the difference berween identified revenues and expenditures, and financing.

8/ In 1999 adjusted by cstimated K 52 million write-off of government collateral deposit for net lending activity.

9/ Figure for 2000 refers 1o the net cost of selling Halla Cement (net).
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Table 7. Papua New Guinea: Central Government Budget, 1996-2002

{In percent of GDP}
Prog. Proj.
1996 1997 1998 1999 2000 2001 2001 2002
Revenue and grants 26,7 312 292 27.7 29.5 29.8 30.1 29.6
Tax revenue 1/ 222 23.7 203 20.8 22.9 229 228 228
Nonmineral 16.3 18.2 17.2 18.0 18.7 20.0 19.2 19.5
Mineral 59 55 3.1 2.8 4.2 29 3.7 3.3
Nontax revenue 2/ 2.0 30 3.0 1.8 1.4 1.6 2.1 1.9
Of which: Mineral 0.3 0.9 038 0.4 0.0 0.2 0.4 0.4
Grants 3/ 2.5 44 6.0 5.1 5.1 52 5.1 4.8
Budget grants 24 19 L4 1.3 0.3 0.4 0.5 0.0
Project grants 0.1 25 4.5 38 4.9 4.8 4.7 4.8
Expenditure 27.0 31.0 116 30.0 309 32.1 32.6 32.4
Recurrent 222 25.0 4.1 21.6 220 21.3 221 21.8
Noninterest 18.5 20.8 19.8 174 17.7 17.1 17.8 17.8
Salaries and wages 4/ 8.8 93 8.8 83 8.3 8.0 8.5 85
Arrears, court cases 1.6 1.9 0.6 0.5 0.1
Goods and services, and transfers 5/ 9.7 11.5 111 7.5 15 8.6 8.8 9.2
Interest 37 4.2 43 42 4.2 4.2 4.3 4.0
Dowmeslic 2.5 29 29 2.8 2.8 2.6 2.6 2.3
Foreign 1.2 1.3 1.4 1.4 1.4 1.5 1.7 1.7
Development budget, other capital
cxpenditures and net lending 4.8 6.0 7.5 8.4 9.0 10.8 10.6 10.6
Development budget 4.9 6.1 7.6 8.4 8.0 10.3 10.3 10,0
Project grants 3.8 49 49 47 4.8
Concessional loans 6/ 1.3 1.1 1.3 1.3 1.6
Domestic funds 5/ 3.4 2.1 4.1 4.3 3.6
Structural adjustment expenditures 1.0 0.6 0.4 0.6
Net lending -0.1 0.0 0.1 -0.1 0.0 -0.1 0.1 0.0
Measures (revenue increase/expenditure cut) 1.8
Discrepancy -
Residual revenue (4) / expenditure (-) (net} 7/ =27 -1.8 0.6 -1.2 0.2 0.0 0.0 0.0
Overall balance {from below the line) -3.0 -1.7 -1.7 -3.5 -1.3 -2.3 -2.6 <11
Financing 3.0 1.7 1.7 3.5 1.3 23 2.6 1.1
Foreign (net) 0.1 -1.2 -1.2 19 0.6 2.3 2.0 -0.4
New borrowing 6/ 1.7 1.2 1.4 21 1.2 13 1.3 1.6
Amortization -1.8 -2.9 -2.6 -2.5 23 -2.9 -3.3 3.1
Exceptional financing 03 0.5 0.0 23 1.9 9 4.0 1.1
Of which: Financing gap 0.4 0.0 0.0
Domestic (net) 24 2.9 28 1.1 0.2 0.4 1.0 1.4
Banking system 8/ 1.6 22 1.6 0.6 -1.3
Other 04 0.7 1.1 0.3 1.5
Float 0.2 0.6 -0.5 -0.5 0.0
Privatization {net) 9/ 0.9 0.0 0.2 03 0.1 0.0 0.0 0.0
Memorandum items:
Underlying balance (excluding arrears
and structural adjustment cxpenditures) -0.3 0.1 -24 07 1.5 -1.1 -17 -0.3
Overall balance, excluding grants -5.5 8.1 277 -8.6 -6.4 -7.6 1.7 -5.9
Military expenditures 1.1 1.0 0.8
Nominal GDF (millions of kina) 68813 70637 78634 93414 10,1031 10,7580 10,1469 10,7500

Sources: Data provided by the Papua New Guinea authoritics; and Fund staff estimates.

1/ Tn 1999 includes estimated K 20 million in value-added tax revenue received into accrual trust account,

2/ In 1999 includes estimated K 11 million in license fces received into accrual trust account.
3/ From 2000 onward all Australian grants are project grants.

4/ Includes leave benefits and education subsidies.

5/ While some conditional grants to provinces {District Support Grants, Mining Agreements, and Social Safety Grant) were shifted from.

recurrent to development budget in 2000, they are shown consistently in the development budget.

6/ Figure for 2000 is preliminary.

7/ The residual deficit is the difference between identificd revenues and expenditures, and financing.
&/ In 1999 adjusted by estimated K 52 million write-off of govermment collateral deposit for net lending activity.

9¢ Figure for 2000 refers to the net cost of selling Halta Cement,
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Table 8. Papua New Guinea: Central Government Operations, 2000-2001, Quarterly Profile

{ In millions of kina )
Program Actual Frojection
2000 2001 2001 2001
Q1 Q2 [¥%] Q4  Year Q1 Q2 Q3 Q4  Year Q1 Q2 Q3 Q4 Year
Revenue and granis 464.2 731.6 R21.8 9082 29758 5744 7856 BB833 9573 32026 482.2 634.4 8364 10975 3050.5
Tax revenue 4227 6535 5728 665.8 23149 503.7 623.5 6634 6733 24639 4498 569.9 615.0 4686.0 2320.7
Nonmireral 401.8 5320 4567 496.5 1,888.0 4760 5457 S557.8 5678 21472 419.9 4499 521.4 5584 19497
Mineral 209 1206 1161 1693 42609 237 778 1056 1056 3167 209 120.0 93.6 127.5 3711
Nontax revenue 259 298 461 427 1445 198 269 644 639 1750 19.3 543 76.6 59.2 209.2
Of which : Mineral 0.0 a.0 0.0 [+11] 00 0.0 0.0 00 200 200 0.0 257 4.0 a5 39.2
Foreign granis 156 983 2029 {937 5164 50.8 1353 1576 2201 5658 133 102 1448 3523 5206
Budget grants 15.6 0.0 0.0 98 254 133 152 00 100 3BS 133 0.0 2.7 308 46.8
Project grants 00 933 2029 1899 4910 37.5 1201 1576 2100 35253 0.0 10.2 142.1 3215 4738
Expenditure 507.1 7521 8051 £,059.0 3,123.3 658.8 7976 8943 L1010 34517 5250 591.3 8995 12955 33113
Recurrenl 463.8 5459 5043 6985 2,218.6 5395 5371 S48.0 6654 22900 486.2 5264 57188 646.5 22379
Noninterest 3639 4258 4022 5981 1,7900 4192 4261 4424 5557 18434 3670 426.2 461.0 546.9 1801.1
Saluries and wages 150.0 2137 2032 2694 8363 1850 2287 1953 2502 8392 184.7 234.5 203.1 2369 859.2
Goods and services, and transfers 1/ 1741 1882 1877 2104 7604 225 1772 217.2 3054 9227 1709 189.1 2479 287.5 895.4
ArTears, courl Cases ang 2393 113 13183 1933 114 202 299 a0 615 114 26 10.0 225 46.5
Tntecest 1059 1202 1021 1004 4286 1203 111,06 1056 1097 4466 1182 1002 117.8 9.6 436.8
Domestic 793 793 674 583 2842 876 552 7132 6BE 2848 86.7 56.7 63.2 61.2 267.8
Foreign 266 409 347 422 1444 327 558 324 40% lslR 325 43.5 54.6 384 169.0
Development, other capital
expendinre and net lending 372 W62 3009 3605 9047 119.2 2604 3464 4357 L1617 38.8 64.8 3207 640.0 1,073.4
Development budget 337 1940 2785 3000 8062 1193 2564 3244 4040 11041 399 638 308.9 G28.1 1040.8
Project grunts 0.0 943 2029 1899 4910 375 1201 1576 2000 $253 0.0 10.2 142.1 3215 473.8
Concessional Joans 2/ 1.1 327 B6 642 1065 108 324 378 340 1350 2 3.2 378 93.8 135.0
Domestic funds 1/ 326 630 671 460 2087 71.0 1039 1290 1399 4438 39.7 50.4 1206 2129 432.0
Structural adjustment 43 126 234 607 1010 1.4 53 232 357 658 0.0 1.0 13.0 258 40.8
Net lending 08 04 .10 03 2§ -7 <12 -2 40 B2 -1.0 0.0 -1.2 -6.0 -2
Overall balance (from above the line} 428 295 166 -1508 1475 -844  -120 90 -1437 -248.1 -42.8 43.2 -63.1  -198.0 2607
Discrepancy -
Residual revenue (+} / expenditure {-) (nel) 3/ 1399 -j207 656 -6B5 163 0.0 0.0 00 23] 00 -61.9 63.5 0.0 0.0 0.3
Qverall balance 97.1 -%1.2 8§23 2193 -1312 844 120 9.0 -1437 -249.1 -106.7 106.7 -63.1  -198.0 -261.1
Financing 971 912 -823 2193 1312 4.4 12.0 90 1437 2491 106.7 -106.7 63.1 198.0 261.1
Foreign (net) -2l4 0 07 298 1103 584 -51.9 654 153§ 852 2522 -46.2 -41.8 12.8 2809 206.7
Bomrowing 1.1 327 217 642 1197 108 324 378 540 1350 0.2 3.2 378 93.8 1350
Amortization -484 -142 -51.5 -58% 2330 -627 -882 -661 900 -307.0 =797 -814 -84.6 871 -3328
Australian swap 259 450 00 0.0 -121
Exceptional financing (loans) 00 B5R G0 1050 1508 0.0 1212 1818 1212 4242 33.3 304 66.6 2142 404.5
OF which! Financing gap 0.0 0.0 00 450 450 0.0 0.0 00 0.0 0.0
Domestic (net) -756 919 459 511 215 1863 -535 -1#45 58§ 468 171.6 14.5 432 -1250 104.3
Banking system 2009 108 368 -67 -1344 1134
Other 1253 -180 91 577 1559 582
Float . 3580 58D -50.0 0.0 0.0 00 -50.0 -18.7 -734 0.0 42.1 -50.0
Privatization {net) 4/ 040 00 66 00 66 0.0 0.0 00 [(X1] 0.0 a0 0.0 0.0 0.0 0.0
MM&Mum itern:
Cash expendijores 5060 621.1 5937 B05.0 2,525.8 6104 6451 6989 8369 2,7914 524.8 5719 719.5 8802  2,7024

Sources: Department of Treasury; Bank of Papua New Guinea; and Fund staff estimates.

1/ While some conditional grants to provinces (District Suppors Grants, Mining Agreements, and Social Safety Grant) were shifted from
recurent ta development budget in 2000; they are shown consi

2/ Figure for 2000 {5 preliminary.

ly in the dev

budget,

3/ The residual deficit is the difference between identified revenues and expenditures, and financing.
4/ Figure for 2000 refers io the net cost of selfing Halla Cement.



