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PNG must adjust to lower LNG/olil prices to avoid a crisis. The PNG LNG project is
still extremely important but many of the benefits of the production phase of the
project have vanished because of lower prices — probably for at least a decade. This
note outlines the impact of the recent oil price falls on PNG’s budget, growth rates,
and balance of payments and international reserves. The broad conclusions are
that: there will be no tax revenue from the PNG LNG project for many years; deficit
and debt levels will become even more unsustainable; the 2015 growth rate will
more than halve; the balance of payments will be in overall deficit even with the
PNG LNG project coming to full capacity in 2016; and, without an exchange rate
depreciation, PNG'’s international reserves will be exhausted in two years.

A policy brief which provides the technical detail of this analysis. The
key findings and policy recommendations are set out below.

LNG and oil prices

Figure 1 shows that oil prices are now more than 30% lower than the level forecast
in last month’s 2015 PNG budget. LNG prices are directly linked to oil prices
according to the IMF so the reduction in LNG prices will be similar. This price drop
in a key commodity (LNG/oil) is a classic example of what economists call an
“external shock”.

Figure 1: Oil prices — market prices, futures and PNG forecasts
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Author’s calculations for all graphs and figures available here.
Budgetary impact

The analysis of the policy brief predicts that with a 30% fall in LNG/oil prices there
will be no taxes collected from the PNG LNG project for up to a decade. This is
because a fall in gross revenues of 30% is greater than the expected pre-tax profit
rate (after allowing for depreciation). LNG dividends are still expected but at a much
lower level. Revenues from current petroleum fields such as Kutubu will also be
much lower.

The net impact on the budget is a loss relative to the 2015 budget of about K1,400
million in revenue in 2015 and 2016 and above a billion in future years. This
represents more than 10% of all PNG’s domestic revenue resources. In addition,
there are off-budget impacts that will substantially reduce the net wealth of the PNG
government. This includes a fall in the value of Oil Search shares (how estimated to
be worth K600 million less than at the time of purchase) as well as a significant
portion of the K3.3 billion in LNG dividends and mineral/petroleum taxes that
“disappeared” in the 2015 budget, presumably earmarked for various off-budget
expenditures, such as paying back the Oil Search loan.

As shown in Figure 2, resource revenues to the PNG budget have traditionally been
volatile. The 2014 budget painted a rosy picture of expected revenues from the LNG
project. By the 2015 budget, a significant part of these returns, especially LNG
dividends, were moved off-budget (presumably held in the proposed Kumul
Holdings). As noted above, these funds amounted to K3.3 billion between 2016 and
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2018. The bottom line on the right is the estimate of resource revenues to the PNG
budget given a 30% fall in LNG/oil prices. These revenues return to the levels of the
late 1990s and early 2000s when PNG faced another major drop in commodity
prices. At an aggregate level (including all PNG’s tax and non-tax revenues), 2016
revenues drop to K10.9 billion in nominal terms, K2.5 billion less than the K13.4
billion expected only thirteen months ago at the time of the 2014 budget. This is a
very large fiscal hit of just under 20%.

Figure 2: Resource revenues over time
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The direct result of these revenue losses is that there will be no revenue growth
after inflation from 2014 to 2018. Without policy action, the deficit in 2015 will be not
5.3% as per the budget (using IMF guidelines, as explained here), but 8.8%. The
debt to GDP ratio will stay above the legal cap of 30% and, on realistic expenditure
assumptions, may rise to 75% by 2017 — two and half times the maximum level in
the Fiscal Responsibility Act.

GDP growth impact

The change in the value of PNG’s major new export inevitably also affects the
measured size of the economy or GDP. The revised LNG and oil price estimates
reduce growth forecasts to 7.0% in 2014 and 6.9% in 2015 (down from 8.4% and
15.5% respectively). The PNG LNG project is extremely important for PNG.
However, its importance has been diminished by the new commodity price outlook.
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Impact on balance of payments and international reserves

The forecast in the IMF’s 2014 PNG report is for an increase in PNG’s net
international reserves from $US2,427 million in 2014 to $US3,845 million by 2016.
But allowing for the fall in oil and LNG prices, net international reserves are in fact
expected to fall to $US2,049 million in 2015, covering just over three months of
imports of goods and services. Reserves would keep falling below this critical level
and PNG would be out of foreign exchange by early 2017. This is because the fall in
prices moves PNG to a substantial balance of payments deficit (not the surplus that
was originally forecast). Clearly, given the need to have some level of import cover,
something has to happen soon. Otherwise, PNG will be going to the IMF or another
country seeking a large bail out.

Figure 3: Impact of oil price shock on net international reserves
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The PNG LNG project has often been thought of as transformative for PNG. But just
at the time the country was to benefit from the revenue and foreign exchange flows
from this major project, international markets have dealt a cruel blow. The decline in
LNG prices also significantly reduces the viability of other LNG projects in the
pipeline. With good policies, adjustments could be made to deal with such a drop in
oil prices. However, PNG has moved to poor policies over the last six months such
as moving away from a market based exchange rate, starting to print money to fund
the deficit, and continuing with an unsustainable fiscal policy in the 2015 budget.
PNG had set itself on a slippery slope towards a crisis, and the world just gave it a
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great big shove.

But this is a problem that can be solved, provided that real changes are quickly
made. At the end of its financial year for 2014, the PNG government should not
spend any extra money, but instead pocket any savings from unspent allocations. In
face of such a large shock, there is a need for an urgent public debate in PNG on
other policy responses. This should cover how the 2015 budget should be rewritten
to avoid a spiralling deficit. PNG also needs to move back to a market-based,
floating exchange rate to provide a “shock absorber” for the economy, and find
better ways to fund the deficit than printing money.

Paul Flanagan is a Visiting Fellow at the Development Policy Centre, ANU. He was
formerly a senior executive in the Australian Treasury, and went on secondment as
an advisor to the PNG Treasury from 2011 to 2013.
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