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expenditures, any loss in export revenues is
balanced by a decline in imports. The key to
restoring macroeconomic stability, therefore,
is how quickly the government is able to react
to its loss in revenue and reduces
expenditures or increases borrowing to
regain fiscal control.

As Ila Temu and I said in a 1995 review
of economic developments and policy
(Duncan and Temu 1995), it is necessary to
put in place policies and mechanisms that
recognise more effectively the volatility of
resource rents and that will remove, or at
least reduce, the likelihood of crises and the
need for massive adjustments to such crises.

But these recurrent crises largely arise in
the management of only part, and in what
should be the less important part of what is
now, unfortunately, a dual economy. The
remainder of the economy, and what should
be the important part of the economy, has
remained in a state of low-level stagnation.
The ease of macroeconomic management
under existing circumstances puts into sharp
contrast the difficulty of microeconomic
reform in a country like Papua New Guinea
and how extensive are the changes that have
to be made if economy-wide development

The performance of the present PNG
Government has been outstanding in the year
or so that it has been in power, although it
has been lucky in having world oil prices
more than double in that time. Credibility
with bilateral and multilateral development
partners has been re-established, with
commitments to, and implementation of,
reforms being a key factor in establishing
such credibility. Central Bank independence
has been strengthened. The exchange rate
has appreciated as international reserves
have been built up. And some courageous
decisions have been taken to improve public
sector governance. But establishing
credibility with private investors is a different
matter, as reflected in the decline in the prices
of mining stocks.

Re-establishing macroeconomic stability
quickly is something that we have come to
expect in Papua New Guinea. As Elek noted,
following the 1989–90 economic crisis
brought on by the closure of the Panguna
mine and the sharp fall in tree-crop prices,
Papua New Guinea’s balance of payments
tends to be self-balancing in the context of a
prudent monetary policy (Elek 1991).
Because of the high import component in
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and poverty reduction is to take place. But
unless very important microeconomic
changes are made, macroeconomic shocks
stemming from the resources sector will
continue to bedevil the country. So, I do not
want to spend much time discussing recent
or future macroeconomic management
issues. I wish to discuss more the important
microeconomic changes that I see as needing
analysis to define the path forward and
without doubt will need conviction and
courage to implement.

With its difficult topography, its small,
widely dispersed, multicultural population,
and the role of the central government being
strongly contested, economic management in
Papua New Guinea would be difficult under
any circumstances. However, almost
paradoxically, management of the economy
has been made even more difficult by the
country’s riches in natural resources,
particularly minerals and oil, and by the large
inflows of official aid, mostly from Australia.

While possession of minerals and flows
of official aid should not, per se, disadvantage
development efforts, the plain truth of the
matter is that they do because frankly there
has been little understanding about how to
manage them in a positive way. This is not
just true of Papua New Guinea; it has been
true worldwide. The failure to understand
the management difficulties presented by
these sources of foreign exchange has been a
failure on the part of the whole development
community which, through its lack of
understanding, has supported actions that
have only aggravated the situation.

Large flows of resource revenues to
governments (resource rents) from mining,
or logging, or fishing have, worldwide, led
to struggles to capture a share. Indeed,
attempts to gain control over flows of
resource revenues appear to be a basic
motivation for most of the rebellions in
developing countries—at least in the second
half of the twentieth century, the period over
which the analysis has been carried out

(Collier and Hoeffler 2000). I suggest that the
Bougainville rebellion was no exception.

Government control of these resource
rents leads to formal (or informal, through
various forms of corruption) mechanisms for
their distribution (or ‘capture’). The capture
is usually confined to the urban areas and
results in the creation of dual economies.
Little of the money finds its way out of the
urban areas, except to assist politicians in
their re-election. Official aid flows are subject
to the same forces, which seems to reinforce
the mechanisms established to distribute the
resource rents.

The fungibility of official aid—whereby
it is used to fund projects that would have
been funded anyway, so that government
revenues can be used for other, less worthy,
projects—makes for an almost
insurmountable problem. It is not
unreasonable to believe that Australian aid
is effectively ending up as PNG national
politicians’ slush funds and in the purchase
of real estate in Cairns or Surfers Paradise,
that is, as part of the large ‘capital flight’ from
Papua New Guinea.

Australian aid has now changed from
direct budget aid to directly funding projects.
But, of course, the problem is how to control
what happens to government revenues. Aid
fungibility is now well understood in
AusAID and measures are being developed
in the form of agreements on counterpart
funding to try to ensure commitment of
government funds to what are seen as
worthwhile uses.

