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OBJECTIVES OF THE CENTRAL BANK 

"For the advantage of the people of Papua New Guinea, the objectives of the 

Central Bank are: 

(a) to formulate and implement monetary policy with a view to achieving and 
maintaining price stability; and 

(b) to formulate financial regulation and prudential standards to ensure stability 
of the financial system inP.,QB,l;Ia"'N,~~,~!Jlnea; and 
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OBJECTIVE OF MONETARY POLICY 

In pursuing monetary policy in Papua New Guinea, the Bank of Papua New Guinea targets price stabilitY. 
Maintaining price stability in a small open economy like Papua New Guinea requires amongst other things, 
relative stability in the exchange rate which can: 

• Improve confidence in the local currency and management of the economy; 
• Provide certainty for private sector business to plan for long-term investment and development; 
• Minimise volatility and price distortions; 
• Provide the Government a foundation for stable revenue flows; and 
• Potentially lead to a stable macroeconomic environment. 
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EXECUTIVE SUMMARY 

The performance in the second half of 2003 was encouraging. The stability in the exchange rate, 
which was due to favourable developments in the foreign exchange market, led to the following: 

• A declining headline inflation trend consistent with the expectation by the Bank of Papua 
New Guinea (BPNG); 

• A build up of international reserves to unprecedented levels of around US$520 million; 
• .A declining trend in interest rates; and 
• Strong growth in the non-mineral export sector. 

The preliminary outcomes for 2003 measured against the projections in the July Monetary Policy 
Statement (MPS) are as follows: 
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MONETARY POLICY STATEMENT 

JANUARY 2004 

. INTRODUCTION 

The MPS is published under the CBA 2000, and 

represents a key element of the transparency 

and accountability arrangements of the Act. The 

Policy Statement is presented in two parts. The 

first covers economic developments in 2003 and 

projections for 2004. The second sets out the 

rationale for the monetary policy stance for 2004 

and the conduct of monetary policy. 

1. DEVELOPMENTS IN 2003 AND .. ,.,c,i;<'i 

PROJECTED DEVELOPMENiSFOR 
. ' 

2004 .~ 

. 

In designing monetary'policY'Attl~Central Bank 

considers actual aRH prol~~~~1~iE3velopments 
• • 
In seven main ar,eas: 

(a) The Worl~'ccor 
(b) Domest~~' Eccm 

( c) Balanc§1'of P"''' 
(d) Fiscal qlperati 

,. , -. , --'. 

, -.. -

to be 3.2 percent, with growth in the United 

States (US) and Japan expected to contribute . 

to increases in global production and trade. The 

IMF revised upward real GDP forecasts for US 

and Japan to grow by 2.6 percent and 2.0 per

cent, respectively. The other industrialised 

economies and the Euro zone are expected to 

grow modestly. The emerging markets in Asia 

are expected to grow by 6.4 percent, while de-

,'velapingi,countries as a whole are expected to 

grow by 5:0"'P'EMceent. GDP is projected to grow 

by 4.1 percent in20.Q4 . 
. -.' 

Global in JlC"" to remain low, with 
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" the developing 
ba'~}<s maintained 

polic~puring 2003, 
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'.',. inflatiQP. With the 
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". . k ol· Australia 
.: ' ;<~ . 

. j.~ 

(e) Excha~'ge .. ' ", ,. . . its '.' rate~y 50 basis 

>':<,:!' a'gregate to 5 p~rcent by 
(f) Inflatio)); 
(g) Monetijry 

DeveloJ;l 
::: -
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Outlook" 
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'.r (see Chart 1). ,," 
- . .,. 

. ," 
, ' .. 

-.:;-
- ::-

.. '"''' 
::Ial markets ... , ..•• '.', ... infl~t3nced by the 

and a,' eC:$!>homic activity 
Equity '.' '" , ," well 

the offi. , .•• ' .• ' .... ".," thetraq i conflict led by 
• 

~t('\ck r:narket index, which 

, 

Chart 1: Movements of Official Interest Rates In Major Economies 
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increased by SO percent since the start of 2003. 
Increased investments by US companies, a 
stabilising labour market and robust consumer 
spending has also led US companies to 
increase forecasts for corporate profits. All major 
stock indices ended the year higher, while bond 
yields recovered from historic lows earlier in 

, . 

