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Foreword

The global f�nanc�al cr�s�s qu�ckly evolved �nto a full blown econom�c cr�s�s that 

has h�t the Pac�f�c. The loom�ng �mpacts look to be larger than expected 6 

months ago, and are unfold�ng rap�dly.

These �mpacts are l�kely to be felt over 2009 and �nto 2010. Even �f 

the global economy p�cks up �n the second half of 2010, as the most recent forecasts 

suggest, �t may take unt�l 2011 for the Pac�f�c econom�es to fully recover.

Th�s pol�cy br�ef looks at the challenges created by the global econom�c cr�s�s and 

d�scusses pol�cy opt�ons to m�t�gate �ts �mpacts. Should monetary pol�cy be relaxed? Is a 

f�scal st�mulus appropr�ate? What would a f�scal st�mulus look l�ke, and how long should 

one last? What can be learnt from the act�ons of ne�ghbor�ng econom�es? 

These are the sort of pragmat�c cons�derat�ons that the reg�on’s econom�c dec�-

s�on makers are fac�ng. Th�s pol�cy br�ef tr�es to help dec�s�on makers ‘take the helm’ �n 

f�nd�ng a way through these d�ff�cult econom�c t�mes. It looks for the key quest�ons that 

need to be asked, and seeks to prov�de gu�dance on pract�cal answers.

Country-spec�f�c act�ons plans are needed for a response to the global cr�s�s. The 

pol�cy br�ef �s �ntended to help the reg�on’s f�scal and monetary author�t�es prepare ac-

t�on plans, help bus�nesses and the publ�c work w�th governments on a response, and 

help development partners better understand the needs of the reg�on.

The As�an Development Bank w�ll, �n close cooperat�on w�th other development 

partners, cont�nue to support efforts by Pac�f�c develop�ng member countr�es to assess 

and formulate country-spec�f�c responses to the global econom�c cr�s�s. Th�s pol�cy br�ef 

�s offered as one element of that support.

      Sultan Hafeez Rahman

      D�rector General

      Pac�f�c Department
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sUMMArY

The global econom�c cr�s�s has h�t the Pac�f�c. Lower commod�ty pr�ces w�ll see 

export �ncomes decl�ne, and tour�sm �ncome and rem�ttances are expected to 

fall as source econom�es exper�ence econom�c recess�on. Most of the reg�on’s 

publ�c offshore �nvestment funds have decl�ned �n value, and some large pr�vate 

sector operat�ons dependent on offshore demand and fund�ng are at r�sk.

The growth forecasts for most Pac�f�c countr�es have been progress�vely down-

graded as the depth of the global econom�c cr�s�s has become more apparent. The 

econom�es of the F�j� Islands, Federated States of M�crones�a, Palau, Samoa, and Tonga 

are now projected to contract �n 2009. Econom�c growth �s l�kely to be low elsewhere, 

the only except�ons be�ng Papua New Gu�nea, T�mor-Leste, and poss�bly, Vanuatu. Even 

�f the global economy turns around �n the second half of 2010, lags mean that cond�-

t�ons w�ll probably be tough �n most Pac�f�c econom�es �nto 2011.

Governments need to dec�de �f the global econom�c cr�s�s �s a pr�or�ty for eco-

nom�c management. If so, a proact�ve, targeted, and coherent pol�cy response would 

be best. Th�s should be ta�lored to the �nd�v�dual c�rcumstances of each Pac�f�c economy. 
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Wh�le the full extent of needs w�ll only become clear as �mpacts unfold, monetary, f�scal, 

structural, and l�vel�hood �ssues are l�kely to be prom�nent. 

A f�rst step �n respond�ng to the global econom�c cr�s�s would be to better track 

and understand �ts �mpact. Rel�able and frequent econom�c and f�nanc�al mon�tor�ng �s 

needed. Th�s �s largely �n place �n some Pac�f�c econom�es, but �n others, mon�tor�ng has 

a narrow coverage and suffers long lags. Econom�c mon�tor�ng �s generally backward-

look�ng, a l�m�tat�on that w�ll h�nder early warn�ng of approach�ng �mpacts. Effect�ve 

mon�tor�ng �s �mportant to both the formulat�on of a pol�cy response and reduc�ng 

uncerta�nty fac�ng bus�nesses and households.

For those countr�es that operate an �ndependent monetary pol�cy, a caut�ous  

monetary expans�on would be a sens�ble second step, where cond�t�ons allow �t. The 

level of off�c�al fore�gn exchange reserves �s a good �nd�cator of whether there �s room 

to lower �nterest rates and/or expand l�qu�d�ty. There �s probably room when reserves 

are above a target 3 to 4 months of �mports and reserves are stable. Inflat�on �s also a 

good �nd�cator of whether a monetary expans�on should be cons�dered—the monetary 

stance should only be relaxed �f �nflat�on �s under control.

If reserves are below the target and/or fall�ng rap�dly, �t can be a s�gn that the 

exchange rate �s out of l�ne w�th the econom�c fundamentals. Dur�ng the 1997 As�an 

f�nanc�al cr�s�s, the F�j� Islands and Solomon Islands were able to use exchange rate 

management to sh�eld themselves from the full �mpact of the cr�s�s. It �s clear that 

ma�ntenance of a compet�t�ve exchange rate w�ll be �mportant to lessen�ng the �mpact 

of th�s cr�s�s. Author�t�es need to act dec�s�vely when there �s a substant�al m�sal�gnment 

of the�r exchange rate. The F�j� Islands has already done so through a 20% devaluat�on 

�n Apr�l 2009.

The global econom�c cr�s�s w�ll add to f�scal pressure. Most 2009 budgets were 

formulated before the full extent of the global cr�s�s was known, and �t �s very l�kely that 

the�r revenue forecasts w�ll prove to be overest�mates. The best course �s to manage 

pro-act�vely the f�scal shock. 

Governments may want to do more than just manage the f�scal shock. Most of 

the larger �ndustr�al�zed and emerg�ng countr�es are �mplement�ng f�scal st�mulus pack-

ages that are �ncreas�ng government expend�ture and/or reduc�ng taxes. A short-l�ved 

f�scal st�mulus may also make sense �n the Pac�f�c as a way of counter�ng the econom�c 

slowdown. Here, a f�scal st�mulus can be thought of as a del�berate change on e�ther the 

expend�ture or revenue s�de of the government budget that ra�ses aggregate demand 

above what �t otherw�se would be. The pr�mary role of a f�scal st�mulus would be to 

l�ft �nternal demand to try and offset the decl�ne �n external demand. A secondary role 

would be to protect the vulnerable that are made worse off, even w�th the efforts to 

l�ft aggregate demand.
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It may be poss�ble to cope w�th the f�scal shock, and where sens�ble fund a short-

l�ved f�scal st�mulus, by tr�mm�ng low pr�or�ty expend�ture and �ncreas�ng the revenue 

effort. Th�s suggests an �mmed�ate need to rev�ew the compos�t�on of publ�c expend�ture 

and to repr�or�t�ze less product�ve or wasteful expend�tures—espec�ally on the recurrent 

s�de—so they are re�ned �n or el�m�nated.

The ab�l�ty to qu�ckly tr�m low pr�or�ty expend�ture and �ncrease the revenue effort 

�s however l�kely to fall short of fully meet�ng the f�scal need. Extra resources are l�kely 

to be requ�red. Opt�ons �nclude external grants, where made ava�lable, and borrow�ng, 

where �t �s affordable. 

The compos�t�on of  publ�c spend�ng would be a cruc�al element of f�scal manage-

ment. Investment spend�ng to rehab�l�tate and upgrade �nfrastructure, the protect�on 

of spend�ng on soc�al sectors—health and educat�on—and support for the vulnerable 

warrant top pr�or�ty. Such expend�ture needs to be preserved even �f revenue envelopes 

contract, and warrant target�ng by any f�scal st�mulus that �s adopted. Any tax cuts 

prov�ded as a f�scal st�mulus also need to be carefully des�gned so they offer max�mum 

support to econom�es and the poor and vulnerable.

These observat�ons h�ghl�ght that f�scal management needs to be h�ghly pr�-

or�t�zed and targeted. It needs to be cons�stent w�th overall f�scal prudence and avo�d 

excess�ve bu�ld-up �n publ�c debt and pressure on the balance of payments. In some 

cases, a f�scal st�mulus �s already �n place, not del�berately as a response to the global 

cr�s�s but because budgets had already allowed for �ncreases �n budget def�c�ts. In other 

cases, the f�scal expans�on appears to be too rap�d and extra care �s needed to ensure 

�t prov�des value-for-money.

Structural �n�t�at�ves that enhance the reg�on’s compet�t�veness—such as reform�ng 

state-owned enterpr�ses, remov�ng d�stort�ons �n the tax and duty systems and mob�l�z�ng 

customary land—can also support the reg�on’s econom�es. But many such �n�t�at�ves carry 

long lead t�mes, �n some cases, decades may be needed to ach�eve substant�ve change. Any 

qu�ck-w�n �n�t�at�ves that are ava�lable could however be pursed as a means of lessen�ng 

the econom�c downturn and help�ng econom�es prepare to recover.

Efforts to prov�de targeted help to the vulnerable, such as establ�sh�ng soc�al 

safety nets, have mer�t. But, l�ke structural �n�t�at�ves, they face the d�ff�culty of long lead 

t�mes. The best �mmed�ate opt�on for help�ng the vulnerable �s l�kely to be to l�m�t the 

decl�ne �n econom�c growth, complemented, where affordable, by a short-l�ved f�scal 

st�mulus that pays spec�al attent�on to the needs of the vulnerable.

Development partners have been an �mportant source of support to the reg�on 

�n t�mes of cr�s�s. They can also help the Pac�f�c econom�es through th�s global econom�c 

cr�s�s. Development partners can support mon�tor�ng and pol�cy d�alogue, they can 

fast-track the act�v�t�es they are �nvolved �n, help governments fast-track others, and �f 
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necessary offer prudent budgetary support so as to m�n�m�ze pressure on the balance 

of payments. 

Budget support �s normally prov�ded w�th cond�t�ons. In th�s �nstance, an ap-

propr�ate focus may be to m�n�m�ze the r�sk that budget support would work aga�nst 

long-term growth prospects by eas�ng the �ncent�ve for governments to �mprove the�r 

performance. Cond�t�ons attached to such support could be prevent�ve (as opposed to 

curat�ve), by for example requ�r�ng protect�on of core soc�al expend�tures or preservat�on 

of ma�ntenance of phys�cal �nfrastructure (perhaps on a mult�-year bas�s). Any budget 

support prov�ded could also appropr�ately �nclude sunset clauses, so that from the outset 

�t �s regarded as a temporary, spec�f�c response to the global econom�c cr�s�s. 
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THe GLobAL  
sTorM HAs HiT

The overall impact
Nav�gat�ng a Global Storm, released by the As�an Development Bank (ADB) �n October 

2008, prov�ded an early v�ew of the potent�al �mpact of the global econom�c cr�s�s on the 

Pac�f�c (ADB, 2008). These �mpacts are now beg�nn�ng to show �n the econom�c data. The 

overall trends are clearly negat�ve, and they are more severe than �n�t�ally expected. 

Some Pac�f�c econom�es are part�ally offsett�ng the �mpacts of the cr�s�s, such as 

Papua New Gu�nea (PNG) and T�mor-Leste—they are f�nanc�ng econom�c act�v�ty from 

the revenue bonanza of the commod�ty pr�ce boom that preceded the global econom�c 

cr�s�s. Even so, �t �s apparent that the Pac�f�c w�ll be heav�ly affected overall by the global 

cr�s�s. The s�zeable downgrades �n econom�c growth forecasts seen �n the world’s major 

econom�es are now occurr�ng �n the reg�on (F�gure 1). Wh�le country-spec�f�c factors 

are certa�nly contr�but�ng to lower growth forecasts �n the Pac�f�c, the global econom�c 

cr�s�s �s central to a pess�m�st�c outlook now held for 2009 and 2010.

The decl�ne �n econom�c growth �n the world’s major econom�es �s w�dely ex-

pected to be temporary (F�gure 2). The world’s major econom�es are expected to beg�n 
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to recover dur�ng the second half of 2010. Th�s would beg�n to reverse the decl�ne �n 

external demand now �mp�ng�ng on the Pac�f�c. Th�s turnaround does, however, h�nge 

on the success of the large f�scal st�mulus packages be�ng �mplemented �n the world’s 

major econom�es. It also depends on how qu�ckly they stab�l�ze and restore conf�dence 

�n the�r f�nanc�al system and get cred�t flow�ng aga�n (IMF, 2009a). If the �nternat�onal 

recovery �s delayed, the decl�ne �n external demand fac�ng the Pac�f�c w�ll last longer.

Figure 1. Changing forecasts of economic growth for 2009

 
ADO=Asian Development Outlook, EU=European Union, PNG=Papua New Guinea, US=United States
Note: ADO 2008 was released in April 2008, the ADO Update 2008 was released in September 2008 and 
ADO 2009 was released in March 2009.
Sources: ADB. Asian Development Outlook. Manila (various editions).

 

Figure 2. Growth in nearby economies 

f = forecast
Sources: ADB (2009); IMF (2009d).
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More on the impacts
The ma�n �mmed�ate �mpact of the global econom�c cr�s�s on the Pac�f�c has been felt 

v�a the sharp drop �n �nternat�onal commod�ty pr�ces tr�ggered by the collapse �n world 

demand. Only gold, logs, and phosphate avo�ded a sharp drop �n pr�ces as global 

econom�es slowed. Econom�es that are net �mporters of the now lower pr�ced com-

mod�ty pr�ces w�ll benef�t. But the net exporters w�ll lose export �ncome (albe�t from a 

boom level). The commod�ty exporters PNG and Solomon Islands are the most exposed 

to lower commod�ty pr�ces. Volumes of commod�ty exports may also fall �n 2009 as 

external demand slows and as lower pr�ces curb the �ncent�ve to produce. Smallholder 

product�on of agr�cultural commod�t�es such as copra, cocoa, and coffee, �n part�cular, 

tends to fall off qu�ckly when �nternat�onal pr�ces fall. 

Tour�sm arr�vals d�d hold up �n most Pac�f�c dest�nat�ons over 2008. The excep-

t�on was Palau, wh�ch depends heav�ly on tour�sm from As�a. Palau saw tour�sm arr�vals 

decl�ne by about 10% over the year desp�te a concerted market�ng effort �n Japan. The 

observat�ons that tour�sm numbers held up �n most dest�nat�ons, however, obscures 

the underly�ng weaken�ng �n the tour�sm market. Tour�sm departures from As�a and the 

Un�ted States (US) were weaken�ng even before the global econom�c cr�s�s (F�gure 3). 

In most Pac�f�c dest�nat�ons, th�s was offset by cont�nued growth �n tour�st departures 

for the Pac�f�c from Austral�a and New Zealand and overall numbers stayed up. But the 

rate of growth �n tour�sm from Austral�a and New Zealand slowed markedly over the 

year. Departures from Austral�a and New Zealand to the ma�n Pac�f�c tour�st dest�nat�ons 

�n the March quarter of 2008 were 24.7% and 11.2% above the March quarter 2007 

levels respect�vely. However, departures for the Pac�f�c from New Zealand �n the March 

quarter of 2009 were 12.5% below the March quarter 2008 level, wh�le departures from 

Austral�a over January and February were down 6.5%.

The weaken�ng �n tour�sm arr�vals �s expected to deepen �n 2009 as major source 

econom�es weaken and as exchange rate apprec�at�on �n the reg�on has adverse effects. 

Tour�st arr�vals �n the Cook Islands, Samoa, and Tonga are at r�sk of fall�ng �n 2009, g�ven 

New Zealand’s �mportance to these countr�es (although spec�al sport�ng events may help 

Cook Islands avo�d an overall decl�ne). The F�j� Islands and Vanuatu may also record a 

decl�ne �n tour�st arr�vals from Austral�a as households reduce the�r d�scret�onary expen-

d�ture. A key cons�derat�on w�ll be the consequences of pol�t�cal developments �n the F�j� 

Islands and whether there w�ll be sp�llovers for other Pac�f�c dest�nat�ons (e.g., Vanuatu 

appears to rece�ve more tour�sts when there are problems �n the F�j� Islands).

The Global Storm Has Hit
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Figure 3. Departures to the Pacific and Oceania

 
y-on-y=year on year.
Notes: NZ = New Zealand; US = United States; Pacific destinations are Cook Islands, Fiji Islands, Samoa, 
Tonga, and Vanuatu.
Sources: Australia Bureau of Statistics, www.abs.gov.au, downloaded 10 March 2009; New Zealand 
Ministry of Tourism, www.tourismresearch.govt.nz, downloaded 10 March 2009; United States Office of 
Travel and Tourism Industries.
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econom�c recess�on. The labor market �n another major source of rem�ttances, Austral�a, 

followed later as �t also moved toward econom�c recess�on. Cond�t�ons for mar�t�me 

workers and other overseas workers are also reported to have softened as global trade 

slows. The weaken�ng �n overseas labor markets means the decl�ne �n the real value of 

rem�ttances may become more pronounced �n 2009. Samoa and Tonga are the most 

exposed to th�s offshore deter�orat�on, w�th the Federated States of M�crones�a (FSM), 

the F�j� Islands, K�r�bat�, and Tuvalu also exposed.