More generally, I think that the problems
faced in making effective use of official aid
are now better understood. We know that
unless the institutional and policy
environment is favourable to private sector
investment, aid will not be effective. But I’m
not sure that it is fully realised the extent to
which the institutions of a country become
geared to the appropriation of aid. I would
include here even the existence of strong
unions and the establishment of the
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previously high urban minimum wages,
both legacies of the transfer of inappropriate
institutions from Australia.

I would argue that the overriding
development issue for Papua New Guinea
is the establishment of institutions that have
as their main focus the creation of an
enabling environment for private sector
development. The problem is to foster
understanding that will allow this change
to take place and to create institutions
appropriate to Papua New Guinea’s
circumstances. Too often we see development
agencies (with the best of intentions, but with
blinding ignorance) trying to transfer
institutions that are appropriate in a
completely different economic, cultural and
political environment.

Unfortunately, the focus of development
in Papua New Guinea, as in many other
countries, has been to follow the tempting
but ultimately disappointing path of
promoting mining and oil developments as
well as tariff protection of domestic
industries. These policies, together with the
inflow of aid, the high urban minimum
wages in place up to 1992, and the ‘hard kina’
exchange rate policy, led to an appreciation
of the exchange rate that severely
discriminated against import-competing and
exporting activities, particularly agriculture.

The success of the mining projects in
Papua New Guinea in a sense represents the
comprehensive failure of economic
management and of the development process
itself. Aside from the minor benefits to the
communities around these enclaves, and the
expenditures in the urban areas, there has
been no widespread distribution of benefits
as would be reflected in longer life
expectancy or better health or higher literacy,
or generally greater control over peoples’
lives and the risks that they face.

For development to be effective there has
to be a society-wide transformation. The
failure of development in Papua New Guinea
is manifest in the continuing high level of

subsistence agriculture and the generally
poor performance of even its export crops; as
well as in the poor state of rural infrastructure
including rural education and health
facilities. There can be no greater indicator
of the failure of development in Papua New
Guinea than the collapse of its agricultural
research system—this in a country that
appears to have a comparative advantage in
agriculture, the basis for the livelihood of
most of its peoples.

Moving forward

The continuation of mining projects and
official aid will remain a fact of life. The
burning question is how to change the
institutional and political focus that has been
largely concerned with the distribution of
these revenues so that there is a concentration
on factors that will make a positive
contribution to development. As I said,
AusAID at least is more aware of the
difficulties of making official aid effective in
society-wide transformation and in the
process of making aid more effective it may
make the use of resource rents more effective.

Understanding of what is important to
the development process has changed
dramatically over the past 50 years.
Economic theory and practice (practice, to a
much lesser extent) have moved from a belief
that transfers of capital and government
planning and control was all important to
where it is now believed that unless the basic
institutions to support private sector
development (property rights, security of
contracts and competition in markets) are in
place, there will be little or no private
investment and little or no development. This
change in thinking involves a very different
but extremely important role for government;
moving it from a central role in production
to a central role in institutional development
and market regulation to ensure effective
competition.
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All the indicators of the absence of these
basic institutions are present in Papua New
Guinea. The only kinds of private investment
that take place are those where the problems
of inadequate property rights and contract
insecurity can be substantially reduced in
some way. There is little in the way of private
fixed assets, unless there is some form of
government underwriting such as tariff
protection or joint ventures with government
(where the government assumes all the risks
of failure, as so often happens). Industries
are ‘footloose’ (logging) or operate on a fly-
in/fly-out basis (mining). And there is
exploitative use of natural resources, as in
‘high-grading’ activities in logging and
mining. Landowners are not very interested
in investing their share of mining or timber
revenues; preferring to ‘booze it up’ or invest
outside the country. As well, as we so often
see when security of contracts is poor and
discretionary behaviour by politicians and
bureaucrats is rife, ‘mafia-like’ behaviour
and corruption become endemic.

How can the country lift itself out of what
has become a terrible vicious circle? I agree
with the present Prime Minister that
economic management in Papua New
Guinea presents a depressingly difficult
problem. The poor, even non-existent
creation of jobs in the private sector, with a
population doubling since Independence,
has led to a law and order problem of such
magnitude that it has become the number one
constraint on private sector activity. But
under any circumstances is it possible for a
communally-based society to grow rapidly?
History suggests the answer is no. Up until
the mid-eighteenth century, economic
growth worldwide was barely perceptible
(World Bank 2000). A major reason could be
the absence of secure individual land title
and therefore the absence of an effective
capital market and of incentives to improve
productivity. As well, the type of social
capital that is predominant in communally-
based societies does not appear to be

favourable to the development of widespread
trust throughout a society, a factor that is so
important to the security of contracts.

I believe that we have to be realistic and
realise that improvements will take a long
time, under any circumstances. The present
electoral and political situation, leading to
unstable coalitions in government, is
antithetical to institutional and political
changes that take time to develop and
implement. Fortunately, the present
government has taken steps, in the form of
the Political Integrity Bill to rectify this
situation in what may indeed be the most
important contribution to the development
process.