Table 9. Papua New Guinea: Monetary Survey, 1997-2002

Actual Projection Program
1997 1998 1999 2000 2001 2001 2002 2001
Mar. Jun. Sep. Dec. Mar. Jun, Sep. Dec. Mar. Fun, Sep. Dec
{In millions of kinz unless otherwise indicated; end of period)
Net foreign assets a7 463 678 587 733 829 1,028 1,063 1,113
Bank of Papua New Guinea (BPNG) 575 291 491 430 565 603 787 750 BOO
Foreign assets 666 391 553 459 626 a5l 909 77 1,084
Less: Foreign liabilities 91 160 62 29 al 49 122 127 284
Commercial banks 192 171 187 i56 168 226 241 313 313
Net foreign assets 1/ 1,152 581 662 589 786 790 880 848 879 1,055 1,256 1,350 781 826 038 1,15
Bank of Papua New Guinea 1/ a64 366 479 432 606 574 6074 598 632 742 936 1,000 571 all 768 790
Foreign assets 1/ 1,001 491 540 451 671 620 779 609 B36 1,093 1,286 1,350 681 856 1,081 1,101
Less: Foreign liabilities 1/ 136 125 51 29 63 46 105 102 224 35 350 350 110 245 312 a1
Comumercial banks 1/ 288 215 182 157 180 216 206 250 247 a13 320 350 210 215 220 225
Net domestic assets 1,831 2,183 2,202 2,191 2,128 2,080 2,007 1,929 1,925
Net domestic assets 1f 1,446 2,065 2214 2,189 2,088 2121 2,125 2,089 2,101 2,026 1,886 2,083 2,283 71 687 787
Domestic credit 2,320 1,716 2,825 2,669 2,828 2,727 2,699 2,808 2,694 2,811 2,680 2.963 2,903 1,406 1,337 1,452
Net credit to central government 840 969 1,077 876 986 950 943 1,056 912 1,009 849 9444 1,154 -403 -552 -502
BPNG 97 368 498 266 212 224 133 327 144 232 74 111 311 288 152 167
Commerciat banks a7 o01 580 (333 774 725 810 730 768 T 714 832 844 812 801 837
Claims on other sectors 1,480 1,747 1,747 1,793 1,842 1,777 1,756 1,751 1,782 1,802 1,837 2,019 1,749 1,809 1,889 1,954
Private sector 1,004 1,372 1,517 1,563 1,596 1,555 1,562 1,600 1,646 1,665 1700 1,880 1,560 1.620 1,700 1,765
Oificial entities 299 208 159 141 161 147 124 124 117 117 117 1t7 124 124 124 124
Nonmonetary financial institutions 117 167 T2 89 85 76 70 27 20 20 20 22 65 65 LX] 65
Other items, net -489 -533 -622 -478 =700 -636 -692 -879 -9 . ‘e v v
Other items, net 1/ -874 -651 -G10 -480 -740 -506 -574 -8 -593 =785 -800 -880 -620 -635 -650 665
Broad money 2,598 2,646 2,880 2,778 2,861 2,919 3,035 2,992 3,038 3,081 3,141 3,433 3.064 3,100 3,181 3,308
Narrow money a19 1,021 1,234 1,138 1,115 1,129 1,272 1,157 1,188 1,201 1,248 1,364 1,289 1,303 1,337 1,391
Currency outside hanks 225 77 342 266 263 250 285 246 230 267 205 322 293 296 34 316
Demand deposits 695 744 891 871 852 880 987 911 908 934 953 1,042 996 1,007 1,034 1,075
Quasi money 1,679 1.624 1,546 1,640 1,746 1,790 1,763 1,835 1,850 1,880 1,893 2,069 1,776 1,796 1,843 1,917
Memorandum iterns:
Narrow money growth rate 2/ 7.0 3] 20.8 8.8 9.0 -10.0 3.1 1.7 6.6 6.4 -19 9.3 13.2 16.9 18.4 89
Broad money growth rate 2/ 6.8 1.8 8.9 [LX:] 0.2 0.0 5.4 7.7 6.2 5.6 35 93 10.3 78 9.3 10.0
Net credit to central government growth rate 2/ 227 154 112 -30.8 -13.2 -23.8 -125 20.5 -7.6 a3 -10.0 11.2 317 15 04 4,5
Private sector credit growth rate 2/ 363 29.0 10.5 16.6 8.0 6.3 3.0 24 31 71 8.8 10.6 0.2 15 9.3 12.8
Narrow money multiplier 2.86 2.63 1.83 2.18 222 2,02 2.26 2.08 228 2.20 217 2,19
Broad money multiplier B.08 6.82 4,28 RE) 51 523 5.40 539 5.83 5.64 5.46 5.52
Broad money velocity 272 2.97 3.24 3.43 340 340 3.33 3.38 3.33 3.29 323 313 .
Govermnment securities held by nonbanks . 374 395 577 568 626 084 843 789.0 826.7 886.5 626.1 6266 625.1 636.6
Tatal net credit 1o central government 13943 15475 14719 1,563.8 15180 1,569.1 1,740.7 17552 17984 10752 18302 186.3 1328 -117 46.8
Change since beginning of year 1532 ~715.6 6.3 -29.6 215 171.6 186.2 2294 106.2 155.0 186.3 1328 -1L7 46.8
Of which: From banking system 108.1 -200.9 -91.0 -122.7 -134.4 1134 -31.2 &6.4 -94.5 0952 193.1 139.2 -7.8 43.1

Sources; Data provided by the Papua New Guinea authorities; and Fund staff estimates.

1/ Valued at program exchange rates, Prior to September 2001 the rates used were US$0.38/kina and U5$1.3713/SDR. From September 2001 onward rates of US$(.3 U/kina and US$1.2457/5DR apply.

2/ Percent change from comresponding period of previous year,

_LE-



Table 10. Papua New Guinea: Balance Sheet of the Central Bank, 1997-2002

Actual Projection Program
1997 1998 1999 2000 2001 2001 2002 2001
Mar. Jun, Sep. Dec. Mar Jun, Sep. Dec. Mar. Jun, Sep. Dec.
(En millions of kina unless otherwise indicated; end of period)
Net foreign assets 575 91 491 430 565 603 787 730 00
Foreign assets 666 391 553 439 626 651 909 877 1,084
Less: Foreign liabilities 21 100 62 29 61 49 122 127 284
Net foreign asscts 1/ 847 361 479 430 603 574 674 597 a17 742 936 1,000 57 611 768 790
Foreign assets 1/ 986 483 340 460 669 623 784 7 564 1,003 1,286 1,350 631 856 1,081 1,101
Less: Foreign liabilities 1/ 139 122 61 30 66 40 110 110 246 351 350 350 110 245 312 in
Net domestic assets -254 97 182 91 64 -45 -225 -194 -279
Net domestic assets 1/ -52% 27 194 91 -102 -16 -112 -4] -96 -196 361 -378 -11 -40 -183 -174
Domestic credit 120 490 554 323 209 281 192 386 1% 287 129 167 370 7 211 226
Net cradit to govemment 97 368 498 266 212 224 133 327 144 232 74 111 31 238 152 167
Securities 831 1,285 599 398 338 278 164 321 171 251 170 211 304 336 245 260
Treasury bills 771 1,178 438 243 185 140 25 181 40 138 63 118 175 piir) 127 154
Inscribed stock 110 107 162 136 153 132 138 131 131 13 107 93 129 129 118 106
Advances 1] (] 0 0 0 1] ¢ 107 63 b 1) [ 100 45 0 0
Less: Central government deposits 978 917 102 133 125 54 31 101 26 % 96 103 93 93 93 23
Dmwing accounts 7 17 -1 37 -49 -37 -64 Q 0 0 (1} 5 1] 0 0 1]
‘Waigani public account i} 3 -1 161 -25 17 -G8 4] 0 0 0 3 [} 0 0 0
Others ¥ 13 o -123 -24 -53 4 g 0 0 1] 1] 0 0 0 0
Trust accounts 966 B9 100 92 174 90 94 100 94 94 94 o4 93 93 93 93
Counterpart fund accounts 5 9 3 3 i 1 1 1 1 1 1 i 0 0 0 0
Credit to other sectors 217 122 57 57 57 57 59 59 55 55 55 55 59 59 39 59
Other items, net -374 -393 72 -232 <133 -326 -417 -580 -478 . o
Other items, net 1/ -645 -463 -361 -232 -371 -297 -304 -427 -295 483 -490 -545 -380 -387 <194 -400
Reserve money 322 383 673 521 501 538 562 535 521 547 575 622 561 57 585 616
Cumency in circulation 275 34 421 344 343 347 364 333 M5 3s0 374 404 351 381 389 404
Deposits of comimercial banks 26 60 247 173 149 190 194 214 171 193 197 214 210 190 197 211
ESA deposits 26 60 110 37 9 49 46 65 23 Ex) 39 42 48 24 7 37
CRR deposits ) 0 137 134 139 141 148 149 148 152 134 168 152 156 160 164
Other deposits 20 4 5 5 g 21 4 8 4 4 4 4 10 10 10 10
Memorandum items:
Reserve money growth 2/ -34.3 20.6 734 79 -11.4 72 -16.5 6.6 4.1 -2.0 23 81 7.6 139 4.9 9.2
Nominal GDF prowth rate 2/ 27 11.3 18.8 15.8 13.0 10.5 82 6.1 4.1 2.3 0.4 59
Wominal nonmineral GDP prowth rate 2f 9.6 B2 12.4 B6 449 L5 -1.7 -04 0.8 2.3 a4 9.9
Met international reserves (in millions of U.S. dollats) 328 139 182 164 230 218 236 227 240 230 290 310 - .
Met intamational reserves (in millions of U.S. dollars} 1/ 322 137 182 64 229 218 256 227 233 310 217 232 292 300
Period change in NIR (in millions of U.S, dollars) -18 66 -12 33 29 13 -10 60 20 <40 15 60 8
Gross international reserves (in millions of 1.5, dollars) 380 187 205 175 255 235 296 266 325 339 399 419 259 325 411 418
Exchange rate (US$/kina) 05710 04770  D37L0 0385 04075 03620  0.3255 03030 03000 03100 03100 0.3100 03800 (3800 03800 03800

Sources: Data provided by the Papua New Guinea authorities; and Fund staff estimates.

1/ Valued at program exchange rates. Prior to September 2001 the rates used were US$0,38/kina and US$1.3713/SDR. From September 2001 onwards rates of US$0.31/kina and US$1.2457/5DR apply.

2/ Percent change from corresponding period of previous year,

_85_



Table 11. Papua New Guinea: Consolidated Balance Sheet of Commercial Banks, 1997-2002

Actmal Projection
1997 1998 1999 2000 2001 2001 2002
Mar. Juts, Sep. Dec. Mar. Jun, Sep. Dec,

(In millions of kina unless otherwise indicated; end of peried)

Net foreign assets 192 171 187 158 168 226 241 313 313 313 320 350
Foreign assets 206 285 286 260 247 282 206 396 406 406 420 460
Less: Foreign liabilities i4 114 99 103 79 56 56 83 93 93 100 110

Reserves g 42 232 158 134 185 169 204 161 189 193 210
CRR accounts 0 0 137 136 139 141 148 149 148 152 154 168
ESA accounts g 42 95 22 -H 44 21 55 13 37 ELY 42

Currency 51 47 74 77 20 97 s 88 66 B3 79 £2

Domestic credit 2412 2,321 2,267 2,313 2,526 2425 2,487 2418 2,482 2,576 2,608 2,548
Met credit to central government 937 601 380 611 774 725 210 730 768 777 774 232

Claims on central govemment 1,108 889 7492 841 988 937 1,065 997 1,020 1,004 996 1,012
Securities 1,033 806 768 817 060 920 1,053 990 1,014 998 950 1,006
Treasury bills 942 744 763 813 960 920 1,053 990 991 952 940 w6
Inscribed stock 91 62 4 4 4 0 0 o 23 46 50 100
Loans 5 83 4 24 28 17 12 7 [ & 6 6
Less: Central government deposits 17 287 212 230 214 212 255 268 252 227 222 180
Claimns on other sectors 1,474 1,720 1,683 1,703 1,751 1,659 1,677 1,683 1,714 1,799 1,834 2,016
Private sector 1,063 1,371 1,473 1,489 1,515 1,486 1,492 1,537 1,578 1,662 1,697 1,877
Official entitics 299 208 15% 141 161 147 124 124 117 117 117 117
Nonmenetary financial institutions 113 141 56 73 75 66 6l 24 19 20 0 22

Other jtems, net -84 -54 33 12 -131 -45 - -24 -35 -109 -113 -121

Deposits 2,354 2,365 2,532 2,506 2,589 2,649 2,745 2,739 2,754 2,810 2,842 3,106
Demand 1,058 1,142 1,276 1,245 1,252 1,299 1.437 1,379 1,369
Tenm 1,296 1,223 1,257 1,261 1,337 1,350 1,308 1,360 1,385

Central bank credit 216 121 54 54 54 55 53 53 52 52 52 52

Memorandum items:

Depasits subject (o reserve requirements 2,507 2,545 2,698 2,679 2,740 2,801 2,956 2,068 2,979 3,040 3,074 3,360
Implied cash reserve ratio (percent) 0.90 0.00 5.06 506 3.09 3.04 5.00 501 4.96 5.00 RED)! 5.00
Kina facility borrowings (-deposits) -20 1] -15 -15 -15 -5 25 -10 -10 -10 -10 -10
Licpuid assets 1,075 B94 931 904 1,016 1,034 1,131 1,111 1,082 1,106 1,096 1,118
Licpaid asset ratio {percent} 42.88 3511 34.52 33.74 3707 36.91 35.26 3742 36.32 3637 3567 3326
Excess ESA balances 6 &0 95 22 -6 44 21 55 13 37 39 42
Total commercial bank assets 3,063 3,34 3,455 3,534 3,584 3,551 3,672 3,721 3.784

Claims on central government/total assets (percent) 36.2 26.4 229 238 276 26.4 29.0 26.3 27.0

Sources: Data pravided by the Papua New Guinea authorities; and Fund staff estimates.

_6€_
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Table 12. Papua New Guinea: Selected Monthly and Quarterly Financial Indicators, 1998-2001