Figure 4. Remittances

Note: Deflated by consumer price index
Source: Pacific DMC statistical bureau.

F�ve econom�es—K�r�bat�, Republ�c of the Marshall Islands (RMI), FSM, Palau, 

and Tuvalu—have substant�al publ�c sav�ngs �nvested �n offshore equ�ty markets. As 

world stock markets plunged, so d�d the value of the stocks �n the trust funds. For FSM 

and RMI, the�r trust funds are only to be used over the long term. The�r market value 

�s l�kely to largely recover, �f not completely, by the t�me they are needed. The s�tuat�on 

�s, however, d�fferent elsewhere.

Tuvalu’s f�nanc�al buffer, the Consol�dated Investment Fund, �s normally topped up 

by e�ther external grants or by d�str�but�ons from the Tuvalu Trust Fund. The Tuvalu Trust 

Fund �s heav�ly �nvested �n offshore equ�t�es, and can only fund new d�str�but�ons when 

�ts market value �s above a target m�n�mum. D�str�but�ons may be many years away, and 

there �s a need to react now to conserve the funds currently held �n the Consol�dated 

Investment Fund. K�r�bat� �s already us�ng �ts �nvestment Fund, the Revenue Equal�zat�on 

Reserve Fund, and, to a lesser extent Palau, �ts Compact of Free Assoc�at�on Trust Fund, 

to help fund government expend�ture.

Remittances

Samoa Tonga
2007 2008 2007 2008 Tonga (2007) Tonga (2008)

Mar 55.7 62.3 30.37526552 28.99746193 30.3 28.8
Jun 61.0 58.4 36.94891533 28.17369624 36.5 28.0
Sep 76.2 73.5 37.3574782 30.44448955 37.0 30.1
Dec 74.8 63.7 37.1120405 30.28757903 36.9
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It appears that K�r�bat�, Palau, and Tuvalu are yet to reduce the�r publ�c spend-

�ng to compensate for the decl�ne �n the market value and expected �ncome from the�r 

trust funds. Wh�le the absence of adjustment has the pos�t�ve effect of help�ng support 

demand �n these econom�es for now, �t w�ll come at a pr�ce. W�thout correct�ve act�on, 

the�r funds w�ll be drawn down at an excess�ve rate. Th�s may even see nat�onal assets, 

accumulated w�th much effort to secure econom�c susta�nab�l�ty, set on a long-term 

path toward deplet�on. 

Implications for the Pacific
The transm�ss�on mechan�sms that w�ll see these adverse developments d�sperse through 

the Pac�f�c econom�es �nclude:

(�) Decl�n�ng pr�ces of agr�cultural commod�t�es w�ll qu�ckly lower �ncomes for 

smallholders and plantat�ons, and as logg�ng pr�ces fall, so w�ll logg�ng �ncomes. 

Rural areas dependent on tour�sm w�ll exper�ence a decl�ne �n �ncomes as fewer 

tour�sts arr�ve, or spend less;

(��) Household spend�ng w�ll decl�ne as rural �ncomes weaken, and as the flow of 

rem�ttances decl�nes;

(���) The demand for transport and other goods and serv�ces used �n rural produc-

t�on w�ll weaken, affect�ng a range of rural bus�nesses �n formal and �nformal 

sectors;

(�v) Urban econom�es w�ll weaken as demand from rural areas slows, as rem�ttances 

to urban households decl�ne, and as demand weakens for the tour�sm and other 

serv�ces based �n the ma�n centers, such as �nternat�onal sh�pp�ng;

(v) Pr�vate �nvestment w�ll slow as econom�es slow and as lower commod�ty pr�ces, 

weaker external demand, and potent�al d�ff�cult�es �n access�ng �nvestment fund-

�ng affect project v�ab�l�ty. Projects that are e�ther export or�ented or otherw�se 

rel�ant on overseas demand are most at r�sk; 

(v�) Government revenues w�ll decl�ne as pr�vate expend�ture and �ncomes decl�ne. 

M�n�ng and o�l projects, fac�ng lower �nternat�onal pr�ces, w�ll also pay less govern-

ment revenue. If governments are to avo�d deter�orat�on �n the�r f�scal pos�t�on, 

they w�ll need to contract or slow growth �n government expend�ture. Labor and 

bus�ness engaged �n the prov�s�on of publ�c serv�ces w�ll be affected; and

(v��) L�v�ng standards w�ll beg�n to deter�orate. For example, poverty �s l�kely to r�se as 

�ncomes decl�ne, ch�ldren may be w�thdrawn from school because fees can no 

longer be afforded, and mob�le health serv�ces may become more �nfrequent.
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Updated econom�c growth forecasts for the Pac�f�c econom�es are presented 

�n F�gure 5. Almost all growth forecasts have been downgraded because of the global 

econom�c cr�s�s.

Lower o�l pr�ces w�ll prov�de �nflat�onary rel�ef and also ease pressures �n some 

countr�es on the balance of payments �n the f�rst half of 2009. But any rel�ef w�ll be tem-

porary and �t �s �mportant to avo�d the emergence of a false sense of secur�ty. Econom�c 

growth �s expected to be down overall �n 2009. Overall, the Pac�f�c econom�es grew at an 

est�mated 5.1% �n 2008. In 2009, overall growth �s expected at only 3.0%. An econom�c 

contract�on (�.e., negat�ve growth) �s projected �n the F�j� Islands, FSM, Palau, Samoa, 

and Tonga, and econom�c growth �s expected to be low �n most other Pac�f�c econom�es. 

Even �f the global economy turns around �n 2010, lags mean that econom�c cond�t�ons 

w�ll be tough �n the Pac�f�c �n 2010 and problems may cont�nue �nto 2011.

Only T�mor-Leste, PNG and poss�bly Vanuatu are expected to cont�nue to grow 

at adequate rates over 2009. Governments �n PNG and T�mor-Leste are now spend�ng 

revenue saved dur�ng the boom per�od of h�gh commod�ty pr�ces. Th�s �s help�ng sup-

port the�r econom�es dur�ng 2009 and �nto 2010. In these two econom�es, the �ncome 

growth needed to help l�ft l�v�ng standards and reduce poverty w�ll cont�nue for now, 

albe�t at a slower rate �n PNG. Real estate development and tour�sm rema�n f�rm �n 

Vanuatu, partly because tour�sts appear to be d�vert�ng from the F�j� Islands, and th�s �s 

expected to result �n moderate growth �n Vanuatu.

The key concern �s that slow econom�c growth or an econom�c contract�on w�ll 

lead to a reversal of hard-won ga�ns �n l�v�ng standards. 

The Pac�f�c econom�es expected to contract �n 2009 are the F�j� Islands, Palau, 

Samoa, and Tonga. In the F�j� Islands, where poverty was probably on the r�se even 

before the global cr�s�s, the weak outlook for tour�sm and rem�ttances w�ll add to the 

negat�ve effects of pol�t�cal developments and structural problems �n the sugar and gar-

ment �ndustr�es. In Palau, the contract�on �s due to the expected weaken�ng �n tour�sm 

from As�a, the flow-through to new tour�sm-based �nvestment and uncerta�nty ar�s�ng 

from the end of ex�st�ng f�nanc�al support arrangements from the US. In Samoa, weaker 

rem�ttances and tour�sm comb�ned w�th cutbacks at the major manufactur�ng opera-

t�on are expected to see the economy contract. Decl�nes �n rem�ttances and tour�sm are 

also expected to slow the economy of Tonga, add�ng to the weakness �n agr�culture 

(ADB, 2009).

The Global Storm Has Hit



Taking the Helm: A Policy Brief on a Response to the Global Economic Crisis12

Figure 5. Economic growth forecasts for the Pacific

 
f = forecast, FSM=Federated States of Micronesia, PNG=Papua New Guinea, RMI=Republic of the Mar-
shall Islands
Note: GDP growth for Nauru in 2007 was -27.3%; growth in non-oil, non-United Nations GDP is shown 
for Timor-Leste.
Source: ADB (2009).

Note: GDP growth for Nauru in 2007 was -27.3%
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Solomon Islands d�d not generate the sav�ngs dur�ng the recent commod�ty boom 

of the other commod�ty-�ntens�ve econom�es. It now faces a rap�d decl�ne �n econom�c 

growth as log harvest�ng slows. Major new developments may be deferred because of 

the external deter�orat�on.

Econom�c growth �s expected to be low or negat�ve elsewhere. Preparat�ons for 

spec�al sport�ng events and r�s�ng government expend�ture are projected to see pos�t�ve 

but low growth �n the Cook Islands. A rel�ance on stable external grants and drawdowns 

from publ�c sav�ngs, wh�ch have reached unsusta�nable levels �n some cases, �s expected 

to support low growth �n K�r�bat�, RMI, and Tuvalu.

The lagged �mpact of external developments and the prospect that the flow 

through to the Pac�f�c may be even more severe than or�g�nally ant�c�pated, mean that 

these forecasts may well prove conservat�ve. It �s poss�ble that the full �mpact of the 

global econom�c cr�s�s may be even larger �n 2010 than �n 2009. Importantly, more 

Pac�f�c econom�es may contract than forecast.

The Global Storm Has Hit
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seTTinG A CoUrse

The �ntens�f�cat�on of the global econom�c cr�s�s s�nce September 2008 has 

surpr�sed most observers. Econom�sts’ consensus forecasts of global growth 

have proved to be overopt�m�st�c as more bad f�nanc�al and econom�c news 

has broken. Cons�derable uncerta�nty rema�ns as to the ult�mate depth of the 

econom�c downturn and �ts durat�on. The Pac�f�c econom�es w�ll have to manage the�r 

econom�es over 2009, 2010, and �nto 2011 �n rough cond�t�ons and atyp�cally h�gh 

uncerta�nty.

Meet�ng th�s econom�c pol�cy challenge w�ll requ�re urgent but careful assess-

ments of the need and capac�ty to undertake remed�al, pr�or�t�zed pol�cy act�ons. These 

act�ons are best planned and �mplemented as a s�ngle, coherent response to the domest�c 

�mpacts of the global econom�c cr�s�s. A proact�ve response �s called for. Fragmented, 

ad-hoc, and react�ve responses are best avo�ded.

The pr�me econom�c problem �mposed on the Pac�f�c by the global cr�s�s �s an 

externally �nduced, demand-s�de dr�ven, short-run slowdown �n growth. Wh�le the sever�ty 

of the problem var�es between Pac�f�c econom�es, the nature of the problem �s shared. 
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The key pol�cy �ssues then are whether there �s room and capac�ty for effect�ve counter-

cycl�cal pol�c�es, and whether respond�ng to the global cr�s�s �s a pol�cy pr�or�ty. 

In econom�c terms, there are both equ�ty and eff�c�ency reasons for m�n�m�z�ng 

cycl�cal downturns. A slowdown �n econom�c growth w�ll slow progress �n reduc�ng 

hardsh�p and make some people worse off. Analys�s by the Un�ted Nat�ons Development 

Programme of the reg�on’s household �ncome and expend�ture surveys suggest that a 

1% decl�ne �n real �ncomes can �ncrease the number of people l�v�ng below the poverty 

l�ne by 0.5 percentage po�nts on average. So, �f, for example, 30% of the populat�on 

were l�v�ng below the poverty l�ne and the global econom�c cr�s�s then reduced real 

�ncomes by 5%, the share of the populat�on below the poverty l�ne could r�se to 32.5%. 

In the worst case, the drop �n �ncomes could force some �nto poverty traps that turn a 

short-term shock �nto a long-term problem. The adverse �mpacts are l�kely to fall more 

heav�ly on some commun�ty groups than others. In part�cular, the work of the Un�ted 

Nat�ons Development Programme has h�ghl�ghted the extra vulnerab�l�ty of households 

headed by women and the elderly.

More broadly, the global econom�c cr�s�s has the potent�al to e�ther slow progress 

�n ach�ev�ng the M�llenn�um Development Goals (MDGs), or to add to the�r underach�eve-

ment. Th�s �s because the global cr�s�s w�ll reduce (below what they would otherw�se be) 

household �ncomes and the revenue ava�lable to government to prov�de publ�c serv�ces. 

The potent�al loss of publ�c serv�ces means that even those that are l�v�ng subs�stence 

or near subs�stence l�festyles and are remote from the cash economy, and are therefore 

not d�rectly affected by the econom�c slowdown, may be �nd�rectly affected. Numbers 

l�v�ng a subs�stence l�festyle may even r�se as the �nformal and formal sectors weaken. 

Wh�le the subs�stence sector would prov�de a good safety net for those w�th enough 

land and mar�ne resources and read�ly ava�lable food, the move back �nto subs�stence 

would represent a loss �n welfare for most. If the global cr�s�s �s severe enough, earl�er 

progress towards the MDGs may even be reversed. For most of those l�v�ng �n ne�ghbor-

�ng h�gh-�ncome countr�es, the global cr�s�s may mean the loss of an overseas hol�day 

or the latest electron�c �tem, or a two-car fam�ly becom�ng a one-car fam�ly, or some 

other cut-back �n non-essent�al expend�ture. In contrast, the �mpacts are potent�ally 

grave �n low �ncome countr�es. A growth slowdown can turn a three-meal a day fam�ly 

�nto a two-meal a day fam�ly, or make attend�ng school or travel to bas�c med�cal care 

unaffordable. 

The sens�t�v�ty of the MDGs to a slowdown �n econom�c growth �s also ev�dent 

from emp�r�cal work from As�a. Elast�c�t�es have been calculated that show the percent-

age change �n key �nd�cators for 1% of econom�c growth (F�gure 6). So, for example, �n 

As�a, econom�c growth of 1% �s est�mated to reduce the share of people l�v�ng below 

the poverty l�ne by almost 0.9%. The oppos�te would approx�mately apply. For example, 

Setting A Course
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�n As�a, an econom�c contract�on of 1% could �ncrease by almost 0.9% the percentage 

of people l�v�ng below the poverty l�ne. Wh�le these elast�c�t�es would not apply exactly 

to the Pac�f�c, they are suggest�ve of l�kely orders of magn�tude.

Figure 6: The link between growth of the MDGs in Asia 

GPI=gender parity index (i.e., ratio of girls to boys)
Source: ADB-United Nations Development Programme-United Nations Economic and Social Commission 
for Asia and the Pacific (2008).

On the eff�c�ency front, an econom�c slowdown w�ll �mpose adjustment costs on 

an economy and there �s some potent�al, �f the slowdown �s deep enough, for �t to push 

an economy onto a low growth path. For example, releas�ng workers now can lead to 

extra costs �n retra�n�ng staff as econom�es recover, or of re-establ�sh�ng market�ng and 

d�str�but�on networks that were lost dur�ng the econom�c downturn. Idle equ�pment 

�mposes costs that can be d�ff�cult to recover. Investment plans for new or expanded 

pr�vate sector projects can be d�srupted, and the costs �ncurred �n prepar�ng proposals 

can be lost. The �nvestment �n human cap�tal can slow, plac�ng extra l�m�ts on the ab�l�ty 

of an economy to recover when external demand �mproves. Those �n the �nformal sector 

may consume the assets they rely on (e.g., by sell�ng or consum�ng l�vestock or sell�ng 

product�on, process�ng, or transport equ�pment) and face h�gh barr�ers to reacqu�r�ng 

these assets later (e.g., because of the t�me taken to produce new l�vestock or because 

m�crof�nance agenc�es closed down dur�ng the slowdown or don’t ex�st).

It �s s�gn�f�cant that the stress from the global cr�s�s w�ll follow that caused by 

the recent surges �n commod�ty pr�ces. Households that were sellers of what became 

h�gher pr�ce agr�cultural commod�t�es were probably better off after the surge �n pr�ces, 

substant�ally so �n some cases. But many, �f not most households would have had the�r 

real �ncomes eroded by the very h�gh �nflat�on rates of 2008 that resulted from h�gh 
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commod�ty pr�ces (and �n part�cular h�gh pr�ces of fuel and food). Wh�le the negat�ve 

repercuss�ons of the h�gh pr�ces are yet to be fully understood, �t �s a reasonable ex-

pectat�on that �n 2009 there �s a he�ghtened vulnerab�l�ty to the adverse effect of an 

econom�c slowdown.

Econom�es that contract (�.e., exper�ence negat�ve growth) over 2009 and 2010 

are l�kely to be the most exposed, namely the F�j� Islands, Palau, Samoa, and Tonga. Wh�le 

th�s w�ll hopefully be a short-l�ved econom�c contract�on, many commun�ty members 

�n these countr�es are l�kely to face a decl�ne �n l�v�ng standards, wh�ch may result �n a 

r�se �n poverty. In contrast, econom�es that w�ll cont�nue to grow are better placed to 

cont�nue to make progress, albe�t at a lower rate, �n l�ft�ng l�v�ng standards and reduc�ng 

poverty—the s�tuat�on fac�ng PNG, T�mor-Leste and Vanuatu �s therefore less �ntense 

than elsewhere �n the reg�on. 

