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FOREWORD

On behalf o -AbeltGowernn@rit, N em Helighted to present the 2019 National

Budget underthetheme:ABui | ding A Broader Based Economy. 0

Our development journey continues to be guided by the groundwork laid particularly since
2011/12 under the leadership of Prime Minister, Hon. Peter O 6 N eand the coalition
agreement, Alotau Accord |I.

Since returning to power in 2017 under Alotau Accord Il, the new coalition Government
responded to some difficult circumstances through the 100 Day/25 Point Plan (25PP) to;
i ENS URBUND MACROECONOMIC AND FISCAL MANAGEMENT, RESTORE
CONFIDENCE AND GENERATE INVESTMENT by - MAINTAINING FISCAL DISCIPLINE,
BOOSTING FOREIGN EXCHANGE, GROWING REVENUES, STRENGTHENING OUR
ECONOMICBASE, IMPROVING GOVERNANCE AND ACTING STRATEGICALLY.

The 25PP commenced with the 2017 Supplementary Budget which necessitated
significant cuts to the capital budget to maintain the fiscal deficit and debt parameters of
the 2017 Budget proper.

The 2018 Budget, also a feature of the 25PP continued the reforms and has seen significant
progress on many fronts.

The 2019 budget builds on the considerable progress that has been made under this
framework. We have increased revenue collection, improved fiscal discipline, and
enhanced governance arrangements through the substantial reforms that have been put
inplaceunder t hi s GledunrTarm RevéndesStrategy (a 25PP initiative),
Medium Term Fiscal Strategy, and Medium Term Debt Strategy.

Together these measures provide for sound macroeconomic and fiscal management to keep
building confidence in our economy, increase and diversify investment, replace imports,
boost exports and reduce reliance on debt, in order to deliver better social services,
infrastructure and employment and business opportunities for the people of Papua New
Guinea. All of which are consistent with the aspirations of the people as articulated through
the National Planning Framework, including Vision 2050, StaRS and the Medium Term
Development Plan 111 (2018 - 2022).

The declining trend in government revenues in the years up to 2016 has been turned
around. The reforms under the Medium Term Revenue Strategy 2018-2022 underpinning
this turnaround will continue. Non grant revenue for 2018 is expected to exceed what was
forecast in the budget and come in at K2.603 billion above the out turn for 2016. The
revised estimate for total revenue and grants for 2018 is K13,400.3 million against the
budget estimate of K12,730.7 million, which represents approximately 15.0 per cent of
GDP (up from 13.0 per cent in 2016). Importantly, the revenue increases are due to
growth in both mineral and non-mineral receipts.

This result was despite the massive earthquake that struck in February which caused severe
social and economic disruptions and dampened GDP growth significantly. These effects
were mitigated by increased nameplate production from the PNG LNG Project and improved
oil and gas prices.

Additionally, the mobilisation of non-tax revenue through the enactment of the Public Monies
Management Regularisation (PMMR) Act 2017 resulted in the transfer of significant funds to
the Consolidated Revenue Fund in support of the Budget execution.
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The successes of the 2018 Budget have only been marred by some continued expenditure
overruns related to rising government payroll costs. Instructions have been issued to tighten
spending over the remaining months of 2018 to minimise this, and we will redouble our
efforts to control expenditure into the new year. The Government target is to keep personnel
emoluments to six per cent of GDP. Commencing on 1%t January 2019, we intend to
completely overhaul the payroll process with salaries and wages controlled by warrants and
hard ceilings, just as is the case for the purchase of goods and services. Any agency that
overspends on their payroll will have to find savings elsewhere in their budget. The
procurement process to engage independent auditors to review the payroll system has
commenced.

We expect to see revenues continue to grow in 2019, with an increase of 45.0 per cent on
2016 non-grant revenues anticipated, further reflecting the turn-around in revenue growth
since then.

Amongst other measures, this Budget introduces a 50.0 per cent minimum dividend
policy rate for State Owned Enterprises to increase returns to the Government. Total
revenue and grants for 2019 is projected at K14,266.8 million, which is an increase of
approximately 12.1 per cent over the 2018 Budget.

The better than expected revenue forecasts means that we have been able to increase the
expenditure envelope, which is set at K16,133.5 million, representing an increase in the order
of 9.0 per cent over the 2018 Budget estimate and K2.3 billion more than in 2016.

The Government will continue to meet its primary commitments to Infrastructure,
Education, Health, Law and Order, Agriculture, Tourism and SMEs. Subnational
empowerment continues through Provincial Government's and Districts and the capital
budget introduces new intervention programs to support this.

| mportantly, this Governmentoés reform agenda h
achieving our ambitious international financing plan. Raising USD500.0 million through
the 10-year sovereign bond issue was a significant milestone for our country. In difficult
international circumstances, the bond was oversubscribed by as much as seven times,
demonstrating very strong interest and investor confidence in our economy and the

Government ds fiscal armBd rfaitregnciadll ymanage momutnt ry
issue coincided with the enormous boost to our global profile that has come from the
i nvest ment we have made in hosting the APEC Lea:

Greater international interest and appreciation of our country bodes well for attracting future
investment, which is crucial to create more and better paying jobs, continue diversifying our
economy, and make it more inclusive; notably through advances in tourism, agricultural
productivity, local value-added industries, and by harnessing the digital revolution. The
foundations for these advances will be sustained by continuing investments in the priority
areas of health and education, law and order, nation building infrastructure, support for the
development of our small and medium enterprises, and advancing financial inclusion through
financial literacy programs, adopting digital financial services and spreading mobile banking
capabilities.

The injection of international financing from the sovereign bond issue has been coupled
with breakthrough access to direct budget support through facilities provided for the first
time by the Asian Development Bank (USD300.0 million over three years), and for the first
time in over 20 years by the World Bank (USD300.0 million over three years). Additionally,
the Government is in discussions with a large commercial bank for a further low-cost budget
support loan of USD300.0 million to support the 2019 Budget.

iv
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These new external financing facilities exemplify the growing confidence in, and respect
for, our current approach to fiscal discipline, and the robustness of our systems. These
have been successfully tested through the acute international scrutiny that came through
engaging in these processes. We welcome such tests as they not only highlight the
advances that have been made in recent years, but also serve to ensure we are continually
improving. As we deepen our relationships with our multilateral and bilateral partners in
this way, we will be better placed to fully align these partnerships to our national vision and
priorities.

Importantly, the proceeds from these external financing streams will be used to fund the
financing requirements of the 2019 operational and development budgets, break the
reliance on expensive short term domestic debt, and help extinguish the foreign exchange
imbalance. Already, the 2018 drawdowns have helped ease the delay in fulfilling orders for
foreign exchange, but we will not rest until balance is restored so our businesses can trade
without hindrance.

The bond and budget support are an essential ingredient of the planned debt restructuring,
solving the foreign exchange problem, and to deliver the other priorities outlined in the
25PP and the National Planning Framework. They have been carefully applied so there
are no significant additional debt service costs to the fiscal programme. The expected 2018
fiscal deficit (estimated at K1,897.2 million, being 2.3 per cent of GDP) is lower than
anticipated, with the debt to GDP ratio expected to end the year at 30.9 per cent. This is
well within the 30 to 35 per cent range prescribed by the Fiscal Responsibility Act
(Amended 2017), and the 25PP target of being capped at 30 per cent by 2022. The 2019
Budget anticipates these trends to continue, with net borrowing set at K1,866.7 million
(2.1 per cent of GDP), which will translate into a debt to GDP ratio of 30.8 per cent.

The Fiscal Responsibility Act also requires that the Government target a zero average non-
resource primary balance over the medium term, and we are also trending in the right
direction in this respect.

The prudent fiscal and financial management of this Government has given us the opportunity
to provide personal tax relief that is targeted at helping low income earners. The 2019 Budget
therefore raises the threshold for the two lower tax brackets.

Empowering our business community and promoting opportunities for increasing and
diversifying private sector investment remains an ongoing priority of this Government. We
have enacted measures to support the expansion of our manufacturing and agricultural
sectors. Changes to the tariff and excise rates in 2018 resulted in a significant boost in
investment by local businesses, with no discernible increase in prices. We have also
witnessed how the changes to the fisheries subsidies resulted in a considerable increase
in onshore production.

The 2019 Budget makes allowances for further changes in excise and tariff rates to further
boost investment, local production, and import replacement.

A framework and structure has also been put in place to tackle illicit trade, and we expect
to see positive results as these are implemented in 2019. Other proposed changes are
geared towards ensuring that we have a fair taxation system that continues to evolve at a
pace commensurate with promoting sustainable and equitable economic growth.

These are all essential components to expand both the size and makeup of the economy,
which is a significant feature of the 25PP.
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By the end of 2018, all of the commodities boards should be properly constituted and
functional. This Government is committed to the ongoing strengthening of governance,
especially as it relates to increasing the transparency and effective management of public
monies.

In 2019 some of the large infrastructure projects that have been initiated under the 25PP
will come online, including the international submarine cable and domestic broadband cable
that will vastly improve connectivity and reduce costs. Progress will continue on the other
key national infrastructure programs, including the Highlands Highway, the Port Moresby,
Lae Ports and provincial ports upgrades, the missing link roads program, and the hydro and
gas power generation, airport terminal and runway upgrading. These are vital
transformational projects that will reduce costs for businesses and consumers, improve
market access for rural farmers, and promote the further expansion of the private sector.

Amidst the successes of 2018, we also experienced a number of significant difficulties.
Not least of which was the devastating earthquake that tragically claimed so many lives,
took away the livelihoods of families and communities, severely disrupted business and
industry, and threatened a deep economic
rating was downgraded. In the face of this and other adversities, including the polio
outbreak, we rallied together as a nation in support of the people affected, to minimise the
broader impacts, and quickly set the country back on the path to recovery.

As we look to 2019 and beyond, this year has shown how substantial progress can be
made even in the face of adversity. The progress highlighted above demonstrates that the
O 6 N eéAbel Government approach towards implementing the Alotau Accord Il has
balanced the level of ambition against the need for fiscal responsibility, by ensuring we
spend wisely and within our means. Critically, our strategies seek to ultimately get the
country to a position where we can fully fund our recurrent costs, significantly expand our
capital budgets and generate savings for future generations through a Sovereign Wealth
Fund.

As we wind up APEC activities and bid farewell to our international guests, we not only
retain the substantial infrastructure improvements built for this historic event and the
bolstered trade and economic relationships, we also takeaway the rejuvenated sense of
pride and resilience that have underscored the national spirit this year. If we continue to
harness this spirit, together we can continue to build a better future for our country.

The 2019 Budget is a holistic framework to fix lingering issues from our past, serve the needs
of today, and set the foundations to further iBuilding A Broader Economic Baseo.

I commend the 2019 Budget to the Honorable Members and to the people of Papua New
Guinea.

HON. CHARLES ABEL, MP
DEPUTY PRIME MINISTER AND MINISTER FOR TREASURY

Vi
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11ECONOMI C OUTLOOK

Global growth is projected at 3.7 per cent for 2018-19, 0.2 percentage points lower for both
years than forecasted in the April 2018 World Economic Outlook (WEO) report and rates are
set to soften over the medium-term. This has been mainly attributed to suppressed economic
activity in early 2018 in some major advanced economies, the negative effects of trade
measures implemented or approved between April and mid-September, coupled with a
weaker outlook for some key emerging markets and developing economies arising from tighter
financial conditions, geo-political tensions and rising oil prices.

Consequently, the global economy is enduring new challenges especially with international

relations becoming more delicate in 2018. This has affected commodity prices with each
episode having quite opposite ef fiagool,gas,cappeP NGds k
and gold.

With extractive projects still at the forefront
will continue to affect GDP growth and Government revenues.

In terms of domestic economic growth, in 2018, the economy is expected to grow at
0.3 per cent, lower than the 1.0 per cent projected at Mid-Year Economic and Fiscal Outlook
(MYEFO) and the 2.4 per cent projected at the time of the 2018 Budget. In 2018, the
agriculture, forestry and fishery sector is expected to expand by 3.3 per cent in real terms
driven by increased cocoa, palm oil and steady coffee output. This is expected to be offset by
the lower output of copra oil due to lower prices.

In contrast, oil and gas sector production is expected to contract by 9.4 per cent predominately
due to the negative impact of the earthquake in February 2018 and despite the quick re-start
of production soon after and at rates above pre-quake levels, the impact was deeper than
expected resulting in the downward revision to real growth for 2018. The mining and quarrying
sector was also adversely affected by the quake and is now expected to only expand by
0.2 per cent in 2018.

The non-resources sector is expected to be bolstered by the delivery of the 2018 APEC
Leader s 6. W8h preparations gearing up for the Summit in November, associated
Government and participant spending is expected to lift incomes and purchases of goods and
services, providing a boost to business activities in the final quarter of the year. However, the
domestic economy also continued to be adversely affected by fiscal tightness and by the
shortage of foreign exchange which have subdued non-APEC spending and investment.

In 2019, the PNG economy is expected to pick up, reaching a real GDP growth rate of
4.0 per cent which reflects more buoyant domestic conditions fuelled by the recovery in the oll
and gas sector and by the early works and services from large new mining and petroleum
projects, coupled with the extinguishment of the foreign exchange imbalance and improved
fiscal management following the achievement of the successful financing agenda.

The medium-term outlook for PNG is now much more optimistic than earlier estimates.
Between 2019 and 2023, the economy is expected to grow at an average annual compound
rate of 5.0 per cent buoyed by the incorporation of early works and construction phases of the
new mining and petroleum projects into the baseline. Much of the impact from the planning
and construction phases will flow through to the non-mining economy as direct and indirect
benefits in the form of additional jobs, increased incomes and higher Government revenue.
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In 2018, the Government has also delivered on its commitment to secure 3 year program
budget support funding from the ADB and the World Bank, the first of its kind for nearly
20 years and was also successful in obtaining its first sovereign bond issue in October 2018
with proceeds amounting to USD500.0 million and the result was overwhelmingly positive with
the Government successfully pricing the inaugural 10 year bond offering at a yield of
8.375 per cent. This is a rare achievement after previous failed attempts of the past and a big
testament to investorsod6 confidence in the

The Government is also in discussions with a large commercial bank for a further low-cost
budget support loan of USD300.0 million that could be disbursed as early as the first quarter
in 2019. Importantly, the proceeds from these external issuances will be used to fully fund the
financing requirements of the 2018 and 2019 operational and development budgets, and
redeem the necessary high cost and illiquid domestic Government securities to fund the
extinguishment of the foreign exchange imbalance which will provide much needed relief to
businesses as we move into 2019 and allow the domestic economy to reap the full benefits of
the optimism generated by APEC.

In 2018, the PNG Kina exchange rate has generally stabilised after the significant falls in
recent years. Fromear |l y 2018, PNGO6s Tir(@aM)estartdteto gpvetse a
downward trend observed since mid-2013 and while it is clear that the Kina has depreciated
against the US dollar in nominal terms, on a trade weighted basis, it has appreciated against
major trading partner currencies, especially the Australian dollar, which makes up more than
half of the TWI basket.

In 2019, inflation is projected to ease to around 5.4 per cent as the economy stabilises after
the APEC spending boost in the preceding year to move modestly higher to 5.5 per cent in
2020 as the early works of the new mining and petroleum projects move into the early
construction phase. Increased mobilisation of resources including labour is expected to boost
incomes and spending, increasing prices in that year.

In 2019, the current account surplus is expected to be K21,062.5 million or 23.8 per cent of
GDP which is a 4.3 per cent decline from the 2018 estimate. The foreign exchange imbalance

Govern

| ndex

is expected to be extinguished in 2019 as a r e

borrowings in 2018-19, increases in Mining and Petroleum Tax (MPT) collections throughout
the year, dividend inflows from state shares in mining and petroleum projects and the
remittance of royalty and development levies from PNG LNG project.

12F1 SCAEVELOPMENTS I N 2018

The 2018 Budget was the first budget of the new Medium Term Fiscal Strategy 2018-22 which
was formulated against a very difficult set of fiscal and financing constraints at that time.
Economic growth had slowed since 2014, commodity prices were lower, a foreign exchange
imbalance was widening and the market for Government securities had been exhausted and
even though the Government pursued a firm fiscal consolidation path, enacting restrictive
supplementary budgets, a number of expenditure categories expanded that were of a rigid
nature, such as personal emoluments?, rentals, utilities and education and health subsidies
and much of the burden of fiscal consolidation fell on reductions to Capital Budget
expenditures, as well as an accumulation of arrears.

'The Trade Weighted Index (TWH ) measures the value of the Kina

2 Compensation of employees

against
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Following the 2017 Supplementary Budgetand t he Go v e r n, smeumkedospol2iésP P
were established that accelerated fiscal adjustment, but challenges remained over access to
domestic financing, where banks appeared to reach prudential limits, and arrears to the private
sector accumulated. The challenges for fiscal policy were clearly apparent, and the impact of
both the budget constraints and the foreign exchange imbalance adversely affected private
sector growth.

To confront these dire fiscal and financing challenges, the Government made strong fiscal and
financing commitments in 2018 which adopted the
25PP and incorporated these into the Medium Term Fiscal Strategy (MTFS) 2018-22 which is

the foundation of the 2018 Budget. Fiscal discipline was to be maintained such that fiscal

deficits would decline as a proportion of GDP over the term of the plan, resulting in the debt

to GDP ratio declining to 30.0 per cent by 2022.

This was to be achieved by reversing thead previo
through adoption of PNGb6s first compr®MiRShsi ve N
2018-22 and through engineering a declining expenditure to GDP trend. Importantly, within
this declining expenditure trend, there was to be a compositional shift between rising
operational spending and towards more development spending and at a decentralised level.

Furthermore, to solve the intractable financing and exchange rate constraints, a coherent and
well-designed Medium Term Debt Strategy (MTDS) 2018-22 was formulated that would seek
to fund the fiscal deficits and fix the exchange rate imbalance through a significant shift in the
mix of financing toward external loans and this was to be achieved without adding significant
debt service costs to the fiscal program.

Overall, in 2018, substantial progress was made in achieving the ambitious goals and targets
presented in the three medium-term plans covering expenditure, revenue and debt strategies
which was quite remarkable given the devastating earthquake that struck PNG in February
2018 and the need for PNG to focus on the recovery efforts from such a serious natural
disaster, while at the same time mobilising activities to undertake the daunting task of
preparing for an inaugural sovereign bond issuance program and undertaking the massive
preparations for the substantial APEC Summit.

In the 2018 MYEFO report, Total Revenue and Grants was projected to be K213.1 million
higher than the 2018 Budget estimates, predominately due to an increase in the estimated
collection of mining and petroleum taxes. By end-2018, a further anticipated increase in mining
and petroleum taxes and dividends will see revenue collections rise somewhat further than
the MYEFO projection, reaching an estimated K13,400.3 million, which is K670.0 million
above budget. Total Expenditure and Net Lending was projected in the MYEFO to be
K213.1 million higher than the 2018 Budget estimates maintaining the budget deficit at
K1,987.2 million.

However, while tight control over operational and capital warrants in the final months will keep

the respective expenditure categories in check,
continues to provide challenges. Nevertheless, while expenditures will be above budget in

2018, the increase in revenue should offset the increase, leaving the budget deficit modestly

lower by K90.0 million compared with the 2018 projected deficit. Overall, while the
GovernmentoO0s payroll cco she ssuccese nra implemgnting dhe e ma t i
Gover nme PR, dargeted Sat fiscal consolidation, reducing the foreign exchange

imbalance and moving some of the projects forward, was unquestionably successful.

The 2018 MYEFO report estimated that total public debt would reach K25,545.5 million,
or 31.2 percent of GDP by end-2018 compared to 32.2 percent projected in the
2018 Budget. By end-2018, it is now expected that the debt to GDP ratio would have declined

3
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to 30.9 per cent and this can be attributed to the upward revision in nominal GDP projections
for 2017 and 2018. At these rates, however, debt levels were clearly within the 30-
35.0 per cent band as prescribed in the Fiscal Responsibility Act and were trending lower, also
consistent with the 30.0 per cent FRA target by 2022.

Despite elevated fiscal risks from these expenditure challenges, coupled with higher country

risk from the devastating earthquake, the domestic financing challenges, the foreign exchange

imbalances and the need to fund and stage APEC i all of which led to a credit rating

downgr ade on P-NHhedsvermment bvercakne these obstacles and achieved
unprecedented success in 2018 in achieving its ambitious international financing agenda. The

set of financing milestones, not seen before in PNG, comprised the final tranche of the Credit

Suisse loan facility loan (US$190.0 million), the US$100.0 million first tranche of the

US$300.0 million ADB Budget Support Loan, the US$150.0 million first tranche of the
US$300.0mill i on Wor |l d Bank Budget Support Loan and th
issuance of US$500.0 million.

The success of this external debt raising program in raising US$940.0 million in 2018 has
allowed the financing mix to be favourably altered in 2018 and will result in a substantial
domestic debt redemption program to be initiated in late 2018 that will underpin both the full
funding of the 2018 deficit, as well as major inroads into extinguishing the foreign exchange
imbalance by providing the market with liquidity and the foreign exchange reserves to back it
up. Importantly, with the balance in the Bond Trust Account being an estimated K800.0 million
at end-2018, this will provide a solid financing base to execute the 2019 Budget program
without the need to resort to warrant restrictions early in the year.

Other achievements in 2018 included the mobilisation of non-tax revenue through the

enactment of the Public Money Management Regularisation (PMMR) Act 2017 which resulted

in the transfer of significant funds to the Consolidated Revenue Fund (CRF) to support the
Government 6s buddetl. Gbhhve rdidneeaitldls | mportant achi e
previous adverse revenue trends was critical in mobilising additional revenue through the
commencement of the MTRS 2018 i 2022.