Interest Rates Consumer Ex-post  Ex-post US$kina Nominal
Commercial Banks Price Index Real Real  Exchange Effective
Weighted Weighied (Percent Change) 2/ 182-day  Weighted Rate Exchange
Kina Treasury Bills Average  Average Overdraft 12-month ~ Year-on- Treasury  Average  {e.n.p.) Rale
Deposit Weighted Average Auction Yield Deposit  Lending  (Indicative) Ended Year Bill Lending Index:
Rate 1/ 28-day 63-day 91-day 182-day Rate Rate Rate Yield Rate 1990=100
1998
January 11.00 14.08 14.08 14.28 14.30 5.6 12.3 9.75 0.5565 84.6
February 12.00 I3.81 14.12 14.89 15.31 6.4 120 9.75 0.5540 80.6
March 17.98 18.30 16.16 15.50 18,07 6.7 13.3 12.00 8.0 52 10.0 53 0.5080 780
April 19.68 21.92 22m 2226 23.65 19 17.3 1275 0.48%0 73.1
May 17.73 19.11 19.51 19.09 2077 8.4 176 1275 0.4840 72.2
June 18.05 20.18 20.60 20.18 22.03 87 173 12,75 94 5.7 126 83 0.4675 724
July 19.50 23.68 Bo7 25.16 25.55 2.3 18.5 1275 0.4140 61.0
August 17.58 19.30 2141 2075 2082 102 219 1275 0.4450 7.7
September 17.85 20,50 2295 23,51 2383 9.9 2.7 12.75 147 9.4 9.1 7.0 0.4390 65.9
October 17.44 18.50 2285 2367 2272 0.6 206 12.75 0.4600 6.8
November 17.88 19.0% 2182 21.81 2320 89 19.4 1275 0.4750 66.9
December 18.15 19.00 2192 2341 2394 7 20.2 12.75 218 136 21 -1.6 24770 6.7
1999
Yanuary 17.88 17.48 19.12 20.84 19.76 88 210 12,75 0.4680 67.9
February 14.99 17.49 19.67 15.68 18.94 84 20.2 1273 0.4470 66.2
March 1544 20.00 2077 20.69 21.52 8.1 19.4 1275 142 15.1 7.3 52 0.4200 63.6
April 15.03 18.97 18.98 2092 21.33 7.7 18.7 12,75 0.4120 62.0
May 15.79 20.95 21,76 2368 24.62 7.5 18.6 1275 0.3800 58.0
June 19.18 21.84 24.98 25,05 26.50 79 18.2 1275 14.1 16.2 12.4 4.1 0.3900 55.0
July 19.36 2217 24.36 25.54 27.16 1.3 18.6 1275 0.3765 512
August 20.32 21.25 2577 26.38 28.03 79 18.3 1275 0.3410 52.4
Seplember 17.36 21.25 20.00 20.00 20.58 8.0 17.8 12,75 182 17.1 23 04 0.3375 493
October 17.00 21.34 21.91 21.05 20.89 8.3 18.7 1275 03710 52.1
November 15.17 2238 2207 22.08 21.63 8.7 18.7 1275 0.3520 52.8
December 12.80 22.68 2287 21.66 2044 8.5 152 1275 132 149 7.2 540 0.3710 537
2000
January 13.08 2192 2194 21.32 2042 8.7 8.1 17.75 0.3210 46.6
February 12.40 23.04 23.18 23.06 21.96 8.9 18.0 17,75 0.329¢ 49.0
March 11.98 23.50 22.82 22.96 19.65 9.0 17.8 17.25 19.6 16,3 0.1 -1.8 03815 513
April 16,25 2200 22,57 22.04 20.54 9.3 178 17.25 0.3845 582
May 11.23 2239 20.85 19.99 1854 9.1 17.6 17.25 04110 639
June 8.99 20.61 2028 19.92 16.12 91 17.7 17.25 219 182 -3.8 -4.2 0.4075 62.1
July 10.00 18.51 17.84 15.34 141 89 174 17.25 0.3780 58.1
Augusi 872 15.75 15.83 15.78 14.49 8.5 17.3 17.25 0.3735 58.1
September 145 1527 15.01 14.87 13.77 7.9 17.2 17.25 12.2 16.6 1.6 5.0 0.3620 576
QOctober 6.66 14.68 14.54 14.56 1395 78 17.3 16.75 0.3310 537
November 5.90 15.45 1525 1499 1490 7.5 17.1 1675 0.3390 554
December 4.41 15.67 15.56 1551 14.86 6.7 173 16,75 10.0 156 49 73 0.3255 52.2
2001
January 4.25 15.594 15.98 15.63 15.01 6.3 174 16.75 0.3185 5.0
February 14.25 15,91 1591 1577 14.75 6.3 7.5 16,75 03076 50.3
March 13.75 15.60 15,80 15.36 14.10 6.6 17.5 16.75 89 129 52 8.6 0.3030 502
April 13.50 15.34 15.35 14.90 13.00 6.3 174 16.75 0.3415 537
May 12.75 12.68 12.35 12.57 1209 6.1 174 1675 0.2950 54.5
Tune 12.75 1271 12.69 12N 12.09 5.6 17.3 15.75 78 9.7 4.2 9.5 0.3000 519

Sources: Data provided by the Papua New Guinea suthorities; and Fond staff estimates,

1/ Prior ta February 2001, the kina deposit rate was determined by a weekly aaction for deposits conducted by the eentral bank, Since then the Bank of Papua New Guines

has announced a Kina Facility rate, and (he depaosit rate was set 125 basis points below this rate wntil July 2001, when the margin was reduced to 75 basis poin(s.

2/ A 10 percent value-added tax was iropl

d in the Sepiemb

quarter 1999, which raised the headline rate of inflation.
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Table 13. Papua New Guinea: Balance of Payments, 1996-2002

(In millions of U.8. dollars)

Prog. Proj.
1996 1997 1998 1999 2000 2001 2001 2002
Current account balance 289 -263 23 53 282 =27 118 112

Mineral 736 311 564 718 932 728 375 822

Nonmineral -447 -574 -540 -665 650 -755 -756 -710

Trade balance 813 213 424 494 713 471 566 593
Exports {(f.o.b.} 2603 2186 1,849 2,019 2214 2,054 2,033 2,080
Mineral 1,779 1,328 1,239 1,438 1737 1,585 1,667 1,629
Nonmineral 827 857 610 581 477 469 366 451
Imports (c.if) -1,791 -1,972  -1,425  -1,525  -1,502 -1,583  -1466 -1487
Mineral -496 -573 -287 -308 -363 -390 -361 -349
Nonmineral 21,294 -1,399  -1,138  -1,218 -1,139 -4,193  -1,105  -1,138

Services balance -690 -673 -629 -615 -609 -658 -609 -637
Mineral (net} -544 -444 -389 -413 -2 -468 -431 -459
Nonmineral (net) -146 -229 =240 =202 -167 -191 -178 -178

Unrequited transfers (net) 166 197 228 174 178 160 161 155
Official 219 229 215 181 188 172 173 170
Private -53 -32 13 -8 -10 -13 -13 -15

Capital acconnt balance 68 53 -le7 -123 0 291 6% 211 -127

Medium- and long-term loan disbursements -196 189 -185 -391 -239 2210 -152 -143
Official {net) -5 -76 46 -10 64 57 -60 -47
Private {net) -151 266 -139 -381 -174 -153 -92 -96

Direct investment (net) 226 23 121 307 106 152 29 121

Commercial banks -12 -10 15 -2 -10 0 27 -9

Other (net) 49 -149 -1i8 -37 -148 -1 -61 -95

Exceptional financing 15 25 0 80 70 125 125 35
Errors and omissions 10 -19 -45 M 9 0 0 0
Overall balance 382 -204 -189 44 70 28 2 20
Change in net international

reserves (- increase) -382 204 189 44 =70 -43 -33 =20
Gross official reserves -318 206 194 -19 -90 -122 -102 -20
IMF (net) 3 0 -4 =23 18 73 69 0

Purchases 3 0 0 1] a7 74 71 0
Repurchases Q 0 -4 -23 -19 -1 -1 1]
Other liabilities -67 -1 -1 -2 2 7 0 0
Financing gap 0 0 0 0 0 15 0 0
Memorandum items:

Current account (in percent of GDP) 5.5 -53 0.6 1.4 1.7 -0.8 3B 3.5
Mineral 14.1 6.3 14.7 19.5 255 204 219 25.8
Nonmineral 86 -1lée  -144 -18.1 -17.8 212 =242 223

Net international reserves
In millions of U.S. dollars 532 328 139 183 256 300 290 309
In months of nonmineral imports 49 28 1.5 1.8 2.7 3.0 31 33

Gross official reserves {end-year)

In millions of U.S. dollars 586 380 187 206 296 418 398 418
In months of nonmineral imports 5.4 3.3 20 2.0 31 4.2 4.3 4.4

Public debt-service ratic {percent of
goods and nonfactor services exports) 53 8.6 7.3 715 6.7 6.9 6.8 6.8

Public debt-to-GDP ratio {in percent) 270 26.6 352 373 393 441 50.4 492

Sources: Data provided by the Papua New Guinea authorities; and Fund staff estimates and projections.
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Table 14. Papua New Guinea: Public and Publicly Guaranteed Debt Outstanding, 1994-2001 1/

(In millions of U.S. dollars, unless otherwise indicated)

Proj.
1994 1995 1996 1997 1998 1999 2000 2001
Total 1,414 1,452 1,408 1,310 L3486 1,371 1434 1,580
Central government 1,312 1,335 1,354 1,258 1,298 1,348 1,394 1472
Multilateral creditors 785 813 796 301 814 798 790 853
World Bank Group 353 366 357 376 355 334 345 387
Asian Development Bank 335 368 361 363 384 401 387 413
EU 44 49 47 41 47 60 34 51
Other 33 31 30 21 24 4 4 0
Bilaterat 353 419 450 389 428 507 571 597
Australia 10 60 61 27 4 1 85 105
China 8 5 5 6 10 13 15 14
Japan 296 315 346 326 384 447 423 432
Other 39 40 37 31 30 46 48 47
Commercial creditors 174 102 109 68 56 43 33 22
Banks 150 82 82 45 39 3 30 19
Other 24 20 27 22 17 12 4 3
Central bank 103 117 34 52 48 23 40 108
IMEF liabilities 14 47 50 50 46 23 39 106
Other 89 70 3 2 I 0 1 2
Memorandum items:
Government debt/GDP {in percent) 245 289 25.9 25.5 34.0 36.7 38.2 41.0
Total public debt/GDP (in percent) 264 315 27.0 26.6 352 373 393 50.4
Net present value (NPV) of debt 2/ 1,681.9 1,650.6 1,560.3 14138 1,409.1 15062 1,650.1 1,524.7
NPV of government deblt/GDP (in percent} 28.6 33.0 276 262 334 373 42.0 454
NPV of total public debt/GDPF (in percent) 314 35.8 299 287 36.9 408 45.2 48.7
NPV of debt/exports of goods and services (in percent) 51.5 529 523 54.6 66.1 65.8 60.6 65.5
NPV of povernment debt/government revenues (in percent) 1586 1319 1156 1197 1010 1042 1726 1722
Grant element of total debt (in percent of nominal debt stock) 3/ -189  -137 -10.8 -1.9 -47 98  -151 35
GDP 53545 46135 5221.5 49283 38208 3,679.2 36492 3,1323
Exports of goods and services 29267 3,1203 2,980.8 2,591.6 2,131.3 22886 24767 12,3283
Government revenues 964.1 1,1540 12467 1,077.3 12652 13183 8890 8261

Sources: Data provided by the Papua New Guinea authorities; and Fund staff estimates and projections.

1/ All calculations based on contracted debt, and excluding new money (for example for program financing).
2/ Calculated on basis of six-month average currency specific commercial interest reference rates (CTRRs) for the period

July-December 2000,

3/ Calculated as difference between face value of debt and NPV of debt.



Table 15. Papua New Guinea: Indicators of Capacity to Repay the Fund, 1999-2006

Projection
1999 2000 2001 2002 2003 2004 2005 2006

Cutstanding UFR 21.4 38.7 106.5 1071 89.3 358 0.0 0.0
Obligations to the IMF 249 20.9 50 5.6 235 575 36.8 0.0

Repurchases 22.8 19.1 1.2 0.0 18.0 337 359 0.0

Charges 2.1 1.8 37 5.6 55 3.8 0.9 0.0
Outstanding UFR in percent of:

GDP 0.6 1.1 34 3.4 27 1.0 0.0 c.0

Exports of good and nonfactor services 09 1.6 4.6 4.6 4.2 1.7 0.0 0.0

External public debt 16 2.8 7.0 7.1 59 24 0.0 0.0

Net official international reserves 11.7 15.1 36.7 34.6 23.8 8.2 0.0 0.0

Quota 11.9 227 64.9 649 54.1 21.6 0.0 0.0
Obligations to the IMF in percent of:

GDP -0.7 0.6 0.2 0.2 0.7 L6 1.0 0.0

Expotts of good and nonfactor services 11 0.8 0.2 0.2 1.1 27 1.9 0.0

Public debt service 14.6 12.6 3.2 3.6 12.1 25.9 20.5 0.0

Net official international reserves 13.6 8.2 1.7 1.8 6.3 13.2 7.6 0.0
Memorandum items

Public debt service (percent of goods

and nonfactor services exporis) 1.5 6.7 6.8 6.8 9.1 10.5 9.1 6.9

Sources: Data provided by the Papua New Guinea authorities; and Fund staff estimates and projections.

-Et-



Table 16. Papua New Guinea: External Financing Requirements and Sources, 2000-06

{In millions of U.S. dollars)

_44 -

Prog. Proj.
2000 2001 2001 2002 2003 2004 2005 2006
Current account excluding interest
obligations and official transfers 193 -69 59 108 109 92 64 53
Debt-service obligations -386 -465 429 -462 -460 -429 -359 -317
Official -147 -159 -154 -158 -176 -168 -144 -127
Concessional -132 -142 -137 -141 -163 -159 -143 -127
Interest -47 -51 -46 -52 -54 -51 -46 -43
Amortization -85 -91 -91 -89 -109 -108 -97 -83
Nonconcessional -13 -13 -14 -11 -7 -5 1] 0
Interest -3 -3 -3 -1 -1 0 0 0
Amortization -10 -10 -1 -10 -7 -5 0 0
IMF charges -2 -4 -4 -5 -6 -4 -1 0
Private sector -240 -306 =275 =304 -285 =261 -215 -161
Mineral -195 246 -222 -205 -191 -172 -134 -114
Nonmineral -44 -60 -53 -99 -93 -89 -81 -77
Changes in net international
reserves (- increase) -70 -43 -33 -20 -66 -62 -48 -59
Of which : IMF (net) 18 73 69 0 -18 -54 -36 0
Gross financing requirement -263 -576 -403 -374 -417 -400 -343 -323
Gross capital inflows 263 562 403 374 417 400 343 323
Loans 119 249 289 187 221 216 200 192
Medium- and long-term 49 124 164 152 160 131 105 9R
Official 31 45 42 52 62 38 26 25
Private 18 80 122 100 98 94 80 72
Exceptional financing 70 125 125 35 61 85 95 95
Concessional 70 125 125 35 61 85 95 95
World Bank 35 55 35 0 41 62 64 64
Asian Development Bank 0 25 25 35 21 22 31 31
Other 35 45 45 t] 0 0 0 0
Nonconcessional 0 0 0 0 0 0 0 0
Japan-JBIC 0 0 0 0 4] 0 0 0
Australian loan 0 0 0 0 0 0 v 0
Other 0 0 a 0 0 0 0 0
Grants 188 172 173 170 153 152 152 151
Australian budgetary support 6 ] 0 0 0 0 0 0
Project and commodity aid 177 159 159 153 153 152 152 151
Other (EU, China) 6 13 14 17 0 0 0 0
Other capital flows {net) -43 141 -59 17 43 32 -9 <20
Financing gap 0 15 0 0 0 0 D 0
Memorandurm itemns:
Government net loans (disbursements
less amortizations}
(In percent of GDP) 0.2 2 21 -0.4 0.2 0.3 0.7 1.0
Gross external financing (loans plus grants)
(In percent of GDP) 33 7.0 9.2 59 6.6 6.1 5.5 5.1

Sources; Data provided by the Papna New Guinea authorities; and Fund staff estimates.
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Table 17. Papua New Guinea: Proposed Schedule of Purchases
Under the Stand-By Arrangement

Amount Availability Date  Conditions Necessary for a Purchase
SDR 10.000 million March 30, 2000  Board approval of the arrangement.
SDR 18.885 million August 15,2000  Observance of end-June performance criteria

and completion of the First Review.