The pr�mary need across the reg�on �s to m�n�m�ze any econom�c contract�on or 

reduct�on �n the rate of econom�c growth. Econom�es should be able to l�ve w�th less for 

a wh�le, so pol�cy probably does not have to respond to a sl�ght econom�c slowdown. 

But a s�zeable econom�c slowdown should tr�gger a pol�cy response. As represented at 

F�gure 7, the challenge �s to adopt a qu�ck �mpact response that reduces the negat�ve 

effect on econom�c growth of the global cr�s�s. Th�s would normally be undertaken by 

counter-cycl�cal demand management that helps l�ft aggregate demand �n the economy. 

Wh�le not captured �n the f�gure, there �s also a need to pay spec�al attent�on to the 

needs of the vulnerable, part�cularly �f the�r relat�ve pos�t�on �s made even worse by the 

econom�c slowdown. There �s also a need to avo�d the short-term response creat�ng 

problems for the long-term growth outlook.

Th�s s�tuat�on fac�ng econom�es now can be contrasted w�th an economy that has 

a poor outlook because of deep structural weaknesses. Th�s �s the s�tuat�on normally of 

most concern �n the Pac�f�c. Such structural weaknesses could �nclude �neff�c�ent or too 

l�ttle �nfrastructure, the absence of an enabl�ng env�ronment for the pr�vate sector or h�gh 

waste �n government spend�ng. F�gure 8 shows an economy where adverse structural 

factors dom�nate cycl�cal factors. For th�s case, structural �n�t�at�ves need to be pursued 

to overcome poor growth outcomes. Th�s �s desp�te the pursu�t of structural �n�t�at�ves 

often carry�ng a growth trade off. The trade off ar�ses as structural �n�t�at�ves normally 

take some t�me to generate benef�ts wh�le often �mpos�ng net costs �n the short term 

because of adjustment costs �ncurred �n �mplementat�on. For such a s�tuat�on, the pol�cy 

pr�or�ty would be structural reform rather than counter-cycl�cal pol�c�es. 

The loom�ng downturn now faced across the Pac�f�c �s caused by weaken�ng 

aggregate demand. Th�s potent�ally br�ngs econom�c management �nto the realm of 

counter-cycl�cal demand management. F�gure 9 presents a styl�zed representat�on of the 

s�tuat�on. It shows the potent�al ga�ns from counter-cycl�cal pol�cy, �.e., the econom�c 
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downturn �s reduced. It also shows a growth outcome when structural �n�t�at�ves take 

some t�me to generate benef�ts wh�le �ncurr�ng short term adjustment costs. The “ga�n 

from the pa�n” of the pursu�t of such longer term structural �n�t�at�ves may only be ev�dent 

after the worst of the global cr�s�s �mpacts has been felt. In the f�gure, structural �n�t�at�ves 

that have a longer term hor�zon only �mprove the growth outcome �n 2011, after the 

economy has rebounded from the global econom�c cr�s�s. In contrast, counter-cycl�cal or 

any structural �n�t�at�ves that were able to offer a qu�ck w�n–�.e., an �mmed�ate boost to 

econom�c growth w�th l�ttle or no downs�de––would address the �mmed�ate econom�c 

needs as they could �mprove on the growth outcome over 2009 and 2010.

There may even be a case for paus�ng on any longer term structural �n�t�at�ves 

�f they w�ll add to econom�c stress over 2009 and 2010. Econom�c management could 

�nstead refocus attent�on on counter-cycl�cal demand management and any qu�ck-w�n 

structural �n�t�at�ves. The case for paus�ng on longer term structural �n�t�at�ves �s strongest 

for those econom�es fac�ng a short-term econom�c contract�on.

Th�s observat�on g�ves r�se to the �mportant �ssue of pol�cy pr�or�t�zat�on. Respond-

�ng to the global econom�c cr�s�s �s only one of many pol�cy �ssues fac�ng the Pac�f�c 

econom�es. The resources ava�lable to formulate and then �mplement �mproved publ�c 

pol�cy are l�m�ted—�nclud�ng the human and pol�t�cal cap�tal and f�nanc�al resources—and 

therefore should not be d�ss�pated on low pr�or�ty �ssues. Try�ng to do too much on the 

publ�c pol�cy front �s l�ke bu�ld�ng two houses when there �s only enough bu�ld�ng mater�-

als for one—�n the end there w�ll be no house no matter how noble the �ntent�on. 

Before sett�ng course on a response to the global econom�c cr�s�s, �t �s �mportant 

to clar�fy where the �ssue s�ts among the range of publ�c pol�cy �ssues need�ng attent�on. 

For example, for some Pac�f�c econom�es, the long-term challenges of cl�mate change 

may be uppermost and the cost of deferr�ng act�on so as to respond to the global cr�s�s 

may be too h�gh to contemplate. In some econom�es, structural �ssues may be so deb�l�-

tat�ng that they overwhelm the needs ar�s�ng from the global econom�c cr�s�s. In wh�ch 

case, there may be no room to accommodate a counter-cycl�cal response to the global 

econom�c cr�s�s. In some, the global cr�s�s may be ser�ous enough to just�fy a reor�enta-

t�on of econom�c �n�t�at�ves toward the challenges �t �mposes, but w�thout forego�ng any 

ex�st�ng �n�t�at�ves. And yet elsewhere, the need to prepare a targeted response to the 

global econom�c cr�s�s may be so strong that the pursu�t of other �n�t�at�ves should be put 

on hold. The cho�ce of the r�ght course w�ll depend on �nd�v�dual country c�rcumstances 

and a country’s own value judgments on �ts development pr�or�t�es. 
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 Figure 7: Stylized growth paths—the global crisis 

Note: The horizontal axis can be viewed in different ways. It can be viewed as showing zero growth, the 
growth rate expected in the absence of the global crisis, or the long-run potential or actual growth rate.
Source: ADB. 

Figure 8: Stylized growth paths—when structural factors dominate

 

Note: The horizontal axis can be viewed in different ways. It can be viewed as showing zero growth, the 
growth rate expected in the absence of the global crisis, or the long-run potential or actual growth rate.
Source: ADB.

 
Figure 9: Stylized growth paths—the global crisis again

 
Note: The horizontal axis can be viewed in different ways. It can be viewed as showing zero growth, the 
growth rate expected in the absence of the global crisis, or the long-run potential or actual growth rate.
Source: ADB.
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Once a broad course of act�on has been set, deta�led pol�cy �n�t�at�ves need 

to be formulated. Th�s sect�on looks at those �n�t�at�ves that would reduce 

the �mpact of the global econom�c cr�s�s. The �n�t�at�ves are ordered sequen-

t�ally. That �s, �t d�scusses f�rst the �n�t�at�ves that make sense to pursue f�rst, 

e�ther because they are easy to �mplement and have a relat�vely qu�ck �mpact or lay the 

foundat�on for further act�on. The �n�t�at�ves that are probably the most d�ff�cult or t�me 

consum�ng to undertake or are l�kely to take longer to show benef�ts are d�scussed last. 

Not all pol�cy �n�t�at�ves su�t every Pac�f�c economy and th�s �s brought out �n country-

spec�f�c d�scuss�on. Each economy should ta�lor any act�on plan for respond�ng to the 

global cr�s�s to �ts own c�rcumstances.

The d�scuss�on of pol�cy �n�t�at�ves draws on the �nternat�onal response to the 

global econom�c cr�s�s, that are d�scussed at Annex 1. The Annex also looks back to the 

lessons �n the Pac�f�c from the 1997 As�an f�nanc�al cr�s�s, a per�od that has many paral-

lels to the current cr�s�s. 

AT THe wHeeL
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Policy Formulation
Share information and encourage open dialogue. One of a government’s key roles 

as econom�c manager �s to collect and share econom�c �nformat�on. Governments and 

monetary author�t�es ga�n cred�b�l�ty by clearly art�culat�ng the�r pol�cy object�ves and 

how well they use the�r pol�cy �nstruments to ach�eve these object�ves. Do�ng so reduces 

uncerta�nty on the d�rect�on on the economy and on government act�ons. Th�s would 

help the publ�c �n form�ng the�r expectat�ons on macroeconom�c var�ables (e.g., econom�c 

growth, �nflat�on, and exchange rate) as well as f�nanc�al and cred�t cond�t�ons.

In th�s case, a lack of rel�able �nformat�on on the �mpact of the global econom�c 

cr�s�s w�ll add to uncerta�nty �n the m�nds of bus�ness people, households, and suppl�ers 

or labor. Such uncerta�nty would present an �mped�ment to econom�c act�v�ty. Bus�nesses 

can become even more reluctant to expand the�r operat�ons and to employ people. In-

formal bus�ness act�v�t�es, even smallholders engaged �n cash cropp�ng, can slow down 

because of uncerta�nty, just l�ke formal bus�nesses. Dec�s�ons to cult�vate a new plot of 

land or go to the nearby town to purchase stock for the fam�ly k�osk or shop may be 

�mpa�red by uncerta�nty �n future cond�t�ons. Households may defer major dec�s�ons and 

tr�m �tems from the�r budgets, such as school fees or house �mprovements.

For some Pac�f�c econom�es, th�s �s an opportune t�me to enhance the collect�on 

of robust and t�mely econom�c data. Such enhancements w�ll help mon�tor the �mpacts 

of the cr�s�s and can be used to help des�gn a pol�cy response. The cr�s�s means �t �s 

also �mportant to encourage open d�alogue between the government and the publ�c. 

F�nance m�n�str�es and central banks can use the�r ex�st�ng networks of engagement w�th 

the bus�ness sector and the broader commun�ty to do so. Th�s w�ll deepen engagement 

w�th the publ�c and help strengthen both the demand and supply of essent�al pol�cy 

and �nst�tut�onal reforms.

The s�mplest pol�cy �n�t�at�ve to take �n response to the global cr�s�s �s thus to 

w�dely share �nformat�on on the state of the economy and the formulat�on of eco-

nom�c pol�cy. In some Pac�f�c econom�es, frequent econom�c mon�tor�ng �s largely �n 

place. For example, there are fortn�ghtly, monthly, and/or quarterly publ�c releases of 

econom�c �nformat�on, from sales and pr�ces �n the central produce market to deta�led 

�nformat�on on monetary cond�t�ons. In other Pac�f�c econom�es, the �nformat�on �s 

too aggregated, too �nfrequent, or �n some cases absent. In all cases, econom�c and 

f�nanc�al mon�tor�ng �s generally backward-look�ng, a l�m�tat�on that w�ll h�nder early 

warn�ng of approach�ng �mpacts. More can be done on reg�onal mon�tor�ng, to better 

understand the broader trends that dr�ve country-level �mpacts. Use of out-of-country 

data from stat�st�cal bureaus of ne�ghbor�ng econom�es offers a way to qu�ckly obta�n 

rel�able, h�gh frequency data of both key external developments and cond�t�ons w�th�n 

the Pac�f�c (Pac�f�c Department, 2009).

At The Wheel



Taking the Helm: A Policy Brief on a Response to the Global Economic Crisis22

Openness �n pol�cy d�alogue can be prov�ded �n a var�ety of ways. The publ�c 

release of pol�cy papers, news releases, and presentat�ons to workshops and confer-

ences are commonly used opt�ons. Regular presentat�ons to the med�a and bus�ness 

organ�zat�ons, even �nformally, can also help generate the d�alogue needed to reduce 

uncerta�nty. Samoa for example held a Government St�mulus Forum on 27 March 2009 

to prepare, w�th pr�vate sector and commun�ty support, recommendat�ons to Cab�net on 

a response to the global econom�c cr�s�s. Such d�alogue can also be helpful �n prov�d�ng 

�ns�ghts on econom�c developments that can �mprove econom�c management.

Monetary policy
Adopt a careful monetary policy stance. Expans�onary monetary pol�cy prov�des one 

of the qu�ckest ways to prov�de some support to aggregate demand. W�th�n the Pac�f�c 

econom�es, changes �n monetary pol�cy are normally �mplemented through changes to 

benchmark �nterest rates (only the F�j� Islands, PNG, Samoa, Solomon Islands, Tonga and 

Vanuatu operate an �ndependent monetary pol�cy). Interest rates can be relaxed to lower 

bus�ness operat�ng costs and make bus�ness �nvestment more affordable. Lower �nterest 

rates may also help households spend more. Central banks normally reduce �nterest rates 

by lower�ng off�c�al rates, lower�ng d�scount rate, and �ncreas�ng l�qu�d�ty �n the bank�ng 

system, for example by eas�ng reserve requ�rements or buy�ng back off�c�al secur�t�es. If 

cond�t�ons are r�ght, a careful eas�ng �n monetary pol�cy may be manageable to part�ally 

offset the decl�ne �n external demand caused by the global econom�c cr�s�s.

There have already been adjustments to the monetary sett�ng �n response to 

the new econom�c cond�t�ons. The Central Bank of Samoa cut �ts lend�ng rate to com-

merc�al banks from 7.8% to 5.0% �n February 2009. The Reserve Bank of F�j� also acted 

to ease l�qu�d�ty constra�nts by reduc�ng the statutory reserve depos�t rat�o from 6% to 

5% effect�ve from 7 Apr�l 2009. And the Reserve Bank of Vanuatu reduced the statutory 

reserve depos�t rat�o �n November 2008, and then �n January 2009 relaxed the l�qu�d 

asset rat�o and �ntroduced a secured advance fac�l�ty for banks.

Monetary pol�cy can only be safely eased when demand can be �ncreased w�th-

out plac�ng excess�ve pressure on �mport demand and hence the balance of payments, 

and when �nflat�on �s not a threat. An overly expans�onary monetary pol�cy w�ll force 

adjustments elsewhere, potent�ally even exchange rate devaluat�on. The reserve, �nflat�on 

and current account pos�t�on of the Pac�f�c econom�es �s summar�zed at Table 1. Wh�le 

expectat�ons of a decl�ne �n �nflat�on over 2009 and �nto 2010 g�ve some comfort that 

a careful monetary expans�on can be undertaken, th�s need to be seen �n the broader 

context of r�s�ng pressure on the balance of payments �n most econom�es. In some 

econom�es, notably Samoa, Tonga and Vanuatu, there has recently been cons�derable 
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growth �n pr�vate sector cred�t and there may be l�ttle �f any capac�ty to cope w�th 

further cred�t growth.

 

The s�tuat�on �s clearly already extremely t�ght �n the F�j� Islands and Solomon 

Islands. The�r off�c�al fore�gn reserves are below target levels (a typ�cal target level of 

reserves �s 3 to 4 months worth of �mports). Add�t�onal pressure can be expected from 

decl�n�ng merchand�se exports and, for the F�j� Islands, from decl�n�ng tour�sm rece�pts 

and rem�ttances. The Solomon Islands probably lacks the room for even a m�ld monetary 

expans�on g�ven low reserves and very weak export outlook. 

Any monetary expans�on needs to be undertaken aga�nst a backdrop of sound 

prudent�al regulat�on of the bank�ng sector. Pac�f�c bank�ng and f�nanc�al systems have 

been funded largely domest�cally and reg�onally, and to date have been sh�elded from 

a d�rect cred�t crunch. There �s no need �n the Pac�f�c to ba�l out the reg�on’s banks or 

for governments to take a larger stake �n the bank�ng sector. However, the ongo�ng 

global l�qu�d�ty shortage and �ncreased r�sk avers�on may have an �nd�rect �mpact on the 

branch operat�ons of fore�gn banks v�a the�r effects on balance sheets �f the econom�c 

slowdown �ncreases domest�c loan default rates. Sound prudent�al superv�s�on by the 

monetary author�t�es of bank and nonbank f�nanc�al �nst�tut�ons �s �mportant as a means 

of prov�d�ng early warn�ngs of any develop�ng f�nanc�al d�stress. The need extends to 

the nat�onal prov�dent funds that are �ncreas�ngly engag�ng d�rectly �n major pr�vate 

developments and lend�ng to bus�ness and households. 18

Table 1: Key economic indicators 

Official foreign reserves  
(months of imports) 

Inflation  
(annual

average, %) 

 Current account 
balance 

(% of GDP) 
End-2007 End-2008 2008 2009p 2007 2008

         
Cook Islands   7.8 5.1 6.2 4.5
Fiji Islands 4.4 2.9 7.7 4.5 -17.3 -21.0
FSM  5.0 2.9 -12.8 -20.4
Kiribati  11.0 6.5 -75.4 -72.6
Nauru  4.5 3.3 -9.8
Palau 12.0 6.4 4.6 
PNGa 13.0 10.9 10.8 7.0 2.0 8.7
RMI 17.5 9.2 -27.7 -26.0
Samoa 4.7 4.4 11.5 7.0 -4.3 -10.2
Solomon Islands 3.7 2.5 16.5 8.6 -2.6 -4.9
Timor-Leste 7.6 7.1 348.3 
Tonga 4.4 4.8 9.9 6.2 -10.1 -10.8
Tuvalu  5.3 3.7
Vanuatu 7.0 5.8 5.8 3.9 -9.9 -11.4
   
f=forecast, FSM=Federated States of Micronesia, GDP=gross domestic product, PNG=Papua New Guinea, RMI=Republic of 
the Marshall Islands, blank=not applicable/available. 
a Months of non-mining and oil imports. 
Source: ADB (2009), Reserve Bank of Vanuatu and staff estimates. 