Consistent with reforms encapsulated in its 25PP, the Government has continued in 2018 to
launch new projects in health, transport, telecommunications and energy sectors of the
economy that will underpin higher economic growth and improved social conditions for our
people. Equally important have been the implementation of further reforms in public financial
management, particularly in procurement practices, that will ensure greater accountability and
transparency.

The preparations for the 2018 APEC L e a d eSunsmit have provided some impetus for
further growth with a number of key infrastructure projects being initiated such as the
submarine fibre-optic cable, the Port Moresby Sewerage project, the upgrading of the Port
Moresby road network, the construction and expansion of hotel accommodation and
conference facilities, and the expansion of the Port Moresby International Airport.

While a number of challenges from 2018 remain to be addressed, such as the expanding PE
budget and a significant level of arrears, these have been overwhelmingly offset by the marked
achievements in 2018 relating to the timely and effective recovery efforts from the earthquake,
the higher revenue generation and revenue policy reforms, vastly improved debt management
and financing milestones, reductions in the foreign exchange imbalance and the successful
staging of the APEC L e a d &unsnid. With expectations of further positive announcements
at the upcoming APEC L e a d Suninf, PNG will begin 2019 on a very sound fiscal basis,
with all the reform programs enshrined in the medium-term plans on track and gathering pace
and, for the first time in many years, with the financing in place to allow the efficient execution
of the 2019 Budget from day one.
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13201S’UPPLEMENTARY BUDGET

The 2018 MYEFO Report showed a modest deterioration in fiscal conditions with personnel
emolument expenditures (PE) showing the continuation of the previous adverse trend. This
was offset by expectations of higher MPT collections. It was noted that the final tranche of the
Credit Suisse loan, which was programmed for late 2017, had been received. A number of
directives were issued to remedy the adverse expenditure trends.

Following the September outturn report, it is estimated that an additional (above budget)
K671.0 million in revenue is likely to be collected by end 2018. The increase is predominately
due to a lift in MPT to K725.0 million against the original budget projection of K179.0 million.
Kumul Petroleum Holding Limited (KPHL) dividend payments are also expected to increase
by K400 Omillion to K700.0 million against the K300.0 million projected for 2018.

Personal Income Tax collections have come in marginally lower than expected in the
2018 Budget due to subdued domestic economic conditions, although more recent data
suggests that this tax could achieve its budget target. In contrast, Corporate Income Tax and
GST receipts are running marginally above budget. Export Tax is expected to be significantly
higher than budget reflecting the changed tax arrangements and higher export prices.

However, the 2018 September Outturn report is projecting 2018 Budget expenditures to
blowout substantially, largely from PE of over K500.0 million. This includes the payment of the
NSL exit payment arrears in September 2018 which were only partly appropriated. The
expenditure increase is being offset by a reduction in warrants for goods and services and
capital expenditures.

To maintain the 2018 Budget deficit on a declining trend, measures have been effected to limit
the PE blowout to no more than K400.0 million, such as switching off off-line payments from
the Alesco payroll system, cessation of unessential overtime payments, etc.

Savings of K277.0 million have been identified from the Government of PNG capital
expenditure. With these savings measures in place and with the additional revenues projected
of K671.0 million, it is estimated that the budget deficit will decline slightly to K1,897.2 million
or 2.3 per cent of GDP.

Nevertheless, a Supplementary Budget will still need to be submitted to cater for the over
expenditures in these particular categories. (The Supplementary Budget Bill is provided in the
attached documents).

Personnel Emoluments K400.0 million
Provisions for Works, Medicine, Utilities, Rental and Other Arrears: K310.0 million
Superannuation Exit Arrears: K146.1 million
Debt Service (Interest Cost): K72.0 million
TFF (Commaodity Component) K20.0 million
Total K948.1 million

The total expenditure increase of K948.1 million will be funded by the projected revenue
increase of K671.1 million and the expenditure savings of K277.0 million from the reallocation
of capital from the PIP Budget, thereby maintaining the 2018 Budget deficit fiscal anchor.

With the fiscal deficit being maintained under the budgeted amount of K1,897.2 million and
with the Bond Trust account balance being offset against total debt outstanding, the statutory
debt level will increase by the fiscal deficit amount, taking the statutory debt level to
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K25,455.5 million, or 30.9 per cent of GDP which maintains the declining trend as targeted
under the Fiscal Responsibility Act (FRA) 2006.

14THE 2019

BUDGET AND OUTLOOK

The 2019 Budget will build on the exceptional achievements in 2018 and it will continue to be
guidedby the Governmentés 25PP and its | oBudpgetr
marks the second year of the MTFS 2018-22 which incorporates the more detailed MTdS and
MTRS.

The 2019 Budget is framed against a still supportive world economic environment, although
risks to international economic growth are rising but the outlook has improved as the
Government makes significant inroads into its domestic fiscal and financing challenges, as a
number of large resource projects move forward, and in light of the optimism that has been
created from the anticipated successful APEC L e a d Suming.

141 Revenue

In the 2019 Budget, the Government will continue to place emphasis on lifting revenue
collections through a further substantial increase in compliance efforts, coupled with new
revenue measures, as well as ongoing non-tax revenues measures through the PMMR
reforms.

Total Revenue and Grants for the 2019 Budget is projected at K14,266.8 million, which is an
increase of K1,536.1 million or 12.1 per cent on the 2018 Budget and K866.5 million or
6.5 per cent) on the estimated 2018 outturns. Additional revenues in the 2019 Budget will be
used to fund the Governmentdés priority
significant proportion will go to reduce arrears, complete on-going projects and fund
expenditure savings initiatives and revenue raising reforms so that the increases are not
locked in and detract from fiscal space in the medium term.

In 2018, solid progress was made on implementing the first phase of the MTRS with most of
the programmed measures on track including the establishment of the MTRS Steering
Committee, the launching of the Large Taxpayers Office, introduction of the Tax Administration
Act and a number of reforms by PNG Customs. Most of the tax revenue targets were met, with
a substantial increase in Mining and Petroleum Tax, although personal income tax collections
continue to be adversely impacted by the subdued state of the domestic economy.

Tabl.Budget Bal a9 20Ki7na, Mill i on)
Economic Activity 2017 Actual 2018 Budget | 2019 Budget
Revenue 11,525.1 12,730.7 14,266.8
Expenditure 13, 319.7 14,717.9 16,133.5
Net Borrowing (-) -1,794.7 -1,987.2 1,866.7
% of GDP -2.4% -2.5%* -2.1%
% of Debt to GDP 31.9% 32.2% 30.8%
Non-Resource Primary Balance -946 -592.3 -1,743.4
(% of non-resource GDP) -1.7% -1.0% -2.7%

Source: Department of Treasury.
* Rounded off from 2.5 per cent

142 Expenditure

In terms of expenditure policy, there is a clear recognition by the Government that a number
of operational spending categories need to be brought under stricter controls but that, because
of the contractual/statutory nature of many of these expenditures, it will take time to achieve

6
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the required adjustment without forcing major adverse social consequences on the civil service

and the private sector. The Government further understands that, given the current subdued

domestic economic conditions, there needs to be a concurrent lift in public investment,

particularly in the outside provinces, that will stimulate economic activity, while at the same

ti me, funding the Governmentds priority programs
sectors.

The Government's investment in APEC is part of this strategy to get some momentum behind
the economic growth trajectory. External financing of the budget strategy will also be critical,
given recognition of the limits on the domestic financial system and the ongoing impact of the
foreign exchange imbalance.

Given this strategy, the 2019 Budget Expenditure envelope is set at K16,133.5 million, an
increase of K1,415.6 million (or 9.6 per cent) on the 2018 Budget estimate and K836.0 million
(or 5.5 per cent) on the expected 2018 outturns. In terms of key expenditure items, the
Government will focus on adequately funding its key programs covering Tuition Fee Free
Education, Free Primary Health Care, key national Infrastructure Projects, the Provincial and
District Services Improvement Program, Agriculture, Tourism and Small to Medium
Enterprises (SMESs).

Given the intractable nature of the public payroll expenditures, the 2019 Budget will undertake
the necessary detailed audit to comprehend the problems, whilst at the same time implement
strict controls to contain personal emolument expenditure within budget ceilings.

In this respect, several issues have contributed to successive blow outs and these will be a
direct foci of the PE containment program. At a minimum, this program will address the
following issues:

9 Under-budgeting 7 There have been some industrial awards and superannuation
benefits that the Government has not budgeted for and so every effort has to be made
to recognise these going forward. Government has both sought to force some savings
through recruitment freezes, agency amalgamations, agency abolishment, staff right-
sizing but these have not materialised to the extent expected. Similarly the intake into
the teaching, police and defence services has continued unchecked,;

1 A priority will be to establish correct manpower data to assess staff on strength and
intake into the services will be evaluated and budgeted correctly. The entering of new
structures into the Alesco system without reference to budget ceilings will need to be
controlled;

9 Hard controls in the Payroll Management Systems (IFMS and Alesco) i There are
currently no ceilings in the system and therefore no flags are raised when the increases
on the budgeted amounts commence. A process has been designed where there is
funds checking against warrants (refer Chapter 9); and

I Teachers, Health Workers, Police and Defence i As these are areas where there are
large movements of personnel, including intake and retirement, and so special efforts
will made to ensure that persons in these sectors are fully accounted for and the correct
numbers are uploaded into the personnel management systems.

With the capital budget expected to be implemented in full in 2019, further reforms will also be
introduced to ensure capital expenditure is well targeted and accountable.
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143 Financing

The successful financing strategy employed in 2018 will continue in 2019, but now will also be
directed at containing interest costs. The Nambawan Super exit payment arrears were
addressed in 2018 and the 2019 Budget will now make an adequate provision for the ongoing
monthly exit payment obligations. The increase in one-off revenue measures in the
2019 Budget will be used to significantly reduce the outstanding arrears, allowing the
2019 Budget to be executed without dealing with a substantial prior year fiscal overhang. In
this respect, the Government has approved a firm close-of-accounts policy for end 2018.

The net borrowing (deficit) requirement for the 2019 Budget is set at K1,866.7 million or
2.1 per cent of GDP which will translate into a debt to GDP ratio of 30.8 per cent, which is
within the 307 35.0 per cent boundary prescribed in the FRA (Amended 2017). The FRA also
requires that the Government target a zero average annual non-resource primary balance
over the medium term.

As in the successful 2018 financing program, the Government will fund the full 2019 financing
requirement from external sources which will also finance additional net domestic debt
redemptions of K629.4 million. External financing will comprise funding from development
policy operations of the World Bank (US$50.0 million) and the Asian Development Bank
(US$100.0 million), the carry over balance in the sovereign bond trust account
(K800.0 million), concessional project loans (US$250.0 million) and other bilateral budget
support loans (US$300.0 million) expected to be announced at the APEC L e a d Suminig.

Once the debt retirement plan is completed in mid-2019 and the foreign exchange imbalance
extinguished, the Government plans to develop the domestic debt market aimed at lowering
and flattening the domestic yield curve which will result in greater domestic liquidity at lower
interest costs and will also reduce the crowding out effect of Government financing, allowing
increases in private sector credit. The rising trend in public debt interest costs will be halted in
2019 where these costs are expected to fall from 2.4 per cent of GDP in 2018 to 2.2 per cent
in 2019.

Over the next few years, the Government also aims to increase revenues substantially and
rebalance expenditures which will result in the fiscal deficit declining to around 1.0 per cent of
GDP by end 2022 and at the same time, the debt to GDP ratio is expected to decline to under
30.0 per cent by 2022 and beyond.

As the new large resource projects move into production and, as the budget moves back into
surplus, the Sovereign Wealth Fund (SWF) will be activated and start to accumulate balances.
The Government can then move from its non-resource primary fiscal balance target to the
SWEF stabilisation targets.

ISTAXXPENDI TURES

There are a number of tax incentives provided by the Government to tax payers in order to
achieve certain public policy objctives but are aimed primarily to attract and retain investments
in the domestic economy. This is based on the idea that under certain circumstances, such as
the Resource companies building public infrastructre in remote areas, that the private sector
may have a comparative advantage in providing goods and services on behalf of the
Government and it yields a net positive effect on the economy.

This category is deemed Tax Expenditure.
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Historically, tax expenditures have been abused and so the design of the incentive and the
monitoring and evaluation of the tax expenditure is extrememly important. This assessment is
essential in order to justify continuation of the tax incentives and to underpin improved policy
design in the future.

As part of strenghtening the governance and reporting of tax expenditure, the Governemnt
published its first tax expenditure report in the 2018 Budget.

In this Budget, the Government expands its coverage of the Tax Expenditure Statement (TES)
by capturing additional tax incentives provided in the Income Tax Act 1959 Goods and
Services Act 2003 and Customs Tariff Act 1990. These provide some transparency on the
available incentives, which is a stepping stone to move onto the evaluation of the outcomes
that will enable an informed assessment to be made of the productivity of the various
incentives.

16 NATI ONAL REFORM AGENDA

In 2019, the Government will continue to implement enabling reforms to ensure
macroeconomic stability and sustainable economic growth which are crucial to achieving its
development goals and aspirations as outlined in its development policies and strategies,
including Vision 2050, Alotau Accord Il and MTDP lII.

A number of public finance management reforms will continue in 2019 to strengthen and
promote governance, in particular transparency and effective management of public monies
in the delivery of public goods and services under the broader theme of enhancing the Public
Expenditure and Financial Accountability (PEFA). The PMMR reforms will be continued
through 2019, in preparation for these entities to be brought back on budget in 2020.

Furthermore, the Government will also continue to pursue a comprehensive national reform
agenda to support greater private sector participation at the micro-level aimed at creating an
enabling and conducive environment for private sector growth and development. The
Government will continue to partner with key stakeholders in removing barriers to doing
business and investment in PNG in order to promote greater private sector participation.

Another significant concern has been the decline in non-mining formal employment levels.
Whilst there was growth in formal sector employment up to mid-2018 due to mining
employment growth, non-mining sector employment declined by 3.2 per cent. It is clear from
Treasuryos Busi ness Li aison Survey t hat
investment and sentiment relates to problems in accessing foreign currency and in dealing
with government arrears. However, all of the decline in non-mining employment over the first
half of 2018 can be attributed to the earthquake and its effect on business costs and
confidence.

Formal employment in both the mining and non-mining sectors is expected to have increased
strongly in the second half of 2018. The number of taxpayer registrations are up a substantial
26.7 per cent in 2018, of which company new registrations are up 14.3 per cent. Measures
taken in the 2017 Supplementary Budget and the 2018 Budget to encourage import
substitution, support local manufacturing and to provide a level playing field for domestic
industry impacted by foreign market subsidises had a quick impact on local investment and
employment in the value added sectors. This year local manufacturers commenced more
than one billion kina in capital investment and expansion, and reported increases in output
between 10.0 and 30.0 per cent. Changes in the application of subsidises for the fishing
sector has seen significant increases in domestic production, with the largest operators having
added an additional shift (equivalent to more than 15,000 additional paid hours per
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week). Advice from the manufacturing sector is that they anticipate employment growth of 15
per cent in 2018 with further growth in 2019-20. Growth in manufacturing will also drive
investment and employment growth in the service sector. Thi s shows our
policies are working and this employment growth in domestic value-added industries and local
manufacturing are the early results of our plan to build a broad based economy. Importantly
this growth has not been confined to the large multinationals operating in PNG. Small,
medium and large local manufacturers are also investing and expanding.

In the 2019 Budget, a number of measures have been announced that will accelerate broad-
based private sector investment, activity and formal employment levels particularly in the non-
mining sector. These comprise:

i. The foreign exchange imbalance - through the debt management program wherein
substantial external loans have been raised in 2018 and similar commitments have
been received for 2019 which will provide the domestic liquidity from the very large
domestic debt retirement plan that will fund the extinguishment of the foreign
exchange imbalance;

ii. In the 2019 Budget, the Government has allocated a significantly higher amount
for the clearance of arrears which, together with the removal of restrictions on
foreign exchange, will support business confidence and stimulate investment;

iii. Further substantial adjustments to tariffs and excises are contained in the 2019
Budget to assist domestic manufacturing against cheaper imports and, as in the
case of alcohol and tobacco, to confront illicit imports that have undermined
domestic production;

iv. The domestic debt retirement program should halt the trend whereby Government
demand for domestic securities crowded out private sector credit. With
Government effectively withdrawing from the domestic market, the increase in
liquidity can flow more into private sector loans;

V. The Government, in collaboration with Kumul Consolidated Holdings, has a
substantial reform agenda for 2019 and beyond to improve the performance of the
State-owned enterprise sector;

Vi. The Government, for the first time in a number of years, has financing available
from the start of the fiscal year which will mean that warrants will be able to be
released from the start of the year, resulting in full execution of the budget,
including both the operational budget and the capital program which should support
a lift in growth;

Vii. The Government expects a number of large mining and petroleum projects to kick
start in 2019 and, while production may be some way off, the early services and
works will have a significant impact on the economy and buoy business confidence;
and

viii. Announcements from the APEC Summit are expected to be very positive, not just
relating to international trade and tax policies which will be beneficial to PNG, but
also in direct support to PNG, particularly in the area of infrastructure development.

More broadly, the hosting of APEC meetings in 2018 has been a significant focus of the
Government. More importantly, it has been an opportunity for the Government to utilise the
coll ective expertise of the APEC economi es
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improved trade relations in the APEC region and to also encourage longer-term inclusive and
sustainable investment and development in PNG.

171 MPROVI NG STATE6 S COMMERCI AL | NVESTMENTS
171 St a@wned Enterprises

Most of the commercially oriented State assets were consolidated and are now managed
through the Kumul structure. This structure consists of three Kumul entities namely: Kumul
Consolidated Holdings Limited (KCHL); Kumul Mineral Holdings (KMH); and Kumul
Petroleum Holdings Limited (KPHL).

In terms of performance of the SOEs under KCHL, gross revenues increased modestly in
2017 compared with 2016, with increases in revenue by Telikom, MVIL and Water PNG being
offset predominately by declining revenues in Air Niugini Limited (ANL) and PNG Power. In
terms of net profit before tax, significant declines were recorded for Air Niugini, National
Development Bank (NDB) and PNG Power, while profits were lifted in Eda Ranu, MVIL, PNG
Ports, Water PNG and Post PNG.

Overall total net profits before tax of the unquoted assets declined sharply from
K128.3 million in 2016 to K55.9 million in 2017. This resulted in a sharp decline in dividend
payments to KCH from K162.7 million in 2016 to K103.2 million in 2017, although much of
the decline can be attributed to the failure of MVIL to remit a dividend payment in 2017.

In 2018, KCH has focused on a number of major projects, including the Ramu 2 Power Project,
the POM Sewerage System Upgrade project, the Lae Port Development, the POM Port
Precinct Redevelopment, GBT land and property sales, additional developments under Kumul
Agriculture (particularly on dairy and rice production), the merger of entities under Kumul
Telikom Holdings, the Sydney International Submarine Cable, the merging of the two water
SOEs under Kumul Water, advancement of the Pacific Maritime Industrial Zone in Madang
and the facilitation of SOE deliverables for APEC. Solid progress has generally been achieved
on all these projects and a number of important appointments have been secured.

In particular, KCHL is currently restructuring the three telecommunication entities (Telikom,
Bemobile, and PNG Dataco) into one communications service provider. Under the
Government ds National Energy Policy, PPL i
entities operating in the generation, transmission, distribution and retail and regulatory roles
to improve efficiency and encourage competition.

As part of an overall industry reform, KCHL is currently reviewing the existing operations of
ANL with a view to streamlining non-core business activities and exploring options related to
the separation of the international and domestic route services.

KPHL is the mandated state nominee and participant in oil and gas projects, currently holding

the Stateds i nt er e sihcluding a partidipatiagnl@.57 gpex cent pteresi ik c t s

the PNG Liquefied Natural Gas (LNG) project. KPH paid K200.0 million in dividends to the
State in 2016 and K300.0 million in 2017.

In 2018, the State has received K250.0 million as dividends to date which excludes the
K50.0 million paid earlier in 2018 to the SHP as part of the earthquake relief efforts. The receipt
of substantial dividends from Exxon expected in December 2018 due to higher gas prices has
lifted projected receipts from KPHL to K700.0 million for 2018 and a further K800.0 million in
dividends is programmed in the 2019 Budget which reflects the budget assumptions for oil and
gas prices and the elevated expected production volumes in 2019.
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A review into the Kumul structure will be undertaken in 2020 as part of the Public Finance
Management (PFM) reforms currently being undertaken by the National Government which
will aim to ensure prudent fiscal management of state investments. In parallel with the review
into the Kumul legislation, the formulation of an asset management plan is also being
considered which will require assessment reports to be undertaken on all assets currently
being managed by state agencies, especially the SOEs6 and this is all a part of the
Government 6s broader policy i rfraneeworks fortrepartng
and monitoring under the implementation of the Government Finance Statistics (GFS) 2014
reform work.

172 Mining and Petrol eum Assets

Effectively managing the mining and petroleum sectors is important to the PNG economy and
these sectors comprise significant portions of the State®& asset holdings. Potential future
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mining and petroleum projects include the Papua LNG, Pasca A Gas, Stanley Ga s , Pébnyang

Gas, Yandera mining, Woodlark mining, Wafi-Golpu and Frieda River mining projects which
are expected to contribute substantially to the domestic economy.

On the proposed petroleum and gas projects, the Government established the State
Negotiating Team in mid-2018 to facilitate the Gas Agreement which sets out the
administrative, technical, regulatory and fiscal arrangements for the new LNG projects. Term
sheets have been submitted and significant progress has been made with agreement
expected to be reached over coming months with the project proponents.