2003. 

The US dollar remained weak against the other 
major currencies as the US current account 
deficit continued to widen. In recent months, 
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estimated to grow by 3.3 percent, mainly 
reflecting higher P, od~ctiQD from the Moran 
Petroleum Development Licence (PDLS) oil 
project and gold and copper from the Ok Tedi, 
Porgera and Tolukuma mines. The remaining 
sectors of the economy including 
manufacturing, electricity/gas/water, wholesale/ 
retail and transport/storage/communication, are 
all p.stimated to grow due to the spin-effs from 

. . . 

the mineral and agriculture/forestry/fisheries 
sectors. 

• 

disinvestments from the US to other major For 2004, real GDP is expected to grow by 2.8 
financial centres, including the Euro zone, •. h~s .'. ..,J.)eFGgnt with a projected real growth of 1.4 
supported the appreciation of tn~Aeat'oagainst percentlnlliled)Jining and petroleum sector. Oil 
the US dollar, while the I\,l,lstfalian dollar has production is .'. to improve as production 
appreciated to a thre~,¥ear high of US$0.7S. atthe PDLS oil p its full production. 
Gold continued ., be .... , from global Economic a . culture/forestry/ 
uncertainties a ng around . fisheries s, ...•.. '. to contribute 
US$400 per '/Istronglywith ,··.·.·.g,.of3.1 percent 
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• Renewed political and financial stability; 

• Continuation of structural reforms; 

• Development of new mineral and non

mineral projects; and 

• Increased expenditure on maintenance of 

existing infrastructure. 

(c) Balance of Payments 

Actual to October 2003 

Preliminary balance of payments data for the 

ter} months to October 2003 showed an overall 

surplus of K56 million, compared to adefiCildf 

K96 million in the correspond of 2002. 

The surplus in the curre '" was due to 

higher exports, lower and net inflows 

in private and . '. deficit in the 

7 

capital and finan ......... ... . Iy reflected .' 
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copra oil, silver and copper. The projected 

increases are mainly due to improved supply 

response from higher international prices, 

combined with some improvement in road 

infrastructure and access to markets. The 

projected increase in gold production is due to 

the mining of higher ore grades, while the 

incre&se in crude oil production is due to full 

production from the PDL5, which more than 

offset the natural decline in the Kutubu oil fields. 

Other main assumptions underlying the balance 

of payments projections for 2004 include: 

• Stabilitylfi"tm.E:l exchange rate; 

• No significanttapital inflows for development 

of any new projed'gj" 

• The enh per~tion package from 
Australia .,; •. ed: i •• , 

. . ,--. '- -

the withdrawal ofi'foreig. .••..••... . by . ' .• Thebu ~ct loans will 

a mineral company, higher loan 

repayments qy the ..•...•. 
.,': -

, . 
•• , 

. :". 

The level ofiQross 
at the end , .. :r.-", ~, 
(K1,434) m . 
of total of non-mi 
covers. At 'no 

reserve I 
of December 2 

. '. ed to US$522.5 

million, COIT a revised esti· .' 

US$341.1 ( '. n atthe 

The ;:).~ offoreign ..•. 

reflected the of export 

mineral taxes .. to .,...... rnment, 
" .. 

purchase of fore ", curr 

Bank. 

2004 Projections 
" . " . .. 

The latest IMF price projections1 indicatetnat 

the international prices of all of PNG's exports 

will be higher in 2004, compared to 2003, with 

the exception of cocoa and tea exports. Coffee 

export price is projected to increase by 6.3 

percent, palm oil by 7.2 percent, copra oil by 

17.8 percent, rubber by 4.2 percent, logs by 7.0 

percent, copper by 23.7 percent and crude oil 

by 3.8 percent. 

K6 ,.:. 
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In' addition, the export volumes of all of PNG's 

major agricultural and mineral export 

commodities are projected to increase, 

compared to 2003, with the exception of tea, Source: Bank of PNG 

, Latest IMF price projections. which differ from those published in the 2004 National Budget (Dept. of Treasury), 
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companies. This is expected to more than offset 
the projected surplus of K677 million in the 
current account (see Chart 3). 