The situation is clearly already extremely tight in the Fiji Islands and Solomon Islands. Their official 
foreign reserves are below target levels (a typical target level of reserves is 3 to 4 months worth of 
imports). Additional pressure can be expected from declining merchandise exports and, for the Fiji Islands, 
from declining tourism receipts and remittances. The Solomon Islands probably lacks the room for even a 
mild monetary expansion given low reserves and very weak export outlook.  

Any monetary expansion needs to be undertaken against a backdrop of sound prudential regulation 
of the banking sector. Pacific banking and financial systems have been funded largely domestically and 
regionally, and to date have been shielded from a direct credit crunch. There is no need in the Pacific to 
bail out the region’s banks or for governments to take a larger stake in the banking sector. However, the 
ongoing global liquidity shortage and increased risk aversion may have an indirect impact on the branch 
operations of foreign banks via their effects on balance sheets if the economic slowdown increases 
domestic loan default rates. Sound prudential supervision by the monetary authorities of bank and 
nonbank financial institutions is important as a means of providing early warnings of any developing 
financial distress. The need extends to the national provident funds that are increasingly engaging directly 
in major private developments and lending to business and households. 

While monetary policy is a potentially useful tool for macroeconomic management in the Pacific 
(where an independent monetary policy can be operated), it does not have the influence it does in many 
other regions. In the Pacific, demand is not as sensitive to interest rate changes as elsewhere, the 
financial sector is not as extensive or as well developed and some of the central banks are yet to receive 
the operational autonomy needed to maximize their effectiveness. Monetary policy can help, but other 
policy initiatives will probably also be required to achieve a countercyclical response to the global 
economic crisis. 
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Wh�le monetary pol�cy �s a potent�ally useful tool for macroeconom�c manage-

ment �n the Pac�f�c (where an �ndependent monetary pol�cy can be operated), �t does 

not have the �nfluence �t does �n many other reg�ons. In the Pac�f�c, demand �s not as 

sens�t�ve to �nterest rate changes as elsewhere, the f�nanc�al sector �s not as extens�ve 

or as well developed and some of the central banks are yet to rece�ve the operat�onal 

autonomy needed to max�m�ze the�r effect�veness. Monetary pol�cy can help, but other 

pol�cy �n�t�at�ves w�ll probably also be requ�red to ach�eve a countercycl�cal response to 

the global econom�c cr�s�s.

exchange rate management
Maintain a competitive exchange rate. A compet�t�ve exchange rate �s an essent�al 

requ�rement �n t�mes of macroeconom�c stress. The F�j� Islands and Solomon Islands 

successfully reduced the �mpact of the 1997 As�an f�nanc�al cr�s�s by devalu�ng the�r ex-

change rates (Annex 1). Wh�le the c�rcumstances of 1997 are d�fferent and an exchange 

rate adjustment may not have the same qu�ck, pos�t�ve effects as before, the exchange 

rate rema�ns a cr�t�cal tool of macroeconom�c management (for Pac�f�c econom�es that 

use the�r own currency under a f�xed exchange rate reg�me, and even potent�ally �n PNG 

g�ven �ts managed float).

Th�s t�me, countr�es have had to contend w�th large changes �n cross-rates �n 

key currenc�es (e.g., the Austral�an dollar deprec�ated by more than 30% aga�nst the US 

dollar) and have tended to ma�nta�n stable, nom�nal, we�ghted average exchange rates. 

Pac�f�c econom�es that e�ther use the US dollar or have a heavy we�ght �n the�r exchange 

rate baskets for the US dollar, have tended to apprec�ate aga�nst the Austral�an dollar and 

New Zealand dollar. The h�gh �nflat�on rates �n 2008 �n most Pac�f�c econom�es added to 

the apprec�at�on �n the real exchange rate. Th�s has resulted �n a loss �n compet�t�veness 

aga�nst some �mportant econom�es. Th�s w�ll be a potent�ally �mportant �ssue for those 

that are rel�ant on tour�sm from Austral�a and New Zealand. In Apr�l 2009, the Reserve 

Bank of F�j� devalued the F�j�an dollar by 20%, �n part to offset the apprec�at�on aga�nst 

the Austral�an dollar and New Zealand dollars.

A trend decl�ne �n fore�gn reserves �s a s�mple, but normally mean�ngful �nd�cator 

of whether an exchange rate �s compet�t�ve. When reserves fall substant�ally below target 

levels, or are expected to do so soon, the case for exchange rate adjustment becomes 

more press�ng. Use of off�c�al fore�gn exchange reserves level as an �nd�cator of whether 

the exchange rate sett�ng �s appropr�ate ought to be augmented by other �nd�cators on 

the f�nanc�ng s�de. Add�t�onal �nd�cators �nclude the openness of f�nanc�al accounts, the 

stock of l�qu�d short-term l�ab�l�t�es, access to short-term borrow�ng fac�l�t�es overseas, 

and seasonal trends of exports and �mports.
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Ma�ntenance of a compet�t�ve exchange rate requ�res coord�nated act�ons on 

several fronts. Perhaps most �mportantly, exchange rate management needs to be co-

ord�nated w�th f�scal and monetary management so the overall macroeconom�c stance 

�s cons�stent and susta�nable. For example, �f monetary pol�cy becomes too expans�on-

ary or domest�cally f�nanced f�scal expans�ons are too large, they w�ll probably need to 

be accompan�ed by a devaluat�on of the exchange rate. In the worse case, a sp�ral of 

devaluat�on may be forced on an economy �f the exchange rate �s requ�red to undertake 

the work of other pol�cy �nstruments. Structural pol�cy also needs to be support�ve of 

the exchange rate sett�ng, and �n part�cular, to support the emergence of the supply 

response needed to real�ze the full benef�ts of a compet�t�ve exchange rate. A f�rm 

stance �s needed on excess�ve �ncreases �n wages and salar�es (�.e., �ncreases �n excess 

of product�v�ty growth). They need to be res�sted as they lead to an apprec�at�on of the 

real exchange rate and a loss of �nternat�onal compet�t�veness. 

Fiscal policy
Pro-actively manage the fiscal shock. The global econom�c cr�s�s w�ll add to f�scal pres-

sure. Most 2009 budgets were formulated before the full extent of the global cr�s�s was 

known, and �t �s very l�kely that the�r revenue forecasts w�ll prove to be overest�mates. In 

some cases, the Solomon Islands be�ng an example, the revenue forecasts had already 

proven over-opt�m�st�c by early-2009. F�scal space �s l�kely to shr�nk as the global cr�s�s 

results �n revenue collect�ons fall�ng below forecasts. F�nanc�al stress may also lead to 

the real�zat�on of governments’ cont�ngent l�ab�l�t�es (such as loan guarantees for state-

owned enterpr�ses or subs�d�es for a�rl�nes), further shr�nk�ng the f�scal space �f �t leads 

to �mmed�ate f�nanc�al costs. Budgets may move from surplus to def�c�t or projected 

def�c�ts may w�den because of the f�scal shock (�n the absence of correct�ve act�on).

Governments may have to work hard to manage the f�scal shock. A key r�sk �s 

that expend�ture cuts made to f�t a smaller revenue envelope may fall too heav�ly on 

key act�v�t�es, such as ma�ntenance or del�very of essent�al serv�ces.

There are a number of ways a f�scal shock could be managed. Governments could 

tr�m low pr�or�ty expend�ture and ra�se the revenue effort. Th�s suggests an �mmed�ate 

need to rev�ew the compos�t�on of publ�c expend�ture and to repr�or�t�ze less produc-

t�ve or wasteful expend�tures—espec�ally on the recurrent s�de—so they are re�ned �n 

or el�m�nated. On the revenue-ra�s�ng s�de, more v�gorous efforts could be made to 

�mprove tax adm�n�strat�on, �nclud�ng the prosecut�on of tax evas�on. And the dra�n on 

the budget from �neff�c�ent state-owned enterpr�ses could potent�ally be d�m�n�shed 

through accelerat�on of reform programs.

The ab�l�ty to tr�m low pr�or�ty expend�ture and ra�se the revenue effort may fall 

short of fully meet�ng the need, and extra f�scal resources may be needed. Whether th�s 
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�s the case w�ll very much depend on the speed and �ntens�ty of the econom�c slowdown. 

If Pac�f�c governments are to avo�d be�ng caught on the ‘backfoot’ �n the face of a rap�dly 

unfold�ng cr�s�s, �t �s best to at least plan for the poss�b�l�ty that extra resources w�ll be 

requ�red to manage the f�scal shock. 

Opt�ons for secur�ng extra resources �nclude access�ng external grants, where 

made ava�lable, and borrow�ng, where affordable. External grants are an �mportant 

source of fund�ng �n the Pac�f�c. They prov�de the extra goods and serv�ces or the fore�gn 

exchange that can allow government expend�ture to take place w�th m�n�mal, �f any, 

pressure on the balance of payments. Pac�f�c governments can be conf�dent they can 

afford to meet the f�scal shock from any external grants made ava�lable for th�s purpose. 

However, borrow�ng to fund a w�der budget def�c�t �s a d�fferent matter. Whether �t 

would be affordable can only be assessed on a case-by-case bas�s. 

External borrow�ng from reputable agenc�es prov�des extra fore�gn exchange 

that can m�n�m�ze any pressure on the balance of payments. The ab�l�ty to secure 

concess�onal f�nanc�ng terms backed up by techn�cal support are further pos�t�ves. The 

offer�ng of d�aspora bonds to overseas commun�t�es at a “patr�ot�c” d�scount, w�th 

coupon payments �n local currency (as �n Israel, Ind�a, and Ph�l�pp�nes), m�ght offer a 

longer-term means by wh�ch governments could look beyond ex�st�ng fund�ng sources. 

But external borrow�ng w�ll be unaffordable �f publ�c debt levels and debt serv�c�ng costs 

are already too h�gh. What const�tutes “too h�gh” var�es from country to country. In 

a normal econom�c s�tuat�on, a good gu�de �s that external publ�c debt of more than 

30% of GDP �n weak pol�cy and �nst�tut�onal sett�ngs �s too h�gh, wh�le more than 50% 

of GDP �s “too h�gh” �n stronger sett�ngs. In th�s s�tuat�on of a temporary growth slow 

down, �t may even be just�f�able to move somewhat beyond these l�m�ts over the short 

term, �f borrow�ng �s sound.

Domest�c borrow�ng �nd�rectly places pressure on the balance of payments 

because �t ra�ses domest�c demand, and hence �mport demand, w�thout prov�d�ng the 

fore�gn exchange needed to meet th�s extra �mport demand. Pac�f�c econom�es that al-

ready have balance of payments problems need to approach extra domest�c borrow�ng 

caut�ously. As for external borrow�ngs, �t would be �mprudent to borrow domest�cally 

�f debt levels were already too h�gh. 

Provide a short lived, value-for-money fiscal stimulus. Governments may 

want to do more than just manage the f�scal shock. Most of the larger �ndustr�al�zed 

and emerg�ng countr�es are �mplement�ng f�scal st�mulus packages that are �ncreas�ng 

government expend�ture and/or reduc�ng taxes. A f�scal st�mulus may also make sense 

�n the Pac�f�c as a way of counter�ng the econom�c slowdown. Here, a f�scal st�mulus can 

be thought of as a del�berate change on e�ther the expend�ture or revenue s�de of the 

government budget that ra�ses aggregate demand above what �t otherw�se would be. 



27

The pr�mary role of a f�scal st�mulus would be to l�ft �nternal demand to try and offset 

the decl�ne �n external demand (that �s pr�mar�ly �mpact�ng on the reg�on v�a reduced 

�ncome from exports of goods and serv�ces and v�a reduced rem�ttance flows). A sec-

ondary role would be to protect the vulnerable that are made worse off, even w�th the 

efforts to l�ft aggregate demand.

It may be poss�ble to prov�de a short-l�ved f�scal st�mulus by mak�ng better use 

of ex�st�ng resources. That �s, by reallocat�ng ex�st�ng resources to uses that w�ll make a 

larger contr�but�on to the reg�on’s econom�es over the short term. A dec�s�on to pursue 

a f�scal st�mulus would add further �mpetus to efforts to rev�ew the compos�t�on of 

publ�c expend�ture and to repr�or�t�ze less product�ve or wasteful expend�tures. Act�on 

to make better use of ex�st�ng resources would be a sens�ble precaut�onary act�on, but 

extra fund�ng sources w�ll probably be needed to prov�de a concerted response to the 

global cr�s�s. Aga�n, opt�ons for secur�ng extra resources �nclude access�ng external grants, 

where made ava�lable, and borrow�ng, where affordable. As d�scussed above, whether 

borrow�ng would be affordable can only be assessed on a case-by-case bas�s. 

The compos�t�on of any add�t�onal publ�c spend�ng undertaken would be cruc�al. 

Investment spend�ng to rehab�l�tate and upgrade �nfrastructure and the protect�on of 

spend�ng on soc�al sectors—health and educat�on—and support for the vulnerable war-

rant top pr�or�ty. Even �f the econom�c downturn �s successfully l�m�ted, some groups are 

l�kely to be more affected than others, and some may requ�re extra support (e.g., a f�scal 

st�mulus that funded road ma�ntenance �n rural areas may offer l�ttle help to those that 

lose jobs �n urban-based manufactur�ng). Any tax cuts also need to be carefully des�gned 

so they offer the max�mum support to econom�es and the poor and vulnerable. 

Any short-l�ved f�scal st�mulus needs to be m�ndful of the potent�al to run counter 

to longer-term needs. So, for example, a f�scal st�mulus that creates a new permanent 

program that �s unaffordable over the long term �s undes�rable. Nor should the global 

econom�c cr�s�s be used as an excuse to �ntroduce or re�ntroduce publ�c expend�ture 

programs that are generally regarded as �nappropr�ate. 

Further thoughts on how to prepare a f�scal st�mulus are prov�ded at Annex 2. 

It �s clear that case-by-case analys�s �s requ�red to understand the best way of us�ng a 

f�scal st�mulus �n an effort to try and l�m�t the growth slowdown.

structural Policy
Continue structural initiatives. Recent structural �n�t�at�ves �n av�at�on and mob�le 

telecommun�cat�ons �n the Pac�f�c have proven that reforms that �ncrease compet�t�ve 

pressures and allow the pr�vate sector to take on roles normally reserved for govern-

ment can qu�ckly boost econom�c growth. And they can do so w�th l�ttle, �f any, d�rect 

cost to the budget. 
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In av�at�on, the key structural �n�t�at�ves have been the entry of V�rg�n Blue-l�nked 

operat�ons �n Cook Islands, the F�j� Islands, PNG, Samoa, Tonga, and Vanuatu, and the 

contract�ng out of �nternat�onal operat�ons of Solomon A�rl�nes. In mob�le telecommu-

n�cat�ons, the entry of D�g�cel �n PNG, Samoa, Tonga, and Vanuatu, has shown there �s 

room for more than one operator. Compet�t�on has lowered charges, expanded serv�ce 

coverage, and tr�ggered product �nnovat�on. 

Much more rema�ns to be done to boost the product�v�ty of Pac�f�c econom�es 

and to g�ve the reg�on’s tour�sm and other �ndustr�es a compet�t�ve edge that w�ll help 

support econom�c act�v�ty. Structural �n�t�at�ves that �mprove pr�ce s�gnals and promot�ng 

the sh�ft of resources �nto h�gher rates of return act�v�t�es w�ll make the econom�es more 

flex�ble and help them respond to shocks. The �mperat�ve for such reforms �s �ncreased 

by the global econom�c cr�s�s, and recogn�t�on of th�s may see a strengthen�ng of the 

pol�t�cal and broader commun�ty comm�tment for much needed change.

In telecommun�cat�ons, fac�l�tat�ng more compet�t�on among Internet serv�ce 

prov�ders and allow�ng more compet�t�on from alternat�ve telecommun�cat�on serv�ces 

(e.g., Internet-based vo�ce serv�ces) could lower telecommun�cat�on costs even more. 

More flex�ble l�cens�ng and the relaxat�on of regulat�ons are needed. In the more remote 

Pac�f�c econom�es, new, alternat�ve serv�ce prov�ders, such as those based on rad�o 

technology, are w�th�n reach.