The Government will ensure the necessary policy and legislative changes are established to
better regulate the sector and ensure revenue gains are optimised over the life of the project,
learning from the lessons of the PNG LNG project. In 2019, the Government will embark on
a number of policy and legislative changes including amendments to the Mining Act 1992
and the Petroleum Act 1998, a policy guiding state participation in resource projects and third
party access in the oil and gas sector, a policy to guide the distribution and management of
benefits to landowners and subnational governments, and the introduction of a policy on
domestic market obligations for gas and petroleum products.

Whilst the Government embarks on the policy and legislative changes, it also recognises the
need to strengthen its concessional fiscal regime. In this respect, the Government will focus on
a major reform towards getting a standardised fiscal regime that is globally competitive and
that provides appropriate returns from resource extraction at minimal cost and acceptable
risk levels.

173 Broader Refor ms

In 2019, broad sector reforms will focus on reviewing the agricultural and other renewable
resource sectors (forestry, fisheries, tourism, agriculture and livestock) to identify constraints
and opportunities to increase production and any need for state support.

A review is being conducted with various state agencies involved in the renewable resource
sectors, including commodity boards. The review started in 2017 and was done purposely
to identify major challenges and opportunities in these sub sectors and it further intends to
identify appropriate government intervention programs and will continue into 2019.

In 2019, a review of the Public Private Partnership (PPP) Act will be undertaken, with
subsequent amendments aimed to simplify the administration of the 2014 approved PPP
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legislation will be submitted to Parliament. The implementation of the 2014 PPP legislation
will, however, continue in 2019 and a high level work plan has been developed to this end.
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World economic growth rates and the outlook for key macroeconomic variables are
increasingly important for PNG.

World economic growth remains robust, but downside risks are increasing. International
factors are critical for our outlook and the 2019 Budget. These factors include movements in
prices of commodities received by PNG for its exports and foreign investment inflows and the
timing of new project developments. The world inflation rates also affects the price paid by
PNG consumers and business on their imports and revenue flows to Government. The PNG
Kina exchange rate and interest rate are affected which in turn affect PNG6 borrowing from
overseas markets. The amount of overseas aid and financing can alter depending on the
economic performance of our partners. The 2019 Budget needs to make a number of
assumptions on international variables and the basis for these assumptions are presented in
the following section.

2.1 .BElconomic Activity

Growth in the global economy for 2018-19 is projected to maintain growth rates around the
improved 2017 levels. However, this expansion has become less balanced and may have
peaked in some major economies.

Downside risks to global growth have arisen in the past six months and the potential for upside
surprises has waned. Global growth is projected at 3.7 per cent for 2018-19, 0.2 percentage
point lower for both years than forecast in the April 2018 World Economic Outlook (WEO)
report and rates are set to soften over the medium-term.

The downward revision to the global outlook reflects surprises that suppressed activity in early
2018 in some major advanced economies, particularly the negative effects of trade measures
implemented or approved between April and mid-September, as well as, a weaker outlook for
some key emerging markets and developing economies. The weaker outlook for emerging
markets has arisen from country-specific factors, tighter financial conditions, geopolitical
tensions, and higher import bills.

Beyond the next couple of years, as output gaps close and the monetary policy setting of
major economies begin to normalise, growth in most advanced economies is expected to
decline to potential long-run rates which are well-below the averages reached before the
global financial crisis a decade ago.

In advanced economies, economic activity lost some momentum in the first half of 2018 after
peaking in the second half of 2017 with growth in advanced economies projected to expand
by 2.4 per cent in 2018, a marginally faster pace than in 2017 and 2.1 per cent in 2019. In
2020, growth in the advanced economies is expected to decline to 1.7 per cent as the US tax
cuts are partially reversed, and to 1.5 per cent in 2022-23 as the working age population
growth continues to slow.

Growth in the US is expected to peak at 2.9 per cent in 2018, supported by the pro-cyclical

fiscal stimulus after eight consecutive years of expansion and still-accommodative financial
conditions despite expected monetary tightening. Growth is projected to soften to 2.5 per cent
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in 2019, a downward revision of 0.2 percentage point relative to the April 2018 WEO due to
the recently introduced trade measures, and to drop to 1.8 per cent in 2020 as the fiscal
stimulus begins to unwind.

Strong domestic demand is projected to push the economy above full employment and
increase imports and the current account deficit. Medium-term growth is forecast to
temporarily decline below potential at 1.4 per cent as the positive output gap is gradually
closed.

Growth is projected to remain strong in the euro area, but has been revised down by
0.4 percentage points to 2.0 percent for 2018, reflecting a weaker-than-expected
performance in the first half of the year. Growth is forecast to gradually slow further to
1.9 per centin 2019, 0.1 percentage point lower than the April forecast and healthy consumer
spending and job creation amid supportive monetary policy are expected to continue to
provide strong aggregate demand, though at a moderating pace.

In Japan, growth is projected to moderate to 1.1 per cent in 2018 from a strong, above trend
outturn of 1.7 per cent in 2017, before softening to 0.9 per cent in 2019. The downward
revision of 0.1 percentage point for 2018 relative to the April 2018 WEO is largely due to the
contraction observed in the first quarter of 2018. However, given the uptick in growth and
domestic demand in the second quarter of 2018, this is likely to have temporary impact rather
than the beginning of a turn in the cycle, however, J a p demmd @ospatts datie u m
impeded by unfavourable demographics and a trend decline in the labour force.

Growth in emerging markets and developing economies is expected to remain steady at
4.7 per cent in 2018-19, and to rise modestly over the medium-term.

In China, growth is projected to moderate from 6.9 per cent in 2017 to 6.6 per cent in 2018
and 6.2 per cent in 2019, reflecting slowing external demand growth and the necessary
financial regulatory tightening.

The 0.2 percentage point downgrade to the 2019 growth forecast is attributable to the negative
effects of the recent tariff actions, assumed to be partially offset by policy stimulus. Over the
medium-term, growth is expected to gradually slow to 5.6 per cent as the economy continues
to transition to a more sustainable growth path with continued financial de-risking and greater
environmental controls.

Growth is projected to remain strong elsewhere in emerging and developing Asia. Indi a 6 s

growth is expected to increase from 6.7 per cent in 2017 to 7.3 percent in 2018 and

7.4 per cent in 20193 driven by increases in oil prices and the tightening of global financial

conditions. With this acceleration reflecting a rebound from temporary shocks 1 the currency

exchange initiative and implementation of the national Goods and Services Tax, with
strengthening public investment and -ternodranvtht pr i v
prospects remain strong at 7.7 per cent, benefiting from ongoing structural reform, but has

been marked down by 0.5 percentage points relative to the April 2018 WEO.

Growth in Latin America and Caribbean is projected to decrease modestly from 1.3 per cent
in 2017 to 1.2 per cent in 2018 and to rise to 2.2 per cent in 2019 - a more subdued recovery
than envisaged in the April 2018 WEO. Brazil is expected to grow at 1.4 per cent and
2.4 per cent in 2018 and 2019 respectively driven by a recovery in private demand.

3 Slightly lower than in the April WEO 2018 for 2019
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The growth forecast for 2018 is lower than in the April 2018 WEO by 0.9 percentage point on
account of di sruptions caused by the nationwi de
financial conditions. Growth is expected at 2.2 per cent in the medium-term.
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Source: International Monetary Fund (IMF), World Economic Outlook (WEO) October 2018

Overall, in 2019, the global economy is projected at 3.7 per cent, 0.2 percentage point lower
than forecast in April 2018 WEO largely due to increased downside risks in the past six (6)
months. This has been mainly attributed by suppressed economic activity in early 2018 in
some major advanced economies and the negative effects of trade measures implemented or
approved between April and mid-September. A weaker outlook for some key emerging
markets and developing economies arising from tighter financial conditions, geo-political
tensions, and rising oil prices also adds to the downside risks.

Beyond 2019, growth in most advanced economies is expected to be held back by slow labour
force growth and weak labour productivity. In emerging markets and developing economies,
growth is projected to remain robust, although income convergence toward advance economy
levels would likely be less favorable for countries undergoing substantial fiscal adjustment,
economic transformation or conflicts.

Importantly for PNG, near term risks to the global outlook have shifted to the downside and
some have partially materialised. Trade barriers have risen, with adverse consequences for
investment and growth.

Financial conditions in most emerging markets and developing countries have tightened since
mid-April with capital flows to some of these countries having declined, reflecting weak
fundamentals, higher political risks and the normalisation of the US monetary policy. While
financial conditions in advanced economies remain broadly accommodative, inflation
surprises and currency instability could lead to an abrupt tightening of monetary policy across
countries.

Further, some key risks include escalation in trade tensions, political and policy uncertainties,
challenges to borders through illegal migration and growing inequality. The recent
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intensification of trade tensions and the potential for further escalation pose a substantial risk
to global growth and welfare. Unilateral trade actions and retaliatory measures could disrupt
global supply chains, weaken investor confidence, lower commodity prices and undermine
broader multilateral cooperation at a time when it is urgently required to address shared
challenges. Some of these issues will be discussed at the upcoming APEC meetings in
Port Moresby.

Medium-term risks remain elevated, in particular the build-up of financial vulnerabilities over
the past few years of very accommodative financial conditions, including high and rising public
and corporate debt, and stretched asset valuations in some major markets.

In the recent 2018 International Monetary Fund (IMF) and the World Bank (WB) Group Annual
Meetings held in Bali, Indonesia, both the IMF and the WB Group have called for the need to
promote mutual cooperation and solidarity to settle economic uncertainties and economic
imbalances globally. Moreover, respective communiques from the IMF/WB Group have called
for more prudent macroeconomic policy and multilateral cooperation to mitigate financial
shocks.

It is also important for member countries to reduce financial vulnerability and advance policies
and reforms to protect expansion, mitigate risks, rebuild policy space, enhance resilience and

raise medium-t er m growth prospects for the benefit of
Term Fiscal Strategy (MTFS) 2018-22 sits well with these proposed policy positions, as too

the placement of many of these issues on the APEC Agenda.

2. 1.Commodity Prices

According to the | atest |l MF6s October 2018 WEDO,
release of the April 2018 WEO mostly driven by high oil prices. Notwithstanding record-high

US production, tight supply conditions and sustained economic activity in the first half of 2018

pushed up oil prices in May and June to their highest levels since November 2014.

Since then, however , hi gher production in Saudi

exports, have rebalanced the oil market. Oil futures point to a decline in prices to
US$60.0 per barrel by 2023. Baseline IMF assumptions suggests average annual prices of
US$69.3 a barrel in 2018, an increase of 31.0 percent from the 2017 average, and
US$68.8 a barrel in 2019.

A decline in the demand for metals from China and the impact of trade tensions have exerted
downward pressure on metal prices. In contrast, the broader agricultural market fundamentals
remain solid and have partially offset the introduction of tariffs on some key agriculture
commodities.

2.1.3 World Inflation

Inflation in advanced economies is projected at 2.0 per cent in 2018, up from 1.7 per cent in
2017. In the US, headline consumer price inflation is projected to increase to 2.4 per cent in
2018 and moderating to 2.1 per cent in 2019, from 2.1 per cent in 2017. Core personal
consumption expenditure price inflation is expected to be 2.1 per centin 2018 and 2.3 per cent
in 2019 compared with 1.6 per cent in 2017, as a result of sizable fiscal expansion. Toward
the end of the projection horizon (2022-23), inflation is assumed to decline to the target,
attributable to a monetary policy that will keep expectations and actual inflation well anchored.
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Inflation in emerging markets and developing economies, excluding Venezuela, is expected
to increase to 5.0 per cent in 2018, up from 4.3 per cent in 2017. These weighted averages
mask significant variations across countries depending on their cyclical positions as well as
the impact of currency depreciations and rising energy prices.

In China, headline inflation is expected to pick up to 2.2 per cent in 2018, up from 1.6 per cent
in 2017, and to about 3.0 per cent over the medium-term, driven by higher food and energy
prices. Inflation in India is on the rise, estimated at 3.6 per cent in fiscal year 2017-18 amid
accelerating demand and rising fuel prices.

2.1.4 Mineral and Petroleum Commodities

Movements in commaodity prices continued to track developments in the global economy in
2018 with prices of PNGO s maj or mi ner al export
displaying contrasting trends in 2018.

Despite the decline in recent weeks, crude oil prices have trended higher in 2018, while copper

and gold prices have remained volatile in 2018. Important global institutions and events

including the OPEC and non-OPEC decisions on oil supply, the strengthening of the US

economy and its associated macro-p ol i ci es, wage negotiations at t
and the challenging international relations especially, the US-China trade war have all

contributed to the varying trajectories that commodity prices have displayed in 2018.

The Bankof Papua New Gui n eAll®rice GoBrRANIty )ndex* is a relevant indicator
in assessing movements in PNG6s key commodity ex
of 2018, prices of PNG&s mapgreent compaped to the samencr eas e
period in 2017. Recent data shows the prices of crude oil and base metals easing somewhat,

4 BPNG 2017 June quarter QEB data.
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while cocoa prices are gradually improving, copra oil is slowly declining, while gold and other
agricultural commodities are fluctuating around recent average levels.
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Crude Oill

Crude oil prices have sustained an upward trend since mid-2017, rising from a low of
US$42.5 per barrel in June 2017 to trade around an average of US$71.0 per barrel in October
2018, despite the decline in the last week of October 2018. While oil demand has continued
to rise supported by the strong global demand maintained from earlier in the year, supply-side
concerns, including OPEC and non-OPEC decisions on supply and disruptions including
involuntary outages from Venezuela and sanctions on Iran, have tilted the oil market into a
shortage driving the increase in prices observed over the past year.

Over the year to October 2018, oil prices averaged around US$67.0 per barrel, 32.0 per cent
higher than average 2017 prices. With sanctions on Iran to be fully effected in November
supply could fall further before the year ends. However, some exemptions have been granted
to countries importing Iranian oil and demand expected to contract as the world economy
slows somewhat, downward pressure on prices could continue over the remainder of 2018.

Balancing the eminent supply risks ahead with the slightly dampened demand, oil prices are
expected to average around US$68.0 per barrel in 2018.
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Looking ahead into 2019, developments around OPEC and non-OPEC countries conforming
or deviating from their 2018 targets will be crucial in bolstering supply but much will also
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depend on how the cartel and its allies use spare capacities to plug the shortfalls from Iran
and others affected by geo-political and political tensions. How soon they respond to this will
also be critical.

Balancing these developments with prevailing uncertainties around supply, the oil price
assumption underpinning the 2019 Budget is for oil prices to average around
USS$ 68.0 per barrel in 2019.

Box 1. The Relationship between Crude QOil and Liquefied Natural Gas (LNG) prices

Japan remains the largest importer of LNG although China is fast becoming a rival due to its environmentally
friendly energy policies. Majority of LNG import prices in Japan are linked to a crude oil average known as the
Japanese Crude Cocktail (JCC) - a basket of crude oil prices. Due to the lack of adequate pricing mechanisms in
the past and crude oil being a well-established market globally, crude oil was used as a benchmark to price LNG
in Japan. This has been maintained over the past decade, however, there is a growing market sentiment for
alternative arrangements given the grave volatility associated with oil prices.

The natural gas market is globally segmented. Differing in structure and pricing conventions e.g. in the Atlantic
covering North America and Europe and in Asia-Pacific covering LNG producers including Papua New Guinea and
Australia. The current pricing of Papua New Guineabd
market and involves long term contracts linked to the price of oil. This differs from the developed spot market pricing
of natural gas in North America and elsewhere in Europe where gas is priced in hubs. The hubs is where the
interaction of multiple sources of supply and demand of natural gas are facilitated whereas the Asian market is
based on long term (15-20 years) purchase agreements between the buyers and producers. These agreements
are largely limited to buyers and producers only.

The link between LNG and crude oil prices in the Asian contract markets is that the contracts are linked to an
average of Japanese crude oil import prices known as the Japan Crude Cocktail (JCC) price where this price is
highly correlated with the lagged price of Brent Oil prices. According to studies, the lag is around five months. So
the contract LNG prices observed today are from the impact of changes in oil prices approximately five months
earlier while the impact of the current movements in crude oil prices will likely drive up prices in the months ahead.

In its most general form, the formula linking the price of LNG to the Asian contract prices is approximated by the
following;

LNG Price=m x OIL +B

Where; LNG Price is the long term contract price of Asian LNG, m is the slope, determines the sensitivity of LNG
prices to changes in the oil price benchmark, OIL is the crude oil prices (JCC) often measured as a lagged average;
and B is a constant e.g. transportation costs etc.

Given this relationship, LNG prices in the Asian markets are based on long term contracts and are correlated to
the lagged impacts of crude oil prices. In the current environment, we can be assured that LNGprices will continue
to increase as long as the oil price remains high and vice versa if otherwise.

Copper

Copper prices have also been dictated by changes to supply and demand over the course of
the year. Supply-side factors included the on-going wage negotiations at Escondida, the
worl dés biggest copper mine, whi | e orastructhre
development continued to be the barometer of demand.

However, the ebbs and flows of the US Dollar and especially, the impact of the US-China trade
war had a noticeable impact on prices in the second half of the year.

At the start of the year copper prices traded around US$7,000.0 per tonne. From mid-year

copper prices declined to a low of US$5,843.0 per tonne in August and this was largely driven
by a strengthening US Dollar and market sentiments on the effects of the US-China trade war.
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Despite the eminent threats of a trade war, copper prices rebounded toward the end of
September due largely to firm global demand from top consumers complementing the
resilience of China. This steadied the market with prices ending the month of October at
slightly above US$6,000.0 per tonne.

In the year-to-October, copper prices averaged around US$6,596.0 per tonne, 7.0 per cent
higher than 2017 levels. Looking ahead and before the year ends, copper prices will continue
to be affected by the US-China trade wars, however, with the Chinese demand remaining
resilient in the face of the intensifying tensions, and long term projected supply challenges,
copper demand is likely to be resilient as well.

Despite this, the downward revisions to global growth is expected to dampen sentiment.
Overall, balancing what is expected to unfold with the uncertainties over the remaining weeks
of the year, copper prices are assumed to average around US$6,476.0 per tonne in 2018.
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Looking ahead into 2019, while trade tension flare ups are expected to affect prices
periodically, fundamental drivers, including demand from China, the strength of the US
economy and medium-term supply challenges from major mines, including Escondida are
expected to influence the price path over 2019. Notwithstanding the negative effects of the
stronger US Dollar, global demand is expected to remain upbeat in 2019 driven by China as
it continues to roll-out its infrastructure program.

On the supply side, risks relating to strikes and natural phenomena remain and pose a threat
to supply. Balancing these factors, the copper price assumption underpinning the 2019 Budget
assumes an average copper price of US$6,200.0 per tonne in 2019.

Gold

Gold prices have been affected by three key developments in 2018 i the strength of the US
dollar, interest rate hikes from the US Federal Reserve Bank and global tensions relating to
trade.

At the start of the year, gold prices increased from US$1,291.0 per ounce at the end of
December 2017 to average around US$1,329.0 per ounce in the first quarter 2018.

This increase was driven by rising geo-political tensions and the effect of trade war rhetoric
between the US and its trading partners. This was also supported by a relatively weaker
US Dollar at the start of the year. This continued into the second quarter where prices peaked
at US$1,351.0 per ounce in April 2018.
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Since then gold prices have trended lower reaching around US$1,215.0 per ounce at the end
of October 2018, after reaching a low point for the year of US$1,178.4 per ounce in mid-
August which was largely driven by the US Dollar rallying to its highest levels over the past

year and trade war concerns between the US

haven appeal. Instead, the intensifying trade wars, favoured the US economy. Volatility in
world equity markets in October has provided some support to the gold price.

In the year to October 2018, gold prices have averaged around US$1,275.0 per ounce,
1.4 per cent higher than 2017 levels. With the US Federal Reserve expecting one more rate
hike in December and expectations of further trade war flare ups and looming sanctions, gold
demand is expected to weaken in the final months of 2018, dimming the prospect of any strong
price increases, despite seasonal demand spikes especially from the Indian Diwali festival at
the end of the year. Based on these developments, gold price is assumed to average around
US$1,261.0 per ounce in 2018.
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Looking ahead into 2019, the announcement by the US Federal Reserve Bank at its
September meeting, that it expects to make a further three (3) interest rate hikes in 2019. This
is likely to result in gold demand remaining downbeat but, with the threat of unrest, geo-political
tensions and in an environment where inte
haven appeal could reappear in 2019. Balancing these developments, the gold price
assumption underpinning the 2019 Budget is for gold to average around
US$1,218.0 per ounce in 2019.

2.1.5 Agriculture Commodities

Prices for PNG6s key agricultural exports
displayed a declining trend over the course of the year. This has been due largely to global
supply conditions improving which have restored stocks during the year. However, cocoa
prices, while increasing at the start then falling after mid-year, still remain slightly above 2017
levels.

Coffee

The international coffee market has remained well supplied in 2018 resulting in coffee prices
displaying a downward trend during the year. Prices declined in the first half of 2018 reflecting
weaker-than-expected demand for exports at the beginning of the 2017-18 season.

There appears to be an increase in supply over the past coffee year (2017/18) and that is

expected to continue for a third conservative season in the coming year. Most of the coffee
producing countries are expected to harvest bumper crops in the 2018/19 production cycle.
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On the demand side, world coffee consumption has steadily grown in the 2017/18 coffee year
and this trend is expected to be maintained in the 2018/2019 coffee year. With demand
steadily growing and production expected to be more than adequate in the current coffee year,
coffee prices in 2018 are expected to trade a little lower than the 2017 levels.