SDR 37.770 million April 15, 2001 Observance of end-December 2000
performance criteria and completion of the
Second and Third Reviews.

SDR 18.885 million August 15,2001  Observance of end-June 2001 performance

criteria and completion of the Fourth Review.

Memorandum item:
Total access SDR 85.540 million (65 percent of quota; 55.7 annualized access)
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Table 18. Papua New Guinea: Medium-Term Scenario, 1998-2006

Projection 1/

1998 1999 2000 2001 2002 2003 2004 2005 2006
Growth and prices (change in percent)

Reat GDP 2/ -3.8 54 -1.8 =20 1.5 2.8 2.5 1.2 1.7
Mineral 16.8 8.7 2.4 -9.2 -4.1 -13 <27 -10.8 -10.8
Nonmineral -8.1 4.5 -3.0 Q.1 3.0 39 37 39 4.0

CPI (average) 13.6 149 15.6 10.6 6.0 .0 21 2.1 21

Savings and investment {in percent of GDP)

Foreign savings 0.6 -14 1.7 38 35 -29 -2.6 -2.4 =23

Public saving-investment balance 3/ -1.7 -3.5 -1.3 -2.6 -1.1 -1.2 -1.2 -1.0 -0.8

Private saving-investment balance 4/ 23 4.9 9.0 6.4 4.6 4.1 38 34 31

Central government operations (in percent of GDF)

Total revenue and grants 29.2 21.7 2035 30.1 29.6 287 280 274 271
OF which: Mincral tax revenue 31 2.8 42 3.7 3.3 2.7 22 17 1.3

Total expenditure 5/ 3.6 30.0 30.9 326 30.6 299 292 284 279

Primary balance 2.5 .7 29 1.7 2.9 2.1 19 20 23

Overadl balance -1.7 =33 -13 28 -11 -1.2 -1.2 -1.0 -0.8
Domestic borrowing (net) 61 28 1.3 0.8 6.3 14 07 0.6 [ -04
Forcign borrowing {net} -1.2 1.5 0.6 2.0 -0.4 0.2 L3 0.7 1.0
Privatization (net) 02 03 .1 00 0.0 03 0.3 03 03

Central government net debt (in percent of GDP) W/ 517 53.2 537 63.5 629 60.4 383 573 56.2
Domestic 1737 16.6 153 16.5 17.0 16.8 16.6 16.1 15.1
External 340 36.7 382 47.0 45.8 43.6 41.8 412 410

Money and credit (annual percent change)

Net foreign assets -49.6 13.2 330 42.6 7.5 13.6 10.0 127 142

Net domestic assets 19.2 0.9 -89 -6.1 10.5 6.2 55 27 -0
Of which: Credit to private sector 25.0 10.5 30 3.8 10.6 9.6 7.8 7.4 6.7

Broad money i8 890 54 35 9.3 9.1 T4 6.9 42

Balance of payments (in millions of U.S. dollars)

Exports, f.o.b. 1,849.3 2,019.4 2,214.5 20328 2,080.2 2,062.3 2,052.6 1,93R.5 1,816.6
Of which : Mineral 1,239.4 1,438.5 1,737.0 1,666.9 1,629.2 1,532.7 1,455.1 1,287.0 L1187
Imports, ¢.i.f. -425.1 -1,525.1 -1,501.9 -1,466.3 -1,487.0 -1,477.1 -1,507.6 +1,489.3 -1,432.7

Current account 232 53.0 2820 118.4 1.5 97.5 oL6 8717 874

Overalt balance -189.1 438 01 323 200 65.6 623 48.0 58.7

Gross official reserves (in millions of U.S. dollars) 186.5 2058 296.0 3930 418.0 465.7 474.2 486.3 5450
{In months of imports of goods and services) 2.0 2.0 3 4.3 4.4 4.9 4.8 4.7 5.4

Net official reserves (in millions of U.5. dollars) 1380 1829 256.0 250.0 309.4 3748 435.9 484.8 543.5

(Percent of base moncy) 17.1 10.1 14.8 156 14.6 16.5 18.1 18.9 200

External assistance (in millions of U.S. dollars)

Grants 2154 18L.5 188.0 1732 170.2 1529 1523 151.8 151.3
Disbursements 52.5 160.9 100.6 166.7 86.8 1228 1222 120.5 1200

Sources: Department of Treasury; Bank of Papun New Guinca; and Fund staff estimates and projections.

1/ Projections for 2001-06 are hased on policies recormended by the mission.

2/ GDP figures for 1999 and 2000 are preliminary.

3/ Centrul government operations only.

4/ Derived as the difference between foreign savings and the public savings-investment balance.
5/ Assuming that the pap in 2002 will be closed by expenditure cuts.

6f Includes changes in float,

7/ End-period.
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PAPUA NEW GUINEA: FUND RELATIONS
(As of July 31, 2001)

L Membership Status: Joined October 9, 1975; Article VIII

IL General Resources Account: SDR Million Percent Quota
Quota 131.60 100.0
Fund holdings of currency 198.49 150.8
Reserve position in Fund 0.27 0.2

III. SDR Department: SDR Million Percent Allocation
Net cumulative allocation 9.30 100.0
Holdings 8.41 90.5

IV.  Qutstanding Purchases and Loans: SDR Million Percent Quota
Stand-By Arrangement 67.16 510

V. Financial Arrangements:
Approval  Expiration Amount Approved Amount Drawn

Type Date Date (SDR Million) (SDR Million)
Stand-by 3/29/00 5/28/01 85.54 66.66
Stand-by 7/14/95 12/15/97 71.48 35.34
Stand-by 7/31/91 9/30/92 26.36 0.00
Stand-by 4/25/90 6/24/91 26.36 0.00

V1.  Projected Obligations to Fund (SDR million; based on existing use of resources
and present holdings of SDRs):

Overdue Forthcoming

07/31/01 2001 2002 2003 2004 2005
Principal 0.0 0.3 0.0 11.9 33.3 214
Charges/interest 0.0 1.5 2.8 2.8 1.8 04
Total 0.0 2.0 2.8 14.8 35.1 21.8

VII. Exchange Rate Arrangement:

The kina was pegged to a basket of currencies of Papua New Guinea’s major trading
partners from December 1976 through October 1994, Kina trading was suspended

on October 4, 1994, and the currency was floated as of October 10, 1994. Since

August 14, 1995, the value of the kina has been determined through a screen-based foreign
exchange market; this replaced the auction system initially introduced when the kina was
floated. Exchange restrictions against Iraq were imposed in August 1990 and continue to be
maintained in accordance with UN Security Council Resolution 661.
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VIII. Article IV Consultation and the Stand-By Arrangement:

Papua New Guinea is on the standard 12-month consultation cycle. The last Article IV
consultation discussions were held during July 24—August 6, 2000, and the consultation was
concluded on October 13, 2000 (SM/00/226, EBS/00/53, and EBS/00/201).

A 14-month Stand-By Arrangement was approved by the Executive Board on
March 29, 2000.

IX, Technical Assistance:

FAD: A mission visited Port Moresby in December 2000 to provide advice on the
reconciliation of large and volatile differences in fiscal reporting based on information
provided by the Department of Finance and Treasury and the information reported by the
Bank of Papua New Guinea. A joint FAD/PFTAC mission in March 2000 assisted the
authorities in filling out the self-assessment questionnaire on good fiscal practices.

LEG: A mission visited Port Moresby in November 1996 to provide advice on the legal
framework for the National Value-Added Tax (NVAT).

MAE: A mission visited Port Moresby in June 2001 to conduct an assessment of the
monetary policy implementation framework in Papua New Guinea. A mission visited Port
Moresby in September 1995 to provide assistance in developing monetary instruments and
primary and secondary markets. Missions in November 1997, June 1998, and January 1999
provided advice on banking supervision. Ongoing technical assistance is being provided for
the current financial sector restructuring. In November 1999, an MAE mission reviewed
technical assistance requitements.

PFTAC: A mission in May 1996 provided advice on fiscal reporting of provincial govern-
ments. In July 1996, a mission visited Port Moresby to provide assistance in upgrading bank
supervision. A mission in January 1997 provided advice on implementation of the NVAT.
A mission in March 1998 (in conjunction with the Asian Development Bank and AusAlD)
discussed financial management. A mission in November 30-December 11, 1998 provided
assistance in the areas of national accounts and balance of payments statistics. A mission on
March 13-24 reviewed statistical operations in the context of the GDDS. A mission in

July 24-28, 2000 identified priorities for improvement of the National Statistical Office.

A mission in early March 2001 was involved in discussions for the implementation of a
Household Income and Expenditure Survey in late 2001.

STA: Four missions visited Port Moresby over the period August 1995 to April 1996 to
provide advice on the compilation of national accounts.

X. Resident Representative:

A new post was opened in Papua New Guinea in May 2000 and is currently filled by
Mr. M. Tareen.
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PAPUA NEW GUINEA: RELATIONS WITH THE WORLD BANK GROUP
(As of August 24, 2001)

To date the World Bank has provided 33 IBRD loans and 13 IDA development credits
amounting to $729.3 million and $115 million, respectively. There are eight active loans, totaling
$206.2 million in commitments. This includes a $90 million Governance Promotion Adjustment
Loan, approved in June 2000, of which $55 million has been disbursed. The first tranche of

$35 million was disbursed in June 2000, and a floating tranche of $20 million in July 2001.
Other loans are supporting investments and capacity-building in the agriculture and mining
sectors, infrastructure development, and improvement of health and education services. New
loans under preparation will support capacity-building for forest management, and road
rehabilitation and periodic maintenance.

The World Bank's assistance strategy to Papua New Guinea aims to improve the governance
framework for sustainable development and support more effective rural development. This
comprises four elements: (a) provision of analytical support to develop a coherent set of
macroeconomic and structural reforms; (b} provision of a judicious combination of balance of
payments support, project, and technical assistance to assist reforms and build institutional
capacity to sustain them; (¢} coordination of donor assistance to Papua New Guinea through
Consultative Group Meetings and bilateral arrangements with Australia, Japan, the Asian
Development Bank, and other donors; and (d) working with NGOs and other civic organizations
to improve service delivery, strengthen resource management, and engender broad-based
ownership of reforms in the context of Fund/World Bank programs.

IFC, through the South Pacific Project Facility, has secured financing for eight projects to
support small and medivm-sized enterprises. IFC is currently reviewing a potential investment in
Papua New Guinea's second largest bank, Bank South Pacific. Any IFC investment would be
accompanied by extensive technical assistance.

IFC has invested $3 million (18 percent interest) in the Port Moresby-based Kula Fund which
was established to invest in medium-sized enterprises in Pacific island countries. Kula Fund has

made three investments in Papua New Guinea totaling $3.8 million since its establishment in
March 1997.

The Multilateral Investment Guarantee Agency has facilitated a total of $892 million in foreign
direct investment in Papua New Guinea, MIGA currently has one guarantee in Papua New
Guinea, in the mining sector, worth $51 million in gross exposure.

Papua New Guinea: IBRD/IDA Lending Operations
(In millions of U.S. dollars)

1995 1996 1997 1998 1999 2000 2001'

Loan approvals 50.0 0.0 0.0 50 253 1070 0.0
Loan disbursements 34.3 21.3 48.1 13.6 8.0 43.1 26.8
Balance undisbursed (end period) 1328 1060 577 491 663 120.2 934

Source: Data provided by the World Bank.
'As of July 31, 2001.
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PAPUA NEW GUINEA: RELATIONS WITH THE ASIAN DEVELOPMENT BANK!
(As of July 31, 2001)

Through end-July 2001, the Asian Development Bank (AsDB) had approved 53 loans totaling
$774 million for 44 projects. Of this total, 23 loans ($394 million) had been extended from
ordinary capital resources and 30 loans ($381 million) from special funds resources. In
addition, $35.0 million had been provided for 113 technical assistance projects.

With the overarching objective of alleviating poverty, the AsDB strategy for Papua New
Guinea focuses on improved governance, private sector development, and improved social
conditions, Poor governance and ineffective public sector management being the main
development problems, AsDB is focusing on strengthening public sector financial management
and enhancing public sector management. For private sector development, in addition to
improving the supportive performance of the central agencies, AsDB will help improve sector
policy and institutional frameworks (especially in agriculture and fisheries), enhance factor
productivity (skills development and financial services), and improve market access by selected
infrastructure investments (transport) especially in rural areas. In the social sectors, AsDB will
continue to assist in policy development in health and to support infrastructure investments and
service delivery, especially in rural areas.

Tn 2001, current plans now call for approval of a program loan of about $60 million for public
sector reform, as part of the government’s ongoing structural reform program. Current plans
envisage annual lending of about $60 million during 2002-04. The current 2001 program for
grant-financed technical assistance comprises six projects totaling about $3.0 million.

Papua New Guinea: Loan Approvals and Disbursements, 1994-2000
(In millions of U.S. dollars)

1994 1995 1996 1997 1998 1999 2000

Loan approvals 0.5 0.0 0.0 60.0 14.1 109.0 455

Loan disbursements 299 17.6 11.9 243 24.0 35.1  13.0

Source: Data provided by the AsDDB.