In a�rl�nes, there �s st�ll room to encourage the entry of more operators to some 

dest�nat�ons and to �ntens�fy compet�t�on among ex�st�ng operators. Most �mportantly, 

there has been very l�ttle act�on taken on domest�c a�rl�nes, even though they are central 

to the transport system of most Pac�f�c econom�es, and tour�sm espec�ally. Any leg�slated 

monopol�es for the (often government-owned) domest�c carr�er are a pr�or�ty for removal. 

Such reforms w�ll need to be complemented �n some cases by the expl�c�t prov�s�on of 

commun�ty serv�ce obl�gat�ons for routes that are not commerc�ally v�able, preferably 

v�a a compet�t�ve b�dd�ng process. Frameworks for commun�ty serv�ce obl�gat�ons are 

now reasonably well understood and can be prepared qu�ckly, prov�ded budget funds 

can be set as�de for the�r �mplementat�on.

Coastal sh�pp�ng would benef�t from s�m�lar �n�t�at�ves to br�ng �n new opera-

tors, to �ntens�fy compet�t�on among ex�st�ng operators and to fund routes that are 

not commerc�ally v�able v�a commun�ty serv�ce obl�gat�ons. Th�s approach �s now be�ng 

appl�ed �n Solomon Islands (the Domest�c Mar�t�me Support Project �s expected to com-

mence by the end of the th�rd quarter 2009), �s to be extended to PNG and �s su�table 

for w�der appl�cat�on. 

S�m�larly, more can be done on power supply. Internat�onally, cons�derable 

progress has been made to �ntroduc�ng compet�t�on �n generat�on; transm�ss�on (that 

takes power to areas of uses) and d�str�but�on systems (that actually del�ver the power 
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to users) tend to stay �n publ�c ownersh�p. There are some examples �n the Pac�f�c of 

pr�vate operat�on of generat�on, such as �n Papua New Gu�nea and Vanuatu, but �t �s 

yet to be undertaken �n a fully compet�t�ve env�ronment. Compet�t�ve b�dd�ng of new 

power generat�on opt�ons has been shown �nternat�onally to be a way of tr�gger�ng new 

�nvestment and lower�ng electr�c�ty costs. There �s also substant�al potent�al to make 

sav�ngs on the h�gh fuel b�lls of the energy sector, notably by ra�s�ng the eff�c�ency of 

o�l usage through supply and demand s�de management measures.

Structural �n�t�at�ves that were able to prov�de a qu�ck pos�t�ve �mpact wh�le 

hav�ng low adjustment costs are have obv�ous pluses. Certa�n reforms �n transport and 

telecommun�cat�ons do potent�ally have these character�st�cs. For example, a�rl�nes 

tend to employ only a small number of people (they are �nstead cap�tal �ntens�ve), yet 

reforms can have a very qu�ck �mpact on a�rfares. Because some tour�sts make hol�day 

dec�s�ons close to the departure date (helped by the ava�lab�l�ty of the Internet and the 

w�despread pract�ce of last m�nute d�scounts), tour�sm numbers can respond qu�ckly to 

a drop �n a�rfares. Hence, open�ng a�rl�nes to compet�t�on can fall w�th�n the realm of 

a qu�ck �mpact response. Also, compet�t�on �n the prov�s�on of transm�ttal serv�ces for 

rem�ttances flows has been shown to s�gn�f�cantly reduce costs, underp�nn�ng rem�ttance 

flows and the�r contr�but�on to household �ncomes and poverty reduct�on. 

A key �ssue faced �n pursu�ng structural �n�t�at�ves �s the t�me requ�red to formulate 

and �mplement act�ons. For example, the reg�onal process of �ntroduc�ng more compet�-

t�on �nto the av�at�on sector and the Pac�f�c Island A�r Serv�ces Agreement took many 

years. And the recent reforms �n mob�le telecommun�cat�ons �n PNG can be traced back to 

efforts started �n 2000 (�f not earl�er) through an attempted pr�vat�zat�on of PNG Tel�kom 

and subsequent leg�slat�ve reform. So, wh�le �n theory some structural �n�t�at�ves may be 

able to prov�de a qu�ck �mpact response, �n pract�ce th�s may not always be ach�evable. 

Moreover, structural reform �n general �s best seen as a long-term task, cons�der�ng that 

develop�ng �nst�tut�onal �nfrastructure—property r�ghts, bus�ness laws, promot�on of 

market compet�t�on, and regulatory frameworks for �mperfectly compet�t�ve markets—�s 

at �ts core. S�mpl�f�cat�on of bureaucrat�c procedures and �mproved eff�c�ency �n publ�c 

adm�n�strat�on would fac�l�tate pr�vate sector econom�c act�v�ty. However, �ntroduc�ng 

a customer or�entat�on and greater eff�c�ency �n publ�c serv�ces cannot be accompl�shed 

as qu�ckly as the phrase ‘cutt�ng red tape’ m�ght suggest.

There are some potent�al wrong turns on structural pol�cy that are best avo�ded. 

F�rstly, �t �s best to avo�d offer�ng protect�on to local bus�ness, �n an effort to ra�se the 

demand for locally produced goods and serv�ces. The target�ng of selected �ndustr�es 

or bus�nesses �s also best avo�ded. Efforts to match a compet�ng country’s act�ons to 

attract �nvestment can be healthy �f they lead to the removal of a damag�ng �mpos�t�on 

on bus�ness but �t �s �mportant to avo�d such act�ons becom�ng a race to the bottom. 
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For example, try�ng to attract �nvestment by compet�ng on �mport dut�es on �nvestment 

goods or on process�ng t�mes for fore�gn �nvestment appl�cat�ons would be pos�t�ve. But 

offer�ng �ncreas�ngly generous concess�ons on f�sh l�censes or tax hol�days can �mpose 

more costs �n terms of revenue forgone than the potent�al benef�ts. 

social protection
Protect the poor and vulnerable. The exper�ence w�th h�gh food and o�l pr�ces �n 2008 

h�ghl�ghted how l�ttle �s known about how the vulnerable cope w�th broad-scale eco-

nom�c shocks �n the Pac�f�c, and the absence of mechan�sms for help�ng the vulnerable 

at such t�mes. The As�an exper�ence sends a caut�onary note �n th�s regard. Even �n As�a 

where there �s a long h�story of prov�d�ng soc�al safety nets and a sol�d analyt�cal base 

to work from, ach�ev�ng effect�veness has been d�ff�cult—soc�al safety nets are often 

poorly targeted and �mpose h�gh cost. Internat�onally, the l�terature on soc�al safety nets 

h�ghl�ghts the theoret�cal and pract�cal d�ff�cult�es of establ�sh�ng cost-effect�ve support 

for the vulnerable. For example, �nformat�on fa�lures can make target�ng programs very 

costly, and target�ng can be beyond the adm�n�strat�ve capac�t�es of develop�ng countr�es. 

In t�mes of stress, general�zed �ntervent�ons may be needed as a stop-gap measure unt�l 

targeted �ntervent�ons can be developed (Sugden 2009).

A further �mportant lesson from the recent exper�ence �s the potent�al downs�de 

of poorly formulated act�ons a�med at help�ng the vulnerable. Most Pac�f�c governments 

responded to the h�gh pr�ces �n 2008 by suppress�ng the �ncrease �n consumer pr�ces. But 

th�s would have kept pr�ces for locally grown food below what they would otherw�se 

have been, suppress�ng a much needed supply response from agr�culture. For example, 

�n T�mor-Leste the subs�d�zat�on of �mported r�ce sh�elded many people from r�s�ng 

�nternat�onal pr�ces, but �t also reduced pr�ces rece�ved by domest�c growers, for both 

r�ce and subst�tute staples. It consequently held down growth �n rural areas, where most 

of T�mor-Leste’s poor l�ve. Furthermore, the subs�d�es for �mported r�ce benef�ted the 

better-off more than the poor, as the better-off consume more r�ce and the poor rely 

more on corn and cassava. A government dec�s�on to now hold 2 years of r�ce �mports 

�n storage as a buffer aga�nst pr�ce h�kes w�ll have s�m�lar adverse effects, suppress�ng 

farm product�on and rural �ncomes. 

In pr�nc�ple, �t �s preferable to d�rectly compensate any loss of �ncome borne by 

the vulnerable dur�ng t�mes of econom�c stress and to avo�d �ntervent�ons that sup-

press commod�ty pr�ces. Hence, cash transfers to the vulnerable are preferable to d�rect 

�ntervent�ons �n food markets. Cash for works programs are also potent�ally attract�ve, 

as are subs�dy schemes that target human cap�tal format�on (e.g., school feed�ng 

programs and school subs�d�es that target schools attended by lower �ncome groups 

can help households cope w�th lower �ncomes and encourage part�c�pat�on �n school). 
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Such �ntervent�ons may however take some t�me to develop and �mplement (e.g., 2009 

school fees may already be pa�d by the t�me a school subs�dy program �s put �n place). 

Notably, t�me w�ll be requ�red to prepare the data and analys�s requ�red to underp�n 

program des�gn and other �mplementat�on �ssues (e.g., cash for works programs may 

be contrary to m�n�mum wage leg�slat�on). Too much haste may lead to poorly des�gned 

programs that may become a dra�n on f�scal pos�t�ons.

G�ven the gaps �n knowledge and an ab�l�ty to help, the best �mmed�ate opt�on 

for protect�ng the poor and vulnerable �s l�kely to be to l�m�t the decl�ne �n econom�c 

growth. Efforts to make any f�scal st�mulus respons�ve to the needs of the vulnerable are 

also sens�ble. Extra protect�on for the vulnerable �s des�rable, to the extent that counter-

cycl�cal pol�cy �s unable to offset the contract�on �n aggregate demand, or �f new pockets 

of hardsh�p emerge. But there would be major pract�cal hurdles �n prov�d�ng an effect�ve 

response �n 2009 or even 2010. The Cook Islands, the F�j� Islands and T�mor-Leste are 

poss�ble except�ons �n th�s regard, as they have rud�mentary formal soc�al safety nets 

that could potent�ally be ramped up as a response to the global econom�c cr�s�s.
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Governments can form a proact�ve response to offset the short-term �mpact 

of the global econom�c cr�s�s. The faster any response to the external shock 

�s made, the better. Otherw�se, the econom�c adjustment to the shock w�ll 

need to be made �n other ways, such as r�s�ng unemployment and decl�nes 

�n real wages and other �ncome sources.

A f�rst step would be to better track and understand the �mpact of the cr�s�s. 

Ex�st�ng econom�c and f�nanc�al mon�tor�ng �s generally backward look�ng, has a narrow 

coverage, and suffers long lags. Work to supplement econom�c, f�nanc�al, and soc�al 

mon�tor�ng �s called for.

A second step would be to prepare a targeted pol�cy response. The best pol�cy 

responses w�ll be developed on a case-by-case bas�s so they are ta�lored to each country’s 

c�rcumstances. To do so, pol�cy d�alogue �s needed on macroeconom�c and m�croeco-

nom�c management and support for the vulnerable. Country-level d�alogue �s the key 

to mob�l�z�ng an effect�ve response that �s ta�lored to country c�rcumstances. Ach�ev�ng 

a h�gh level comm�tment to a response to the global cr�s�s w�ll also be helped by br�ng-

sTAYinG on CoUrse
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�ng together the reg�on’s key dec�s�on makers, so that they may crystall�ze the�r own 

pol�cy pos�t�on by shar�ng exper�ences and debat�ng pol�cy �ssues, many of wh�ch w�ll 

be common across the reg�on.

At the macroeconom�c level, most �f not all governments w�ll face the challenge 

of manag�ng a f�scal shock caused by the global econom�c cr�s�s. Revenue �s l�kely to 

fall below project�ons and see the overall f�scal pos�t�ons deter�orate, �n the absence 

of correct�ve act�on. A f�scal st�mulus that �ncreased government expend�ture or po-

tent�ally reduced taxes (e.g., an across-the-board reduct�on �n the value-added tax 

rate) to boost econom�es may also be sens�ble, where affordable and prov�d�ng good 

value-for-money.

Beyond a macroeconom�c pol�cy response, governments could cont�nue w�th 

structural �n�t�at�ves, and at a faster pace �f poss�ble, prov�ded the short-term adjustment 

costs do not �ntens�fy the externally �nduced econom�c slowdown. 

L�m�t�ng the decl�ne �n growth �s probably the best �mmed�ate opt�on for help-

�ng the vulnerable, complemented by a f�scal st�mulus that pays spec�al attent�on to 

the vulnerable. 

Development partners can play a key role. In add�t�on to support�ng mon�tor�ng 

and pol�cy d�alogue, they can fast-track the act�v�t�es they are �nvolved �n, help govern-

ments fast-track others, and offer prudent budgetary support for a f�scal st�mulus that 

m�n�m�zes pressure on the balance of payments. 

Budget support �s normally prov�ded w�th cond�t�ons–�.e., agreed �nd�cators on 

what governments w�ll do �n return for the support. In th�s �nstance, an appropr�ate focus 

may be to m�n�m�ze the r�sk that budget support would have the un�ntended effect of 

work�ng aga�nst long-term growth prospects by eas�ng the �ncent�ve for governments to 

�mprove the�r performance. Cond�t�ons attached to budget support could be prevent�ve 

(as opposed to curat�ve). Such cond�t�ons could look at what �s termed the funct�onal 

allocat�on of government expend�ture, and for example seek to protect expend�ture on 

core soc�al expend�tures that support the most vulnerable. Cond�t�ons could also look 

at the econom�c class�f�cat�on of government expend�ture, and for example seek agree-

ment on the wage and salary b�ll and seek to preserve expend�ture on the ma�ntenance 

of phys�cal �nfrastructure or essent�al cap�tal works (perhaps on a mult�-year bas�s). Any 

budget support prov�ded could also appropr�ately �nclude sunset clauses, so that from 

the outset �t �s regarded as a temporary, spec�f�c response to the global cr�s�s. 

Coord�nat�on of monetary, f�scal and exchange rate pol�cy, �s cr�t�cal to ensur-

�ng �nternally cons�stent and effect�ve counter-cycl�cal management. Notably, such 

cons�stency �s absent from PNG’s 2009 f�scal st�mulus package, wh�ch calls for a 

contract�onary monetary pol�cy to protect the balance of payments. If monetary pol�cy 
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were �nstead eased �n a coord�nated fash�on, the f�scal st�mulus could be lower and 

publ�c funds could be conserved for future needs (Government of PNG (2009)).

A broad assessment of key �n�t�at�ves su�table for each Pac�f�c economy �s pre-

sented �n Table 2. Th�s �s only a prel�m�nary assessment and the rap�dly evolv�ng �mpacts 

of the global econom�c cr�s�s mean any pol�cy response needs to be frequently rev�s�ted 

to ensure that �t best meets commun�ty needs.

Look�ng beyond the �mmed�ate �ssues ra�sed by the global econom�c cr�s�s, the 

exper�ence h�ghl�ghts the �mportance of hav�ng a pro-act�ve and forward-look�ng ap-

proach to econom�c management. Th�s approach �s not yet a common pract�ce �n all 

Pac�f�c econom�es. No matter how small an economy, �t �s sens�ble to have some sort 

of formal econom�c management plan �n place, w�th clearly stated f�scal and broader 

econom�c pol�c�es, targets, and �nd�cators establ�shed. Hav�ng such a plan �s even more 

�mportant dur�ng t�mes of econom�c d�ff�culty, but even dur�ng ‘normal’ t�mes �s worth 

follow�ng as standard pract�ce. The response to the global econom�c cr�s�s �s an oppor-

tun�ty to make progress on th�s front.
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The Global economic Crisis
Cond�t�ons Elsewhere
Tr�ggered by the Un�ted States (US) subpr�me cr�s�s that began �n August 2007, the 

global f�nanc�al cr�s�s has sp�lt over to the real economy, result�ng �n sharp decl�nes �n 

econom�c act�v�ty and deter�orat�on of labor market cond�t�ons. Recently ava�lable data 

pa�nt a d�re p�cture of the world economy:

(�) The US, wh�ch off�c�ally entered �nto recess�on �n December 2007, saw �ts 

economy contract�ng at an annual rate of 6.2% �n the 4th quarter of 2008. The 

US unemployment rate �n March 2009 soared to a 25-year h�gh at 8.5%, drag-

g�ng bus�ness and consumer conf�dence down. In Japan, gross domest�c product 

(GDP) fell at an annual pace of 12.1% �n the 4th quarter of 2008, w�th a sharp 

decl�ne �n exports;

(��) In the 15-member Euro zone area, output growth contracted by 1.5% dur�ng 

the comparable per�od, w�th major econom�es such as France, Germany, and 

Italy all �n the red. The Un�ted K�ngdom (UK) economy l�kew�se contracted at an 

annual rate of 1.5% �n the 4th quarter of 2008;

(���) Major econom�es �n As�a and the Pac�f�c e�ther showed a dramat�c slowdown, 

ANNEX 1: THe bACKdroP
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are on the cusp of recess�on, or are �n econom�c contract�on. The economy of 

the People’s Republ�c of Ch�na expanded at 6.8% �n the 4th quarter of 2008 

compared to the same per�od a year ago, way below the double-d�g�t growth 

rates recorded dur�ng the last 5 years. Republ�c of Korea contracted by 3.4% and 

Ta�pe�,Ch�na by 8.4% dur�ng the comparable per�od; 

(�v) The Austral�an economy contracted �n the 4th quarter of 2008; and, �n the same 

quarter, New Zealand recorded �ts fourth consecut�ve quarter of contract�on. 