The level of gross foreign exchange reserves 
by end of 2004 is projected to reach US$502.4 
(K1,794.3) million, sufficient for around 5.2 
months of total and 8.1 months of non-mineral 
import covers. 

(d) Fiscal Operations of the Government 

Actual to October 2003 

Preliminary estimates of the fiscpioperations 
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Government through expenditure rationalisation 
measures contributed to the favourable budget 
outturn. 

Revised 2003 Estimates 

The estimated budget deficit for 2003 was 
revised to K 197.6 million, 1.7 percent of nominal 
GDP compared to a projected deficit of 2.0 
percent of GDP in the original Budget. The 
improvement is due to' higher revenue and 
restrained expenditure. The deficit and net 
external loan repayment was financed through 
domestic borrowing. 

;-' '-

of the National Governmenttb October 2003 During 2003,ithe Government issued new 
showed an overall sU~f)lt.lS of K26.2 million, Treasury bills totalirrg,K585.7 million, which 
compared to a deficjtof .0 million in the increased the total stocRc:tq K2,754.8 million at .. -- ,-

corresponding pefiOd of" , ..• , .•. d represents the end of iletgtal external debt 
0.2 percent of npfn,' able 1). The ..•.•.. has declined, ..•.. ..... 'of domestic debt has 

-..... -- .. .. . ,', 

surplus is dlJe to and non-tax ed .• '. The Qigher interest 
revenue. .. -' 

The budri'at 
domestic 
comme _",. 
relating 

loa .... ' 

used to y , , 

of K303. 'j mi . " 

f .. " mainly 
increased 
which more' 
banking 

an 
,a 

overseas co 
Domestic fina 

ng 
nf Government 

net 
domestic so 

. . - .. 

Despite the const(:flints 

, . '--- - - '.' 20031'-'11as placed 

iOrial Budget 

,o,Budget 
2003, aims to 

tnts in the 2003 .' 

rowth Strq1~ 

, 

J.J Budget as other 
ndftures were 
s~~ice costs 

• 1c1L.roeCOnomIC 
IUC; the necessary including partial re~ili$.qtion Rf 

further delays in draWia .. g down . '--' 

million ADB PSRP loan, fiscaLdiscipline by the 
sustainapleeconomic growth. The 

fiscal strategy for .. 2004 recognises the difficult 

Table 1: Fiscal Operations of the Government 

(Klna million) 

2001 2002 2002 

Jan-Oct 

" Total Revenue & Grants 

Total Expenditure 

Surplus/Deficit 
% of Nominal GDP 
FINANCING 

External 
Concessional 
Commercial 

Exceptional 
Domestic 

Bank ofPNG 
Commercial Banks 
Non-Banks 

Other Domestic 
Asset Sale 
Others, 

TOTAL 

3184.8 

3544.2 

-369.4 
-3.6 

241.9 
-151.9 

-83.7 
477.5 
117.5 

-247.1 
-12.1 
226.1 
150.6 

0 
150.6 
369.4 

3231.3 

3681.5 

-460.2 
-4.1 

-126.6 
-177.9 

51.3 
0.0 

576.8 
245.1 

-124.9 
70.1 

386.5 
201 

185.5 
460.2 

Source: Bank of PNG & National Budget 2004, Department of Treasury 

2479.0 

2731.0 

-262.0 
-2.3 

-124.0 
-165.9 

41.9 
0.0 

376.0 
455.4 

-137.0 
197.1 

-139.5 
201.0 

-340.5 
262.0 

~ ... 