Papua New Guinea has three very
important factors in its favour: its vigorously
free press, its independent judiciary and its
resilient democracy. These will be very
important in the creation of individual
property rights, especially property rights to
land, security of contracts (which means
changing the climate of contract disputes
and claims for compensation, and
minimising the scope for discretionary
behaviour by politicians and officials), and
codes of conduct (both formal and informal).
I acknowledge the extreme difficulty of
making these changes, as it means that Papua
New Guinea must achieve in a short while
what modern developed countries took many
years to achieve. It is important too that these
changes are made in a way that is
appropriate to Papua New Guinea’s
circumstances. This probably means that it
should move by small steps and experiment.
Experimentation with institutions is not
undesirable and institutions should not
necessarily remain fixed over time. Countries
should experiment until they find the most
appropriate institutions for the time and
place.

Changing the status quo is exceedingly
difficult, however, as reflected in the failure
of many reform efforts around the world. In
large part this failure is due to the fact that
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powerful vested interests are created by
existing institutions and incentives. So the
most important question in development is
how to generate pressures to change the
status quo in a favourable direction.

There is much that can be done to create
pressures for the development of institutions
favourable to private sector development.
Moreover, the best use of the resource rents
and aid that will continue to flow is to assist
in creating these pressures. Without in any
way trying to pick agricultural ‘winners’, I
believe that the main (perhaps the only) focus
should be on the development of the
agricultural sector. This is where most people
earn their livelihoods, and as the
development experience of the past 30 years
has shown us, in such circumstances this is
where development should begin. More
rapid agricultural growth generates more
demand for domestically-produced goods
and services and increases non-farm rural
employment as well as urban employment.
So faster agricultural growth should help
relieve the urban unemployment situation too
and reduce the urban drift. However, faster
agricultural growth seems to have occurred
in other countries where assets are relatively
equally distributed. How can assets,
particularly land-based assets, be created in
Papua New Guinea and be widely
distributed? This is a crucial question to be
researched. I envisage that it can be done
through formalisation of long-term leases
within the communal-ownership situation.
Without secure individual property rights to
land, to provide collateral for borrowing,
access to rural credit and agricultural
investment will remain extremely limited.

Education and health are human
forms of capital and these must also be
distributed equitably in rural areas. Getting
government out of agricultural marketing
has also been important to fast agricultural
sector growth in other countries, and the
remaining government interventions in
agricultural marketing should be removed.

The government has indicated that it wishes
to move in this direction.

Any activities that create interest in
investing in agriculture should create
pressure for property rights and contract
security, but I emphasise the following
• maintaining a market-based exchange

rate as at present
• research leading to new farming

activities, and to new and improved
varieties of existing crops

• better market access, both domestically
and internationally, through improved
transport infrastructure, grading and
quarantine standards

• improved education in rural areas
• improved health in rural areas

(particularly to get rid of endemic pests
and diseases that have debilitating
impacts on peoples’ ability to work).

Reducing trade barriers will also be
favourable to agriculture by reducing costs
as well as lowering the real exchange rate.

Papua New Guinea is already
reasonably well integrated with the global
economy. The actions that I have suggested
will integrate it even further and thereby make
it even more vulnerable to economic shocks
from external markets. This is an unfortunate
but necessary outcome as Papua New
Guinea has too much to lose by not
integrating. What it has to do therefore is to
take actions to manage effectively these
international risks that are felt through
shocks in commodity prices, in the exchange
rate and interest rates. There are mechanisms
available to do this, but so far Papua New
Guinea has not used them or not used them
properly (such as the mismanagement of the
Mineral Resources Stabilisation Fund).

There are other desirable actions that I
could discuss, such as the use of industrial
estates (which appears to be a short-term way
around the land access and law and order
problems), or the promotion of tourism which
is a labour-intensive activity that would take
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advantage of Papua New Guinea’s seeming
comparative advantage in its beautiful
natural resources and diverse cultures, or the
changes needed in the design of contracts to
ensure more effective utilisation of timber
and fisheries resources. But I mostly wish to
stress that the focus of the PNG government
and development agencies should not be so
much on projects, which have had and will
continue to have a poor pay-off until the
institutional environment is more favourable
to private sector activity. The focus must be
on the institutional and policy environment
in which the projects are expected to function.
This is not something that people in
development agencies or governments have
much experience in or receive brownie points
for, but it is the only way forward. The people
of Papua New Guinea are a wonderfully
entrepreneurial, hard-working people, given
the right incentives, and it will be a great pity
if the appropriate incentives are not created
and the opportunities for development
continue to be missed.
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