The Internat�onal Monetary Fund (IMF) projected that the global economy w�ll 

contract by as much as 1% �n 2009 w�th recovery �n 2010 cond�t�onal on pol�c�es stab�-

l�z�ng f�nanc�al system and boost�ng aggregate demand (IMF, 2009c).

The Response Elsewhere
To offset falls �n aggregate demand, major econom�es around the world have adopted 

expans�onary f�scal pol�c�es spread�ng over several years (Table A1.1). The f�scal st�mul� 

vary across countr�es but cons�st largely of �nfrastructure spend�ng and tax cuts (Table 

A1.2). Most of the expend�ture-related f�scal measures (e.g., �nfrastructure spend�ng) 

are temporary �n nature wh�le revenue-related measures (e.g., personal and corporate 

�ncome tax cut) are permanent �n nature (IMF, 2009b). The effect�veness of the f�scal 

st�mulus �n ra�s�ng aggregate demand depends on a host of factors: s�ze of the f�scal 

st�mulus, type of �nstruments used, trade openness, constra�nts on borrow�ng, pol�cy 

response of monetary pol�cy, and long-term susta�nab�l�ty (IMF, 2009a). However, one 

po�nt �s clear: the f�scal pos�t�ons of these econom�es are expected to deter�orate over 

t�me w�th consequences on �nterest rates, exchange rates, and �nflat�on.

In �ts Apr�l 2009 meet�ng, the Leaders of the Group of Twenty (G-20) �ndustr�al-

�zed and emerg�ng econom�es, pledged an add�t�onal $1.1 tr�ll�on program of support 

to restore econom�c growth, to save and create jobs, and to repa�r the f�nanc�al system 

and restore lend�ng. Out of th�s amount, �nternat�onal f�nanc�al �nst�tut�ons such as the 

IMF and the As�an Development Bank (ADB) w�ll get at least $850 b�ll�on �n add�t�onal 

resources to ass�st emerg�ng and develop�ng econom�es weather the global cr�s�s. The 

G-20 leaders also vowed to res�st trade protect�on�sm, refra�n from compet�t�ve currency 

devaluat�on, boost global trade by support�ng trade f�nance, and fulf�ll the�r off�c�al de-

velopment ass�stance pledges. They have also agreed to take act�ons aga�nst tax havens 

and to regulate and overs�ght hedge funds (G-20, 2009a).

ANNEX 1: THe bACKdroP
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Table A1.1: Estimated size of discretionary measures 
Country 2008 2009 2010 

% of GDP
Australia 0.7 0.8 0.3 
Canada 0.0 1.5 1.3 
China 0.4 2.0 2.0 
France 0.0 0.7 0.0 
Germany 0.0 1.5 2.0 
Indonesia 0.0 1.3 1.1 
Japan  0.4 1.4 0.4 
Korea, Republic of 1.0 1.5 0.3 
UK 0.2 1.4 -0.1
US 1.1 1.9 2.9 
    

UK=United Kingdom, US=United States. 
Source: IMF (2009a). 

Table A1.2: Fiscal initiatives in major economies 

Fiscal Measure Country 

(i) Revenue side   
Personal income tax cuts Canada, Germany, Indonesia, Italy, UK, US 
Reduction in corporate income taxes Canada, France, Germany, Indonesia, Republic 

of Korea, Russia, Spain, US 
(ii) Expenditure side  

Infrastructure spending Canada, People’s Republic of China, France, 
Germany, Indonesia, Italy, Republic of Korea, 
Saudi Arabia, US 

(iii) Protection of liquidity-constrained or  
vulnerable groups 
a. Strengthening unemployment benefits Canada, Russia, UK, US 
b. Cash transfers Canada, Republic of Korea, Japan 
c. Support to children Australia, Germany 
d. Pensioners Australia, Canada 
e. Concessional loans to low-income citizens Saudi Arabia  

(iv) Support to small- and medium-sized 
   enterprises and strategic or vulnerable sectors 

Republic of Korea, Canada, Germany, Russia  

(v) Address long-term policy challenges  
a. Improve the quality of health and education Australia, People’s Republic of China, Saudi 

Arabia 
b. Incentives for development of  
  environmentally-friendly technologies 

Canada, People’s Republic of China, Germany, 
UK

UK=United Kingdom, US=United States. 
Source: IMF (2009a). 

Governments have also taken drastic steps to stabilize the financial system, particularly the banks. 
Bank rescue initiatives have two key components. Firstly, to ensure that banks have continued access to 
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Governments have also taken drast�c steps to stab�l�ze the f�nanc�al system, 

part�cularly the banks. Bank rescue �n�t�at�ves have two key components. F�rstly, to 

ensure that banks have cont�nued access to fund�ng, governments expanded the reta�l 

depos�t �nsurance and �mplemented wholesale fund�ng guarantees. Secondly, to reduce 

bank leverage and recap�tal�ze the banks, the government �nfused cap�tal �n return for 

preferred equ�ty stake and bought d�stressed assets from banks (BIS, 2008). Table A1.3 

�dent�f�es key elements of the ma�n rescue plans. The US and UK governments have also 

been aggress�ve �n support�ng bank mergers and recap�tal�zat�on to strengthen banks’ 

balance sheets. F�nanc�al �nst�tut�ons (e.g., Amer�can Insurance Group, Fann�e Mae, and 

Fredd�e Mac) pos�ng system�c r�sks were taken over by the nat�onal government. 

Central banks have supported these act�ons by aggress�vely cutt�ng pol�cy �nter-

est rates to boost domest�c growth. In the US, the Federal Reserve Bank has even used 

unconvent�onal pol�cy �nstruments to help unfreeze the cred�t markets. It opened up new 

lend�ng fac�l�t�es by accept�ng a w�der range of collateral, wh�ch �ncludes assets backed 

by commerc�al paper, mortgage, consumer, and bus�ness loans (e.g., auto loans, cred�t 

card loans, and student loans), and US Treasur�es. In the UK, the Bank of England has 

started buy�ng assets backed by commerc�al paper. The Bank of Japan w�ll prov�de sub-

ord�nated loans to banks to shore up the�r cap�tal bases and w�ll �ncrease the�r purchase 

of government bonds. Whether such moves w�ll get cred�t flow�ng aga�n to bus�nesses 

and not just end up as banks’ excess reserves rema�ns unclear. 

The med�um-term agenda has now extended to strengthen�ng f�nanc�al markets 

so as reduce the r�sk of a future global cr�s�s. Act�ons w�ll �nclude determ�n�ng the ap-

propr�ate proper degree of regulat�on and overs�ght of f�nanc�al �nst�tut�ons, markets, 

and �nstruments pos�ng system�c r�sk to avo�d excess�ve r�sk tak�ng and leverag�ng; 

and strengthen�ng macro-prudent�al overs�ght and �nternat�onal cooperat�on (G-20, 

2009b).

back to the Asian Financial Crisis
Impacts on the Pac�f�c
The 1997 As�an f�nanc�al cr�s�s had a s�gn�f�cant adverse �mpact on a number of ne�gh-

bor�ng econom�es, caus�ng a d�p �n the�r growth performance (Table A1.5). Wh�le th�s 

�mpact was less than what �s pred�cted from the current global econom�c cr�s�s, the 

As�an F�nanc�al Cr�s�s st�ll serves as gu�de to how cr�s�s elsewhere can �mpact on the 

Pac�f�c econom�es. Notably, the As�an f�nanc�al cr�s�s h�ghl�ghts that outcomes are l�kely 

to depend on a range of factors: the start�ng pos�t�on of the Pac�f�c econom�es; exchange 

rate adjustments and pol�cy responses; changes �n world commod�ty pr�ces and con-

centrat�on of commod�ty exports to selected markets; and �ncome from rem�ttances, 

tour�sm, �nvestment and donor agenc�es and/or countr�es (ADB, 1999). 

Annex 1: The Backdrop
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funding, governments expanded the retail deposit insurance and implemented wholesale funding 
guarantees. Secondly, to reduce bank leverage and recapitalize the banks, the government infused 
capital in return for preferred equity stake and bought distressed assets from banks (BIS, 2008). Table 
A1.3 identifies key elements of the main rescue plans. The US and UK governments have also been 
aggressive in supporting bank mergers and recapitalization to strengthen banks’ balance sheets. 
Financial institutions (e.g., American Insurance Group, Fannie Mae, and Freddie Mac) posing systemic 
risks were taken over by the national government.  

Central banks have supported these actions by aggressively cutting policy interest rates to boost 
domestic growth. In the US, the Federal Reserve Bank has even used unconventional policy instruments 
to help unfreeze the credit markets. It opened up new lending facilities by accepting a wider range of 
collateral, which includes assets backed by commercial paper, mortgage, consumer, and business loans 
(e.g., auto loans, credit card loans, and student loans), and US Treasuries. In the UK, the Bank of 
England has started buying assets backed by commercial paper. The Bank of Japan will provide 
subordinated loans to banks to shore up their capital bases and will increase their purchase of 
government bonds. Whether such moves will get credit flowing again to businesses and not just end up 
as banks’ excess reserves remains unclear.  

The medium-term agenda has now extended to strengthening financial markets so as reduce the 
risk of a future global crisis. Actions will include determining the appropriate proper degree of regulation 
and oversight of financial institutions, markets, and instruments posing systemic risk to avoid excessive 
risk taking and leveraging; and strengthening macro-prudential oversight and international cooperation 
(G-20, 2009b). 

Table A1.3: Elements of banking system rescue plans in developed economies 

Country Expansion of retail 
deposit insurance 

Guarantee of wholesale liabilities Capital 
injections 

Asset
purchases New debt Existing debt 

US Yes Yes No Yes Yes 
UK  Yes Yes No Yes No 
Germany  Yes Yes No Yes Yes 
France  No Yes No Yes No 
Italy  No Yes No Yes No 
Australia  Yes Yes Yes No Yes 
New Zealand  Yes No No No No 

UK=United Kingdom, US=United States. 
Source: Domanski and Ramaswamy (2008). 

Table A1.4: Policy interest rates 

Economy Oct 2008 Level Current Level 

US 1.0% 0-0.25% (since Dec 2008) 
Japan  0.3% 0.1% (since Dec 2008) 
EU 3.75% 1.5% (Mar 2009) 
UK  4.5% 0.5% (Mar 2009) 
PRC  6.66% 5.31% (since Dec 2008) 
Republic of Korea  4.25% 2.0% (Feb 2009) 
Australia  6.0% 3.25% (Mar 2009) 
New Zealand  6.5% 3.0% (Mar 2009) 

EU=European Union, PRC = People’s Republic of China, UK=United Kingdom, US=United States. 
Sources: www.bloomberg.com. 
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BACK TO THE ASIAN FINANCIAL CRISIS 
Impacts on the Pacific 
The 1997 Asian financial crisis had a significant adverse impact on a number of neighboring economies, 
causing a dip in their growth performance (Table A1.5). While this impact was less than what is predicted 
from the current global economic crisis, the Asian Financial Crisis still serves as guide to how crisis 
elsewhere can impact on the Pacific economies. Notably, the Asian financial crisis highlights that 
outcomes are likely to depend on a range of factors: the starting position of the Pacific economies; 
exchange rate adjustments and policy responses; changes in world commodity prices and concentration 
of commodity exports to selected markets; and income from remittances, tourism, investment and donor 
agencies and/or countries (ADB, 1999).  

Table A1.5: Economic growth during the Asian Financial Crisis 

Countries 1997 1998 1999 

 Change in real GDP (%) 
Australia 4.0 5.1 4.3 
New Zealand 2.1 0.0 4.3 
PRC 6.6 4.5 5.7 
Republic of Korea 4.7 -6.9 9.5 
Japan 1.6 -2.0 -0.1
US 4.5 4.2 4.5 

GDP= gross domestic product, PRC = people’s Republic of Korea, US=United 
States.
Sources: ADB. Asian Development Outlook, various years and World Bank, World 
Economic Outlook, various years. 

Among the Pacific economies, Papua New Guinea (PNG) and Solomon Islands were adversely 
affected by the Asian crisis, largely through falling commodity prices for major exports: logs, copper, and 
oil for Papua New Guinea and logs for Solomon Islands. In addition, both countries’ export markets for 
logs were concentrated in Japan and then crisis-hit Korea. The negative shocks of the crisis were 
estimated at about 6% to PNG and 5% to Solomon Islands (ADB 1999). Elsewhere, the Fiji Islands 
experienced lower tourist arrivals from Japan and Korea; Nauru’s phosphate exports to Republic of Korea 
and Indonesia slumped during the crisis but new export markets opened up; Samoa’s export of wiring 
harness to Australia was affected by rising competitiveness of imports from Indonesia, Korea, and 
Thailand due to currency depreciation; and Vanuatu experienced falling exports of beef to PNG and 
Solomon Islands and timber to Korea (ADB 1999). 

The overall adverse impact of the Asian crisis was minimal for most Pacific economies. Cook 
Islands and Tonga were unaffected as tourists to these countries came largely from New Zealand and not 
from Asia. The aid-dependent economies of the Federated States of Micronesia (FSM) and the Republic 
of Marshall Islands (RMI) were supported by the steady flow of Compact Trust Funds from US (ADB, 
1999).  

The fall in fuel prices due to global slackness of demand had a beneficial effect on Pacific 
economies, since imported fuel costs are the equivalent to 5% to 10% of GDP. Kiribati benefited from the 
Australian dollar depreciation, as its Revenue Equalization Reserve Fund was denominated in US dollars 
(ADB, 1999). 
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Among the Pac�f�c econom�es, Papua New Gu�nea (PNG) and Solomon Islands 

were adversely affected by the As�an cr�s�s, largely through fall�ng commod�ty pr�ces 

for major exports: logs, copper, and o�l for Papua New Gu�nea and logs for Solomon 

Islands. In add�t�on, both countr�es’ export markets for logs were concentrated �n Japan 

and then cr�s�s-h�t Korea. The negat�ve shocks of the cr�s�s were est�mated at about 6% 

to PNG and 5% to Solomon Islands (ADB 1999). Elsewhere, the F�j� Islands exper�enced 

lower tour�st arr�vals from Japan and Korea; Nauru’s phosphate exports to Republ�c 

of Korea and Indones�a slumped dur�ng the cr�s�s but new export markets opened up; 

Samoa’s export of w�r�ng harness to Austral�a was affected by r�s�ng compet�t�veness 

of �mports from Indones�a, Republ�c of Korea, and Tha�land due to currency deprec�a-

t�on; and Vanuatu exper�enced fall�ng exports of beef to PNG and Solomon Islands and 

t�mber to Republ�c of Korea (ADB 1999).

The overall adverse �mpact of the As�an cr�s�s was m�n�mal for most Pac�f�c econo-

m�es. Cook Islands and Tonga were unaffected as tour�sts to these countr�es came largely 

from New Zealand and not from As�a. The a�d-dependent econom�es of the Federated 

States of M�crones�a (FSM) and the Republ�c of the Marshall Islands (RMI) were supported 

by the steady flow of Compact Trust Funds from US (ADB, 1999). 

The fall �n fuel pr�ces due to global slackness �n demand had a benef�c�al effect 

on Pac�f�c econom�es, s�nce �mported fuel costs are the equ�valent to 5% to 10% of GDP. 

K�r�bat� benef�ted from the Austral�an dollar deprec�at�on, as �ts Revenue Equal�zat�on 

Reserve Fund was denom�nated �n US dollars (ADB, 1999).

To put th�ngs �n perspect�ve, an assessment of the �mpact of the As�an cr�s�s 

concluded that “home grown problems or other external factors such as the weather 

have been far more �mportant �n terms of generat�ng adverse pressures than the As�an 

F�nanc�al Cr�s�s” (ADB 1999). Indeed, several Pac�f�c econom�es were exper�enc�ng slug-

g�sh growth or econom�c contract�on even before the onset of the As�an f�nanc�al cr�s�s 

due to local econom�c cond�t�ons. Tonga was �n recess�on from 1995. FSM exper�enced 

weak growth but was well-�nsulated from the cr�s�s. Drought affected PNG’s agr�cul-

ture and m�n�ng sector, as well as agr�cultural product�on �n the F�j� Islands, RMI, and 

Tonga. Nauru was �n econom�c cr�s�s �n the 1990s pr�mar�ly due to the collapse of �ts 

key export, phosphate, and poor �nvestment dec�s�ons. Some Pac�f�c econom�es, such 

as Cook Islands and Tuvalu, even recorded decent econom�c growth dur�ng the cr�s�s 

per�od (ADB, 1999).

