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Why does fiscal policy matter (in PNG)?

* Economic policymakers have 2 key levers to pull: monetary and
fiscal policy.

* Monetary policy however isn’t particularly effective in PNG...

* |[nterest rates don’t transmit well through the PNG economy, due to
excess liguidity and small formal sector

* Exchange rate policy is effective, but BPNG has pursued rationing and
non-convertibility for much of the last decade

* Therefore important to consider the role of fiscal policy.



What has fiscal policy been like in PNG?

1. Smooth fluctuations in economic output and employment

* Fiscal policy has been procyclical rather than countercyclical -
accentuating fluctuations rather than smoothing

2. Provide key public goods (i.e. service delivery)
* Key indicators worsening/decreasing over time, rather than improving

3. Driving long-term growth through supply-side policies, e.g.
Improving education and infrastructure

* PNG’s policies as outlined in budget documents lack a coherent, long-
term vision; instead they are somewhat scattered



PNG’s procyclical fiscal policy

* When the economy is going well (in the good times), economic
theory says the government should...
* Spend less — avoid adding inflationary pressure
 Save more for the bad times
* Pay down debt

* PNG’s experience:

* When more resource revenue comes in (usually from high commodity
prices), government expenditure tends to increase — procyclical fiscal
policy rather than countercyclical



More resource revenue goes up means more
spending too

Procyclicality of govt expenditure and resource booms

LHS = govt expenditure growth, RHS = resource revenue growth
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Public goods and service delivery not
Improving, and in some cases worsening
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Why is PNG struggling to deliver services?

Real tax revenue is somewhat
volatile

Real revenue from major taxes
2013 prices
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Why is PNG struggling to deliver services?

Volatility of expenditure Rising interest payments

Expenditure growth - CoE and G&S Interest as % of govt expenditure
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Policies for growth and development

* PNG has many policy documents outlining the way forward...

Vision 2050 —where PNG wants to be. But how to get there?
PNG Development Strategic Plan 2010-2030

Medium Term Development Plan (MTDP) -1, II, llI, IV
Medium Term Fiscal Strategy

Medium Term Revenue Strategy

Medium Term Debt Strategy

Annual budget



Policies for growth and development

Policy Document

Vision 2050 Setting up general direction and guideline for economic growth in the next 40 years, 2010-2050.

MTDP | (2011-2015)

MTDP II (2016-2017)

MTDP Il

Maintain fiscal discipline, maintain low levels of debt and reduce high risk foreign debt

Use 30% of windfall revenue to reduce debt

Tax revenue growth emphasis in MTDP Il period

Emphasis on a stabilisation fund to smooth fiscal and macroeconomic implications of
volatile and unpredictable revenues

Dealing with revenue uncertainties by adjusting expenditure through front loading or
backloading and debt adjustment

Very short period and too political

Emphasis on the reigning government’s switch in capital expenditure focus towards building
service delivery enablers in education, health and law and order.

SWEF expected to commence operation by 2016

In line with MTRS to reinforce tax compliance, broaden revenue base and increase the share
of non-resource revenue

Promoting and expanding the SME sector and developing agriculture and agri-business

No discussion of the SWF after it fails to commence operation

MTDP IV Locallsmg wealth creation and growing the MSMEs
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Policies for growth and development

* And there have been attempts at reforms and other policies...
* Connect PNG
* Household assistance package
* Increases to the PIP
* Banking tax
* Central banking act reforms

* But many other measures remain unfinished business...
* Sovereign wealth fund
* Tuition free education — on and off again

* Overall, it’s been a scattered approach based on what is politically feasible at
the time for government

* Thisis understandable. But is it enough to drive development in PNG?
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Where to from here for fiscal policy?

* Some positive signs:
* IMF program — commitment to reducing deficit and debt
* Replacing expensive debt with cheaper loans
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Debt to GDP Ratio
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NGDP Growth and Debt Growth: Indexed

NGDP vs DEBT Growth: Economic vs Debt Economic Growth vs Debt Growth
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Foreign

Domestic Debt

Why the MTDs Matters
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Implications: debt repayment/interest

* MTDs 2018 to 2022 - Increase Foreign Debt and Decrease
Domestic Debt to a ratio of 35 percent to 65 percent respectively

» 2024 data - 51.58 percent of debt is domestic while 48.42 percent is
foreign.

* Interest Payments of debt remains at 3% of GDP, with an overall
weight average interest rate of 5.8%

* Domestic interest rates exceeds foreign. The average of the former
being 6.1% and the average of the latter being 5.4%
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Summary and conclusion

Fiscal policy is especially important in PNG, as monetary policy lacks bite. Despite this:

1. Fiscal policy has been procyclical rather than countercyclical — accentuating fluctuations
rather than smoothing

2. PNG has struggled to deliver public goods, with key indicators worsening/decreasing over
time
* Several contributing factors: volatile revenue -> volatile expenditure, and rising interest burden

3. PNG’s policies as outlined in budget and other key policy documents lack a coherent,
long-term vision; instead they are somewhat scattered

4. Debt cannot be good or bad; it depends on how well PNG manages it. However, the rate of
debt accumulation can be dangerous once we reach a certain debt repayment threshold
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