'Prepared by Asian Development Bank staff.
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Papua New Guinea: Social and Demographic Indicators

Area

Population 1/
Rate of growth 1/
Density 1/

Population charactetistics 2/
Life expectancy at birth
Infant mortality
Fertility rate

School enroliment ratios 3/
Primary
Total
Female
Secondary
Total
Female

Health 4/
Population per physician
Population per hospital bed

Access to safe water 4/
Total population
Urban population
Rural population

452,860 square kilometers

5.1 million
3.1 percent per annum
11.3 persons per square kilometer

58 years
58 per thousand
4.2 births per woman

80 percent
74 percent

14 percent
11 percent

13,760
248

28 percent
84 percent
17 percent

Source: World Bank, World Development Indicators, 2001.

1/ Figures are based on the preliminary results of the 2000 Census of Population

and Housing.

2/ Figures are for 1999.
3/ Figures are for 1995.
4/ Figures are for 1998,
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PAPUA NEW GUINEA: STATISTICAL ISSUES

In general, the quality, coverage, and timeliness of economic statistical releases
significantly impede the conduct of macroeconomic policy in Papua New Guinea.

The National Statistical Office (NSO) is underfunded and suffers from a lack of staff,
especially those with computer training. It has been unable fo obtain and collate data from
businesses and other government departments, even though it does have the legislanve
authority to do so. As a result, the only economic release it is able to produce on a somewhat
timely basis is the Consumer Price Index (CPI). The NSO, with assistance from AusAid,
completed the collections for the 2000 census and released the preliminary results in July
2001. Using some of the expertise and equipment it acquired for the census, the NSO intends
to conduct a Household Income and Expenditure Survey (HIES) in 2002. The Bank of Papua
New Guinea (BPNG) and the Department of Treasury produce most current data.

Monetary data are not available on a timely basis and are subject to revisions. The time-
liness of monetary data reporting to the IMF’s Statistics Department (STA) needs to be
improved. The latest money and banking data for Papua New Guinea to be published in the
September 2001 issue of International Financial Statistics (IFS) for the accounts of the
monetary authorities and the deposit money banks are for May 2001.

The December 2000 FAD technical assistance mission identified several deficiencies that
contribute to the discrepancy between monetary and fiscal accounts. These include the
misclassification of government accounts by the commercial banks in their returns to BPNG,
and the lack of an electronic registry for treasury bills.

National accounts: In July 2001, the NSO released a preliminary set of national accounts for
1999. As these figures are still subject to revisions due to problems in compiling the GDP
deflators, they have not been used to update staff’s estimates. In mid-2000, the NSO released
a set of national income accounts: National Income, Expenditure and Product, 1993-98.
These are compiled on a consistent basis with their previous published series (using the 7968
System of National Accounts). The NSO is currently working toward moving to the 1993
System of National Accounts. Estimates of GDP and its components are compiled on the
basis of the production approach. Estimates are also provided by expenditure categories, with
private final consumption calculated as the residual category.

A Pacific Financial Technical Assistance Centre mission in February 2001 identified several
administrative sources that could be used to generate timely and accurate measures of
business activity:

« Corporate income tax data from the Internal Revenue Commission (IRC): corporate
profits, revenues and other financial data for 4,000 companies.

e Value-added tax data from the IRC: sales and inputs data for a broad range of
businesses.

e Membership data from the superannuation funds: employment numbers for both the
private and public sectors.

These partial measures of activity would be extremely useful for the formulation of
macroeconomic policy. The government needs to ensure that the NSO is granted access to
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these data and that additional resources are provided to compile these series on a timely
basis.

Prices: The only price data produced is a quarterly CPI; the main deficiencies include
outdated weights that are based on consumption studies from the mid-1970s and the
weakness of data collection. The NSO intends to use the results of the planned HIES to
reweight the CPL. However, there is a need for technical assistance to computerize the
collation and production of the CPI data, since this is currently done manually.

Government finance: While central government tax revenue statistics are generally accurate
and timely, nontax revenue and public expenditure data are deficient. In particular,
development budget expenditures and the utilization of grants and project loans are only
recorded with large lags, and few records on the use of accrual trust accounts are available.
Recently, however, the government has taken significant steps to improve government
statistics. The timeliness of data after the end of the fiscal year and of current data throughout
the year has improved. With the recent decision to pay market interest rates to all holders of
government securities including the central bank, interest payment records should become
fairly accurate. However, there are still some timing issues regarding the recording of interest
on discount securities. No data are available on deferred pension liabilities to civil servants,
and on provincial and local level government budgets, off-budget outlays and corresponding
liabilities, and potentially large implicit transfers between the government and public
enterprises.

The weaknesses in fiscal statistics lead to large discrepancies between observed domestic
financing from monetary and debt data and the domestic financing requirement derived from
fiscal data. The report of the December 2000 FAD technical assistance mission' identified
the major deficiencies leading to this discrepancy. The authorities have agreed to implement
the recommendations of the report and will request technical assistance from the Fund and
Australia to assist them in doing so.

External sector: Although aggregate quarterly data on the balance of payments are
published by the BPNG on a regular basis, the data reported to the Fund for publication are
not timely. (The latest data published in the IFS are for the fourth quarter of 1999.) Balance
of payments data are based on the exchange record system, which is not tightly monitored
despite BPNG reporting requirements. The financial account data are of poor quality because
of major deficiencies in data collection, especially in the areas of private external debt. In
many cases, donors and lenders disburse funds directly to contractors for the purchase of
goods and services, effectively bypassing the exchange record system. Therefore, a
substantial proportion of current account and capital flows are not recorded. The authorities
are attempting to address the problem with the coverage of the merchandise trade statistics by
moving to customs-based data. The ASYCUDA customs system being used by the IRC now
electronically records about 80 percent of trade transactions, but currently neither BPNG nor
the NSO have the resources to access this database.

'Steven Symansky and others, “Papua New Guinea: Improving Fiscal Reporting,” Fiscal
Affairs Department, December 2000.



Date of latest
observation

Date received

Frequency
of data 1/
Frequency of
reportingl/
Source of
data 2/
Mode of
reporting 3/

Confidentiality 4/

Frequency of
publication 1/

Papua New Guinea: Core Statistical Indicators
(As of August 22, 2001)

Central Overall
Interna- Bank Reserve/ Consumer Current Govern- External
Exchange tional Balance Base Broad Interest Price Exports/  Account ment Debt/Debt

Rate Reserves Sheet Money Money Rates Index Imports Balance Balance GDP/GNP  Service
08/10/01 | 08/10/01 | 06/30/01 | 06/30/01 | 06/30/01 | 08/06/01 | 2001 Q2 | April01 | 2001 Q1 | 06/30/01 1999 2001 Q1
08/16/01 | 08/16/01 | 07/17/0% | 07/17/01 | 07/17/01 | 08/16/01 | (9/05/01 6/27/01 07/17/01 | 07/17/01 | 07/17/01 07/17/01
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1/ D-daily; W-weekly; M-monthly; Q-quarterly; A-annually.
2/ A-direct reporting by Bank of Papua New Guinea and/or Department for Treasury and Planning.

3/ C-fax; M-mail; O-Internet; V-obtained during mission and/or Annual Meetings.

4/ C-for unrestricted use; D-embargoed for a specified period and thereafter for unrestricted use.
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Port Moresby, Papua New Guinea
August 31, 2001

Mr. Horst Kohler

Managing Director
International Monetary Fund
Washington, D.C. 20431

Dear Mr. Kdhler:

The attached Memorandum of Economic and Financial Policies supplements the
understandings specified in our letters and attached memoranda to Mr. Fischer on

March 20, 2000, and to you on October 2, 2000 and on April 6, 2001. It also describes the
recent progress in implementing the economic policies and attaining the economic
objectives of the Government of Papua New Guinea, which are supported by the Stand-
By Arrangement approved by the Fund on March 29, 2000. As indicated in the
Memorandum, we remain committed to achieving a sustainable fiscal position, reducing
inflation, strengthening international reserves, and implementing structural reforms.

In support of these policies, the Government of Papua New Guinea hereby requests
completion of the fourth review and the fifth and last purchase under the arrangement.
The Government of Papua New Guinea also requests waivers for the nonobservance of
the performance criteria for end-June 2001 on the floor of the net international reserves of
the central bank of Papua New Guinea (BPNG) and the ceiling on the net domestic
financing of the government. These criteria were not met largely as a result of a shortfall
in tax revenue and the later-than-expected disbursement of the floating tranche under the
World Bank’s Governance Promotion Adjustment Loan.

In line with the commitment specified in our letter of intent of April 6, 2001, the
Government of Papua New Guinea has decided to cut expenditure by K 80 million from
the levels agreed at that time in order to offset in part the lower tax revenue now projected
for 2001. Most of the cuts (K 47 million) became effective on July 21, with the remainder
to be implemented in early September 2001. The Government agrees that implementation
of these cuts will be a prior action for completing the fourth review under the program.
Also, the Government will continue to adhere to the guidelines introduced in 2000 for the
operation of the Rural Development Program, which are aimed at improving governance
and the quality of expenditure.
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The government remains commiitted to privatisation, including of the Papua New Guinea
Banking Corporation (PNGBC), which was brought to the point of sale in April 2001
(prior action for the completion of the second and third reviews).

The Government of Papua New Guinea recognizes the importance of a close relationship
with the Fund, among other things, to facilitate continued donor support, particularly in
view of the country’s vulnerability to shocks. The Government of Papua New Guinea will
stand ready to take any additional measures necessary to keep the economic program on
track, and it will remain in close consultation with the Fund, in accordance with Fund
policies.

In the interest of solidifying private sector confidence through a commitment to
transparency, the Government requests that the Fund publish the attached Memorandum.

Sincerely yours,
/sf /s/
Hon. Sir Mekere Morauta, Kt, MP Mr. L. Wilson Kamit, CBE
Prime Minister and Treasurer Governor, Bank of Papua New Guinea

Attachment: Papua New Guinea: Supplementary Memorandum of Economic and
Financial Policies
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SUPPLEMENTARY MEMORANDUM OF ECONOMIC AND FINANCIAL POLICIES
FOURTH REVIEW UNDER THE STAND-BY ARRANGEMENT

I. INTRODUCTION

1. The Government’s policies continue to be guided by the macroeconomic adjustment
and structural reform program described in the March 2000 Memorandum of Economic and
Financial Policies and the October 2000 and April 2001 supplements. The Government’s
economic program continues to be developed in consultation with multilateral and bilateral
donors.

II. PERFORMANCE UNDER THE PROGRAM

2, Policy implementation in the first half of 2001 remained generally satisfactory.
While indicative targets for end-March and the quantitative performance criteria for end-June
on the Bank of Papua New Guinea’s net international reserves (NIR) and on the Govern-
ment’s net domestic financing (NDF) were not observed, the deviations resulted largely from
a shortfall in tax revenue and the later-than-expected disbursement of the floating tranche
under the World Bank’s Governance Promotion Adjustment Loan (GPAL). The performance
criterion on the Bank of Papua New Guinea’s net domestic assets (NDA) was observed.
Weaker-than-expected economic activity contributed to the revenue shortfall while
complications in meeting World Bank conditionality delayed to mid-July the release of the
floating tranche.

3. Inflation has continued to decline, with the 12-month rate falling further to

9 percent for the quarter ending March 2001. Economic activity, however, has remained
weak. Both tax and monetary indicators point to a contraction in business activity despite
recent declines in interest rates. The coffee industry has been adversely affected by depressed
international prices, rising costs, deteriorated infrastructure, and the lack of bank credit due to
a weakening in debt-service capacity. With mineral output expected to fali markedly and
most nonmineral activities projected to stagnate, overall real GDP growth is likely to contract
by 2 percent in 2001.

4, The fiscal deficit was lower than programmed in the first half of 2001, but the
domestic borrowing requirement was higher than expected. Expenditure restraint helped
address cash flow difficulties arising from the shortfalls in tax revenue and external financing
relative to program projections. Nevertheless, the Government had to resort to larger-than-
planned domestic borrowing, which led to a breach in the central bank’s lending limit to the
Government in March. To remedy this situation, the Government secured early release of the
second tranche ($10 million) of the budgetary support loan from Australia that was tied to the
completion of the second review under the Stand-By Arrangement (SBA). Even though the
third tranche of the loan from Australia ($10 million) was received following completion by
the Fund Board of the second and third reviews of the SBA, a substantial placement of
government securities in the domestic market was required to fund government operations in
the first halt of 2001.
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5. Volatility in market sentiment has contributed to exchange rate fluctuations in
2001. Due to noneconomic factors, the kina came under pressure in February and March, but
pressures eased somewhat during the second quarter, as confidence recovered with the
announcement of the financing from Australia and the Fund purchases associated with the
second and third reviews.

6. The central bank has viewed delays in external financing and noneconomic
events affecting market sentiment as temporary in nature, selling foreign exchange to
dampen exchange-rate volatility. While this intervention contributed to a reserve loss of
$29 million through end-March, net purchases permitted a recovery of NIR of around

$13 million during the second quarter to $240 million.!

7. The central bank has reduced its benchmark interest rate in recent months. In
response to the decline in inflation in the six-month period through end-March 2001, and cuts
in interest rates in key partner countries, the central bank lowered the kina facility rate (KFR)
on several occasions. As a result, commercial bank lending and deposit rates fell, and interest
rates on treasury bills declined across all maturities. However, in the context of continued
weak activity, monetary aggregates have grown at a relatively slow rate, with base and broad
money both increasing by around 6% percent over the year ending June 2001. Excluding a
large loan extended by a single bank, bank credit to the private sector has grown by only

2V percent during the same period.