Adjusted 
2003 2003 2004 

Jan-Oct (p) Est Budget 

3018.9 3682.0 3837.0 

2992.7 3879.6 4032.6 
, 

26.2 -197.6 -196.6 
0.2 -1.7 -1.5 

-290.7 -126.8 -180.7 
-303.8 -62.9 -171.6 

13.1 -6 176.4 
0.0 -57.9 -185.5 

264.5 324.4 376.3 
-288.6 0.0 0.0 
149.9 0.0 0.0 
506.5 0.0 0.0 

-103.3 324.4 0.0 
40.0 40.0 0.0 

-143.3 284.4 0.0 
-26.2 197.6 196.6 
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BOX 1: THE NECESSITY OF A SUSTAINABLE PUBLIC DEBT MANAGEMENT PROGRAM 

PNG as a developing economy has financed development 
through expansionary fiscal policy (budget deficit). 
Traditionally, the Government has funded its budget deficit 
through borrowing mainly from concessional multilateral 
sources. However, the high level of debt position 
accumulated over the years has largely constrained the 
Government's ability to borrow from external sources. As a 
result, the Government has increasingly financed its budget 
deficit from domestic sources. The increased domestic 
borrowing over the years has crowded out private sector, 
and reduced lending to the private sector. 

Total debt as a ratio of nominal GDP fell from 75 percent to 
65 percent of nominal GDP in 2003 due to a moderate 
recovery in nominal GDP, and a decline in ext~rnaldebt due 
to the appreCiation of the kin a against the major currencies. 
Although the ratio of debt to GDP,declined in 2003, the high 
domestic interest rates led tOcanincrease in debt service as 
a ratio of total revenue to Qver 40 perQent in 2003, forcing 
the Government to make drasticcqtsilli~ther expenditure 

,; -:':~ -.:<':-< '. "--":··_.,:.i:-.-;~:--.'. ' 
,,- - . areas. . : - -

,; . -

the sum of all future obligations (expenditure) and all past 
obligations that have not been paid (debt)_ That is, budgetary 
allocations must be directed to areas that will yield high future 
returns to sustain repayr.nent of these debts. These 
productive areas include transport infrastructure, education 
and health,. all of which produce real returns in the future. 

For the Government to achieve a sustainable level of public 
debt, it should: 

• Restructure domestic debt maturities from short-term' 
to long-term; 

• Strengthen the capacity of revenue-generating 
-agenCies; 

• Ensure the'timely release of counterpart funding for 
- . .-

project loans; and . 
• Strengthen the capacity for draw 

down of 

support of the 
: ... ··c·: ·.~L utilise any 

in GDP over the.;;.";' continue to 

strat~gy, the Government 
to retl(e domestic debt 

• 

The increase in debt 
years is high by co 
developing coyntries. 
future, as the nation 
debt. Like 
situation where ., " revenue 

CIwt A.: BlIOGET ANI DBlT SIRIIICE RA nos 
45.0 

«l.0 

35.0 

30.0 

25.0 

,,-... ~, 
-,' .. _rlr-_,_.-,>-..,-' ' ... , 

/' .. " / ..--
,/'/ 

20.0 
.... 

15.0 

10.0 • • , , , 
5.0 .. 
0.0 " 

... -~ .. -.. 

• 

........ .. . .. _._ .. -........ -.... __ ._.. . ... -... -... ~ ,." .. ,.-
4 .... _ ..... _ ..... ~' 

-5.0 

-10.0 
1996 1997 1998 1999 2000 2001 2002 2003 

YEAR 

.. c ..... B1llGET 0EfIlTIOO' • [ElT SERVK:fIro' ..". .. [ElT SERVIC6'lOTAl REVEIU 

Sgun;e: Bank of PNG & Dopatlment of TreasU/y 

economic environment that PNG confronts and 
the need to adjust expenditure and introduce 
new revenue measures_ 

The Budget introduced several new revenue 
measures and a number of tax reforms in an 
effort to offset revenue decreases in the mineral 
sector. The two major tax measures include an 
import levy of 2_0 percent, and a reduction in 
rebates for dependents from four to three_ 
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Additional amendments have been made to the 
relevant tax Acts to prevent tax avoidance and 
protect the existing revenue base_ 

The new expenditure control measures planned 
for 2004 include: 

• Improving expenditure controls; 
• Freeze on recruitment and termination of 

non-essential casual employees; and 
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• Tightening of controls to eliminate overruns 
on salaries and wage outlays and remove 
ghost workers on the payroll and other 
anomalies. 