Furthermore, if favourable weather conditions continue for the coffee growing countries,
markets should remain well supplied, with the low prices of 2018 persisting into 2019.

Cocoa

Cocoa price movements continued to reflect fluctuations in supply and demand in the cocoa
market. Cocoa prices drifted higher during the first half of 2018 driven by concerns over dry
and wet weather conditions in West Africa in the first quarter.

Cocoa prices retreated in the later part of the second quarter and over the third-quarter of
2018, driven by speculation that global supply continued to outweigh demand during the cocoa
season. The same pressures are expected to continue into the 2018-19 cocoa season which
began in October and where early signs of favourable weather in major cocoa growing
countries has continued to drive this adverse price sentiment.

However, there are upside risks as recent
regions could impact the health of the October-March main crop. Too much rainfall would
trigger black pod disease, thereby, preventing the first cocoa beans from fully drying.

With markets well supplied in 2018, cocoa prices are expected to remain low in 2018 and this
trend is expected to be maintained in 2019, albeit some upward price pressure could result
from unfavourable weather conditions.

Palm Oil

Palm oil prices continue to be influenced by developments in Southeast Asia in terms of
supply, and by the demand growth in advanced and emerging markets. Prices increased at
the start of the year reflecting higher crude oil prices which prompted an increase in demand
for alternative fuels including biodiesel in Indonesia. The increase in prices was also supported
by a fall in supply of rival seeds, such as soybeans caused by bad weather.

From the beginning of the second quarter to September 2018, prices declined by 17.0 per cent
driven by an increase in supply from top producers including Indonesia and Malaysia. This is
expected to continue for the remainder of 2018 driven by favourable weather conditions in the
top two oil palm growing countries and so the market is expected to remain in surplus in 2018
and into 2019 while in contrast, demand remains steady aided by supply disruptions to
competing oils including soya beans.

With the market well supplied and demand steady, prices are expected to remain around 2018
levels in 2019 which is lower than average levels in 2017.

Copra QOil

Copra oil prices have been on a decline since the start of 2018 with the market appearing to
be in surplus with major producers lifting output after the adverse weather (typhoons) of the
previous year. Increasing coconut oil production against lower demand has resulted in a
decline in copra oil prices and looking ahead, output is expected to increase with higher export
volumes from major producing countries including the Philippines and Indonesia.
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With the market in surplus and demand softer, coconut oil prices are expected to remain low

in 2018 and 2019.
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Over the year to October, coffee prices averaged around US$3,096.0 per tonne, cocoa prices
averaged US$2,312.0 per tonne, coconut oil prices averaged US$1,049.0 per tonne and palm

oil prices averaged US$587.0 per tonne. Generally, all o f

are expected to remain low in 2019.

PNGO

s key

agricultura

22EXCHANGE RATE DEVELOPMENTS

In 2018, the PNG Kina exchange rate has generally stabilised after the significant falls in

recent year

S . From

early

2 0 1°gTWI) Btartedts revErseaad e

We i ¢

downward trend observed since mid-2013. While it is clear that the Kina has depreciated
against the US dollar in nominal terms, on a trade weighted basis, it has appreciated against
major trading partner currencies, especially the Australian dollar, which makes up more than

half of the TWI basket.

This indicates that the main driver of currency movements around the world has been the
appreciating US dollar reflecting the strength of the US economy and rising US interest rate
differentials with the rest of the world. Between end 2017 and October 2018 the Kina
depreciated by 4.6 per cent against the US dollar, but has appreciated by 3.5 per cent against

the Australian dollar.
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Between end 2017 and October 2018, the Kina also appreciated against the New Zealand
Dollar (+2.5 per cent) and the Chinese Renminbi (+0.8 per cent), however, depreciated
against the Japanese Yen (-4.0 per cent), the Hong Kong Dollar (-3.7 per cent), the Malaysian
Ringgit (-2.1 per cent), the Singaporean Dollar (-1.6 per cent) and the Euro (-1.0 per cent).

The 2019 Budget has assumed that currencies remain around end October 2018 levels.

23DOMESTI C ECONOMI C DEVELOPMENTS AND OUTLOO

2.3.1 Summary of Developments and Outlook

The global economy is enduring new challenges, especially with international relations

becoming more delicate in 2018. This has affected commaodity prices with each episode having

guite opposite effects on PNG6s key miner al e X |
Trends observed so far in the year mirror this with oil trending higher in the year while gold

and copper remaining volatile.

With extractive projects still at the forefront
will continue to affect GDP growth and Government revenues.

In 2018, the agriculture, forestry and fishery sector is expected to expand by 3.3 per cent in
real terms driven by increased cocoa, palm oil and steady coffee output and this is expected
to be offset by the lower output of copra oil due to lower prices. In contrast, oil and gas sector
production is expected to contract by 9.4 per cent predominately due to the negative impact
of the earthquake in February 2018.

The mining and quarrying sector was also adversely affected by the quake and is now
expected to only expand by 0.2 per cent in 2018.

The non-resources sector is expected to be bolstered by the delivery of APEC 2018. With
preparations gearing up for the summit in November, associated Government and participant
spending is expected to lift incomes and purchases of goods and services, providing a boost
to business activities in the final quarter of the year.

In 2018, the economy is expected to grow at 0.3 per cent, lower than the 1.0 per cent projected
at MYEFO and the 2.4 per cent projected at the time of the 2018 Budget. This is due largely
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to the negative impact of the earthquake which impacted the extractive industry in February.
Damages sustained by important project infrastructure including the Hides Gas Condensation
Plant (HGCP), the oil processing facilities and power supply infrastructure at Porgera proved
to be costly in monetary terms, however, more so in terms of the losses of gas, oil and gold
production.

The 7 week downtime in March and April meant the economy lost a fair amount in terms of
GDP. Despite the quick re-start of production soon after and at rates above pre-quake levels,
the impact was deeper than expected resulting in the downward revision to real growth for
2018. The domestic economy also continued to be adversely affected by the shortage of
foreign exchange which has impacted non-APEC spending and investment.

Over the medium-term (2019-23), the economy is expected to grow at an average annual
compound rate of 5.0 per cent buoyed by the incorporation of early works and construction
phases of the new mining and petroleum projects into the baseline. Much of the impact from
the planning and construction phases will flow through the non-mining economy as direct and
indirect benefits in the form of additional jobs, increased incomes and the multiplier effect of
this rippling through the domestic economy.

In 2018, the Government has also delivered on its commitment to secure budget support
funding from international donors and institutions. The Government was able to successfully
negotiate the drawdown of the final tranche of the US$190.0 million Credit Suisse loan and
the US$100.0 million in ADB budget support funding in mid-2018, and the US$150.0 million
from the World Bank which is expected to be drawn down in December 2018.

The Government was successful in obtaining its first sovereign bond issued in October 2018
with proceeds amounting to US$500.0 million with the result overwhelmingly positive with the
Government successfully pricing the inaugural 10 year bond offering at a yield of
8.375 per cent. This is a rare achievement after previous failed attempts of the past and a big
testament to investorsod confidence in the
the Government is currently in discussions with other bilateral external partners for a further
budget support loan of US$300.0 million in early 2019.

Importantly, the proceeds from these external sources will be used to fully fund the financing
requirements of the 2018 and 2019 operational and development budgets, and redeem the
necessary high cost and illiquid domestic Government securities to fund the extinguishment
of the foreign exchange imbalance. This will provide much needed relief to businesses as we
move into 2019 and allow the domestic economy to reap the full benefits of the optimism
generated by APEC.

2.3.2 Domestic Economic Activity

The PNG economy is estimated to expand by 0.3 per cent in 2018. This is lower than the
1.0 per cent estimated at the Mid-Year Economic and Fiscal Outlook (MYEFO) and the
2.4 per cent projected in the 2018 Budget. This is mostly driven by the negative impact of the
earthquake on production in the oil and gas and the mining and quarrying sectors which more
than offset the increases in mining output outside the affected areas and the increased output
in the non-mining sectors, especially in agriculture, forestry and fishery and the uplift
anticipated at the end of the year associated with increased APEC activities.
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As discussed in the 2018 MYEFO, the 7 week shutdown of key oil and gas and mining
operations including the Hides Gas Condensation Plant (HGCP), Kutubu Oil Processing
Facilities and the Porgera mine translated into significant losses in gas, oil and gold
production. While production was restored earlier than anticipated, the increased rates of
production observed in the second half of the year are unlikely to see the projects fully
recouping the losses sustained in March/April 2018 and as a result, the oil and gas sector is
estimated to contract by 9.4 per cent in 2018, much higher than the 2018 Budget estimated
contraction of 1.6 per cent.

Box 2: Update on LNG production and 2015 National Accounts

LNG Production Rates Update:

Estimates of Gas and Condepsadection in 2018 were significantly affected by the February 26, 201!
Damages sustained by important project infrastructure including the Hides Gas Condensation Plant
downward revision to production levels. At MY ER@) tcttwrdperator, gas production subsequently ran
around 8.7 MTA, well beyond nameplate capacity. This translated into an overall real GDP grpertefd:
for 2018. However, gas production for the second half of 2018 has nownbdesthelisest to a rate dVIF A,
still above nameplate capacity. This was the latest data provided to Treasury by the operator in Se
y e ar 0 n gxpectat] in 19, the oil and gas sector is expected to expadywebyemién @019.

Gas and condensate production 2018
LNG (MTA) Condensate (MB) Growth

Mid-Year Economic and Fiscal Outlook Report (MYEFO) 8.7 11 1.0%
2019 National Budget 8.2 11 0.3%
Notes:

Million Tonnes per Annum = MTA
Million Barrels = MB

National Accounts Update:

The National Statistical Ofi&O)s the agency responsible for the cobectionmpilation of statistics incl
econoimc data and the compilation of PNG6s Nati

(20122019) with assistance from the Australian Bureau ofAB&jstmsading the Technical Assistance fo
NEC Dec 162/2014 footrerhaul of NSO. Several milestones have been achieved from this reform prc
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the timely release and update of the National Acce2digl 20017 which updated the outcomes of GD
period which had remained outdated for mardetteaahe. While this demonstrated much of the progress
from the reform activities, more needs to be done before NSO can fully function on itsdyWimeastinisan
the BPNGave been continuously supportive of the reform proceshnigytimely assistance in terms ¢
validation based on economic data provided by NSO through constant collaborations since the start g

In 2018, NSO, Department of Treasury and BPNG, continued this procpsspdugitiontiog the 20Ediona
Accounts. Durirgst stage, Treasury afiNB observed a major change or shift in the methodology of ¢
national accounts. This included the uSerapasite Price Indexthe new deflator replacinGahsmer Price
Index (CPRIYhis caused a significant variation in tiNaf20dal Accounts prepared by the NSO compare
official estimates produced biyréasurgsee below):

NSO Treasury
Composite Price Index Consumer Price Index Difference
Kina Million
Gross Domestic Product (GDP) 57136.0 62157.5 -5021.5

Because the change in methodology was something newcandaihserite anomalies in the accounts, the
and BPNG advised NSO to refrain from publishind\oRal B.ccounts until it was comprehensively ur
and all associated anomalies from it were reconciled. Unfortunately, NSO gislc¢kd @0 i$atitnal Accour
during the year without addressing the outstanding issues.

In view of this, Treasury and the BPNG, including the NSO, established a working committee in Septe
2015National Accounts and address atidimalées before releasing the final accounts again. This work ig
and will also assist to establish the foundations for the publicatiohN af the 2016a | Account
national accounts projections.

In the meantime, alkstelders including donors are urged to use official estimates of the National Acc
by Treasury especially for the years 2015 to the current year and untiNbh&orew26ddints are released

In contrast, despite the impact of earthquake, the mining and quarrying sector is estimated to
expand by 0.2 per cent in 2018 which is better than -0.1 per cent projected at MYEFO,
although lower than the 1.4 per cent projected in the 2018 Budget due largely to the
earthquake. The improvement since MYEFO is due to increased gold production from mines
outside of the earthquake impact areas especially, from Lihir and Simberi.

Output from Lihir has been on the rise over the past three years driven by better gold
recoveries and better throughput rates (tonnes per operating hour) with improved
technologies while, at Simberi, production has been driven by higher grade ores recovered in
July and August that have lifted production since the 2018 MYEFO report.

The agriculture, forestry and fishery sector is estimated to expand by 3.3 per cent in 2018,
higher than the 3.1 per cent projected at both the MYEFO and in the 2018 Budget. Since
MYEFO, this has been driven by increased cocoa and palm oil production, supported by a
steady coffee production which more than offset the decline in copra oil output during the year.

Hi gher cocoa prices fetched on the world
remote area cocoa freight subsidy program, is anticipated to increase cocoa production by
around 19.0 per cent this year. Over the year to date, the freight subsidy program is envisaged
to have mobilised an additional 31,313 bags of cocoa, equivalent to around 500.0 tonnes of
additional cocoa.

Palm oil and coffee production have also been robust despite the price declines observed

during the year. However, copra oil production has declined due to the fall in world prices for
coconut oil.

28

mar ket



2019 National Budget, Volume 1

On a more positive note, the anticipated lift in business activity associated with the delivery of
APEC 2018 is expected to boost business activities in the non-mining sectors before the year
ends. More specifically, indirect benefits of increased Government and participant spending
on goods and services is expected to lift incomes which is expected to have a multiplier effect
on the broader economy.

However, from Tr diaison disgudsions Banductad énsSeptember, revisions
have been made to reflect the balancing of APEC expenditures with the negative impact of
the continuing foreign exchange imbalance and persistent fragilities in the weaker parts of the
economy.

Revision in real growth to these sectors comprise:

A manufacturing sector growth of 3.0 per cent in 2018, revised up from 2.0 per cent at
MYEF O, reflecting the positive i mpact
protectionist tariff policy on imported food and beverage items. This has provided
confidence to local food and beverage manufacturers thus increasing their output and
sales during the year;

A professional and scientific sector growth of 1.4 per cent in 2018, revised up from
1.0 per cent at MYEFO reflecting some spill-over of increased spending associated
with APEC; and

A public administration and defence, education and health and social work activities each
with a growth of 4.0 per cent in 2018, revised up from 3.0 per cent at MYEFO to reflect
the expected 3.0 per cent increase in public servant nominal wages according to the
new Pay Awards for Public Servants 2017-2019.

242 09ECONOMI C OUTLOOK

In 2019, the PNG economy is expected to rebound and expand by 4.0 per cent in real terms
driven by the rebound in output in the oil and gas and mining sectors and supported by the
increased spending anticipated from some
petroleum projects®.

The oil and gas sector is expected to rebound and expand by 6.3 per cent in 2019 driven by
the return to full-year gas production. Production rates are anticipated to reach greater levels
similar to those observed in 2017, thereby, bolstering growth. The increased gas production
is expected to outweigh the continued natural decline associated with the crude oil reserves.

The mining and quarrying sector is expected to expand by 6.0 per cent in 2019, a faster
increase from 2018 due to increased gold output from key mines due to improved operational
efficiencies and improved technologies. Supporting this is the expected rebound to normal
production from mines affected by the earthquake in 2018.

Activity in the non-mining sectors is expected to lift during the year as spending from the new
extractive projects impacts the economy. The direct benefits of this are anticipated to spur the
construction, transport and storage, and the manufacturing sectors, while the indirect benefits
will flow into the other sectors.

Much of the direct impact involves the mobilisation of resources including labour,
vehicles/machinery and food to support the preparatory construction of plant infrastructure,
camp accommodations, access roads, bridges etc. However, the indirect impact is expected

8 Including Wafi Golpu, PNG LNG Train 3 and Papua LNG and P'nyang.
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to flow through from the multiplier effect of money spent in the local economy from various
income recipients which is expected to be spread across the broader service delivery sectors
of the non-mining economy maintaining its robust growth in 2019.
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The other non-mining sectors expected to indirectly benefit from the investment expenditures
of the new mining and petroleum projects include electricity gas and air-conditioning,
information and communication, wholesale and retail, accommodation and food services,
administrative and support services, financial and insurance activities, and real estate
activities.

In particular, in real terms in 2019:

A

the electricity, gas and air-conditioning sector is expected to expand by 5.0 per cent in
2019 driven by the additional power demands of the petroleum projects;

the information and communication sector is expected to expand by 3.9 per cent in
2019 driven by additional demand for communication services from the project
contractors;

the wholesale and retail trade sector is expected to expand by 3.8 per cent in 2019 as
recipients of incomes directly and indirectly from the new projects add to the increase
purchases of goods and services;

the accommodation and food services sector is expected to expand by 2.8 per cent in
2019 as hotel apartments and food catering companies meet the additional
accommaodation and nutrition needs of the project participants;

the administrative and support services sector is expected to expand by 2.8 per cent
in 2019 driven by the increased demand for security at the new project sites;

the financial and insurance activities sector is expected to expand by 2.6 per cent in

2019 driven by the demand on financial institutions to process the additional banking
needs of persons contracted by the new projects; and
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A the real estate sector is expected to expand by 1.4 per cent in 2019 driven by the new
demand for top end accommodation for project contractors.

The traditional driver of the economy, including the Agriculture, Forestry and Fishery sector,
is also expected to feature strongly with the sector expected to expand by 2.8 per centin 2019.

This is slightly lower than the previous year 6 s gr owt h d u e-yebrdar gofiee y

growing during the year. Cocoa and palm oil production are expected to remain strong
supporting activity in 2019.

Medium Term Outlook (2020-2023)

Over the medium-term, the PNG economy is expected to grow at an average compound rate
of 5.0 per cent which is to be driven by the non-mining sector of the economy, as the early
works activities of 2019 ramp up into full construction. The agriculture, forestry and fishery
sector is also expected to support this strong growth with the continued implementation of key
Government programs including the Cocoa Nursery Program and the remote areas Freight
Subsidy Program implemented by the cocoa and coffee commodity boards.

The early works program of the new mining and petroleum projects are anticipated to ramp
up starting 2020 with most activities peaking in 2022. In line with this, the non-mining economy
is expected to grow faster than the mining economy, where an average real annual compound
growth rate of 7.2 per cent is projected. There will be more job opportunities created for locals,
and increased spending on the movement of machinery, cargo and food.

The continued roll-out of the cocoa nursery project and the freight subsidy program is expected
to continue to bolster farmer interest, particularly in the cocoa industry. Distribution of new
planting materials, especially, hybrid clones by the Cocoa Board is expected to improve cocoa
quality, while the subsidy on freight is expected to haul in additional cocoa tonnage from the
remote areas across the country and a similar outcome is expected in the coffee industry,
however,addr essing |l egacy issues there is key

Other agricultural commodities, including copra and copra oil remain sensitive to world prices.
With global supplies steadily recovering, prices have also been on a steady decline.

This is a predicament for farmers in PNG as how much they fetch on the global market
continues to influence their production decisions. The Government understands this and in
2019 is establishing the policy frameworks with the relevant authorities to address ameliorate
some of these issues in the sector over the medium-term.

The mining and quarrying sector is expected to contract by 0.4 per cent on average over the
medium-term, driven by the varying mine plans of mature mines and especially of the smaller
ones approaching closure in 2022 and 2023. Despite this, solid gold output from Lihir is
expected to support growth, as the mine looks to maintain its output at a million ounce mark
over the medium term.

Mining output will be boosted once production commences at the newly constructed mines.
The oil and gas sector is expected to contract on average by 1.0 per cent over the medium-
term due largely to the slight decline in condensate production in 2020. Aside from this, gas

production is expected to plateau at record rates of production, which should outweigh the
natural decline in oil production anticipated over the medium term.
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25LABOUR MARKET

Total employment numbers appears to have shown signs of a gradual recovery in 2018. In
the first half of the year, employment in the formal private sector was driven by an increase in
employment levels in the mining sector, while non-mining sector employment was adversely
impacted by the February earthquake.

According to the BPNGb&s | atest e mpl oy peecent
(see Chart 16) through-the-year to the June quarter of 2018 driven by increases in mining
sector employment which grew by 4.4 per cent over the same period. The growth in mining
sector employment reflects recruitment of graduates and general staff by a major petroleum
company, and casual workers by a mining company.

The earthquake in February 2018 did not impact employment levels at the affected mining and
petroleum operations with all staff maintained throughout the production stoppages, but it
appeared to have had a significant negative impact on employment levels in the non-mining
sector over the first half of 2018.
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Employment in the non-mining sector declined by 3.2 per cent over the same period
(see Chart 18). This has been driven by a scaling down of employment in the private sector
as firms managed costs in lieu of the persisting economic challenges, including the impact of
the earthquake and displaced sales by donor imports, the foreign exchange imbalance,
depreciating kina and fiscal constraints again, in part, due to the redirection of funding to the
earthquake affected areas.
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Over the year to mid-2018 employment contracted in all non-mining sectors except the
wholesale, and finance, business and other services sectors which grew by 1.5 per cent and
0.5 per cent, respectively. Employment in the building and construction sector contracted by
15.8 per cent followed by transportation (down 8.9 per cent), retail trade (down 6.3 per cent),
agriculture, forestry and fishery (down 3.8 per cent) and manufacturing (down 2.2 per cent).

In contrast, formal employment in both the mining and non-mining sectors is expected to have
increased strongly in the second half of 2018. The number of taxpayer registrations are up a
substantial 26.7 per cent in 2018, of which company new registrations are up 14.3 per cent.
Measures taken in the 2017 Supplementary Budget and the 2018 Budget to encourage import
substitution, support local manufacturing and to provide a level playing field for domestic
industry impacted by foreign market subsidises had a quick impact on local investment and
employment in the value added sectors. This year local manufacturers commenced more
than one billion kina in capital investment and expansion, and reported increases in output
between 10 and 30%. Changes in the application of subsidises for the fishing sector has seen
significant increases in domestic production, with the largest operators having added an
additional shift (equivalent to more than 15,000 additional paid hours per week). Advice from
the manufacturing sector is that they anticipate employment growth of 15 per cent in 2018 with
further growth in 2019-20. Growth in manufacturing will also drive investment and
employment growth in the service sector. Importantly this growth has not been confined to the
large multinationals operating in PNG. Small, medium and large local manufacturers are also
investing and expanding.