8. The external current account surplus is expected to decline to about 4 percent of
GDP in 2001. Both mineral and nonmineral exports are projected to decline as a result of
lower coffee and oil production and depressed coffee prices. Also, imports are expected to
fall as a result of weaker economic activity, including declining investment in the mineral
sector. The capital account deficit is projected to moderate mainly as a result of a substantial
increase in net official capital inflows. In all, the balance of payments is projected to remain
in surplus, permitting a gain in NIR of $33 million in 2001, $10 million less than previously
targeted under the program.

9. The Government has moved forward with its privatisation agenda in recent
months despite difficult circumstances. The Papua New Guinea Banking Corporation
(PNGBC) was brought to the point of sale in early April 2001, when the Government issued
an Information Memorandum for the sale of PNGBC, advertised in the international press its
decision to proceed with this sale, and solicited bids with the assistance of international
financial advisors. Also in April, the Government, in consultation with the World Bank,
formulated a plan for the privatisation of Motor Vehicle Insurance Limited. In early July, the
Government took action that permitted the lifting of a court injunction against the sale of
PNGBC. The injunction was issued in May in the context of a civil claim on PNGBC’s
parent company, Finance Pacific Limited, by a former executive. Preparations have

"Valued at program exchange rates, NIR at end-June was $235 million.
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continued for the privatisation of state enterprises, especially the development of the
regulatory framework for the electricity, water, telecommunications, and port industries. The
sale of Air Niugini, originally planned for March, was postponed because bids received were
judged to be unsatisfactory, reflecting in part difficulties in the international airline industry.
Subsequently, however, the Government initiated discussions with bidders on ways to
involve private sector participation in the company.

10.  Progress has continued in public sector reform. Functional reviews have been
completed for the Departments of Finance and Treasury, Prime Minister and National
Executive Council, Personnel Management, and Foreign Affairs, as well as for the National
Fisheries Authority. In line with the recommendations emanating from functional review of
the Foreign Affairs Department, three missions abroad were closed in July 2001. This, along
with retrenchments of public servants in December 2000, should help rationalize expenditure
and raise efficiency. A contract for a new integrated human resources management system
was awarded in August to replace the outdated payroll system and personnel records.
Adherence to the guidelines governing the implementation of the Rural Development
Program (RDP) has improved governance and is expected to result in a more efficient use of
resources, and current delays in project execution are likely to diminish as parliamentarians
gain experience with the procedures. However, the Government remains concerned about

these delays, and will seek to improve the pace of project execution in consultation with the
World Bank.

III. POLICIES FOR THE REMAINDER OF 2001

11.  The Government remains committed to macroeconomic stabilization and
economic reform. The Government is determined to persevere with program implementa-
tion to help solidify confidence and create the conditions for an economic recovery.
Consequently, it will adhere to the fiscal path agreed under the program and will work to
meet multilateral conditionality on a timely basis. This is expected to facilitate the release of
external assistance, including that envisaged for the remainder of 2001 to be disbursed by the
World Bank, the Asian Development Bank, Japan, the European Union, and China.

12,  Notwithstanding the difficult economic environment, the Government’s financial
policy objectives remain broadly unchanged. Policies continue to be aimed at reducing the
rate of inflation to 8 percent by end-December 2001, and to further strengthen the inter-
national reserve position of the country. However, due to the weaker activity projected for
2001 and its adverse effect on the government finances, the fiscal deficit will now be slightly
higher at 2.6 percent of GDP compared to 2.3 percent of GDP previously agreed, as full
compensation for revenue underperformance will not be feasible. Nevertheless, this fiscal
outturn will permit an increase in NIR to $290 million by end-December 2001, compared to
the $300 million originally envisaged. In line with the commitment in the letter of intent of
Aprtl 6, 2001, any net privatisation proceeds will be used to reduce net government debt.
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Fiscal policy

13.  Early action to cut government expenditure will help limit the fiscal deficit to
2.6 percent of GDP in 2001. In the absence of measures, the fiscal deficit would reach

3.4 percent of GDP in 2001, raising the domestic borrowing requirement substantially and
thus placing pressure on credit and foreign exchange markets during the remainder of the
year. Consequently, the Government has decided to cut K 80 million from the programmed
level (one-third from goods and services and the remainder from development and other
programs). Most of these cuts (K 47 million} became effective on July 21, with the remainder
to be implemented in early September (prior action for the completion of the fourth review),
following consultations with government departments to ensure adequate funding for
essential services. Notwithstanding these cuts, government expenditure is projected to
increase from 31 percent of GDP in 2000 to 32% percent of GDP in 2001. In addition, the
Government will refrain from wage increases beyond existing commitments as well as from
increases in staffing (except for priority areas, namely education, heaith, revenue collection,
law and order, infrastructure, and agriculture), which will help avoid a further rise in the
government wage bill in relation to GDP.

14.  The revised fiscal plan for the second half of 2001 will allow the Government to
meet its core functions and obligations without incurring arrears. As the programs
selected for cuts were underexecuted in the first half of the year, the expenditure reductions
will help maintain quality control by avoiding too fast an acceleration in the budget execution
rate, given limited implementation capacity. Further scope for expenditure reductions would
occur during the second half of the year, if execution of the RDP continues to be slow. This
would be in addition to the deferral of K 30 million of RDP expenditures adopted by the
Government prior to the completion of the second and third reviews.

15. The Government is committed to improving tax administration. While lower
output and imports and higher value-added tax refunds were key factors behind the revenue
underperformance, slower-than-envisaged recovery of tax arrears also played a role. To
improve conditions for tax administration, the Government will submit to Parliament by end-
2001 legislation to increase penalties on tax evasion, and will also allocate additional statf to
the Internal Revenue Commission, which will permit strengthening inspections, audits, and
the prosecution of delinquencies. The Government will initiate a review of taxation of the
forestry industry aimed at designing an equitable revenue-sharing arrangement among
operators, landowners, and the State that fosters resource sustainability, the viability of the
industry, and environmentally sound management.

16. A number of risks apply to the fiscal plan. A further weakening of economic
activity could lower tax revenue from revised targets and delay dividend payments to the
Treasury by selected enterprises. On the financing side, delays in the release of external
resources ($85 million) envisaged to materialize late in the year would considerably increase
the domestic borrowing requirement and lead to higher interest rates. More generally, the
revenue, expenditure, and financing situation will need to be monitored very closely in the
months ahead, with additional measures taken, if necessary, to achieve the fiscal targets for
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2001. Given the Government’s intention to maintain a stable tax system, further adjustment
measures, if needed, would focus on reductions in spending.

Monetary and exchange rate policies

17.  BPNG will maintain monetary policy focused on attaining price stability. While
the support of fiscal policy is needed for achieving NDA and NIR targets, the central bank
will stand ready to conduct open market sales to ensure adherence to these targets, even if
interest rates need to firm. Treasury and BPNG will strengthen coordination with regard to
short-term cash flow, debt, and liquidity management, which should prevent breaches of the
limit on central bank lending to the government.

18,  BPNG will intervene in the foreign exchange market to smooth short-term
volatility of exchange rates, while facilitating achievement of the NIR target.

Structural reform policies

19.  The Government remains committed to the privatisation program. In the weeks
ahead the Government will provide qualified parties interested in purchasing PNGBC with
the additional information necessary for conducting due diligence and preparing bids. The
Government expects the sale of a controlling interest in this bank to take place during
November or December 2001. The Government plans to divest throngh a People’s Unit Trust
(PUT) part of its remaining shares in PNGBC and shares in public utilities and other public
enterprises. Buying shares sold by PUT would enable the general public to acquire a
financial interest in privatised enterprises. As part of the work to develop the regulatory
framework for utilities, the Government plans to establish early in 2002 a single authority to
regulate these industries. The Government is also committed to formulating policy to ensure
adequate provision of utility services to the rural areas.

20.  Further progress will be made on the Public Sector Reform Program, which is
aimed at ensuring efficient use of budgetary resources and improving public service
delivery. During the second half of 2001 functional and expenditure reviews will be
completed for the Departments of Health, Works and Transportation, Lands and Physical
Planning, National Planning and Monitoring, and the Attorney General. Recommendations
contained in reviews completed by October 2001 will be incorporated in the budget for 2002.
The Government will continue to implement the RDP in accordance with guidelines designed
with support from the World Bank in 2000.

21.  The new Superannuation and Life Insurance Acts, which were passed by
Parliament in December 2000, will be gazetted by the end of 2001. A task force has been
established to draft necessary regulations in consultation with the industry and the BPNG, the
supervising authority. Pension funds are preparing to meet the new requirements, which
include the appointment of qualified trustees, and professional investment management. The
National Provident Fund, which was in financial distress, has repaid its debt, and is expected
to continue to improve its operations.
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IV. POLICIES FOR 2002

22.  The Government will press forward with stabilization and reform in 2002. To
this end, it will formulate the budget for 2002 in a manner consistent with prudent fiscal
management. Taking into account the need to facilitate an economic recovery, the
Government intends to aim policies in 2002 to further reduce inflation and increasing NIR.
Efforts in the structural area will continue to focus on improving governance, including
through public sector reform, privatisation, and other efforts to facilitate private sector
activity. Against the backdrop of the declining trend in mineral output, overall real GDP is
expected to grow moderately on the strength of nonmineral output growth. In this context,
the fiscal deficit will be reduced in order to limit the domestic borrowing requirement to a
level consistent with adequate bank credit to the private sector. As mineral tax revenue is
likely to fall in relation to GDP in 2002, overall expenditures will need to be restrained to
ensure sustainability over the medium term. The external current account balance is projected
to register a small surplus aided by a projected recovery in export prices for agricultural
commodities, and a contraction in imports by the mineral sector.

V. STATISTICAL AND TECHNICAL ASSISTANCE ISSUES

23.  The Government recognizes that statistical weaknesses hamper policy formula-
tion. It intends to seek donor support to strengthen the capacity of the National Statistical
Office to compile the national accounts and the price statistics, along the lines of recent
recommendations from PFTAC. Priority will also be attached to conducting a household
income and expenditure survey in the second half of 2001 that should permit the reweighting
of the CPI in 2002. The Government will continue to work to implement the recommenda-
tions of the FAD mission that visited Port Moresby in December 2000 to address
inconsistencies in the coverage and timing between monetary and fiscal statistics. In this
regard, the BPNG will finalize and implement shortly a revision of the Manual of Reporting
Framework for commercial banks that will improve the classification of government deposits
in the monetary survey. The manual will be discussed with an FAD expert expected in the
weeks ahead. This, along with the introduction of an electronic registry of government
securities planned for 2002, will help improve the compilation of the monetary survey and
reconciliation of government financing data. Efforts are under way to compile a database of
financial and operating leases contracted by the public sector.

24.  BPNG will consider implementation of the recent MAE mission recommenda-
tions to improve monetary policy formulation and management. In this regard, a draft of
the proposed Master Repurchase Agreement has been circulated to the commercial banks for
comment, and is expected to be adopted in the coming months. BPNG has changed the
procedures for its weekly government securities auction to allow additional sales of
oversubscribed maturities, subject to the overall amount remaining unchanged.

25. With regard to the Fund’s Safeguards Assessment, BPNG has provided its 1999
audited accounts to the Fund staff, and is committed to continue to provide audit reports to
Fund staff on a timely basis.



Table 1. Papua New Guinea: Performance Criteria and Indicative Targets Under the Stand-By Arrangement, 2000

Dec. 31, 1999 Mar. 31, 2000 Jun. 30, 2000 Scp. 30, 2000 Dec, 31, 2000
Ortginal Program Original Program Original Program Qriginal Third Review
Indicative Targets Performance Criteria Performance Criteria Program Performance Criteria
Actval Indicative
Stock  Upadjusted  Adjusted Actual  Unadjusted  Adjusted Actual  Unadjusted Adjusted Acmal Targets  Unadjusted  Adjusted Acmal
(In millions of kina)

Ceiling on net domestic assets of the central bank 1/, 2/, 3/ 194 251 244 91 226 199 -102 83 158 -i6 -144 -267 -131 <112
Ceiling on net domestic financing of the povernment 1/, 3/, 4/, 5/ 1,548 59 45 =74 133 34 16 101 176 -30 -123 -156 -20 22

(In millions of U.5. dollars)
Floor on net international reserves of the central bank 14, &/, 7/, &/ 182 130 133 164 150 160 230 214 8¢ 218 307 339 287 256

Ceiling on the contracting or guaranteeing of new
nonconcessional external debt by the public sector
with a maturity of over one year 4/, 8/, 9 14 0 ] a 0 [} ¢ 0 0 0 0 o 0 0

Ceiling on the stock of public sector and publicly
guaranteed nonconcessional short-term external debt
with initial maturity of up to ono year 4/, 8/, 10/ 0 0 0 0 [} ¢ 1] a 0 0 0 o (] 0

Nonaccumulation of extemnal payments arrears
by the public sector Continuing

1/ Figures in the "actual” column for December 1999, March 2000, and June 2000 have been revised stightly from those presented in EBS/00/201.

2 Defined as reserve money less net foreign assets of the central bank.,

¥ The ceiling on net domestic assets of the contral bank and net domestic financing of the government will be adjusted downward by the full extent to which the value of the following items exceeds the program turgers laid out in Table 4: (i) MRSF receipts, &5
recorded in the Bank of Papua New Guinea (BPNG) foreign exchange cash flow: (i) exceptional external financing flows to the budget, as recorded in the BPNG forcign exchange cash flow; and (iii) weal net receipts from asset sales, Upward adjustments will be
made by the amounts that the values of the following iterns fail short of the progrum turgets laid oot in Table 4: (i} MRSF receipts, as recorded in the BPNG foreign exchange cash flow (to a maximum adjustment of K 20 millior); {ii) exceptional external financing
flows to the budget, us recondel in the BPNG foreign exchange cash flow (to a maximum upward adjustment of $70 million); and (iii} total net receipts from asset sales. With respect to shve adjuster in (iii), if net receipts from assct sales are negative, the vidue of net
receipts from asset sales shall be set at zero for the purposes of comparison with the benchmark values in Table 4.