The response �n the Pac�f�c
Out of the s�x Pac�f�c econom�es w�th the�r own nat�onal currenc�es, four underwent s�g-

n�f�cant deprec�at�on largely to ease balance of payments pressure. The PNG k�na deprec�-

ated the most by 30% from m�d-1997 to the end of 1998; followed by Solomon Islands 
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dollar, 20%; F�j�an dollar, 20%; and Tongan pa’anga, 5%. The Samoan tala and Vanautu 

vatu apprec�ated aga�nst most currenc�es, but deprec�ated aga�nst the US dollar.

The deprec�at�on of the PNG k�na was a response to a deter�orat�ng balance of 

payments due to an export slump, repayments of off�c�al loans, cap�tal repatr�at�on by 

m�n�ng compan�es, and weak fore�gn d�rect �nvestment. The Solomon Islands dollar 

deprec�at�on was due to worsen�ng trade def�c�ts and adjustments due to real exchange 

rate apprec�at�on from 1990 to November 1997. The F�j�an dollar devalued by 20% �n 

January 1998 as the economy slumped due to drought and a deter�orat�ng current 

account. The devaluat�on of the F�j�an dollar was accompan�ed by tar�ff cuts and mod-

erat�on of wage �ncreases, result�ng �n a 14.5% real exchange deprec�at�on by end of 

1998. The Tongan pa’anga deprec�ated to restra�n �mport growth, to arrest dw�ndl�ng 

fore�gn reserves (�n terms of �mport cover) and to adjust to real exchange apprec�at�on 

s�nce the m�d-1990s.

The econom�c contract�on of Solomon Islands became less severe due to an �n-

crease �n other exports such as f�sh and palm o�l, the open�ng up of �ts f�rst gold m�ne, 

and rece�pt of a�d funds. The F�j� Islands secured a temporary agreement w�th Austral�a, 

�ts key export market, to relax local content requ�rements result�ng �n a 12.3% �ncrease 

�n cloth�ng and footwear output.



43Annex B

ANNEX 2: THoUGHTs 
on A FisCAL sTiMULUs

Can a fiscal stimulus benefit the Pacific economies?
The Pac�f�c econom�es are h�ghly �mport dependent, w�th a rat�o of �mports to GDP of 

more than 50% �n most econom�es (F�gure A2.1). Th�s g�ves r�se to the concern that any 

boost to expend�ture from a f�scal st�mulus would have l�ttle effect on econom�es, w�th 

the benef�ts �nstead flow�ng overseas v�a �ncreased �mports. Th�s concern can be explored 

w�th the help of mult�pl�ers der�ved from an �nput-output model. Such mult�pl�ers show 

the potent�al short-run effect of a change �n expend�ture on an economy.
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Figure A2.1: Import ratios

FSM=Federated States of Micronesia, GDP=gross domestic product, PNG=Papua New Guinea, 
RMI=Republic of the Marshall Islands.
Note: Data for 2007 or latest available year; ratio to non-oil, non-United Nations GDP is shown for Timor-
Leste. 
Sources: Staff estimates from datasheets of ADB (2009).

Input-output models prov�de a d�saggregated descr�pt�on of an economy �dent�fy-

�ng �mportant �nter-relat�onsh�ps between �ndustr�es. An �nput-output model �dent�f�es 

an �ndustry’s �nputs to product�on as �ntermed�ate mater�als and serv�ces, wh�ch are 

purchased from other �ndustr�es, and the factor �nputs of land, labor and cap�tal. An 

�ndustry’s output �s e�ther sold to other �ndustr�es or the ‘f�nal demand’ categor�es of 

consumpt�on, �nvestment, government and exports. An �nput-output table also shows 

the level of �mports �n an economy and the level of �nd�rect commod�ty taxes pa�d. In-

put-output mult�pl�ers measure the �mpact of a change �n sales by an �ndustry on value 

added (�.e., wages, salar�es and supplements and gross operat�ng surplus, that when 

added together const�tute GDP), labor �ncome and the number of persons employed. 

For example, a value-added mult�pl�er for farm�ng of 0.5 would �mply that for every $1 

�ncrease �n farm sales, total value-added �n the economy would �ncrease by $0.5.

Three types of mult�pl�ers are normally der�ved for an �nput-output model, be�ng:

• an �n�t�al mult�pl�er. Th�s looks at the d�rect effect of a change �n �ndustry output, 

such as a change �n �ncome pa�d to those work�ng �n the �ndustry;

Ratio of imports to GDP (%)
Cook Islands 88
Fiji Islands 74
FSM 95
Kiribati 226
Nauru 153
Palau 64
PNG 62
RMI 63
Samoa 69
Solomon Islands 42Solomon Islands 42
Timor-Leste 148
Tonga 63
Tuvalu 53
Vanuatu 50
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• a Type I mult�pl�er. Th�s captures both the d�rect and �nd�rect, product�on-�nduced 

effect. The latter refers to the �ndustry’s purchase of �nputs from other bus�nesses, 

and the further purchase of �nputs by those other bus�nesses, etc; and

• a Type II mult�pl�er. Th�s captures the d�rect and �nd�rect effect of the Type I 

mult�pl�er, and also captures an �nd�rect consumpt�on effect that flows from the 

expend�ture of the �ncome that �s earned. 

The �n�t�al mult�pl�er captures only the d�rect effect of an �ndustry’s expans�on, 

wh�le the Type I and Type II mult�pl�ers capture th�s d�rect effect and the flow-on effect as 

expend�ture feeds through the economy. Mult�pl�ers w�ll normally be h�gher for reg�ons 

w�th a broader econom�c base, because more of the flow-on opportun�t�es are captured 

by the reg�on �tself. Th�s �s ev�dent �n the mult�pl�ers der�ved for reg�ons of the Austral�an 

state of Queensland. For example, the mult�pl�ers for Queensland’s ma�n commerc�al 

reg�on of Br�sbane-Moreton are h�gher than those for the less densely populated and 

less developed Northern, North West and Far Northern reg�ons (Table A2.1).

34

Three types of multipliers are normally derived for an input-output model, being: 
 an initial multiplier. This looks at the direct effect of a change in industry output, such as a 

change in income paid to those working in the industry; 
 a Type I multiplier. This captures both the direct and indirect, production-induced effect. The 

latter refers to the industry's purchase of inputs from other businesses, and the further 
purchase of inputs by those other businesses etc; and 

 a Type II multiplier. This captures the direct and indirect effect of the Type I multiplier, and also 
captures an indirect consumption effect that flows from the expenditure of the income that is 
earned.  

The initial multiplier captures only the direct effect of an industry's expansion, while the Type I and 
Type II multipliers capture this direct effect and the flow-on effect as expenditure feeds through the 
economy. Multipliers will normally be higher for regions with a broader economic base, because more of 
the flow-on opportunities are captured by the region itself. This is evident in the multipliers derived for 
regions of the Australian state of Queensland. For example, the multipliers for Queensland's main 
commercial region of Brisbane-Moreton are higher than those for the less densely populated and less 
developed Northern, North West and Far Northern regions (Table A1.1). 

Table A2.1: Import shares and multipliers
Variable Final demand category Fiji  Tonga  Selected Queensland regions 

  Islands 
Far

Northerna Northernb
North
Westc

Brisbane-
Moreton 

     
Average import share (%)d      

Private final consumption 
expenditure 35 41  49 52 72 37
Gross fixed capital 
formation 37 45  38 46 45 36
Government final 
consumption expenditure 11 22  27 29 31 20

 Total final demand 32 37  36 46 42 32
         
Type I value-added multipliers        

Private final consumption 
expendituree 0.74   0.75 0.75 0.69 0.82
Gross fixed capital 
formationf 0.68   0.64 0.63 0.51 0.74
Government final 
consumption expenditureg 0.89   0.85 0.81 0.82 0.89

         

blank=not available 
a The region contains Cape York, including the bauxite area of Weipa, and extends south to Cairns. 
b The region to the south of Far North, including areas to the west of Townsville and Bowen. 
c The region to the west of the Far North region, encompassing Mt Isa. 
d Imports not allocated to a final demand category are allocated between final demand categories on a pro-rata basis. 
e Found as the weighted average of the multipliers for industry’s supplying products purchased by households. 
f Found as the weighted average of the multipliers for industry’s supplying products used in gross fixed capital formation. 
g Found as the simple average of the multiplier for public administration, health and education. 
Source: ADB staff estimates based on the input-output tables for the Fiji Islands for 1997 as prepared by the National Statistics 
Office of the Fiji Islands (and reproduced in Levantis (2000), Tonga Statistics Department (2005a,b) and the input-output tables
for regional Queensland as prepared by the Queensland Office of Government Statistician (2002). 
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Mult�pl�ers for even remote reg�ons are more than zero. There can be �mportant 

sp�ll-over benef�ts for local econom�es from �ncreased expend�ture, even when the 

econom�es are �mport dependent. For example, an expand�ng construct�on �ndustry 

would requ�re add�t�onal bu�ld�ng mater�als. The r�se �n demand for bu�ld�ng mater�als 

would result �n an expans�on �n local suppl�ers; such as the sand and gravel used �n 

concrete, the t�mber requ�red for formwork and �n bu�ld�ngs, and the metal products 

requ�red for concrete re�nforc�ng through to fenc�ng and roof�ng. The act�v�t�es that 

support these suppl�ers would �n turn grow—from transport to veh�cle ma�ntenance, 

to bank�ng and other bus�ness support serv�ces. There are also mult�pl�er effects when 

households spend more. Reta�l act�v�ty would grow, reta�lers would demand more stock 

from wholesales and other sources of supply, transport demand would r�se, etc. And 

the workers �n the reta�l �ndustr�es would then spend the�r money on a var�ety of goods 

and serv�ces, creat�ng demand for others, and so on.

Input-output mult�pl�ers are ava�lable for the F�j� Islands. The mult�pl�ers are of 

the order of 0.7 for pr�vate consumpt�on and �nvestment (Table A2.1). That �s, a $1.0 

�ncrease �n pr�vate consumpt�on and �nvestment �s est�mated to �ncrease GDP by the 

order of $0.7, on average. The mult�pl�er for government consumpt�on �s est�mated to 

be somewhat h�gher. The mult�pl�ers are l�kely to be lower elsewhere �n the reg�on as 

they are smaller and/or less developed econom�es. 

In Tonga for example, �mports are est�mated to account for approx�mately 37% 

of expend�ture, compared to approx�mately 32% �n the F�j� Islands (note that a rat�o of 

�mports to GDP �s not the same as the share of expend�ture spent on �mports). The h�gh 

�mport dependence of Tonga �s l�kely to see lower mult�pl�ers �n Tonga compared to the 

F�j� Islands. But judg�ng by the reasonably h�gh mult�pl�ers �n the remoter Queensland 

reg�ons compared to the Br�sbane-Moreton reg�on (even though the remoter reg�ons 

are more �mport dependent), mult�pl�ers are l�kely to be h�gher than 0.5 �n Tonga. 

These est�mates g�ve conf�dence that an �ncrease �n expend�ture prov�ded by 

a f�scal st�mulus would benef�t Pac�f�c econom�es. The ‘bang for the buck’ would be 

h�ghest for the more developed Pac�f�c econom�es, but nonetheless has the potent�al 

to be s�zeable elsewhere. Certa�nly a share of any f�scal st�mulus would sp�llover to the 

Pac�f�c’s major sources of �mports, notably Austral�a, New Zealand and As�a. However 

there are grouds for expect�ng much �f not the bulk of the benef�ts of a f�scal st�mulus 

to be reta�ned �n the Pac�f�c. The deter�orat�on �n econom�c cond�t�ons may also have an 

ups�de �n th�s respect, as �t may make households reluctant to purchase the consumer 

durables such as cars and electron�c equ�pment, the purchase of wh�ch may offer low 

short-run benef�ts for the reg�on’s econom�es.
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Funding a stimulus by making better use of existing 
resources
Most Pac�f�c econom�es can �dent�fy expend�tures or revenue leakages �n the�r budget 

that can be tr�mmed back. Tr�mm�ng less product�ve or wasteful expend�ture, cutt�ng 

back on revenue concess�ons or requ�r�ng better returns from government bus�nesses 

and other �nvestments w�ll allow funds to be reallocated to better uses. Th�s would al-

low more to be done w�th�n ex�st�ng f�scal envelopes. Such act�ons would make sense 

regardless of the adverse �mpacts of the global econom�c cr�s�s, but make even more 

sense now �f they prov�de a qu�ck way of l�ft�ng econom�c act�v�ty.

The government wage b�ll �s perhaps the most �mportant area of excess expen-

d�ture �n many Pac�f�c budgets. H�gh government wage b�lls have two d�mens�ons: the 

number of persons employed and pay rates. As documented �n Sugden and Tan�guch� 

(2008), these d�mens�ons are negat�vely related �nternat�onally, w�th relat�vely h�gh pay 

rates typ�cally assoc�ated w�th relat�vely small publ�c serv�ces. In the Pac�f�c, th�s �s most 

not�ceable for Papua New Gu�nea (PNG), where pay rates for publ�c servants are—rela-

t�ve to what the economy can afford—among the h�ghest �nternat�onally. The PNG publ�c 

serv�ce, as a share of total employment, �s also among the smallest �nternat�onally. Relat�ve 

government pay rates are also very h�gh by �nternat�onal standards �n K�r�bat�, Solomon 

Islands, T�mor-Leste, and to a lesser extent, �n Vanuatu, and are relat�vely h�gh �n the F�j� 

Islands, Federated States of M�crones�a (FSM), and Tuvalu. The largest publ�c serv�ces �n the 

reg�on, as a share of employment, are �n Palau and Republ�c of the Marshall Islands (RMI), 

and the publ�c serv�ce �s also large by �nternat�onal standards �n Tuvalu. Relat�ve government 

pay rates and s�ze are closer to �nternat�onal benchmarks elsewhere �n the reg�on. 

Government pay rates and employment can be tr�mmed back where they are 

relat�vely h�gh, to generate sav�ngs on the wage and salary b�ll. If th�s �s not poss�ble, 

wage and salary restra�nt can be used to try and create more room �n the next budget. 

In th�s respect, �t w�ll be �mportant to avo�d pressures for wage and salary adjustments 

for the h�gh �nflat�on seen over 2008 and �nto 2009. An �ncrease �n the wage and sal-

ary b�ll as a means of prov�d�ng a f�scal st�mulus would be m�sgu�ded g�ven �ts adverse 

longer term consequences.

Other areas of excess �n government expend�ture �nclude �nternat�onal travel 

budgets, overseas med�cal care, �nternat�onal m�ss�ons, and subs�d�es for tert�ary study 

(tert�ary study �s �mportant, but students capture a large share of the benef�ts of tert�ary 

study and most can afford to pay a h�gher share of costs). Tax and �mport duty conces-

s�ons for favored �ndustr�es or f�rms, wh�ch are a form of ‘negat�ve expend�ture’, also 

often �mpose h�gh f�scal costs w�thout a compensat�ng benef�t. 

It may even be the case that the sever�ty of the outlook fac�ng the Pac�f�c calls for 

a re-pr�or�t�zat�on of ex�st�ng useful act�v�t�es, �f a better use of the funds can be found. 
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Budget processes are des�gned to allow for the ongo�ng scrut�ny of government act�v�-

t�es, and such processes can be ut�l�zed for such a repr�or�t�zat�on. Th�s po�nt appl�es to 

act�v�t�es funded �nternally as well as those that are externally funded.

Mak�ng ex�st�ng resources ava�lable for a f�scal st�mulus �s only part of the task 

at hand. A better use of the resources also needs to be found. In th�s case, a better use 

would be one that �ncreased aggregate demand so as to prov�de a counter-cycl�cal pol�cy 

response. If the vulnerable w�ll bear a d�sproport�onate share of any adverse �mpacts 

from the econom�c slowdown, a better use of resources would also g�ve more support 

to the vulnerable. 

So for example, retrench�ng publ�c servants would reduce household expend�ture 

and potent�ally requ�re cut backs �n serv�ce del�very. These effects w�ll tend to add to 

the econom�c stress fac�ng econom�es and poss�bly the vulnerable (who are often on 

the fr�nge of government serv�ce del�very). Retrench�ng publ�c servants may however 

make sense �f the sav�ngs could be re-spent �n a way that more than replaced the lost 

household expend�ture or any cutbacks �n serv�ce del�very. It �s eas�er to see how other 

opt�ons for mak�ng sav�ngs, such as reduc�ng �nternat�onal travel budgets, could read�ly 

prov�de a better use of ex�st�ng resources. 

In mak�ng better use of ex�st�ng resources, �t �s best to have conservat�ve expecta-

t�ons w�th regard to the potent�al to resolve what are �n many cases long-stand�ng and 

deep rooted problems �n publ�c expend�ture management and �n state-owned enterpr�ses. 

Many act�ons requ�red to make better use of ex�st�ng resources have been tr�ed before, 

and the cons�derable t�me that may be requ�red to make such act�ons work �s ev�dent 

from exper�ence. The potent�al to rely too heav�ly on mak�ng qu�ck progress on such 

matters �s one of the major lessons from the pol�cy adv�ce prov�ded to Indones�a and 

Tha�land dur�ng the As�an f�nanc�al cr�s�s, a lesson that �s relevant to the Pac�f�c.