The increase in construction in Port Moresby relating to APEC activities has not been captured
well because much has been associated with donor grants outside of the Development
Budget. There may be revisions to the construction sub-set over the coming periods.

The expected improved performance from the non-mining sectors over the second half of
2018 has underpinned the increased real GDP growth rate for 2018 to 3.1 per cent for the
non-mining sector.

Nominal Salary and Wages

The last Minimum Wage Board (MWB) Determination was in July 2016 which remains in effect
with the nominal salary and wages index in PNG set at K140.8 per week.
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The MWB Determination in July 2016 was the third and final phase of an increase to the
minimum wage’ hourly rate with the rate increasing to K3.50 per hour from K3.36 per hour in
July 2015, and K3.20 per hour in July 2014. This increase was to accommodate inflationary
pressures on minimum wage earners6 income since

According to the Department of Labour and Industrial Relations, the new rate of
K3.50 per hour (or K140.80 per week) will remain in operation until superseded by a new
Determination.

On a real wage basis, minimum wages declined by 5.4 per cent through-the-year to June
quarter 2018 driven by inflation.

26 MONETARY DEVELOPMENTS

The CentcahtBaokd its neutral monetary policy st
Rate ¢&KtFRp.e@Bnt and according to the Bankods 201¢
Statement, the money supply piesemptrojec2ed8tdueéent:
inflows from Net For eipere As$ $teda sad (INEFA9 e € duipk t380 t9t h
privat ewvhd edht7d.nbeauepnt . The significant increase in

8In the 2016 March Monetary Policy Statement (MPS), the Bank made an announcement to have an alternative policy mechanism
to address the weak transmission of the Kina Facility Rate (KFR) to market interest rates. The mechanism is still being assessed
in consultation with stakeholders, both domestic and external. The aim is to have a mechanism that will be more effective in
ensuring that the policy signalling rate transmits to market interest rates.
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27TCONSUMER PRI CE | NDEX
2018 Inflation Update

The headline inflation rate increased by 1.3 per cent in the June quarter 2018 compared to a
1.0 per cent increase in the March quarter (see Chart 22).

In through-the-year terms, inflation increased by 4.5 per cent, the same as in the March
guarter. Over the past year, headline inflation has been on a steady decline and this is due to
sharp falls in seasonal and price control items, including fruit and vegetables
(down 14.0 per cent) and fares (down 13.0 per cent) over the same period.

The increase in the consumer price index during the quarter was largely driven by increases
in communication services (up 3.7 per cent), clothing and footwear (up 3.0 per cent),
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restaurants and hotels (up 3.0 per cent), transport (up 2.0 per cent) and health (also up
2.0 per cent).

The underlying inflation rate increased by 1.9 per cent in the June quarter, compared to
1.7 per cent in the March quarter to be 6.5 per cent higher in through-the-year terms
(see Chart 23). The increase in underlying inflation this quarter marks the fifth consecutive
quarter of the rise in core inflation which is due largely to the lagged impacts of the depreciation
of the Kina and high oil prices steadily filtering through into the domestic economy over the
past 12 months.
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Tradable and Non-Tradable

Prices of imported (or tradeable) goods continued to rise, increasing by 9.2 per cent through
the year to the June quarter 2018 compared to a 2.4 per cent increase in the corresponding
guarter last year (see Chart 24). This is a sharp increase and reflects the rising business costs
associated with the depreciating Kina, high oil prices and the continued shortage of foreign
exchange over the past year.

In particular, and in assessing developments of these factors over the past year, the following
factors have been observed:

1 The Kina has depreciated by 4.6 per cent against the US dollar, however, has
appreciated by 3.5 per cent against the Australian dollar over the past year. Despite
the appreciation against the Australian dollar, businesses that trade in the US dollar
will have been faced with higher import bills and this would have been passed on as
higher prices over the course of the year;

1 Oil prices have risen from around US$45.0 per barrel in June 2017 to around
US$65.0 per barrel in the first half of this year. Given the import parity pricing formulae,
this is expected to have translated into higher transportation costs which have been
passed on to consumers in the form of higher fuel prices; and

9 According to Treasury 6 s Business Liaison Program
most businesses in Port Moresby, while indicating some improvements in the flow of
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foreign exchange, also acknowledged that delays in acquiring foreign exchange still
persist which continue to increase the cost of sales to date.

In contrast and offsetting the higher price pressures from imports, non-t r adeabl e
(i.e. domestically generated) prices have moderated considerably over the past year, rising
only by 0.3 per cent in the June quarter 2018 to be only 1.9 per cent up through-the-year,
compared to a quarterly growth rate of 1.5 per cent and a through-the-year growth rate of
7.6 per cent in the corresponding quarter last year. This is due largely to the subdued state of
the domestic economy over this period and weak income growth.
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Inflation Outlook

Inflation in 2018 has been revised down to 5.6 per cent, lower than the 5.9 per cent as
projected in the MYEFO and the 6.9 per cent projected in the 2018 Budget with this downward
revision due largely to the lower quarterly outcomes of the consumer price index reported by
the NSO and the lower imported inflation rates on goods and services from Australia i our
major trading partner. This more than offsets the upside pressures especially, from the
depreciating Kina against the US dollar, and rising oil prices and import tariffs on certain food
and beverage imports announced in the 2018 Budget.

Quarterly outcomes in the CPI reported in March and June this year have been lower than

|I0

Treasur y 6s initial expectations. The | ower iindex n

bulk of the downward revision to the 2018 inflation forecast.

In spite of weaker price pressures over the first half of 2018, the delivery ofthe APECL eader s 0

Summit in November remains a catalyst that is expected to lift economic activity and prices
before the year ends. Treasuryds inflation
level of Government and participant spending to the host the Summit.

Service providers including security guards, mobile phone and internet providers, transport,
and accommodation and food suppliers will likely receive increased orders for their services
during this time and is likely to result in additional jobs and increased incomes flowing to PNG
residents. As a result, the new demand created from APEC spending should see prices lifted
in the final quarter. Inflation, as such, is projected to reach 5.6 per cent by the end of 2018.
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2019 Inflation Outlook

In 2019, inflation is projected to ease to around 5.4 per cent as the economy stabilises after
the APEC lift in 2018 and greater stability in the Kina and the extinguishment of the excess
demand for foreign exchange will assist in the easing of price pressures in 2019, although the
higher economic growth rates will ameliorate some of this downward pressure. Inflation is
projected to rebound to 5.5 per cent in 2020 as the early works of new mining and petroleum
projects commenced in 2019 start to accelerate. Increased mobilisation of resources including
labour is expected to boost incomes and spending, thereby increasing prices in 2020.

Over the medium-term, inflation is expected to average around 4.6 per cent reflecting the co-
ordinated fiscal and monetary policy settings, as the Government continues to preserve
macro-economic stability going forward.

28BALANCE OF TPRYMED | NTERNATI ONAL RESERVES

2018 Update

The current account recorded a surplus of K9,300.0 million in the first half of 2018, driven by
a positive trade balance of K8,581.0 million reflecting the higher mineral prices observed
during the year which more than offset the mining production losses from the earthquake
earlier in the year. On the import side, the continued low levels of domestic activity, coupled
with the prolonged foreign exchange shortages continued to contain business activity resulting
in lower import activity in the first half of the year.

Despite this, the higher mineral resource prices, especially, for oil and gas, the ramping up of
oil, gas and gold production subsequent to the earthquake, and non-earthquake affected
mining output (especially for gold), together with higher cocoa production all are expected to
translate into an expected trade surplus of K21,472.9 million and a current account surplus of
K22,003.8 million by the end of 2018.

The income account recorded a deficit of K392.0 million in the first six (6) months of the year,
down 47.0 per cent from the corresponding period of 2017 with this narrowing of the deficit
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being due to lower income and dividend payments to non-residents due to the foreign
exchange restrictions, offsetting higher interest payments in the first six (6) months of the year
and this is expected to continue in the second half of the year with the income account
expected to record a deficit of K847.2 million by the end of the year.

The transfer account recorded a surplus of K1,111.0 million in the first six (6) months of the
year which is 193.0 per cent higher than the corresponding period in 2017 and is due largely
to the big inflows in gifts and grants and a one-off increase in licensing fees paid in to a number
of resident companies in the first quarter following the closure of their foreign currency
accounts. This was also supported by lower payments of tax, family maintenance and
licensing fees to non-residents in the first six (6) months.

With increased gift and grant inflows expected to be more than total outflows in the second
half of the year, this account is expected to record a surplus of K1,378.1 million by end of the
year.

The capital and financial account recorded a deficit of K9,196.1 million in the first half of the
year, 6.0 per cent higher than the corresponding period of 2017 which reflects a strong
increase in other financial capital outflows which was enough to offset a sharp decline in
portfolio investment during the period. Overall, this account is expected to record a deficit of
K22,003.8 million in 2018 offsetting the current account surplus.
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2019 BOP Outlook

In 2019, the current account surplus is expected to be K21,062.5 million (23.8 per cent of
GDP), a 4.3 percent decrease from the 2018 estimate. Treasury has conservatively
incorporated the start of early works for a number of new extractive projects into its baseline
and, therefore, the import component of their capital expenditure programs is anticipated to
increase imports of goods and services in 2019, as these projects start to ship in equipment,
machinery and labour for the operations.

This development is expected to take effect mid-way through the year, however, is anticipated
to be masked by the impact of an increase in exports especially of higher gas and gold

39



2019 National Budget, Volume 1

production. As such, the trade balance is expected to only decline by 4.3 per cent to
K20,550.2 million in 2019. As the inflows for the commencement of new projects accelerate,
the adverse impact on the trade account while not yet significant in 2019, will be offset by
external funding inflows through the capital account of the resource developments.

Medium Term Outlook (2020-2023)

The current account surplus is expected to sharply decline over the medium-term moving into
a deficit position by 2022 which is largely underpinned by the capital works program of the
new projects as they ramp up construction activities in 2020 before peaking in 2022 and 2023.
This is expected to more than double the size of the goods and services import bill from 2018
levels, thereby, seeing the trade balance shrink to a deficit of K8,933.4 million and the current
account to a deficit of K8,628.3 million by 2023 from surpluses of K21,472.9 million and
K22,003.8 million respectively in 2018. Inflows through the capital account, however, will more
than offset the trade and current account deficits, leaving the overall balance of payments in
healthy surplus.

The current account is expected, however, to move back into a surplus position once the
construction of the new mines is complete and production and exports commence.
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International reserves totalled US$1,735.6 million at the end of 2017, 5.5 months of total
import cover and this is expected to increase to US$2,476.7 million by the end of 2018,
sufficient for 7.7 months of total import cover and 13.8 months of non-mineral import cover.
The increase expected in total reserves is due to increases in Mining and Petroleum Tax
(MPT) collections throughout the year, dividend inflows from state shares in mining and
petroleum projects, and royalty and development levies from the PNG LNG project.

In addition, the external financing of the budget deficit from the sovereign bond, together with
concessional, commercial and other sources will also increase foreign exchange reserves
before the year ends. Foreign exchange reserve levels are projected by the BPNG to increase
modestly by 4.6 per cent by the end of 2019, maintaining total import cover of 7.7 months.

40



2019 National Budget, Volume 1

29RlI SKS TO MACROECONOMI C STABILITY

The 2019 Budget has been framed on the assumption of solid growth from the oil and gas
sector supported by the mining and quarrying and agriculture sectors, improvements in the
non-resource sector, higher levels of Government domestic spending and an increase in
production of key mineral and petroleum export commodities. Despite these supporting
factors, there are risks to the 2019 economic and fiscal outlook.

Regarding the broader economy, there are a number of risks:

Macroeconomic Risks:

1

Trade Tensions - Uncertainty in global trade relations between the US and China
continues to pose volatility risk that could impact adversely on commodity prices and
our exports in the agriculture, fishery and forestry sector and mining and quarrying and
oil/lgas sectors. In the latest October 2018 WEO, the US has planned to impose a
25.0 per cent tariff on all Chinese imports with the imposition of the tariff potentially
affecting many countries that trade with China and PNG being no exception.

Global Growth/Commodity Prices - Global growth has an important bearing on
commodity prices and should global demand strengthen, demand for commodities
from developed and emerging market economies including China and India and the
US could trigger a rally in prices. In contrast, should these economies not meet growth
expectations, prices could decline in 2019 and these swings in commodity prices
translate into fluctuations in revenues for the Government, private sector demand and
budget financing limits.

Anticipated lower global demand and falling commadity prices would also impact the
exchange rate with both business confidence and inflation being adversely impacted.
This Budget is based on prudent assumptions for world growth and commodity prices
but the Government maintains a commitment to alter the budget parameters should
these risks materialise.

Continued imbalance in the supply and demand of foreign exchange - This
imbalance could continue if the Government maintains spending without accessing
sufficient levels of external financing and if balance of payments net inflows fail to
materialise. Should this continue to worsen in 2019, there is a risk that economic
growth projections will not be achieved, impacting income and employment levels and
service delivery.

Delayed large investment projects - Slower than expected implementation of large
extractive investment projects will also adversely impact overall economic growth and
anticipated revenue growth. The current growth projections of the domestic economy
also incorporate the early works on some of the major mining and petroleum resource
projects. Delays to these projects will adversely impact GDP growth;

Adverse weather conditions - Recent experience of the drought in 2015, which
affected Ok Tedi production levels and growing conditions of certain cash crops
including cocoa, coffee and palm oil, highlights the need to take account of natural
disasters in risk planning. While many risks are beyond our control, it is important the
Government, commodity boards and resource companies incorporate mitigation
strategies into their plans to ameliorate the negative impacts of weather related shocks.
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Further, the recent 2018 earthquake which impacted the PNG LNG project, the Kutubu
oil fields as well as key mines like Porgera, adversely impacted their operations and
again risk management strategies need to be employed.

Coffee Berry Borer (CBB) - The Government is mindful of the devastation of CBB on
the coffee industry, the economy and the lives of rural people and so the 2019 Budget
supports the CIC with an increase in funding to address the CBB. This should assist
CIC in restricting the spread of the pest and limiting its negative impact. However, any
outbreak or reduction in funding to cope with agricultural pests poses risks to the
outlook.

Fiscal Risks:

|l

Failure of Statutory Agencies to pass through the collection of fees and charges
in |ine with t hePo@oPlar fomar8e/I0tradcandfailure of State
Owned Enterprises to pay the appropriate levels of dividends to CRF. Non-
payment of collections and dividends has had a significant negative impact on past
budgets translating into key priorities not being implemented, services not being
provided and placing the budget under stress. Given the continued tight economic
conditions, the Government will be monitoring agencies and SOEs to ensure strict
compliance with stated directives.

Unbudgeted Expenditures/Commitments. The Government encourages all
Departments, SOEs, Provincial Governments and Ministers to live within their means
as any unbudgeted expenditures undertaken in 2019 will have fiscal implications and
the credibil i ty of t h e MTF8 wid benptaeed in gespardy. In particular,
Personnel Emolument (PE) overruns continue to remain a major issue with fiscal
implications and the Government has put in place further controls over PE overruns in
the 2019 Budget and failure to adhere to these restrictions will undermine the Budget
forcing likely reductions in the capital budget.

Financing Risks:

1

1

Debt Guarantees. Exposure through debt guarantees and contingent liabilities is a
concern in determining the net worth of the State, thus has implications on the statutory
debt ratio ceilinginthe FRAand P NGamtingsy e d i

Whilst the Government has been successful in rebalancing its debt portfolio much
more toward longer term external debt with large planned shorter term domestic debt
redemptions, the resulting higher foreign exchange risk needs to be managed; and

With access to more external debt for budget financing, careful fiscal management will
be required to ensure overall debt levels remain sustainable and maintained on the
programmed downward debt to GDP trend.
to the GDP data for 2015 and 2016 will impact nominal GDP levels, lowering the base
for ratios that use nominal GDP, which is particularly important for prescribed
debt/GDP ratios as in the FRA.

With all these risks (excluding the weather related ones) being finally balanced at this point,
escalation of any one of them could have serious implications for the 2019 Budget and MTFS
targets. The Government remains mindful of such risks and will closely monitor developments.
It will continue to aggressively implement its medium term fiscal, revenue and debt strategies
included in the 2019 Budget with mitigation strategies employed should any significant risks
materialise.
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The 2018 Budget was the first Budget in the new Medium Term Fiscal Strategy (MTFS) 2018-
22 which was formulated against a very difficult set of fiscal and financing constraints at the
time. Economic growth had declined since 2014 following the end of the construction phase
of the PNG LNG project. In 2015, the economy was hit by the El Nino drought. In late 2015
and in 2016, the fal/l in commodity prices i mpact
a resultant decline in Government revenue. These adverse impacts, coupled with a continuing
foreign exchange imbalance over 2017 had a negative impact on Government revenues and
GDP growth and resulted in large unexpected budget deficits and higher debt and debt service
levels. Though the Government pursued a strict fiscal consolidation path, enacting restrictive
supplementary budgets, a number of expenditure categories expanded that were of a rigid
nature, such as personnel emoluments?®, rentals, utilities and education and health subsidies.
Much of the burden of fiscal consolidation fell on reductions to Capital Budget expenditures,
as well as an accumulation of arrears.

Following the 2017 SupplementaryBudget and t h e25RPpanember of @alidied s
were established that accelerated fiscal adjustment, although some of the adjustment
reflected the challenges in obtaining domestic finance. The withdrawal of operational warrants
and a reduction in SIPs also underpinned expenditure consolidation efforts. Overall, the
2017 Final Budget Outcome (FBO) report showed a fiscal deficit at K1.7 billion or 2.3 per cent
of GDP compared with the 2017 Supplementary Budget target of 2.5 per cent of GDP. The
lower deficit resulted in a reduction in the debt to GDP ratio to 31.9 per cent. Despite the
decline in the deficit, certain expenditures such as personal emoluments came in above
budget but were offset by higher tax revenues from GST and personal income tax.

Government budgets in recent times have been financed through recourse to the domestic
debt market. This market became quite illiquid by the end of 2017 with the Government fiscal
tightening and with net balance of payments inflows being accumulated in offshore accounts.
Banks had reached prudential limits to the additional take-up of Government securities and,
what liquidity was available in the market was tied up with the foreign exchange imbalance.

With banks unable to fund the Governmentos fi sca
The delay in the release of the programmed final tranche of the Credit Suisse loan also added

to financing constraints. The challenges for fiscal policy were clearly apparent, and the impact

of both the budget constraints and the foreign exchange imbalance adversely affected private

sector growth. The Treasury Business Liaison Program clearly showed the impact on private

sector activity and domestic demand.

To confront these dire fiscal and financing challenges, the Government made strong fiscal and
financing commitments in 2018 which were incorporated in the Medium Term Fiscal Strategy
(MTES) 2018-22, the foundation of the 2018 Budget. Fiscal discipline was to be maintained
such that fiscal deficits would decline as a proportion of GDP over the term of the plan,
resulting in the debt to GDP ratio declining to 30.0 per cent by 2022. This was to be achieved
by reversing the previous yenadr stdh rdoeucg hi na dnogp trieovne r
first comprehensive Medium Term Revenue Strategy (MTRS) 2018-22 and through
engineering a declining expenditure to GDP trend. Importantly, within this declining
expenditure trend, there was to be a compositional shift between rising operational spending
and towards more development spending and at a decentralised level. And to solve the

compensation of employees
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intractable financing and exchange rate constraints, a coherent and well-designed Medium
Term Debt Strategy (MTdS) 2018-22 was formulated that would seek to fund the fiscal deficits
and fix the exchange rate imbalance through a significant shift in the mix of financing toward
external loans. And this was to be achieved without adding significant debt service costs to
the fiscal program.

Overall, in 2018, substantial progress was made in achieving the ambitious goals and targets
presented in the three medium term plans covering fiscal, revenue and debt strategies. This
was quite remarkable given the devastating earthquake that struck PNG in February 2018 and
the need for PNG to focus on the recovery efforts from such a serious natural disaster, while
at the same time mobilising activities to undertake the daunting task of preparing for an
inaugural sovereign bond issuance program and at the same time undertaking the massive
preparations for the substantial APEC Summit.

The 2018 Budget projected GDP growth of 2.4 per cent for 2018. This was revised down to
1.0 per cent in the 2018 MYEFO report following the devastating 7.5 magnitude earthquake
in February 2018. Apart from the huge human costs, this affected production in the main
resource projects, namely the PNG LNG project, the oil projects in Kutubu and the Porgera.
The speedy resumption of resource project production at pre-earthquake output levels
underpinned the 1.0 per cent real GDP forecast growth rate, which had been revised down
earlier by a much greater amount.

In the 2018 MYEFO report, Total Revenue and Grants was projected to be K213.2 million
higher than the 2018 Budget estimates, predominately due to an increase in the estimated
collection of mining and petroleum taxes. Total Expenditure and Net Lending was also
projected to be K213.2 million higher than the 2018 Budget estimates, thereby maintaining the
budget deficit at K1, 987.2 million. The higher expenditures were predominately due to an
estimated above budget increase in Personnel Emoluments (Compensation of Employees)
and a number of measures were canvassed to halt the expansion in this category.