The projected Budget deficit of K195.6 million 
for 2004 is 1.5 percent of nominal GDP, 
compared to an estimated 1.7 percent of GDP 
for 2003. This deficit and the net external loan 
repayments to concessional and extraordinary 
sources. are expected to be financed by net 
commercial loan of K176.4 million and domestic 
borrowing of K376.3 million. Domestic 
borrowing is increased from the budgeJE}p 

" ,~',.;"~~'''-'-'' " --' --

amount as a result of the partial,Qc<)wtfbwn of 
concessional project loans .. 1f,eXfernal borrowing 
does not eventuate, the .~0vernment may resort 
to further domestic This would lead 
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reserves by the Central Bank; 
• Higher real domestic interest rates on 

Treasury bills, which provided incentives for 
residents to hold financial assets on-shore; 
and 

• Restrained Government expenditure. 

The real effective exchange rate (REER) 
continued to increase during the second half of 
the year, mainly attributed to the appreciation 
in the nominal exchange rate as measured on 
a trade weighted basis. This led to a loss of 
competitiveness. 
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The 2003,J;;)eeember quarter inflation estimate 
- cos .. '" 

. 'is' expeCted to be low due to the stability of the 

Table 2. Consumer Price Indices (annual percentage changes) 

~ 

ACTUAL FORECAST 
. 

Inflation Measures 2000 2001 2002 Sep-03 
2003 2003 

2004 I 

(Jul MPS) (Jan MPS) 

Headline 10.0 10.3 14.8 11.8 13.8 10.1 8.2 

Underlying 

CPI Exclusion·based 7.8 8.2 17.3 14.5 13.9 lOA 4.0 I 
I 
I 
I 

CPI T rimmed·mean 5.5 8.0 15.6 lOA 12.3 7.5 3.3 I 
i 

Source: Bank of PNG & National Statistical Office (NSO) 
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Chart 6: Consumer Price Index (percentage change) 
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trimmed-mean underlying annual inflation rates 
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the headline measure includes the effect of the 
2.0 percent import levy. 

(g) Monetary and Financial Market 
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Chart 7: Weighted Average Lending and Deposit Rates 
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an increase in commercial bank deposits at the 
Central Bank and currency in circulation (see 
Chart 8). 

The Bank continued to utilise its Open Market 
Operation (OMO) instruments to manage 
liquidity. As a measure to enhance liquidity 
management, a change to the Treasury bill 
auction allocation process was also 
implemented. This allows the Central Bank to 
accommodate its allocation for monetary policy 
considerations prior to any new issuance b~ the 

Year 
"', ... Total Lending Total Depos~ Government, and provides greater flexibility in 

••••• _ ••••••••••••••••• _ ............................................... _ .......... __ ••• _ ••• h_ .................. _ •••••••• _ .................. _ .................. _. ", ___ •• _ •••••••••••••••• _ ••• ___ ••••••••••••• 

Source: Bank of PNG, ." .>~"~'i'+< . .. ..... ..Iiquidity. Complementing the changes 
.'h'. ' .... --. 

" '. to the au ' •. ..•..... n process, the concerns 
the weighted average lend,Jrrgand deposit rates for upward bias eliminated by offering 
remained wide (see pnart 7). Other market non-competitive rates to licensed 
interest rates also d~clined. .... the 28 day financial in on the weighted 
Treasury bill rate,if~hi ... ·.• . from 19.59 . average rate'i .•..•. .••..•. ••. . .' .. ' bids. This gave 
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The improvement in price stability during 2003 
is expected to be consolidated in 2004. This 
provides the necessary foundation for further 
easing of monetary policy. While there is 
evidence of growth in economic activity, the 
economy remains fragile. The Central Bank 
expects that the declining inflation and interest 
rates should encourage the commercial banks 
to lend to the private sector. This includes the 
provision of credit to the agriculture sector to 
sustain the present economic recovery over the 
medium-term. 
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BOX 2: THE GOVERNMENT'S ROLE IN ACHIEVING PRICE STABILITY 