4 Cumaulative flow since the beginning of the year.

5/ For adjustments 1o the ceiling on net domestic financing of the government prios to September 2000 refer to IMF Staff Report EBS/00/53. From September 2000 onward the ¢eiling on net domestic financing of the government will be adjusted downward by the full
amonnt of the excess of the sum of nontax revenue {excluding grants) and non-mineral tax revenue, less domostic interest payments over the program levels shown in Table 4.

6/ The floor on net international reserves of the central bank will be adjusted upward by the full extent to which the value of the following Mems exceeds the program tarpets laid out in Table 4: (i) MRSF receipts, as recorded in the BPNG foreign exchange cash flow;
(ii} exceptional external financing flows to the budget, as recorded in the BPNG foreign exchange cash flow; and (iii) foreign currency-denominated net receipts from asset sales. Downward adjustment will be made by the amounts that the values of the following
items fall short of the program @argers laid out in Table 4: (i) MRSF receipts, as recorded in the BPNG foreign exchange cash flow {to a maxirum downward adjustment of 57.6 million); (it prional external fi ing flows to thc budget, as recorded in the BPNG
foreign exchange cash flow (to a maximum downward adjustment of $70 million); and (iii) foreign cusrency-denominated net receipts from asset sales. With respect to the adjuster in (i), if net receipts from asset sales are negative, the value of net receipts from asset
sales shall be set at Zero for the purpeses of comparison with the benchmark values in Table 4.

7 Valued st the program exchunge rates. .

8/ The public sector is defined to inciude the national and provincial governments, and statutory authorities, Excluded from the limits on external borrowing are the usc of Fund resources, loans from the World Bank, the Asian Development Bank, and other
multitateral and official bilateral denors; loans contracted for debt rescheduling or retinancing (provided the terms of the new loans are at least a8 concessionary as the terms of the debi being rescheduled or sefinanced); and credits that are regarded as concessionary.
9f This performance criterion upplies not only to debt as defined in point No, 9 of the Guidelines con Performance Criteria with Respect ta Foreign Debt adopted on August 24, 2000, but also to commitments cortracted or guaranteed for which value has not been
received, Excluded from this performance ¢riterion are leases.

10/ The term "debt” has the meaning set forth in point No. 9 of the Guidelincs on Ferformance Criteria with Respect 1o Foreign Debt adopted on August 24, 2000. Excluded from this performance criterion are notmal import-related trade credit and leases, Included in
this performance criterion are off-bulance sheet assets and liabilities (e.g., swaps and forwards).
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Table 2. Papua New Guinea: Performance Criteria and Indicative Targets Under the Stand-By Amangement, 2001

Dec. 31, 2000 Mar. 31, 2001 Jun. 30, 2001 Sep. 30, 2001 Dec. 31, 2001
Indicative Targets Indicative Targets
Actual Indicative Targers Performance Criteria Second Fourth Second Fourth
Siock  Unadjusted Adjusted Acmel 1/ Unadjusted Adjusted  Actual 1/ Actual 2/ and Third Review 2/ and Third Review 2/
Reviews 1f Reviews 1/
(In millions of kina)
Ceiling on net domestic assets of the centrul bank 3/, 4/ -112 -11 -42 -41 -40 -55 -96 -253 -183 -196 -174 -361
Ceiling on net dornestic financing of the government 5/, 6/, I 1,569 187 156 172 133 118 186 186 -12 220 47 106
(In millions of U.S. dollars)
Floor on net inlernational reserves of the central bank 7/ 256 217 229 227 232 238 235 240 202 230 300 290
Ceiling on the coniracting of guarantecing of new
nonconcessional external debt by the public sector
with a maturity of over one year 5/, 8/, %/ 0 o 0 [+ 0 o 0 0 0 0 0 0
Ceiling on the stock of public sector and publicly
guaranteed nohconcessional short-term extermal debt
with initial maturity of up to one year 5/, 8/, 10/ L] 1} 0 4] 0 0 0 0 9 [4] )] ]

Nonacenmaulation of external paymenis arrears
by the public secior Continuing

Sources: Data provided by the Papua New Guinea authorities, and Fund staff estimates und projections.

1/ Net imernational reserves and net domestic assets of the central bank are valoed at the original program exchange rates, which were US$1.3713/5DR and US$0.38/kinn.

2 Net international reserves arnd nel doraestic assets of the central bank are valued at the revised program exch rates for September and December 2001, which are US$1.2457/SDR and USS(.31/kdna.

3 Defined as reserve money less net foreign assets of the central bank.

4/ The ceiling on nel domestic assets of the central bank will be adjusted downward by the full exteot 1o which the value of the following items exceeds the program targets Jaid out in Table 4: (i) mineral tax receipty, as
recorded in the BPNG foreign exchange cash flow and converted into kina at the program exchange rate; (ii) exceptional extemal financing flows to the budget, as recarded in the BFNG foreign exchange cash flow and
converied into kina at the program exchange rate; anl (iii} foreign cumency-denominated net receipts from asset sales, converied into kina at the h rate. Upward adj will be made by the amount that
‘mineral tax receipts, as recorded in the BPNG foreign exchimge cash flaw and converted into iina at the program exchange rate are less than the progrom targets laid oul in Table 4 (to a maximum adjustment of K 20 million).
Upward adjustment will be made by the amount that exceptional eaternal finanving flows to the budger, as recorded ir: the BPNG foreigh exchange cash flow and converted inio kina at the program exchange rate are less than
the program targels 1aid out Tabke 4 {to a maximum adjustment of K 26.4 million), Upwand adjustment will alw be male by the full amount of any external deb repayment made ahead of schedule with the prior agresment of
Fund staff and funded by foreign currency-denominaterd net receipts from asset sales, converted into kina at the program exchange rate.

5/ Cumulative flow since the beginning of the year.

& The ceiling on net domestic financing of the governmend wili be adjusted downward by the full amount of the excess of the sum of nontax revenue luding prants) and nonmi tax revenue, bess domestic interest
payments gver the program levels shown in Table 4. Downward adjustment wilt be made by the full extent to which the velue of the following items exceeds the propram targets laid out in Tehle 4: (i) mineral {ax receipls, as
recorded in the BPNG forcign exchange eash flow amd converted into kina at the prograrm exchange raie; (i} exceptional extemal financing flows to the budget, as recorded in the BFNG fareign exchange cash flow and
converted into Xina at the program exchange zate; and (iii) 1otal net receipts from asset sales. Upward adjustment will be made by the amoum that mineral tax teceipts, as recorded in the BPNG foreign exchange cash flow and
converted into kina at the program exchange ate are Jess than ihe program targets laid aut in Table 4. {to a maximum adjustmenst of K 20 million). Upward adjustment will be made by the amount that exceptional cxternal
financing flows io the budget, as recorded in the BPNG foreiyn exchange cush flow and convensd into King at the program exchange rite ave less than the program targets laid oot Table 4 {to a maximum adjustment of K 26.4
million). Upward adjustment will also be made by the full amoumt of any external debt repayment made ahead of schedule with the prior agreement of Fund staff and funded by foreign currency-tlenominated net receipts from
asset sales, converded into kina ai the program exchange rate.

T/ The fleor on net international reserves of the ceniral bank will be adjusted upward by the full extent 1o which the value of the following items exceads the program targeis laid out in Table 4: (i) mineral tax receipts, as
recorded in the BPNG forzign exchange cash fiow; (i} exceptional external financing flows to the budget, as reconded in the BPNG foreign exchange cash flow; and (iii) foreign currency-denominated nez receipts from asset
sales. Downward adjustment will be made by the amount that the value of mineral tax receipts, as reconled in the BPNG foreign exchange cash flow, is less ihan the amount indicated in Table 4 (to a maxitnurn downward
adjustment of $7.6 million). Downward adjustment will be made by the amount that exceptional external finuncing flows 1o the budget, as recorded in the BPNG foreign exchange cash fiow are less than the amount indicated in
‘Tuble 4 (0 o muximum dowhwand adjusument of $10 million). Downwand adjustment will alse be made by ihe full amount of any extermal debt repaymems made ahead of schedule with the prior agreement of Fund stalf and
funded by foreign currency-denomindded net receipts fom assel sales,

8/ The public sector is defined to include the national and provinciul govemnments, anu statutory authorities. Excluded from the fimits on external burmowing are the use of Fund resources, Ioans frora the World Bank, the Asian
Drevelopment Bank, and other multilatera} and official bilateral dorors; loans for debt rescheduling or refinancing (proviued the terms of the new louns are at least as concessionary as the terms of the debt being
rescheduled or refinanced); and credits that are regarded as conoessionary.

9 This performance criterion applies not only to debt as defined in point Mo. 9 of the Guidelines on Performance Criteria with Respect ko Foreign Debt adopted oo August 24, 2000, bul alsu o commitments cuntracted or
guaranteed for which value has not been received. from this per criterion are Jeases.

10¥ The term "debt” has the meanirg set forth in piot No. 9 of ihe Guidelines on Pecformunce Criteria with Respect io Foreign Debt adopled on August 24, 2000, Excluded from this performance criterion are normal impurt-
related trade credit and leases. Included in this performance criterion are off-balance sheet assets and labilities (e.g., swaps and forwards),
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Table 3. Papua New Guinea: Prior Actions, Structural Performance Criteria, and Benchmarks Under the Stand-By Arrangement, 2000-01

The self-assessment questionnaire on good fiscal practices will be completed and submitted to the Fund.

"The Privatization Commission will have identified candidates for privatization and will have formulated a
detailed schedule and methodology to be employed.

Actuarial reviews of the NPF and POSF will have begun.
Endorsement by cabinet of the recommendations on the PSRP.
Endorsement by cabinet of the recommendations of the Public Expenditure Review.

Cabinct approval of the tax system review.

Ongoing effort to close down remaining pyramid schemes.

By end-March 2000.
By end-March 2000.

By end-April 2000.
By end-August 2000.
By end-Augnst 2000,

By end-September 2000.

Continuing.

Program Target Date Status
1. Prior actions for first review.
Endorsement by cabinet of a plan and timetable for the Public Sector Reform Program (PSRE). Observed.
II. Prior actions for the second and third reviews.
Bringing the Papua New Guinea Banking Corporation (PNGBC) to the point of sale. Observed.
Rescission of central bank guarantee to PNGBC. Observed.
II. Prior actions for the fourth review.
Implementation of central government expenditure cuis totalling K 33 million.
IIf. Structaral performance critenia,
Completion of financial and managerial audits of the twa major pension funds: the Public Officers’ By end-March 2000. Obscrved.
Superannuation Fund (POSF) and the National Provident Fund (NPE).
Passage by parliament of the Central Bank Act. By end-April 2000. Observed.
Passage by parliament of the Bank and Financial Institutions Act. By end-April 2000, Observed,
Completion and submission to cabinet of the design and timetable for the public sector reform program. By end-June 2000, Not chserved by target date. Waiver requested based on subsequent
completion (see above). '
Finance Pacific bronght to the point of sale. By end-December 2000, Not observed. Waiver requested based on bringing PNGEC to the a
point of sale as a prior action for completing the second and third reviews. !
IV. Structural benchmarks.

Dbserved.
Observed.

Superseded by future comprehensive industry reform.
Ohserved, also a prior action for the first review (see above).
Replaced by ongoing departmental reviews.

Not observed by the target date. However, the tax review was presented
to cabinet in October 2000 and recommendations incorperated into the
2001 budpet enacted by parliament.
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Table 4. Papua New Guinea: Quantitative Benchimarks Under the Stand-By Arrangement, 2000-01

Actual Tndicetive Tarpels
First Second und Faurth
Original Program Review Third Reviews Review
Dec. 31 Mar. 31 Jun. 30 Sep.30  Dec. 31 Mar, 31 Tun. 30 Mar. 31 Jun. 30 Sep. 30 Dee. 31 Mar, 31 Jun, 30 Sep 30.  Dec. 31
1995 2000 2004 2000 2001
(In millions of kina, lative from the beginning of sach year}
Ceiling on central government wages and salaries 1/ 777 149 364 567 813 185 419 144 krri 570 814 185 414 622 859
Ceiling on central govermment recurrent expenditures 2/, 3/, 4 2,015 470 L016 1,520 2,219 485 1012 436 1,006 1,515
Ceiling on central government noninterest recurrent expenditures 24, 3/, 5/ 1,628 304 790 1,192 1,790 367 793 372 815 1,236 1,705 410 835 1,254 1,501
Floor on pre-1999 domestic arrears reduction 6/ 149 40 64 5 193 11 14 37 w 9 199
Floor on nenmineral tax revenne 7/ 1,662 402 935 1,391 1,388 420 370 303 842 1318 1,931 476 1,022 1,391 1,950
(In millions of U.S. dollurs, curaulative from the beginning of each year)
Floor on mineral tax receipts 8/ 13 8 54 92 147 9 49 5 43 74 129 8 33 77 116
Memorandum items:
Exceptional external financing (in millions of 1.5, dollars) 8/ 80 0 35 35 70 14 24 0 36 B3] L0 4 49 44 138
Privalization receipts, met of cost of sales (in millicos of kina) /, 10/ 26 1} i3 0 0 0 0 0 L] L] ] Q i} [+ 0
) which: Foreign currency denominated
In millious of kina 9/, 11/ 0 0 0 0 0 0 0 4] 0 1] 4 o
In millions of U.S. doflars %/, 11/ 0 0 0 0 a 0 0 ¢ o Q 4] 0
Nontix revenue 166 6 36 102 145 19 73 19 92 148 169 20 47 150 209
Diomestic interest payments 261 79 159 226 284 87 143 42 123 175 37 88 143 207 268

Sources: Dina provided by the Papua New Guinea autharities; and Fund staff estimates and projections.