The 2018 MYEFO report estimated that total public debt would reach K25,545.5 million, or
31.2 per cent of GDP by end-2018 compared to 32.2 per cent projected in the 2018 Budget.
The decline in the Debt to GDP ratio is attributed to the upward revision in nominal GDP
projections for 2017 and 2018. At these rates, debt levels were clearly within the 30-
35.0 per cent band as prescribed in the FRA and were trending lower, also consistent with the
30.0 per cent FRA target by 2022.

While the Government maintains its commitment to delivering major expenditure commitments
in terms of the MTDP Enablers and key Government priorities, the immediate challenge for
the Government, as highlighted in the MYEFO report, is to maintain fiscal discipline throughout
the second half of 2018 and fully implement the stated remedial actions in order to be in
compliant with the fiscal parameters as per the MTFS and the PNG Fiscal Responsibility Act
2006.

Despite the lift in revenue, as per the MYEFO projection, there was a clear need for immediate
intervention with corrective measures to contain the rising expenditure trends in a number of
categories such as Personnel Emoluments (PE), Interest Costs, Utility Costs and Nambawan
Super Exit Payments. These expenditures tend to be of a rigid nature and tied to contractual
or statutory obligations, such as the intake agreements for teachers, the disciplinary forces
and health workers. Consequently, policy interventions have taken longer than expected to
impact these trends and the costs have been higher than projected in all recent budgets. The
fulfilment of the Government priority spending in such situations comes at the cost of
substantial warrant restrictions predominately on capital projects and, at times, the reform
agenda is compromised. The difficulties often spill over into an accumulation of arrears, which
has adverse effects on the private sector and SOEs.
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Despite elevated fiscal risks from these expenditure challenges, coupled with higher country
risk from the devastating earthquake, the domestic financing challenges, the foreign exchange
imbalances and the need to fund and stage APEC i all of which led to a credit rating
downgr ade on PiNl&éGoveroment loweroame these obstacles and achieved
unprecedented success in 2018 in achieving its ambitious financing agenda. The set of
financing milestones, not seen before in PNG, comprised:

1 Firstly, the final tranche of the Credit Suisse loan facility loan (US$190.0 million) was
negotiated and disbursed in mid-2018;

1 Secondly, the US$300.0 milion ADB Budget Support Loan was successfully
negotiated, of which the first tranche of US$100.0 million was disbursed in the
September quarter 2018;

1 Thirdly, the US$300.0 million World Bank Budget Support Loan was successfully
negotiated, of which the programmed first tranche of US$100.0 million was increased
to US$150.0 million in support of the earthquake remediation costs. The loan was
approved by the Bankés Board in November 201
year-end 2018. This is the first budget support loan to have been negotiated with the
World Bank in over 18 years. The renewed partnership with both the ADB and the
Worl d Bank is a <clear test ament tombashe Gove
incorporated in its medium-term strategies and its diligence in staying the course on
fiscal prudence; and

1 Finally, PNG6s i naugural sover ei gn0nblomidearly©®cdobea nce of
2018 at 8.375 per cent was extremely successful and hailed by international financial
commentators. It was the culmination of nine (99 mont hés work and was a
background of rising US interest rates and a significant increase in emerging market
uncertainty and rising yields. The offers of over US$3.0 billion for the long term
(10 year) notes for a first time issuer, such as PNG, again is surely a testament to the
Government ds management of its economi c, fisc

The success of this external debt raising program in raising US$940.0 million in 2018 has
allowed the financing mix to be favourably altered in 2018. This now allows a substantial
domestic debt redemption program to be initiated in late 2018 that will underpin both the full
funding of the 2018 deficit, as well as major inroads into extinguishing the foreign exchange
imbalance by providing the market with liquidity and the foreign exchange reserves to back it
up. Despite the extent of this external debt raising program, maintenance of firm fiscal
conditions throughout 2018 and a diligent and meticulous approach to APEC spending, plus
a substantial domestic debt redemption program, will see the 2018 fiscal deficit come in below
budget by nearly K100.0 million or 2.3 per cent of GDP and the estimated debt to GDP ratio
at end 2018 fall to 30.8 per cent which is significantly lower than the ratio projected in the
2018 Budget of 32.2 per cent i and well within the FRA prescribed band of 30-35.0 per cent
and clearly trending lower towards the FRA target of 30.0 per cent by 2022.

Importantly, with the balance in the Bond Trust Account being an estimated K800.0 million at
end-2018, this will provide a solid financing base to execute the 2019 Budget program without
the need to resort to warrant restrictions early in the year. This will be the first year for a
number of years that the budget has been financed from the commencement of the fiscal year.

Other achievements in 2018 included the mobilisation of non-tax revenue through the
enactment of the Public Monies Management Regularisation (PMMR) Act 2017 which resulted
in the transfer of significant funds to the Consolidated Revenue Fund to support the
Government ds budget. These nbimvareoss tristaadcoupts & v i ous |
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Government departments and statutory authorities.

The OéMbeti IGlover nment 6s i mportant achievement

revenue trends was critical in mobilising additional revenue through the commencement of the
MTRS 2018-22. Increased revenues have been achieved, both in terms of mobilising higher
taxation collections through increased compliance and enforcement activities by the Internal
Revenue Commission (IRC) and the PNG Customs Service (PNGCS), and higher non-tax
revenues through both the PMRR reform and enforcement of dividend policies. As a result of
implementing the MTRS, additional revenue of K558.0 million was collected and remitted to
the CRF as at end October 2018. This comprised of K355.0 million from the PMRR exercise
and K203.0 million from the compliance and enforcement activities of IRC. Some of the
revenue reform initiatives that are being implemented will have medium term revenue effects
that will underpin the MTRS targets over the course of the strategy.

Consistent with reforms encapsulated in its 25PP, the Government has continued in 2018 to
launch new projects in health, transport, telecommunications and energy sectors of the
economy that will underpin higher economic growth and improved social conditions for our
people. Equally important have been the implementation of further reforms in public financial
management, particularly in procurement practices, that will ensure greater accountability and
transparency.

The preparations for the 2018 APEC Leader &sammit have provided some impetus for further
growth with a number of key infrastructure projects being initiated such as the submarine fibre-
optic cable, the Port Moresby Sewerage project, the upgrading of the Port Moresby road
network, the construction and expansion of hotel accommodation and conference facilities,
and the expansion of the Port Moresby International Airport.

While a number of challenges from 2018 remain to be addressed, such as the expanding PE
budget, these have been overwhelmingly offset by the marked achievements in 2018 relating
to the timely and effective recovery efforts from the earthquake, the higher revenue generation
and revenue policy reforms, vastly improved debt management and financing milestones,
reductions in the foreign exchange imbalance and the successful staging of the APEC Summit.
With expectations of further positive announcements at the upcoming APEC Summit, PNG
will begin 2019 on a very sound fiscal basis, with all the reform programs enshrined in the
medium term plans on track and gathering pace and, for the first time in many years, with the
financing in place to allow the efficient execution of the 2019 Budget from day one.

322018 SUPPLEMENTARY BUDGET

The 2018 MYEFO Report showed a modest deterioration in fiscal conditions with personnel
emolument expenditures (PE) showing the continuation of the previous adverse trend. This
was offset by expectations of higher MPT collections. It was noted that the final tranche of the
Credit Suisse loan, which was programmed for late 2017, had been received. A number of
directives were issued to remedy the adverse expenditure trends.

Following the September outturn report, it is estimated that an additional (above budget)
K671.0 million in revenue is likely to be collected by end 2018. The increase is predominately
due to a lift in MPT to K725.0 million against the original budget projection of K179.0 million.
Kumul Petroleum Holding Limited (KPHL) dividend payments are also expected to increase
by K400 Omillion to K700.0 million against the K300.0 million projected for 2018.

Personal Income Tax collections have come in marginally lower than expected in the

2018 Budget due to subdued domestic economic conditions, although more recent data
suggests that this tax could achieve its budget target. In contrast, Corporate Income Tax and
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GST receipts are running marginally above budget. Export Tax is expected to be significantly
higher than budget reflecting the changed tax arrangements and higher export prices.

However, the 2018 September Outturn report is projecting 2018 Budget expenditures to
blowout by K889.0 million, largely from PE of up to K944.0 million. This includes the payment
of the NSL exit payment arrears in September 2018 which were only partly appropriated. The
expenditure increase is being offset by a reduction in warrants for goods and services and
capital expenditures.

Tab2e 2018 Supplementary Budget

. 2018 2 Adjustment

Details Budget Supplementary required
Budget

Total Revenue and Grants 12,731 13,400.3 671

Total Expenditure and Net Lending* 14,718 15,297.5 579
Net Lending (+)/Net Borrowing (-) -1,987 -1,897.2
% of GDP -2.5% -2.3%

Source: Department of Treasury

To maintain the 2018 Budget deficit on a declining trend, measures have been effected to limit
the PE blowout to no more than K400.0 million, such as switching off off-line payments from
the Alesco payroll system, cessation of unessential overtime payments, etc.

Savings of K277.0 million have been identified from the Government of PNG capital
expenditure. With these savings measures in place and with the additional revenues projected
of K671 million, it is estimated that the budget deficit will decline slightly to K1,897.2 million or
2.3 per cent of GDP.

Nevertheless, a Supplementary Budget will still need to be submitted to cater for the over
expenditures in these particular categories.(The Supplementary Budget Bill is provided in the
attached documents).

Personnel Emoluments K400.0 million
Provisions for Works, Medicine, Utilities, Rental and Other Arrears: K310.0 million
Superannuation Exit Arrears: K146.1 million
Debt Service (Interest Cost): K72.0 million
TFF (Commaodity Component) K20.0 million
Total K948.1 million

The total expenditure increase of K948.1 million will be funded by the projected revenue
increase of K671.1 million and the expenditure savings of K277.0 million from the reallocation
of capital from the PIP Budget, thereby maintaining the 2018 Budget deficit fiscal anchor.

2018 Financing and Debt

The amount required to complete the 2018 estimated net financing requirement is equivalent
to the budget deficit which is expected to be marginally under target at K1,897.2 million.
However the financing mix has been altered significantly due to:

9 the receipt of the final tranche (USD190.0 million) of the Credit Suisse Loan in 2018
having been previously programmed for release in late 2017;

9 the receipt of the full USD500.0 million sovereign bond proceeds in October 2018
where only USD200.0 million was programmed in the 2018 Budget;
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1 an increase in the World Bank Development Policy Loan of USD50.0 million to
USD150.0 million, although receipt of the proceeds might not occur until early 2019;
and

9 a significant increase in the demand for domestic security redemptions to provide
additional liquidity to cover the demand and anticipated pent-up demand for foreign

exchange.
Tab3 e Defi ci nancing Projections2®Mly8 I nstr
2018 2018 2018
Debt Instruments 2017 Outturn Budget MYEEO! Estimate
Domestic Net Financing 736.2 373.8 373.8 -603.4
Securities 736.2 373.8 373.8 -603.4
New Instruments 12,535.8 10,388.5
Amortisation 11,799.5 -10,014.7
Treasury Bills 530.9 30.2 30.2 -303.4
New Instruments 11,648.1 9,388.5
Amortisation 11,117.2 - 9,358.3
Inscribed Stock 205.4 343.6 343.6 -300.0
New Instruments 887.7 1,000.0
Amortisation 682.3 - 656.4
External Net Financing 878 1613.4 1613.4 2,500.6
Securities 0 640 640 800
New Instruments 640
Amortisation 0
Sovereign Bond 0 640 640 1600
New Instruments 640
Amortisation 0
BPNG USD Trust Bal 0 0 -800
Loans 878 973.4 973.4 1,700.6
New Instrument 1149.3 1273.7
Amortisation 271.3 -300.3
Concessional Loans 802.4 337.4 337.4 337.4
New Instrument 593.9
Amortisation -256.5
Commercial 346.9 39.8 39.8 587
New Instrument 39.8
Amortisation 0
Extraordinary 0 596.2 596.2 776.2
New Instrument 640
Amortisation -43.8
Total Net Financing 1614.2 1987.2 1987.2 1897.2
Gross Debt 23,558.3 25,807.6 26,255.5
Less External Trust Fund Balance i 800.0
DRA Balance
Statutory Debt 23,558.3 25,807.6 25,455.5
Statutory Debt/GDP Ratio 31.90% 32.20% 30.90%
Nominal GDP (Mil) 73,860.7 80,113.4 82,341.0

Source: Department of Treasury

The Medium Term Fiscal and Debt Strategies, approved in the 2018 Budget, programmed
USD200.0 million from the sovereign bond for 2018, USD200.0 million for 2019 and
USD100.0 million for 2020. To meet the market demand for a minimum issuance,
USD500.0 million was issued in 2018. To facilitate the management of the bond proceeds
between fiscal years, a Bond Trust Account in BPNG has been established. Balances in this
trust account should be netted off the outstanding sovereign bond debt for FRA debt ratio
purposes, the same as the treatment of external portfolio valuation changes due to exchange
rate movements. Given that only USD200.0 million of the sovereign bond proceeds has been
allocated in the 2018 financing program which is in line with the use of proceeds allocations
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in the Bond Purchase Agreement, the additional USD300.0 million will need to be rolled into
subsequent fiscal years and not used for fiscal financing in 2018, but could be used for
domestic debt redemptions or debt reconstruction.

In terms of the financing mix for the expected financing requirement of K1,897.2 million for
2018, net external financing has increased from the budgeted K1,613.4 million to
K2,500.6 million, thereby allowing net domestic debt redemptions of K603.4 million compared
to the budgeted net new issuance of K373.8 million. Domestic banks are seeking a larger
redemption amount to fund the liquidity required to meet some of the excess demand for
foreign currency and the PMMR transfers, and the BPNG is seeking redemptions to meet its
no lending to Government statutory obligations.

K543.9 million in inscribed stock will mature on 16" November 2018, and K419.9 million in
Treasury Bills will mature on 28" December 2018 and the redemption amounts are expected
to be significant. Consequently an additional K160.0 million is recommended to be drawn from
the external trust account to fund these anticipated debt redemptions, taking the net
redemption amount to K603.4 million for 2018. If an equivalent injection of foreign currency
can be made into the system by the BPNG, then system liquidity should be unaffected.

With the fiscal deficit being maintained under the budgeted amount of K1,897.2 million and
with the Bond Trust account balance being offset against total debt outstanding, the statutory
debt level will increase by the fiscal deficit amount, taking the statutory debt level to
K25,455.5 million, or 30.9 per cent of GDP which maintains the declining trend as targeted
under the Fiscal Responsibility Act (FRA) 2006.

33THE 2BUDGEIT RATEGY

The 2019 Budget will build on the exceptional achievements in 2018. In this respect, it will
continue to be guided by the Vision 2050, PNG Development Strategic Plan (DSP) (2010-
2030), the Medium Term Development Plan (MTDP) I, the National Strategy for Responsible
Sustainable Development (StaRS 2017), and the Fiscal Responsibility Act 2006 (FRA) as
amended in 2017. The 2019 Budget marks the second year of the Medium Term Fiscal
Strategy (MTFS) 2018-22 which incorporates the more detailed Medium Term Debt Strategy
(MTdS) 2018-22 and Medium Term Revenue Strategy (MTRS) 2018-22.

The 2019 Budget is framed against a still supportive world economic environment, although
risks to international economic growth are rising reflected in rising US interest rates, trade
tensions and greater commodity price volatility. Domestic economic conditions are still
recovering from past difficulties, including the foreign currency imbalance, constraints on
domestic public expenditure and the accumulation of significant payment arrears. However,
the outlook has improved as the Government makes significant inroads into its domestic fiscal
and financing challenges, as a number of large resource projects move forward, and in light
of the optimism that has been created from the anticipated successful APEC Summit.

In the 2019 Budget, the Government will continue to place emphasis on lifting revenue
collections through a further substantial increase in compliance efforts, coupled with new
revenue measures. The 2019 Budget will mark the second year of implementing the MTRS
2018-22 and the revenue targets remain on track as the tax base is broadened with
implementation of a number of specific tax reforms articulated in the 2019 revenue plan.

As a result of the PMMR Act, more public funds public entity trust accounts will be swept into
the Consolidated Revenue Fund (CRF) in the 2019 Budget. These are revenues transferred
from unused balances in the trust accounts of the Government departments and statutory
authorities under the 90/10 pass-through of collections from agencies to the CRF. Once these
trust balances have been removed, then revenue collections will be captured more fully under
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agency fees and charges categories, and expenditure approved/allocated more efficiently to
these agencies and in line with the Government priorities. Consequently, this non-tax revenue
reform will improve the performance and accountability of all revenue generating agencies.

Total Revenue and Grants for the 2019 Budget is projected at K14,266.8 million. This is an
increase of K1,536.1 million or 12.1 per cent compared to the 2018 Budget and K866.5 million
or 6.5 per cent on the estimated 2018 outturn. Additional revenues in the 2019 Budget will be
used to fund the Governmentdos priority i
proportion will go to reduce arrears, complete on-going projects and fund expenditure saving
initiatives and revenue raising reforms so that the increases are not locked in and detract from
fiscal space in the medium term. In terms of the MTFS target of maintaining Total Revenue
(excluding grants) to above 14.0 per cent, this is programmed in the 2019 Budget to reach
15.0 per cent which is well above the target. The revenue projections over the medium-term
show that the revenues will remain above this 14.0 per cent target out to 2023.

nfrastr

Tab4:209Bud geend

Medium Term Rey&numal, PMopections

2018 2019 2020 2021 2022 2023
Revised Budget

Revenue and Grants 13,400.3 14,266.8 14,630.8 15,236.1 16,846.6 18,516.4
% of GDP 16.3% 16.1% 15.3% 14.8% 14.8% 14.8%
Taxes 9,956.5 10,784.5 11,467.5 12,091.8 13,647.9 15,316.6
% of GDP 12.1% 12.2% 12.0% 11.7% 12.0% 12.2%

Taxes on income, profits and 56919 | 62471 | 66005| 71531 | 81054 | 9,094.9
capital gains

Taxes on payroll and 10.0 0.0 0.0 0.0 0.0 0.0
workforce

Taxes on goods and services 3,542.3 3,773.9 4,065.5 4,097.7 4,663.9 5,301.7

Taxes on |.nternat|onal trade 712.3 763.4 801.6 841.0 878.7 920.0
and transactions
Other revenue 2,419.2 2,539.2 2,231.2 2,212.3 2,266.6 2,267.8
% of GDP 2.9% 2.9% 2.3% 2.1% 2.0% 1.8%
Donor Grants 1,024.6 943.1 932.1 932.1 932.1 932.1
% of GDP 1.2% 1.1% 1.0% 0.9% 0.8% 0.7%

Source: Department of Treasury

In terms of expenditure policy, there is a clear recognition by the Government that a number

of operational spending categories need to be brought under stricter controls but that, because

of the contractual/statutory nature of many of these expenditures, it will take time to achieve

the required adjustment without forcing major adverse social consequences on the civil service

and the private sector. The Government further understands that, given the current subdued

domestic economic conditions, there needs to be a concurrent lift in public investment,

particularly in the outside provinces, that will stimulate economic activity, while at the same

time funding the Governmentdéds priority programs
sectors.

The Government's investment in APEC is part of this strategy to get some momentum behind
the economic growth trajectory. External financing of the Budget strategy will also be critical,
given recognition of the limits on the domestic financial system and the ongoing impact of the
foreign exchange imbalance.

Given this strategy, the 2019 Budget Expenditure envelope is set at K16,133.5 million, an
increase of K1,415.7 million or 9.6 per cent from the 2018 Budget estimate and K836.0 million
or 5.5 per cent from the estimated 2018 outturns. In terms of key expenditure items, the
Government will focus on adequately funding its key programs covering Tuition Fee Free
(TFF) Education Subsidy, Free Primary Health Care, Infrastructure Projects, Agriculture and
Small to Medium Enterprises (SME).
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Given the intractable nature of the public payroll expenditures, the 2019 Budget will undertake
the necessary detailed audit to comprehend the problems, then will implement the required
policies and strict controls to contain personal emolument expenditure within budget ceilings.
With the capital budget expected to be implemented in full in 2019, further reforms will be
introduced to ensure capital expenditure is well targeted and accountable. To improve
expenditure productivity, the 2019 Budget will again by necessity focus initially on areas that
have exceeded expenditure appropriations in the past. This is to ensure that budget funding
for the important capital budget is not deviated to support uncontrolled operational funding that
may have uncertain or dubious productivity benefits.

In this respect, the Government has elevated its determination to contain PE expenditure to
within the 3.3 per cent growth rate appropriated in 2019. Further, the successful financing
strategy in 2018 will continue in 2019, but now also be directed at containing interest costs.
The Nambawan Super exit payment arrears were addressed in 2018 and the 2019 Budget will
now make an adequate provision for the ongoing monthly exit payment obligations. The
increase in one-off revenue measures in the 2019 Budget will be used to significantly reduce
the outstanding arrears, allowing the 2019 Budget to be executed without dealing with a
substantial prior year fiscal overhang. In this respect, the Government has approved a firm
close-of-accounts policy for end 2018.

Importantly, in the 2019Budget, t Alel GO\EeMreent! Has re-orientated the
composition of expenditures substantially by reprioritising and reallocating spending from
lower priority expenditures to higher priority expenditures that will enhance overall economic
growth, at the same time achieve the overall strategic development goals of the Government.

Total Capital Budget for 2019 is K5,497.1 million. Table 5 shows the breakup of the Capital
Expenditure components.

Tab320ACapital EBpdmgeEkitnald iMon)

Capital Expenditure

GoPNG PIP 2,563.0
Service Improvement Programs 1,174.0
Loans Drawdowns 817.0
Project Support Grants 943.1
Total 5,497.1

Source: Department of Treasury

Capital Budget allocation by sector is shown in Table 6 below. The Administration sector is
allocated the highest, 38.5 per cent of the capital budget, driven mainly by the reallocation of
Service Improvement Program (DSIP and PSIP) of K1,080.0 million'°, followed by the
Transport Sector, 18.1 per cent, Utilities sector, 10.6 per cent, and the Economic Sector,
9.8 per cent.