The outcome of the 2003 financial and macroeconomic 
indicators are encouraging in light of the Central Bank's 
endeavour to achieve price stability as the overriding objective 
of monetary policy. A combination of fiscal discipline and tight 
monetary policy in the first half of 2003 mitigated the risks of 
serious inflationary pressure in 2003. Trade Union demands 
for wage increases were harmonised and stability in the 
exchange rate, partly contributed to the declining inflation 
trend. Further stability in prices impinges on consolidation of 
the efforts achieved in 2003. 

and reduction in interest rates that can generate private sector 
growth. The excess liquidity in the banking system has the 
potential to adversely affect the exchange rate and inflation, 

. because of the country's high dependence on 'imports. Since 
changes in inflation are closely associated with exchange 
rate movements, relative stability in the exchange rate is 
necessary to curtail inflationary pressure. 

Sustained price stability in the medium-term depends largely 
on the following factors: 

If the Government adheres to the parameters of the 2004 • The achievement of the broad objectives of the 2004 
Budget, itwillgreatly assist the Central Bank in achieving its Budget; 
objective of price stability, and provide the,QeGessc~ny" .• ··'Andm.PJQvement in debt management that enables an 
foundation for sustained macroeconomic'stability and efficient··.. draw down mechanism, which 

.. 

economic growth in 2004. us years, the . . . to domestic borrowing; 
Government's recourse to domestic borrowing, • in order to ensure , . 

financed primarily of Treasury bills receipts from 
and high utilisation of Facility (TAF) . '. 
at the Central BanK; ment for" • 
inflationary pressure. roads and 
In 2003, the injection of 
foreign exchange was 

'." 

policy instrum~nts, 
Government irtQ004 

..••. : Table 3: 

Supply 
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The monetary policy stance in the first half of . Government. 
2004 will depend on the following factors: 

• 

• 

• 

The inflation outcome for the December 
quarter of 2003 and the first half of 2004; 
Stability in the exchange rate, which also 
depends on the supply response to the 
favourable international commodity prices, 
the ability of the Government to restrain 
expenditure, the public's perception on the 
management of the economy and the 
maintenance of real interest rates to prevent 
any capital outflow; and 

. . 

Timely draw down of external loans by the 

Under these conditions monetary and credit 
aggregates are_ expected to develop at 
moderate rates (see Table 3). The Central Bank 
expects to constrain the nominal growth in 
reserve and broad money to 1.4 percent and 
7.3 percent, respectively, which are around the 
level of inflation in 2004. This rate of growth is 
considered non-inflationary. Given the decline 
in· net credit to the Government and high free 
liquidity reserves in the banking system, private 
sector credit is projected to grow by 9.0 percent. 
The level of net foreign assets are expected to 
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increase by 27.7 percent, due to large reduction 
in the BPNG's foreign liabilities. 

Accordingly, the Central Bank will continue to 
take a cautious approach to any further easing 
of monetary policy, in light of the significant 
increase in liquidity levels and its potential to 
adversely affect the exchange rate and other 
key macroeconomic indicators. 

Conduct of Monetary Policy 

The KFR will remain as the instrument for 
signaling the Central Bank's stance of . 
policy with an announcement of 
month. The transmission ' 
stance will continue to 
reserve money 
defined as c , .... '" 
deposits of cOrl}tifl 
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Bank. The excess level of liquid assets in relation 
to statutory requirements is an indicator of the 
banking system's capacity to finance new 
lending. 

To enhance the transmission mechanism of 
monetary policy, the Repurchase Agreement 
Facility (RAF) will be retained for daily and 
weekly liquidity management. Transactions 

. under the RAF will continue to be unsecured. 

Treasury bills remain the main instrument for 
liquidity management. The changes to the 

ry bill auction allocation process has 
.. out of the Central Bank, and 

enabled it to a participate in the auction 
to achieve its liquid" .', "'" ement objective. 
In addition, the T Treasury bills will 

. be of the Central 
'. 

,Bank. 
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Queries on the contents of the Monetary Policy Statement should be directe,d to the Manager, Economics 
Department on telephone number (675) 3227311 or Manager, Monetary Policy Unit on telephone number 
(675) 3227312, or both on fax number (675) 3200757. Copies of the Statement can be obtained from the 
Economics Department and is also available on the Bank's website: http/Iwww.bankpng.gov.pg 
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