1/ Defined as sum of national and provincial department expenditures on wages and salaries including wages and salaries for teachers of provincial governments (items 111, 112, 113, 141) but excluding
retrenchment allowances, contributions to superannuation funds, and sorne other benefits (leave benefits (item 114) and education benefits (item 116)).

24 Refers to gross expenditure, including spending on services provided by the Departiment of Works to the rest of the govermnmenl. A coresponding amounl is recorded as nontax revenue.

3/ The benchmark on wotal recurrent expenditure in the original pregram was modified to noninterest recurrent expenditure at the time of the {irst review.

4f Includes net leading.
5/ Exeludes net lending.

&/ Amount for December 31, 2000 inclodes K 68 million in ideatified pre-1999 arrears, and the remainder may also include the clearance of arrears incurred in 1999, There are no floors sed for 2001, as remaining

pre-1999 clairns are under dispute subject to court decision.
T in 1999 excludes VAT revenue collected in trust accounts.

8/ As recorded in the foreign exchange cash flow of the Bank of Papua New Guines, Prior to 2001 these figutes refer to MRSF receipts.

9f Net revenues from the privatization of the Halla Cement Company in the third guarter of 2000 are sel al zero becanse the costs of sales were greater than the receipts.

10¢ As reported by the Depariment of Treasury.
11/ As recorded in the balance of payments of the Bank of Papua New Guinea.
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Statement by the IMF Staff Representative
September 26, 2001

1. The following information, which does not change the substance of the staff appraisal
in EBS/01/159, has become available since the staff report was issued.

2. The prior action for the Fourth Review of the Stand-By Arrangement has been
completed. In a circular to heads of government departments and statutory authorities dated
August 8, 2001, the Treasury Secretary specified K 79.8 million in expenditure cuts,
including K 33 million agreed as a prior action for the completion of the Fourth Review.
These cuts have been reflected in revised annual warrant ceilings in the Public Planning and
Budgetary System.

3. On September 10, 2001, the Bank of Papua New Guinea, citing the recent declines in
inflation and the weak state of the economy, reduced its indicator Kina Facility Rate by 100
basis points to 12 percent, following a similar cut in July. The last mission had recommended
a more gradual reduction of interest rates, particularly because of the risks of delays in
external financing. However, in the context of continued weakness in domestic credit
demand and the latest reductions in interest rates in major world markets, the current level of
interest rates in Papua New Guinea appears appropriate.

4. Net official international reserves are estimated to have risen from $240 million at
end-June to $275 million as of September 7, 2001, compared with an indicative target of
$230 million for end-September and $290 million for end-December. The comparatively
high level of reserves is largely related to a better than expected fiscal performance, as there
are indications that government revenue has been higher than programmed.

5. The recent change in the external environment is not expected to have an immediate
effect on economic conditions in Papua New Guinea because foreign portfolio investment in
the country and reliance on commercial financing are limited. However, prospects for 2002
and the medium term are highly sensitive to the evolution of world commodity prices and
interest rate developments in major financial markets. More than two-thirds of exports are
accounted by oil, gold, copper, and coffee; the country does not export manufactures; and
eamings from tourism are not significant. Around 25 percent of the central government
external debt, contracted mainly with official creditors, is linked to LIBOR. Consequently,
major changes in the prices of these commodities and/or in world interest rates (including the
effects of a weakening in the world economy) would have a significant impact on Papua New
Guinea’s external current account, as well as on tax revenue and the government interest bill.
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News Brief No. 01/95 International Monetary Fund

FOR IMMEDIATE RELEASE 700 19th Street, NW
September 24, 2001 Washington, D. C. 20431 USA

IMF Concludes Fourth Review of Papua New Guinea Program,
Approves US$24 Million Credit

The Executive Board of the International Monetary Fund (IMF) tfoday
completed the fourth review of Papua New Guinea’s performance under a
Stand-by Arrangement, which enables the release of SDR 18.885 million
(about US$24 million). The Executive Board's decision will bring total
disbursements to Papua New Guinea under the Stand-by Arrangement to
SDR 85.54 million (about US$111 million).

At the conclusion of the Executive Beoard discussions of Papua New
Guinea's economic program, Eduardo Aninat, Deputy Managing Director,
stated:

“Despite difficult political and economic circumstances, Papua New
Guinea has made progress toward stabilization and structural reform
under the program supported by the Stand-By Arrangement. Inflation has
declined and official international reserves have increased over the course
of the program period. Structural reform has also progressed, albeit at a
slower pace than previously anficipated. The weak state of the economy
led to a shortfall in tax revenue during the first half of 2001, but the
authorities cut government expenditure to limit the overall fiscal deficit
while protecting the provision of essential social spending.

“The authorities should continue to monitor the fiscal position closely, and
stand ready to take corrective measures in order to safeguard the
government's macroeconomic objectives. Close collaboration  with
multilateral agencies and bilateral donors and effective provision of
technical assistance will be essential to ensure that agreed structural
reforms are completed in the near future, thus allowing the timely release
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Washington, D.C. 20431 « Telephone 202-623-7100 + Fax 202-623-6772 » www.imf.org
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of the external financing expected to materialize during the fourth quarter
of 2001 and beyond.

“In the period ahead, monetary policy should be focused on reducing
inflation and strengthening the official international reserve position. The
credibility of the authorities’ macroeconomic policies wil also be closely
linked to the implementation of a prudent budget for 2002. External
financing of the budget would need to be secured for 2002. Expenditure
restraint, including through wage moderation and increased efficiency in
the delivery of services, will need to be observed and the size of the deficit
limited to available non-inflationary financing.

“The authorities intend to press ahead with their structural reform agenda.
Proceeding with privatization of key public sector entities and improving
governance will be critical,” Mr. Aninat said.



Statement by Michael J. Callaghan, Executive Director for Papua New Guinea
September 24, 2001

The past six months have clearly demonstrated the commitment of the Papua New
Guinea Government to pursing macroeconomic stabilization policies and a comprehensive
program of structural reforms.

The Government has continued to pursue its comprehensive reform agenda,
notwithstanding very difficult economic and political conditions, because it recognizes that
achieving a sustainable fiscal position, reducing inflation, strengthening international
reserves and implementing structural reforms are vital to lifting the growth performance of
the economy and the economic well-being of its citizens.

The economic, social and political environment has been particularly difficult. The
Government faced military unrest in March in response to proposals to reduce the defense
forces; anti-privatization and anti-reform protests in June which resulted in the deaths of four
demonstrators; and strike action by employees of the Papua New Guinea Banking
Corporation (PNGBC) in response to the plans to privatize the Corporation.

These conditions have made the challenge of achieving program outcomes
significantly more difficult, in a situation where significant capacity constraints already exist.
Yet notwithstanding these difficulties, which have been compounded by a weaker domestic
economy and a deterioration in the international economic environment along with delays in
external financing, the Papua New Guinea Government has persevered and achieved much in
its efforts to stabilize and reform the economy. In particular, the Government has pursued
and further developed its structural reform agenda, as well as limiting the fiscal deficit and
ensuring that monetary policy is directed towards lowering inflation.

In pursuing these policies, my authorities have greatly appreciated the advice and
support provided by the Fund. They value the effective working relationship they have with
Fund staff, including the Fund’s resident representative, as well as the support they have
received from Fund management.

Macroeconomic Performance and Policy

The domestic economy has weakened over the past six months, with the construction,
retajl and wholesale trade sectors declining. The coffee industry in particular has been
affected by weak international prices, rising costs, deteriorating infrastructure and a lack of
bank credit. Economic activity has also been adversely affected by social disturbances.

On the positive side, inflation has continued to decline. The latest inflation figures,
for the year to June 2001, show the 12-month rate falling further to 7.9 per cent. This
compares with an inflation rate of 21.8 per cent for the year to June 2000,



The Government kept a tight rein on expenditure so as to address cash flow
difficulties arising from shortfalls 1n tax revenue and external financing. The authorities
responded decisively with additional expenditure cuts in the context of the Fourth Review to
keep the deficit on a path consistent with program objectives. In making these cuts, priority
has been given to ensuring there is no impediment to the delivery of essential services.

To improve cash flow management, particularly given risks in relation to external
financing, the Government is enhancing the scope for domestic borrowing. This is being
done via the issuance of longer-term government securities — up to K105 million in one—year
notes will be issued in three tranches over coming months. This would allow the retirement
of treasury bills and give greater flexibility in debt management.

With a view to improving monetary policy formulation and management, the
Government is considering implementing the recommendations arising from the recent MAE
technical assistance mission.

Structural Reform

The Government is actively advancing a comprehensive structural reform agenda,
with privatization a key focus of the reforms. Private sector provision of all services has
been an integral part of the Government’s policy agenda since it took office in mid-1999.

However, as 1s the case in many countries — developed and developing alike —
privatization plans have been met with significant domestic opposition. Against this
background, the government has strengthened its communication strategy to explain the
benefits of, and build support for, the structural reforms, and in particular privatization.
Prime Minister Morauta has been particularly active in defending the Government’s reform
agenda and, in the face of strong domestic political opposition, explaining the importance of
maintaining a close relationship with the Fund and other multilateral organizations.

To address some of the concerns that have been raised, the Cabinet recently approved
principles for the community service obligations for privatized government businesses,
including Air Nuigini, Telikom, Elcom, the Harbors Board, Post PNG, Eda Ranu and the
Water Board. Cabinet also endorsed the establishment of an independent regulator designed
o ensure that the services provided after state enterprises are privatized are efficient, better
and less costly. The independent regulator will be established by an Act of Parliament and
will have a key regulatory role in the electricity, telecommunications, postal services, harbors
and water sectors. The Government has also announced the creation of the People’s Unit
Trust to ensure that a broad base of Papua New Guinean ownership is possible.

Turning to more specific aspects of the privatization program, following bringing
PNGBC to the point of the sale at the time of the last review, further steps have been taken to
advance the sale, including presentations to interested parties. The Government expects that
the sale of 51 per cent of the business to a banking investor will be completed this year.



At the time of the last review, I noted that although the national airline (Air Nuigini)
had been brought to the point of sale and expressions of interest had been received, the
Government had decided to delay the sale. Given the state of the aviation industry, and the
global environment more generaily, the sale is still on hold but steps have been taken to
improve the efficiency of the airline. A new management team is in place and is pursuing a
comprehensive value enhancement program.

Several functional reviews of government departments have been completed and
reviews of the Departments of Health, Works and Transportation, Lands and Physical
Planning, National Planning and Monitoring, and the Attorney General are expected to be
completed before the end of the year. The results review completed by October will be taken
into consideration in formulating the 2002 budget.

Public sector reform is a fundamental aspect of the Government’s reform efforts and
towards this end it has requested a loan from the Asian Development Bank to improve
government administration. Policy action has already commenced.

The Government has also enhanced efforts to meet the conditions for the release of
the second tranche of funds under the World Bank’s Governance Promotion Adjustment
Loan. The range of measures covered by this loan are very broad and complex and the
authorities are fully committed to implementing the identified improvements in government
administration, despite the significant technical capacity limitations they face. Any delays in
the release of funds under this loan or from other multilateral agencies can pose significant
cash flow problems for the authorities, and can result in the need for difficult further
expenditure reductions, including expenditure on developmental needs.

The Government is progressing reforms to the superannuation and life insurance
industries. Parliament has passed legislation that provides a basic framework for the
prudential supervision of these industries. Before this legislation is gazetted, however, there
is a need to further develop the broader policy settings, This will be done in consultation
with all interested parties and towards this end the Government has appointed a task force to
advise on the development of the architecture for the superannuation and life insurance
industries.

Program Performance

In order to complete the Fourth Review, my authorities are requesting waivers for the
non-observance of performance criteria for end-June 2001. As staff notes, program
performance through end June was significantly affected by difficult economic and political
circumstances. It was also affected by delays in access to external sources of financing.

The performance criterion on the central bank’s net domestic assets (NDA) was
observed with a comfortable margin. However, the end-June performance criteria on the
central bank’s net international reserves (NIR) and the government’s net domestic
financing (NDF) were not observed. These deviations arose largely as a result of later than



expected disbursement of the $20 million floating tranche under the World Bank’s
Governance Promotion Adjustment Loan and a shortfall in tax revenue associated with
weaker than expected economic activity.

The condition for the release of the $20 million from the World Bank was to bring the
PNGBC to the point of sale. While the authorities had completed all necessary steps to bring
the Corporation to the point of sale, court injunctions were granted against the sale. The
authorities took all necessary actions to ensure that the injunctions were lifted. However, the
resulting delay in the disbursement of funds under the World Bank loan caused significant
difficulties for the Government, including meeting the NIR performance criterion.

In terms of the lower than expected tax revenue, as agreed in the context of the
second and third reviews, the authorities cut expenditure to compensate for the tax revenue
shortfalls. However, despite this action, delays in external financing required larger than
planned domestic borrowing in the first half of 2001.

In the circumstances, I believe that the authorities’ request for waivers for the
non-observance of performance criteria should be supported and the Fourth Review under the
Stand-By Arrangement completed.

Statistical Issues

My authorities are keenly aware of the statistical shortcomings referred to in the staff
teport and are taking steps to implement the required improvements. In this regard, they
value the technical assistance provided by the Fund.

Conclusion

The PNG government has persevered in implementing much-needed reforms against
the background of a very difficult economic and political environment, particularly over the
past six months, and it deserves commendation and support for its achievements to date and
its ongoing commitment to reform. We often talk about the importance of ownership when it
comes to Fund programs. T believe there can be no question about the authorities” ownership
of the reform agenda which has been supported by this Stand-By Arrangement. If there was
any questioning of the reform credentials of the Papua New Guinea Government, it would
have abandoned its ambitious reform agenda much earlier, and well before it confronted the
many difficulties of the past six months. However, it has persevered with a fundamental
restructuring of the economy because it firmly believes that this is necessary to enhance the
long term well-being of the Papua New Guinean people.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