Tab6:209CapiBtuadlgeextpendi ture by Sectors (Kina, million
Sector 2019 Capital As % of Total Capital
Budget Budget
Provinces 101.3 1.8%
Administration 2,117.0 38.5%
Transport 995.6 18.1%
Economic 5394 9.8%
Health 455.6 8.3%

©YPrevious!l y ahlel oPcraotveidn coensd eSectt or. WSI P and DSG are stildl
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Utilities 584.5 10.6%
Education 311.1 5.7%
Law & Justice 293.4 5.3%
Community & Culture 99.2 1.8%
Total 5,497.1 100.0%

Source: Department of Treasury

The net borrowing (deficit) requirement for the 2019 Budget is set at K1,866.7 million or
2.1 per cent of GDP which will translate into a debt to GDP ratio of 30.8 per cent, which is
within the 307 35.0 per cent boundary prescribed in the FRA (Amended 2017). The FRA also
requires that the Government target a zero average annual non-resource primary balance
over the medium term.

TabTBudgBal a7 209 Kina, Million)

Economic Activity 2/ 20 2.018 20

Actual Budget Revised Budget
Revenue 11,525.1 12,730.7 13,400.3 14,266.8
Expenditure 13, 319.7 14,717.9 15,297.5 16,133.5
Net Borrowing (-) -1,794.7 -1,987.2 -1,897.2 -1,866.7
% of GDP -2.4% -2.5%* -2.3% -2.1%
% of Debt to GDP 31.9% 32.2% 30.9% 30.8%
Non-Resource Primary Balance -946.0 -592.0 1,585.5 -1,743.4
(% of non-resource GDP) -1.7% -1.0% -2.2% -2.7%

Source: Department of Treasury.
* Rounded off from 2.48%

As in the successful 2018 financing program, the Government will fund the full 2019 financing
requirement from external sources which will also finance additional net domestic debt
redemptions of K714.0 million. External financing will comprise funding from development
policy operations of the World Bank (US$50.0 million) and the ADB (US$100.0 million), the
carry over balance in the sovereign bond trust account (US$200.0 million), concessional
project loans (US$249.0 million) and other bilateral budget support loans (US$300.0 million)
expected to be announced at the APEC L e a d Suming.

Increased utilisation of lower cost external finance will also diversify risks, lengthen the
maturity of the debt portfolio and lower refinancing risks, allow a substantial domestic debt
redemption program that will underpin the extinguishment of the foreign exchange imbalance,
and over time lower interest rate costs. The compositional change is consistent with the IMF
and the World Bank debt sustainability recommendations.

34THE MEDI

UM TERM FI SCAL OUTLOOK

Within the medium-t e r m, t hAbdel Govdhenent i determined to ensure that PNG i |
within its means, yet stild]l pursue higher
To achieve this, the Government intends to maintain its focus on the medium term fiscal

anchors and strategic objectives presented in its MTFS 2018-22 in the 2018 Budget (refer Box
3)
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Box: 3Medi um Ter m Hiisocall SRinrcehtoegy and Strategic
MTFS 2018-22 - FISCAL ANCHORS STRATEGIC OBJECTIVES
Revenue Medium Term Revenue Strategy 2018-22

Grow the revenue (excluding grants) base to
14.0 per cent of GDP - Revenue as a percentage of
GDP has declined from 20 per cent in 2012-14 to
below 13.0 percent in 2017 which is low by
international standards and comparable countries to
PNG but the downward trend needs to be stabilised
first and then sustained onto a higher trajectory.

Broaden the revenue base of the economy by
investing in the more inclusive elements of the
economy such as agriculture, manufacturing, tourism,
small to medium enterprises and law & order where
the bulk of the population in engaged.

The implementation of the SWF deposit rule i
requiring that 50.0 per cent of all mining and petroleum
taxes are deposited in the SWF. These rules will
ensure a reduction in the impact of resource volatility
on the Budget over time.

Halt the declining revenue to GDP trend and increase
revenues (excluding grants) in terms of GDP to reach
14 per cent by 2022.

Implement clear policies that support national
development goals and encourage investment

Broad based taxes that ensure everyone makes a fair
contribution to the nation.

Clear laws that define the rights and obligations of
taxpayers and administrators.
Fair and efficient administration that provides high
quality services to taxpayers.

Expenditure

Allocation to Key Enablers targeted to 2/3 of (primary)
expenditure T i.e. excluding debt service. This rule will
help ensure that the cou
address some of the critical development challenges.

Personnel costs should be reduced to less than
40.0 per cent of total non-resource non-grant revenue
and should not increase by more than 5.0 per cent
yearly (arrears repayment excluded).

Expenditure as per the SWF rule - which stipulates that
withdrawals during each fiscal year from the
Stabilization Fund shall be made through the National
Budget, and shall not exceed the five year long-term
moving average of mineral and petroleum receipts as
a share of non-mineral and non-petroleum receipts.

Capital expenditures should increase and be
maintained between 5.0and 6.0 per cent of GDP over
the 2018-22 period.

Medium Term Expenditure Strategy 2018-22

Reduce total expenditure to GDP ratio from
18 per cent in 2018 to 16.0 per cent by 2022 to reduce
the budget deficit and debt to 30.0 per cent of GDP.

Reallocate the expenditure mix from compensation of
employees and goods and services towards a higher
level of capital expenditures and support for priority
enablers and manage the Budget to prevent the
accumulation of arrears and fiscal overhangs.

Clear policies that support national development goals
and encourage investment.

Ensure human development through policies
conducive to infrastructure building, prosperity,
business and job creation as well as commitment to
universal quality health care and education

Efficient and effective delivery of goods and services
to all citizens as well as creating opportunities within a
sustainable fiscal framework

Deficit and Debt

Target a zero average annual non-resource primary
balance over the medium term (to 2025). Over the
period and under the different scenarios, significant
resources are not expected to flow into the SWF;
however, with this rule, Government will ensure that its
expenditure pattern is delinked from the resource
sector which reduces the expenditure volatility.

To give the Government flexibility through protracted
economic cycles, the Fiscal Responsibility Act was
amended from having the single line 30.0 per cent
debt to GDP ceiling to a range of 30-35.0 per cent of
GDP for 2018 and beyond. As an offset, however, the
Government has also amended the FRA to compel the

Medium Term Debt Strategy 2018-22

Maintain debt at sustainable levels and within FRA
targets and maintain financial risk at prudent levels.

Develop and efficiently manage the domestic debt
market involving the broadening and deepening of the
market in domestic securities.

Develop and manage the offshore commercial market,
including the inaugural sovereign bond issuance.
Engineer a portfolio shift from domestic debt securities
to foreign currency debt with a foreign debt to total debt
target of at least 35.0 per cent by 2022 while domestic
debt will decline to a target of at least 65.0 per cent.
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Government in its medium-term debt strategy to target | Within the domestic debt target, Treasury Bills and
the lower 30.0 per cent boundary. Treasury Bonds as a share of total domestic debt will
be split at 50.0 per cent each.

Source: 2018 Budget Documents, Volume |, Economic and Development Policies, Independent State of PNG

With respect to the medium term fiscal anchors and strategic objectives, the Government in
2019 intends the following:

1 Maintain the revenue (excluding grants) to GDP trend in 2019 to above the
programmed 14.0 per cent. While the 2019 Budget expects this ratio to be
15.0 per cent of GDP, this is appropriate as there are a number of revenue inflows that
are unlikely to be sustained in full past 2019. The Government, in its MTRS continues
to broaden its revenue base and a number of tax policies and changes will be
implemented over the period of the plan to achieve the targeted outcomes. The Large
Taxpayers Office (LTO) has been established and Tax Administration Act is being
implemented. The allocations to the SWF are only notionally occurring at this stage
and will be undertaken formally once the SWF is fully operational; and

9 The expenditure to GDP ratio is expected to increase to 18.1 per cent in 2019 which
is lower than the estimated ratio of 18.6 per cent for 2018.The higher expenditure ratio
reflects the increased spending on a number of the rigid expenditure categories, such
as PE and Interest Costs where the programmed reforms have been slow to
materialise because of structural/contractual rigidities. The higher ratio has been able
to be accommodated by the higher than programmed revenues. However, if revenues
fall back to trend rates, expenditure trends will need to be lowered. Nevertheless, the
PE budget remains a concern and there are measures announced in the 2019 Budget
that will need to be implemented. The 2019 amended fiscal program shows the
expenditure trend tracking back to the 16.0 per cent target by 2020 and below
16.0 per cent in 2023. The financial management reform program continues to make
solid progress in these terms. Furthermore, the 2019 Budget will facilitate a shift in the
composition of expenditure more towards development/capital spending and
especially in the outside provinces.

The financing program was able to achieve most of its 2018 objectives. Debt levels remained
well within the FRA debt to GDP prescribed band and the overall debt ratio appears to be on
a clear downward path toward the 30.0 per cent target. A portfolio shift from domestic debt to
external debt was achieved, although quite late in the fiscal year. Interest costs were generally
contained. The sovereign bond market was opened to PNG. A substantial debt retirement
program was initiated and there were commensurate inroads into the foreign exchange
imbalance. Financial risk was well managed.

However, the development of the domestic debt market wherein the portfolio was meant to be
restructured to an even Treasury Bills i Treasury Bonds split to lengthen duration and lessen
rollover risk. The development of the domestic bond market had to be delayed because of the
burgeoning foreign exchange imbalance and the demand for redemptions of Government
securities, together with subdued domestic demand growth. From 2019, it is anticipated that
these issues will be addressed and that the Government security market reform program can
be reignited.

Importantly, the 2019 Bu dget envel ope wil/l support Gover nme

finance reform programs as well as lift capital spending from the lower levels of 2017-18 and
then to maintain capital spending at higher levels over the medium term. This will mean
undertaking the difficult task of reprioritising and reallocating limited public spending to higher
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value priorities that will enhance overall economic growth and still achieve the development
goals of the Government.

Table 6 shows net borrowing of 2.1 per cent of GDP in 2019 and then a gradual reduction
over the medium-term to 0.8 per cent of GDP. This drives a reduction in the debt to GDP ratio
to 30.0 per cent by 2020 and to below 30.0 per cent between 2021 and 2023 in compliance
with the FRA target and clears a path towards achieving a zero average annual non-resource
primary balance over the medium term.

Tab8BudgBal apo3203x % of GDP)
2018 2019

revisos N 2020 2021 2022 2023
Revenue and Grants 13,400.3 | 14,266.8 | 14,630.8 | 15,236.1 | 16,846.6 | 18,516.4
E;‘ﬁgi’:]‘gt“re and Net 152975 | 16,1335 | 16.190.0 | 16,625.7 | 17.986.8 | 19,516.9

Net Lending (+) / Net
Borrowing (-)

Net Lending (+)/ Net
Borrowing as % of GDP

Non-Resource Primary
Balance

-1,897.2 | -1,866.7 | -1,559.2 -1389.6 | -1,140.2 | -1,000.5

-2.3% -2.1% -1.6% -1.3% -1.0% -0.8%

-1,5855 | -1,743.4 -671.8 -433.6 -105.8 94.8

Non-Resource Primary
Balance as % of non- -2.2% -2.7% -1.0% -0.6% -0.1% 0.1%
resource GDP

Implied Debt to GDP (%) 30.9% 30.8% 30.3% 29.4% 27.5% 25.9%

Source: Department of Treasury.
Note: Net Borrowing/Net Lending under GFS 2014 differs from the deficit/surplus reported under GFS 1986. See Appendix 3
for an outline of these changes and a detailed set of fiscal tables.

The decline in the net borrowing requirement over the medium term will be achieved through
implementation of the revenue policies outlined in detail in the MTRS and in Chapter 5 of this
Volume and through the Government ensuring the proportionate reduction in the rigid
recurrent expenditure categories such as compensation of employees, debt interest and
arrears and the effective targeting of productive public investments. This implies the
implementation of a number of measures aiming at modernising the public financial
management system, reinforcing the performance monitoring and evaluation function, and
ensuring efficiency in the use of public funds.

Over the medium-term, the challenge is to achieve this consolidation while, at the same time,

reversingt he proportionate decline in capital expendi
decentralisation objectives embodied in the provincial and district services improvement

programs. This approach will be guided by the MTFS and the MTDP IlI.
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Chaz%®Net Bor rpowi nNget( Lending (+) as a percentage of

2018
2017 Revised 2019 2020 2021 2022 2023
0

0.0%
-200 l -0.5%
-400

Lo 0.8941-0%
. 0

»n -600 -1.5%
c -1.3% o
£ 800 -1.6% -2.0% 8
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< -1200 : -3.0% X
X
-1400 -3.5%
-1600 -4.0%
-1800 -4.5%
-2000 -5.0%
mmmm Net Lending (+)/ Net borrowing (-) Net lending (+)/ Net Borrowing (-) as % of GDP

Source: Department of Treasury

The total debt to GDP ratio will also improve from an estimated 30.9 per cent in 2018 to below
30.0 per cent by 2022/23 in compliance with the amended FRA. The non-resource primary
balance will be on a declining path such that the average annual balance should reach zero
over the medium-term (ending in 2022) which will ensure that if resource revenues pick up
over the medium-term, increased funds will accumulate in the Sovereign Wealth Fund (SWF).

Cha3@™Medi um Term Fki scal Outl oo
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Source: Department of Treasury

35MEDI UM TERM FI SCAL -S0CRATEGY 2018

The following tables are detailed summaries of the medium-term revenue, expenditure and
debt strategies, which are part of the overall MTFS.
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2018

PNGO s

M eTdrin Renenue Strategy 2018-2022

Strategic Objectives

= =4 =4 -8 -9

Halt the declining revenue to GDP trend and increase revenues (excluding grants) in terms of GDP to reach 14.0 per cent by 2022;
Clear policies that support national development goals and encourage investment;
Broad based taxes that ensure everyone makes a fair contribution to the nation;
Clear laws that define the rights and obligations of taxpayers and administrators; and
Fair and efficient administration that provides high quality services to taxpayers.

Policy Reform

Legal Reform

Administration Reform IRC and Customs

1. Personal Income Tax
1 Rebalance the tax composition from income to
consumption by relieving the tax burden on labor
income.
2. Goods and Services Tax
1 Broaden the GST tax base by limiting the
extensive use of zero rating; and
1 Review an increase in the GST rate depending on
the revenue needs and implementation of
alternative taxes.
3. Excise
1 Review rates for alcohol, tobacco and gaming;
1 Review excisable products; and
I Review introduction of excise on Cellular airtime.
4. Export Duty
1 Examine unprocessed products e.g. fish, saw logs,
oil palm.
5. Import Duties
1 Suspend the last phase of Tariff Reduction
Program (TRP) to allow a review into the TRP; and
1 Increase tariff rates to assist adjustment in the
manufacturing sector.
6. Tax Exemptions and Incentives

Update and consolidate existing
Acts
1 Simplify legislation and separate

taxing measures from
administration measures;
9 Locate all administration

laws/regulations  within a tax
Administration Procedures Act;

9 Customs legislation modernisation;
and

9 Simplify Income Tax Act and other

legislation.

International agreements/treaties

1 Review to ensure economic value;
and

9 Ensure technological capability to
comply exists before committing to
new arrangements.

Asset Registers

1 Establish definitive registers with
respect to real property, shares, and
Government entitlements such as
licenses.

Bank Secrecy

1. IRC will achieve high levels of voluntary compliance

fl RCés core delivery functio
administer taxes and collect revenue;

fModerni se | RC6s policy
based strategy and business processes; and

1 Improve Compliance and Broaden Tax Base.

2. 1l RCbs organisation structu

1 A Large Taxpayer Office is established and fully functional
as a Division;

1 Case Selection and Intelligence Division is fully functional,

1 A strong headquarters function is developed and
implemented;

1 Regional and provincial Tax Centres are established across
the country to decentralise tax administration services;

1 A Taxpayer Services capability is established and fully
functional; and

9 A Compliance Audit capability is established and fully
functional as a Division.

3. IRC's processes, systems and structure are aligned

to effectively manage compliance risk

fl RC6s operating system meei

1 Self-assessment is fully operational; and

1 IRC has streamlined collection systems and procedures.

4. IRC is adequately resourced and effectively leads,

manages and governs those resources

and
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il

f

Review existing incentives and exemptions and
prepare tax expenditure Budgets; and
Adjust arrangements based on economic value.

7. Corporate Income Tax

il

il

il

Reduce corporate income tax offset by scaled
back tax incentives and accelerated depreciation
provisions for resource sectors;

Simplify administration of corporate income tax;
and

Review the superannuation taxation regime.

8. Resource Contracts Fiscal Stabilisation Act;

il

Limit the scope of taxes for stabilisation to major
tax heads.

9. Small business regime

il

Design a simplified system for tax calculation and
payment.

10. Fill the tax gaps and Expand the tax base

f
f

il

1

Review the introduction of a bank levy;

Introduce CGT on real property including mining
and petroleum licenses;

Develop a broad policy and procedures for fees
and charges and review non-tax fees and charges;
and

Review resource revenue regime.

11. Non-Tax Revenue

1

Transfer 90.0 per cent of all public moneys to
Consolidated Revenue Fund and 10.0 per cent to
support operations of collecting agencies subject
to legislative design

Continue the review all Public Bodies Trust
Accounts consistent with the revised Public
Finance Management Act

Review all public funds utilized by SOEs

9 Ensure ready access to bank
information by tax administration.

1 IRC has in place a robust management and governance
process;

fl RCds Budget, As s eeffigenty,nd
effectively and accountably managed and administered;

9 A Taxpayer Charter is developed; and

fEffective relationshi
stakeholders.

5. IRC's management and staff have the needed

knowledge, skills, attitude and integrity

9 Develop management and leadership training for managers
and supervisors at all levels;

1 Provide specialist training in areas as needed e.g. LTO,
Audit;

1 Managers and staff meet the standards of integrity and
behavior expected of an employee of the IRC; and

fl RCés Productivity is enhan
Anti-Corruption Activities.

Fa

ps are

6. Strengthening Customs Clearance Processes
1 Customs Declarations: Manifest control and verification
of customs valuation;
1 Post clearance Audit (PCA);

7. Strengthening Cross boarder Mechanisms to address
illicit trade;

8. Strengthening supporting mechanisms such as the
ASYCUDA, increased resources and capacity in the
Audit and cargo clearance section and extend Container
Examination facility to other port such as the Lae Port;
and

9. Strengthen governance, accountability, transparency and
use of public funds through Finance and Treasury.
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1 Review all existing non-tax fees and charges |

Political Support

External Resources

1 Provide strong reform governance and management;
1 Ensure Government-led effort including all agencies; and
1 Consult widely to generate community support.

Al
Al

Identify capacity needs for reform development and implementation;
Identify available external support from donor partners to provide extra capacity; and
1 Formalise agreement with donors on MTRS support.
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n the Medium Term Expen

Medium-Term Expenditure Strategy 2018-2022

1 Reduce total expenditure to GDP ratio from 18.0 per cent in 2018 to 16.0 per cent by
2022 to reduce the Budget deficit and debt to 30.0 per cent of GDP;

1 Reallocate the expenditure mix from compensation of employees and goods and
services towards a higher level of capital expenditures and support for priority
enablers and manage the Budget to prevent the accumulation of arrears and fiscal

Strategic overhangs;

Objectives 1 Clear policies that support national development goals and encourage investment
1 Ensure human development through policies conducive to infrastructure building,
prosperity, business and job creation as well as commitment to universal quality

health care and education; and

i Efficient and effective delivery of goods and services to all citizens as well as creating
opportunities within a sustainable fiscal framework.

Compensation of Employees (PE) | Goods and Services

Capital Investment

Short and Immediate measures: Procurement reforms

1 Implementation of the NEC |9 Review and present
Decision 71/2017 to bring PE'? | the national
under control. procurement hill to

Integration of systems Parliament and ensure

9 Ensure that all civil servants are its quick
registered and paid through implementation.
ALESCO. Asset policy

1 Phase out any parallel systems 1 Implementation of

Preparation of realistic Budget policy in line GFS
Votes (2014); and

1 Setting realistic PE votes to reduce | 1 The system recording
Budget -ofubtloo;w and all assets will be

1 Use hard ceiling to ensure discipline managed through
among agencies. IFMS.

Enforcing Budgetary Control Centralised utilities

9 Put an end to ex-post warranting; payment
and 1 Payment of utilities will

1 All departments unattached existing | be centralised and
staff, recruit new staff, overtime | channelled  through
allowances etc. will not exceed the | DOF and DOT to avoid
given ceiling. arrears and reduce

Linking PE to affordability leakages.

9 NEC with the advice of the Treasury
will decide on yearly PE increase;
and

TPE cost will not exceed
40.0 per cent of Non-resource non-
grant revenue to ensure long term

Vetting of Capital Project

1 The vetting process for capital project
will be strengthened T with more
stringent requirement in terms of
financial and economic returns; and

fSet up an interdepartmental
committee, chaired by Planning,
including the Department of Treasury
and other relevant departments and
agencies to appraise and oversee the
technical and financial accountability
of significant new projects.

Prioritization of Ongoing Projects

1 Given the limited fiscal space in the
medium term, DNPM will evaluate the
existing portfolio of ongoing projects
and priorities them over the medium
term.

Donors Funded Projects

9 Drawdowns on a number of
concessional loans to implement high
return projects, in line with the Debt
Management Strategy.

Monitoring and evaluation

1 Ensuring that all capital projects
including SIPs are adequately
monitored.

sustainability.

Political Support Cross cutting reforms

1 Provide strong reform governance and |f Roll out of IFMS and implementation of GFS
management; (2014) report standards;

1 Ensure Government-led effort including all | T Identify available external support from donor
agencies; partners to provide extra capacity i procurement

1 Consult widely to generate community support; reforms, payroll; and
and 1 Monitor and manage Arrears.

1 Implementation of different existing acts.

“Compensation of Employees in
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Tabl ey Measures included in the Medium Term Debt

Medium-Term Debt Strategy 2018-2022

Raise the required amount of Budget financing and manage the debt portfolio to
achieve prudent risk and cost minimisation objectives, and develop and maintain an
efficient market for Government securities and diversification of funding sources;
Maintaining debt at sustainable levels. The FRA target band of debt to GDP of 30-
35.0 per cent and the 30.0 per cent target by 2022 will constrain debt to sustainable
levels;

Engineer a portfolio shift from domestic debt securities to foreign currency debt with
a foreign debt to total debt target of at least 35.0 per cent by 2022;

Within the domestic debt target, Treasury Bills and Treasury Bonds as a share of
total domestic debt will be split at 50.0 per cent each to give an improved alignment
with current investor preferences and market demand; and

Expanding the existing highly concentrated investor base and promoting a more

Strategic
Objectives

liquid and efficient secondary market.

Maintaining debt at sustainable levels and

managing risk

Developing the domestic debt market

Sound fiscal policy:

1 Implementation of the MTFS and ensuring fiscal
consolidation over the medium term; and

1 Close coordination between monetary and fiscal
institutions to manage debt

Managing debt

9 The issuance of World Bank/ADB highly
concessionary external Budget support debt and
through the issuance of a USD bond program,
together with the normal net inflows of donor
project loans;

1 Formalising the dedicated debt account use to
repay debt service;

9 smoothing out the maturity and repayment profile
of the domestic debt service schedule, within the
projected financing envelopes, through debt
switches and buybacks and establishing a reduced
number of more liquid benchmark issues; and

1 To facilitate this measure, the Loans Securities Act
1960 and the T-Bills Act 1974 will need to be
amended to clearly state the authority for Treasury
to actively manage Government debt.

Managing risks:

1 lengthening the duration of the domestic portfolio
to reduce refinancing risk through the development
of the domestic bond market and target
compositional changes between shorter term
treasury bills and longer term treasury bonds; and

9 documenting and monitoring debts of state-owned
enterprises and contingent liabilities and providing
advice on management and exposure levels.

Addressing a number of preconditions for the
development of the domestic bond market
including:

1 improving the efficiency of the primary market (the
current manual and cumbersome processes will
need to be changed to attract non-resident
investors and encourage secondary trading);

9 promoting money market and interbank
transactions through repurchase agreements;
developing automated clearing, settlement and
custody facilities; establishing a bond market code
of conduct with effective oversight by BPNG;
promoting the establishment of pools of liquidity to
allow small investors access to the market;

9 improved coordination between monetary, fiscal
and regulatory authorities and market participants;
and

1 developing and maintaining a centralised source
for bond market information and data.

Broaden investment base:

1 rectifying the current foreign exchange imbalance
and restrictions on access to foreign currency at
redemption or repurchase; and

1 implementing access and disposal arrangements
through improved market infrastructure for
automated clearing, settlement and depository
functions, and facilitating secondary market
liquidity.
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Political Support

C

ross cutting reforms

1 Provide strong reform governance and
management as well as fiscal discipline and
fiscal and monitoring coordination;

1 Ensure Government-led effort including all
agencies; and

1 Implementation of different existing acts.

il

Identify available external support from donor
partners to provide extra capacity i developing
the domestic market.

Source: Department of Treasury
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4120 1AND 2REHEWENUE DEVELOPMENTS AND OUTLOOK

In the 2018 MYEFO, Total Revenue and Grants projections for 2018 were revised up by
K213.1 million, compared to the 2018 Budget estimates with the improvements reflecting
higher than expected Mining and Petroleum Taxes (MPT) driven by the increase in
international commodity prices, and higher Goods and Services Tax (GST) reflecting
enhanced IRC compliance activities and reduced GST refunds due to GST offsets against
other tax heads. Importantly, underlying tax and non-tax collection trends continued to improve
in line with the new Medium Term Revenue Strategy (MTRS) operationalised in the
2018 Budget.

Following the September 2018 outturn report, it is now estimated that an additional (above
budget) K669.6 million in revenue is likely to be collected by end 2018 with this increase is
predominately due to a lift in MPT to K725.0 million against the original budget projection of
K179.1 million. Dividend payments from Kumul Petroleum Holding Limited (KPHL) are also
expected to increase by K400.0 million to K700.0 million against the K300.0 million projected
in the 2018 Budget.

Personal income tax collections appear to be lower than the 2018 Budget due to subdued
domestic economic conditions, although very recent data suggests that the budget target may
be reached by end 2018. In contrast, corporate tax and GST receipts are running marginally
above budget. Export tax is expected to be significantly higher than budget reflecting the
changed tax arrangements and higher export prices.

The |1 RC and Custombdbs reform meas utaxereaswaas as
presented in the 2018 Budget have generally tracked the programmed targets outlined in the
MTRS 2018-22. This improved performance is in marked contrast to the revenue performance
in recent prior years.

Progress on these measures, together with the improved tax collections in 2018 provide a
solid base on which the 2019 Budget projections have been compiled. In this respect, the
Government remains firmly committed to progressing its MTRS in its second year of
implementation.

Total Revenue and Grants in 2019 is projected to increase to K14,266.8 million, a 6.5 per cent
increase on the estimated outturns for 2018. This comprises K10,784.5 million in Tax
Revenue, K2,539.2 million in Other Revenue (mainly dividends and fees & charges.) and
K943.1 million in Donor Grants. Of the Other Revenue, efforts through the Public Money
Management Regularisation (PMMR) Act are expected to generate K750.6 million as
Transfers from Statutory bodies.

Revenues in 2019 will be supported by the anticipated improvement in the domestic growth
outlook, maintenance of reasonably high commodity prices particularly for oil and gas and
continued efforts to improve revenue collections through the MTRS.

Tabl2Tot al Revenue and Grants (Kina, Million)
2017 2018 2018 2019 Y .
Actuals Budget Revised Budget
Tax Revenue 9,141.4 9,639.4 9,956.5 10,784.5 1,145.1
Per cent of GDP 12.1% 11.7% 12.1% 12.2% 0.0%
Grant 1,439.9 1,024.6 1,024.6 943.1 -81.5
Per cent of GDP 1.9% 1.2% 1.2% 1.1% 0.0%
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Other Revenue 943.8 2,066.7 2,419.2 2,539.2 472.5
Per cent of GDP 1.2% 2.5% 2.9% 2.9% 0.0%
Total Revenue & Grant 11,525.1 12,730.7 13,400.3 14,266.8 1,536.1
Per cent of GDP 15.2% 15.5% 16.3% 16.1% 0.6%

Source: Department of Treasury

42TAX REVENUE

4.2.1 Taxes on Income and Profits

Taxes on Income and Profits are projected at K6,247.1 million in 2019, comprising mainly of
K2,949.5 million in Personal Income Taxes, K2,556.3 million in Corporate Income Tax,
K428.1 million'? in Mining & Petroleum Tax, K149.2 million in Dividend Withholding Tax,
K116.0 million in Interest Withholding Tax and K47.8 million in Royalties & Management Tax
(see Tablel3).

In 2018, Personal Income Tax (PIT) was tracking slightly below 2017 levels with 69.0 per cent
of the budget projection collected up to end September with this poorer performance being
partly due to subdued employment particularly in key PIT sectors as businesses embarked on
cost cutting measures, while administratively two issues affected the performance of this tax:
firstly the K200.0 million additional revenue from compliance activities did not materialise as
expected in the 2018 Budget; and secondly, this tax was allowed to be offset against GST
refund credits of which a total of K116.0 million (see Box 4) in PIT liabilities was used for this
purpose up to end September 2018. With this trend expected to continue in the remaining
months of 2018, PIT projections have been revised down to K3, 050.5 million.

In 2019, the administration of credit offsets against PIT liabilities will be halted to accommodate
policy measures to increase the First Tier Tax Free Thresholds from K10,000 to K12,500 and
Second Tier Threshold from K18,000 to K20,000 to support low to lower-middle income
earners. This will result in revenue forgone of K162.0 million, resulting in the overall PIT
projection declining by K101.0 million.

Tabl¥Faxes on Income and Profits
2017 2018 2018 2019 Variation
Actuals | Budget | Revised Budget

Laxes on Income, Profits and Capital | 53174 | 55649 | 5601.9| 62471 | 5553
Personal Income Tax 3,093.8 | 3,250.2 | 3,050.5 2,949.5 -101.0
Company Tax 1,794.1 | 19715 | 19915 2,556.3 564.8
Mining and Petroleum Taxes* 113.6 89.5 362.5 428.1 65.6
Royalties & Management Tax 42.7 31.9 43.9 47.8 3.9
Dividend Withholding Tax 181.7 137.4 136.9 149.2 12.3
Interest Withholding Tax 914 84.2 106.4 116.0 9.6
Tax Related Court Fines 0.0 0.0 0.0 0.0 0.0
Sundry IRC Taxes & Income 0.0 0.2 0.2 0.2 0.0

Source: Department of Treasury

*The K362.5m for 2018 and K428.1m for 2019 are 50% of total MPT estimate for 2018 and 2019 respectively. The other 50% is

classified under Other Revenue as SWF receipts.

Revenue from Company Income Tax (CIT) has performed quite strongly in 2018 up to end
September, with collections above the corresponding period in 2017 by K148.6 million.

Against the 2018 Budget, about 69.0 per cent was collected up to end September, of which
the bulk of collections are from businesses engaged in the petroleum sector. Cost cutting

12 509 of total MPT projection of K856m
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measures, combined with the increase in petroleum prices, have supported revenue from this
tax and cushioned the adverse effects of GST credit offsets totalling K126.0 million
(see Box 4) against CIT liabilities and weak realisation of K200.0 million in expected additional
compliance revenues.

Due to the reasonably expected high oil and gas prices to the end of 2018, the higher MYEFO
projection of K1,991.5 million should be achieved.

In 2019, administrative measures to improve revenues from compliance will be accelerated
with the IRC projected to collect an additional K200.0 million in CIT through the recently
established Large Tax Payers Office (LTO) which will boost taxpayer services and taxpayer
compliance initiatives towards the end of 2019 and over the medium-term. On the policy side,
the abolishment of double deduction for the Training Levy will generate K151.0 million in 2019.

The overall CIT tax base will continue to be supported by the expected higher growth rate in
the economy in 2019.

Mining and Petroleum Tax (MPT) receipts have performed strongly in 2018 as a result of this
tax benefiting from the combined impact of the increase in global commaodity prices and the
Governmentds policy initiativedAPT) introdueed anhp
2017 Budget. By end September 2018, a total of K548.4 million was collected against the
2018 Budget total projection of K179.1 million and therefore the overall revenue projection for
this tax has been revised up to K725.0 million.

In 2019, MPT collections are projected to increase to K856.2 million on the back of the
recovery in production levels, stable oil and gas price projections and the continued
implementation of the APT. Meanwhile, key resource companies continue to claim
Infrastructure Tax Credits (ITC), as well as exemptions and accelerated depreciation
allowances.

The LTO will review compliance of large mineral resource companies, and the number of
concessions will be reviewed as part of the MTRS reforms.

Dividend Withholding Tax revenue in 2018 has been performing below 2017 levels and, by
end September, 60.0 per cent of the budget projection has been collected with this weak
collection possibly being attributed to reinvestment of earnings as firms took advantage of the
lift in commaodity prices to reinvest and it may also have been affected by the challenges in
repatriating dividends given foreign exchange constraints. Consequently, the overall revenue
projection for this tax has been revised down slightly to K136.9 million for 2018. In 2019, it is
projected to increase to K149.2 million due to the expected lift in economic activity, as well as
carry-on payments from 2018 due to the difference in financial year for most of the businesses
and the relaxation in foreign exchange constraints.

Interest Withholding Tax revenue has been performing strongly in 2018, with 89.0 per cent
collected against the 2018 Budget projection at end September which is mainly attributed to
the implementation of the tax policy to uplift exemptions from Interest Withholding Tax for
foreign lenders lending to resource companies. This policy combined with the lift in economic
growth will continue to support revenues from this tax in 2019.

Revenues from Royalties and Management Tax have exceeded the 2018 Budget projection,
and are expected to continue increase to K47.8 million in 2019.
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4.2.2 Taxes on Payroll and Workforce

Taxes on Payroll and Workforce is from the Training Levy that was repealed in 2018.
Therefore, nil training levy revenue is projected for 2019.

Tabl#&axes on Payroll and Workforce
2017 2018 2018 2019 .
Tax on Payroll & Workforce Actuals Budget | Revised Budget Variation
Training Levy 11.2 0.0 10.0 0.0 0.0
Total 11.2 0.0 10.0 0.0 0.0

Source: Department of Treasury

4.2.3 Taxes on Goods and Services

A total of K3,773.9 million in tax revenue is expected to be collected in 2019 from transactions
of goods and services, comprising mainly of K2,188.8 million in Goods and Services Tax
(GST), K922.7 million in Inland Excise Duty, K321.7 million in Import Excise, K197.3 million in
Gaming Machine Turnover Tax, K97.3 million in Stamp Duties, K31.2 million in Bookmakers

Turnover Tax and K14.9 million in Other Taxes and (see Table 15).

Tabl®axes on Goods and Services
2017 2018 2018 2019 | Variati
Actuals | Budget | Revised | Budget on
Taxes on Goods and Services 3,255.1 | 3,448.3 3,542.3 | 3,773.9 231.6
GST! 1,868.8 | 1,974.2 2,086.6 | 2,188.8 102.2
Stamp Duties 42.4 60.0 90.0 97.3 7.3
Excise Duty (Inland) 757.3 782.3 793.9 922.7 128.8
Import Excise 347.8 395.1 297.3 321.7 24.5
Bookmakers' Turnover Tax 36.0 33.0 28.6 31.2 2.6
Gaming Machine Turnover Tax 178.7 174.4 181.0 197.3 16.3
Departure Tax 14.2 12.8 8.4 9.0 0.6
Motor Vehicle Tax 6.4 11.9 11.9 0.3 -11.6
Other taxes on use of goods and on 08 192 12 0.9 03
permission to use goods
Other taxes on goods and services 2.7 3.4 43.4 4.6 -38.8

Source: Department of Treasury
1  GST represents the total of collections by Provinces and Ports and less Refunds. In 2019, total Net to CRF is K1,
584.4 million. Transfers to Provinces is K604.4 million.

GST collections at the ports in 2018 have been tracking well against the 2018 Budget, while
collections in the provinces are trending at 2017 levels, due to K51.0 million (see Box 4) of
this tax liability being offset by GST credits and the non-realisation of the K200.0 million
revenue. The credit offset has brought refunds lower and pushed up net GST remitted to the
Consolidated Revenue Fund (CRF) to K1,145.0 million by end September 2018. By end 2018,
GST to the CRF is projected to increase above the budget projection to K1,583.4 million.

In 2019, net GST remitted to CRF is projected to increase slightly, with collections expected
to increase on the back of higher projected economic growth and tax policy measures to
remove GST zero rated status for suppliers of resource companies of which it is expected to
generate K86.0 million in revenue. However, a 20.1 per cent increase in GST distribution to
provinces will tighten the portion to CRF at K1,584.4 million.

Inland Excise revenue has performed well against the 2018 Budget with 87.0 per cent of the
budget collected by end September 2018. Collections have been strengthened through
administrative efforts to address illicit imports of excisable goods among others, while the
policy impact of the increase in diesel excise to 23.0 toea has also supported collections.
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In 2019, Inland Excise revenue is projected to increase to K922.7 million as consumption of
excisable items is expected to be driven by growth in the economy and policy measures while
administrative efforts will continue to improve compliance. On the policy side, the freeze on
alcohol excise increases and the application of the 2.5 per cent excise reduction on tobacco
and second tier changes are expected to generate an additional K70.0 million while an indirect
impact is expected from the increase in consumption from low to middle income earners in
light of the increase in disposable income from PIT relief.

Revenues from Import Excise was trending below 2017 levels and significantly below
2018 Budget projections, with only 53.0 per cent being collected up to end-September 2018.
In particular, collections were low for petroleum oil products, motor spirits (gasoline) and
vehicles for transport of 10 people or more.

The increase in diesel excise on imports may have led to some switching in market share of
the local producer and away from imports. Based on this trend, the 2019 Budget projection of
Import Excise revenue is at K321.7 million, up modestly on the lower estimated 2018 outturns
and reflecting the higher expected growth in the economy.

Revenue from Gaming Machine Tax has been tracking well above 2017 levels by
19.0 per cent, while against the Budget projection, 87.0 per cent has been collected up to end
September. Revenue from this tax has continued to benefit from the tax policy measure to
i ncrease the Govendbthpeenceri ®© 550per ceat arfd ina2019, this tax
policy will continue to directly support revenue from this tax, while the increase in disposable
income through PIT relief will also support this tax indirectly.

Other small tax revenues such as Stamp Duty have exceeded the 2018 Budget projection.
The exception is Bookmakers Turnover Tax which is trending weaker against the
2018 Budget, but above the 2017 outturns by 9.0 per cent. In 2019, revenues from this tax
category is projected to increase in line with the growth in the economy.

4.2.4 Taxes on International Trade and Transactions

A total of K763.4 million in revenue is projected to be collected in 2019 from Taxes on
International Trade and Transactions, comprising K405.4 million in Export Duty and
K358.1 million in Import Duty.

Revenues from Import Duties have performed above 2017 levels and against the 2018 Budget
projection of which 79.0 per cent has been collected up to end September and consequently,
the overall projection for 2018 has been revised to K321.7 million, an increase of K25.7 million
against the 2018 Budget projection. In contrast, to higher import duties, import volumes have
remained subdued for most import categories in the first half of 2018 reflecting both weak
demand and the foreign exchange restrictions.

The positive trend in revenues from this tax can be attributed to the implementation of the tariff
policy measures in 2018 and the efforts to improve compliance by Customs through the
establishment of the Container Examination Facility (CEF) and wireless transaction among
others.

In 2019, the lift in economic growth combined with continued implementation of the tariff policy
rates and compliance efforts will continue to boost revenues from this tax. As part of
compliance efforts, a second CEF will be established in Lae in late 2019 to be operational in
the following year which should further boost compliance over the medium term.
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Tabl&axes on I nternational Trade and Transact.
2017 2018 2018 2019 Variation
Actuals | Budget | Revised | Budget
Taxes on International  Trade & | 55021 661 | 7123 | 7634 51.1
Transactions
Import Duty 246.4 296.1 321.7 358.1 36.3
Other Import Taxes 14.0 0.0 0.0 0.0 0.0
Export Tax 297.3 330.0 390.6 405.4 14.8

Source: Department of Treasury

Revenue from Export Duty has performed well above 2017 levels by K93.2 million, while
against the 2018 Budget, 87.0 per cent has been collected up to end September. For 2018,
the overall projection has been revised to K390.6 million, an increase of K60.5 million on the
budget projection with the strong performance of this tax revenue due to the combined effect
of high log export volumes in response to the increase in log prices and the application of the
progressive duty rate on log exports as part of the 2018 Budget tax measures.

In 2019, three (3) key factors will support log export revenues: firstly, the anticipated
continuation of the current trend in log prices; secondly, a full-year of compliance to the new
duty rates by log exporters; and thirdly, policy measures to introduce an export tax on Sea
Cucumbers which is expected to yield an additional revenue of K10.0 million.

430THER REVENUE

Expected receipts from the Other Revenue category have been revised up to K2,419.2 million
for 2018 against the 2018 Budget projection of K2, 066.7 million. This higher expected amount
is due to an increase of K400.0 million in the dividend projection from Kumul Petroleum
Holding Limited (KPHL) reflecting the higher dividend payment to KPHL from Exxon due in
December 2018.

The projected K525.0 million from PMMR transfers will materialise as expected. In contrast,
however, revenue from fees and charges has been revised down due to actual weaker than
expected collections up to the end of September 2018.

In 2019, the Other Revenue category is projected to increase by 5.0 percent to
K2,539.2 million comprising mainly of K1,205.0 million in Dividends, K750.6 million in
Statutory Transfers and K154.8 million in Fees and Charges. The balance of K428.1 million is
from SWF receipts now under transfers not elsewhere classified*®. Revenues from statutory
transfers and departmental fees and charges will be driven mainly by the PMMR efforts.

Tabl®ther RewanueJi(Kii on)

2017 2018 2018 2019 Variation

Actuals | Budget | Revised | Budget
OTHER REVENUE 943.8 | 2,066.7 2,419.2 | 2,539.2 119.9
Property Income 860.9 | 1,321.9 1,450.6 | 1,260.8 -189.7
Interest 0.0 0.7 0.7 0.7 0.0
Dividends 841.6 1250.0 1,430.0 | 1,205.0 225.0
Mining Petroleum and Gas Dividends 562.3 500.0 900.0 | 1,000.0 100.0
Dividends from Statutory Authorities 279.3 625.0 500.0 100.0 -400.0
Dividends from State Owned Enterprises 0.0 125.0 30.0 105.0 75.0
Withdrawals from income of quasi-corporations 0.0 40.0 0.0 - 0.0
Rent 19.3 31.2 19.9 55.2 35.3
Sales of goods and services 62.8 112.5 63.3 124.2 60.9

13 SWF presentation is indicative only
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