It �s also �mportant to remember that the global cr�s�s �s not the only r�sk fac�ng 

the reg�on—notably there �s the ever present r�sk of natural d�sasters—and �t �s prudent 

to always have some f�scal room to help cope w�th such r�sks, should they eventuate. 

V�g�lance �n f�nd�ng the best use of resources helps econom�es ready themselves to 

manage adverse shocks.

Is fiscal policy already too expansionary?
In some cases, a f�scal st�mulus �s already �n place. Th�s was not a del�berate response to 

the global econom�c cr�s�s, but arose because budgets had already allowed for �ncreases 

�n budget def�c�ts. Th�s �s ev�dent �n changes �n the overall f�scal balance as budgeted 

for 2009. In the Cook Islands, the F�j� Islands, PNG, Samoa, T�mor-Leste and Tonga, the 

2009 budgets prov�ded for a more expans�onary f�scal stance. In K�r�bat�, a large f�scal 
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expans�on �n 2008 �s expected to sp�llover �nto 2009 (F�gure A2.2). In PNG and T�mor-

Leste, the f�scal st�mulus �s be�ng funded from government sav�ngs accumulated dur�ng 

the recent boom �n commod�ty pr�ces. Government sav�ngs are key sources of f�nanc�ng 

�n the Cook Islands and K�r�bat�, whereas larger domest�c def�c�ts �n the F�j� Islands and 

external def�c�ts �n Samoa are be�ng funded by moderate levels of borrow�ng. Wh�le 

Solomon Islands has projected a reduct�on �n the budget def�c�t for 2009, the revenue 

project�ons underp�nn�ng the budget are opt�m�st�c and the underly�ng f�scal pos�t�on 

may �n truth be expans�onary.

In the case of the Cook Islands, K�r�bat�, PNG, and T�mor-Leste, the planned f�scal 

st�mulus �s well above the average for the Group of 20 (G-20) �ndustr�al�zed and emerg-

�ng countr�es. Us�ng the G-20 countr�es as a benchmark, wh�ch �s reasonable g�ven the 

sever�ty of the cr�s�s they are fac�ng, the f�scal st�mulus �s too h�gh �n the Cook Islands, 

K�r�bat�, PNG, and T�mor-Leste. Concerns over the qual�ty of some recent, large-scale 

expend�ture �n�t�at�ves �n PNG (�nclud�ng that absorpt�ve capac�ty �s overstretched) add 

to the argument for a much lower f�scal st�mulus �n PNG. 

T�mor-Leste has an extremely expans�onary f�scal stance. In an effort to speed 

econom�c development, the 2009 budget prov�des for a near 60% �ncrease �n govern-

ment expend�ture over the year, l�ft�ng expend�ture to almost double the gross domest�c 

product (exclus�ve of the act�v�t�es of the o�l sector and the Un�ted Nat�ons). T�mor-Leste’s 

f�scal st�mulus �s be�ng funded from sav�ngs accumulated dur�ng the recent boom �n the 

o�l pr�ce, and �s affordable prov�ded �t �s short-l�ved. However, part of the f�scal expans�on 

has been allocated to potent�ally low pr�or�ty expend�tures. Moreover, long-stand�ng 

capac�ty constra�nts rema�n and w�ll make �t d�ff�cult to ach�eve �mplementat�on t�me-

tables. These factors suggest that they are l�kely to exceed the capac�ty to �mplement, 

suggest�ng that a lower rate of f�scal expans�on �s called for.

The ability to borrow
Look�ng beyond the four countr�es that have already relaxed f�scal pol�cy too much—�.e., 

Cook Islands, K�r�bat�, PNG, and T�mor-Leste—Samoa and Vanuatu may borrow, e�ther 

domest�cally or externally on a concess�onal bas�s, to fund a short l�ved f�scal st�mulus. 

The F�j� Islands could also borrow externally on concess�onal bas�s. But the F�j� Islands 

would need to approach any domest�c borrow�ng w�th extreme care, as too much 

domest�c borrow�ng could place excess�ve pressure on an already stra�ned balance of 

payments and low level of l�qu�d�ty �n the bank�ng system.

Nauru has extremely h�gh debt levels and should not borrow. Publ�c debt levels 

�n RMI and Solomon Islands, and probably also Tonga, are also already too h�gh for the 

government to contemplate borrow�ng for a f�scal st�mulus (Table A2.2). Wh�le debt levels 

are not as h�gh �n the FSM and Tuvalu, the�r f�scal stance �s unsusta�nable and add�t�onal 
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f�scal st�mulus would be out of place. For FSM, the best response would be to cont�nue 

to search for ways of overcom�ng the constra�nts to ut�l�z�ng the unused external grants 

already ava�lable (constra�nts that would probably also �mp�nge on any new borrow�ng). 

There �s cons�derable uncerta�nty as to the soundness of Palau’s f�scal stance, g�ven h�gh 

expend�ture levels and the unresolved status of future f�nanc�al support from the Un�ted 

States. Borrow�ng for a f�scal st�mulus may also be out of place �n Palau.

A caut�onary note �s �n order for K�r�bat� and Palau. Both need to re�n �n the�r 

government expend�ture. Nevertheless, th�s w�ll be d�ff�cult to do, and even w�th qu�ck 

act�on, they are l�kely to cont�nue to make drawdowns from the�r trust funds over the 

short run. Th�s w�ll requ�re the sale of equ�t�es held by the funds at current low market 

pr�ces. If K�r�bat� and Palau were to borrow now, they could reduce the drawdown of 

the�r trust funds, and g�ve t�me for the market value of the equ�t�es to r�se. Chand (2009) 

descr�bes a need for a form of ‘br�dg�ng f�nance’. There may be a case for moderate 

borrow�ng by K�r�bat� and Palau �f there was some way to ensure that do�ng so helped 

avo�d trust drawdowns and thereby helped preserve the long-term f�scal pos�t�on. For 

example, K�r�bat�’s Revenue Equal�zat�on Reserve Fund could cons�der adopt�on of rules 

s�m�lar to those of the Tuvalu Trust Fund that only allow drawdowns when the fund 

value �s above a target, m�n�mum level.

Figure A2.2: Loosening of the fiscal policy stance

 

COO=Cook Islands, FIJ=Fiji Islands, FSM=Federated States of Micronesia, GDP=gross domestic product, 
KIR=Kiribati, NAU=Nauru, PNG=Papua New Guinea, SAM=Samoa, SOL=Solomon Islands, TIM=Timor-
Leste, TON=Tonga.
Notes: 
a. The figure shows the projected 2009 budget balance less the estimated 2008 budget balance, as a % 
of GDP.
b. The data for Kiribati show the difference between the 2008 and 2007 budget deficits. This understates 
the fiscal expansion in 2008, with higher grants adding to an expansion in budgeted expenditure. The 
fiscal stimulus is spilling over into 2009, as capacity constraints have slowed the implementation of major 
projects budgeted for 2008.
c. The increase in Timor-Leste’s budget deficit is projected as more than 100% of GDP excluding the con-
tribution from the oil sector and assistance from the United Nations.
Sources: ADB (2009) and IMF (2009c).

Increase in the budget deficit from 2008 toBudget deficit in 2009
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COO 7 4 8 6
FIJ 1 4 3 6
FSM 0 4 3 6
KIR 10 4 13 6
NAU 1 4 0 6
PNG 6 4 3 6
SAM 2 4 5 6
SOL -2 4 4 6
TIM 162 4 -90 6TIM 162 4 -90 6
TON 1 4 -1 6

RMI 0 4 0 6
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TUV 0 4 0 6
VAN 0 4 0 6
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When does a fiscal stimulus offer value-for-money?
There are always costs assoc�ated w�th governments’ act�v�t�es, and governments should 

only take act�on when the benef�ts of the�r act�ons exceed the costs. Benef�ts and costs 

need to be v�ewed from a broad sense and �nclude all �mpacts on commun�ty well-be�ng. 

Th�s �ncludes �mpacts on cash or subs�stence �ncomes or on the nonmonetary d�men-

s�ons of l�v�ng standards, such as equ�ty and access to opportun�ty, for both the current 

and future generat�ons. The assessment of benef�ts and costs needs to be real�st�c, 

�nclud�ng factor�ng �n all l�kely �mped�ments, to actually ach�ev�ng the benef�ts that �n 

theory should be ava�lable. In econom�c terms, stat�c and dynam�c eff�c�ency effects (that 

normally mater�al�ze as effects on the accumulat�on of the factors of product�on and an 

economy’s product�v�ty) and equ�ty effects need to be cons�dered.

A f�scal st�mulus w�ll prov�de value-for-money when the benef�ts generated 

exceed the costs, and the f�scal st�mulus offers more benef�ts than alternat�ve govern-

ment act�ons of s�m�lar (total) cost. An �mpl�cat�on �s that �f the resources to be used �n 

prov�d�ng a f�scal st�mulus could be used elsewhere to generate more benef�ts for the 

commun�ty, these alternat�ves should be preferred over the f�scal st�mulus.

Options for delivering a fiscal stimulus
Because of the �mportance of the �nd�v�dual c�rcumstances of each country, whether a 

f�scal st�mulus w�ll offer value-for-money can only be assessed on a case-by-case bas�s. 

39

Table A2.2: Key indicators of fiscal sustainability 

Country  

Gross public debt  
(% of GDP, latest estimate) 

Budget balance (% of GDP) 

External debt Total debt  2007 2008 2009
                 
Cook Islands     15.7 ('08)  0.1 -0.8 -8.1
Fiji Islands 15.3 ('08) 48.0 ('08)  -1.8 -1.5 -3.0
FSM 27.8 ('08)      -3.3 -3.0 -3.0
Kiribati 11.5 ('08)      -3.4 -13.0  
Nauru 1338.3 ('07)      4.8 0.6 0.0
Palau 10.0 ('07)      -4.9 -4.8  
PNGa 13.3 ('08) 29.0 ('08)  7.5 3.4 -2.9
RMI 60.1 ('08)      -0.6    
Samoa 31.2 ('08)      1.1 -3.2 -5.5
Solomon Islands 22.1 ('07) 43.1 ('08)  -0.3 -5.6 -3.7
Timor-Leste 0 ('07) 0 ('08)  264.3 251.8 90.1
Tonga 29.3 ('08) 33.8 ('08)  1.4 2.0 1.0
Tuvalu 34.0 ('07)      -14.3 -5.4  
Vanuatu 20.7 ('06) 29.4 ('05)  0.14 6.30  
        
FSM=Federated States of Micronesia, PNG=Papua New Guinea, RMI=Republic of Marshall Islands, blank=not 
applicable/available. 
a Official estimates adjusted for trust account deposits/withdrawals as announced in the 2009 Budget. 
Source: ADB (2009). 

When does a fiscal stimulus offer value-for-money? 
There are always costs associated with governments' activities, and governments should only take action 
when the benefits of their actions exceed the costs. Benefits and costs need to be viewed from a broad 
sense and include all impacts on community well-being. This includes impacts on cash or subsistence 
incomes or on the nonmonetary dimensions of living standards, such as equity and access to opportunity, 
for both the current and future generations. The assessment of benefits and costs needs to be realistic, 
including factoring in all likely impediments, to actually achieving the benefits that in theory should be 
available. In economic terms, static and dynamic efficiency effects (that normally materialize as effects on 
the accumulation of the factors of production and an economy’s productivity) and equity effects need to 
be considered. 

A fiscal stimulus will provide value-for-money when the benefits generated exceed the costs, and 
the fiscal stimulus offers more benefits than alternative government actions of similar (total) cost. An 
implication is that if the resources to be used in providing a fiscal stimulus could be used elsewhere to 
generate more benefits for the community, these alternatives should be preferred over the fiscal stimulus. 

Options for delivering a fiscal stimulus 
Because of the importance of the individual circumstances of each country, whether a fiscal 

stimulus will offer value-for-money can only be assessed on a case-by-case basis. There are however 
some important observations that can be made on the key options for delivering a fiscal stimulus, such as 
a) Public works, 
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There are, however, some �mportant observat�ons that can be made on the key opt�ons 

for del�ver�ng a f�scal st�mulus, such as:

a) Publ�c works;

b)  Tax cuts or cash transfers to households; and

c)  Tax cuts for bus�ness.

Publ�c works, �nclud�ng ma�ntenance and new �nvestment, are attract�ve because 

they ra�se local demand and also prov�de longer term benef�ts v�a a flow of serv�ces. By 

ra�s�ng the product�v�ty of the economy, good publ�c works w�ll help the Pac�f�c recover 

when the global economy turns around. Labor-�ntens�ve approaches to publ�c works 

may also have an added development benef�t �n the lower �ncome Pac�f�c econom�es. 

Th�s �s because labor-�ntens�ve approaches may offer extra �ncome to poor commun�-

t�es and encourage the�r “ownersh�p” buy-�n to local works (prov�ded th�s �s not at the 

expense of reduced qual�ty and susta�nab�l�ty, or have h�gher costs that lead to too l�ttle 

road ma�ntence etc been del�vered). In contrast, �ncreased government expend�ture 

on �mport-�ntens�ve act�v�t�es (e.g., buy�ng veh�cles and other �mported equ�pment or 

employ�ng �nternat�onal consultants) would do l�ttle to help l�ft the reg�on’s econom�es 

(although they should, nonetheless, cont�nue �f offer�ng value for money).

One way to respond qu�ckly �s to fast track the ex�st�ng program of publ�c works, 

for example by speed�ng fund�ng or approval processes, fac�l�tat�ng procurement and 

speed�ng up d�sbursement. In do�ng so, �t �s �mportant for governments to stay away 

from do�ng the actual works. Implementat�on �s best left w�th the pr�vate sector v�a 

an open and transparent compet�t�ve b�dd�ng process. It would be best to avo�d the 

temptat�on of extend�ng government fund�ng to major pr�vate sector developments 

as an alternat�ve way of st�mulat�ng the economy; fund�ng and ownersh�p for pr�vate 

projects should be left to the pr�vate sector.

Tax cuts or (where feas�ble) transfers to households may have a benef�c�al effect 

on local demand, but probably lack the other longer term pos�t�ve effects (unless tax 

cuts or transfers prevent cutbacks �n household educat�on and health expend�ture and/or 

the forced sale of product�ve assets). However, the demand st�mulus �s not certa�n: �f tax 

cuts or transfers are saved or spent on �mported goods or serv�ces, there can be l�ttle, �f 

any, benef�t to the local economy. Potent�ally �mportant cons�derat�ons �n formulat�ng 

a f�scal st�mulus us�ng these mechan�sms are the var�at�on across �ncome groups �n the 

propens�ty to consume (�.e., how much of the add�t�onal dollar of �ncome or transfer 

�s spent) and the �mport compos�t�on of consumpt�on. Transfers to the lower �ncome 

groups may, for example, have a more benef�c�al effect for the reg�on’s econom�es than 

transfers of the same amount to h�gh �ncome groups who are l�kely to save more of the 

transfer and may also spend more on �mported �tems.
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Tax cuts for bus�nesses prov�ded v�a a reduct�on of taxes and dut�es on �nputs to 

product�on would make sense even �n the absence of the global cr�s�s. Th�s �s because 

taxes on bus�ness �nputs are one of the most damag�ng ways to ra�se government 

revenue. In the current env�ronment, tax cuts for bus�ness can help ease cost pressures 

and m�n�m�ze the expected loss of employment. They offer both a benef�c�al effect on 

aggregate demand and longer term pos�t�ve effects.

Tax cuts for households are best prov�ded v�a a general reduct�on �n value-added 

tax and/or goods and serv�ces tax rates, wh�ch could be later reversed eas�ly. A cut �n 

value added tax rates �s potent�ally the qu�ckest way to reach the broader populat�on, 

part�cularly �n largely rural-based econom�es w�th relat�vely small formal sectors (�.e., 

PNG, Solomon Islands, Vanuatu). And as the convent�onal v�ew �s that a value added tax 

�s a regress�ve tax (�.e., lower �ncome households pay a h�gher share of the�r �ncome as 

value added tax than h�gher �ncome households), a reduct�on �n the value added tax rate 

can be expected to have a d�str�but�onal benef�t �n add�t�on to a counter-cycl�cal macro 

benef�t. Reduct�ons �n �ncome tax rates would �nstead ma�nly benef�t those on h�gher 

�ncomes (and are not used at all �n Vanuatu). Reduct�ons �n tar�ff rates and/or custom 

dut�es could also be contemplated, espec�ally where they affect the cost of bus�ness 

�nputs. Tax cuts could play only a small role �n T�mor-Leste as tax collect�ons are low.

In contrast to the qu�ck �mpact offered by tax cuts, support for publ�c works car-

r�es long lead t�mes. New publ�c works, unless already very well advanced �n plann�ng, 

can probably be ruled out as a short-l�ved f�scal st�mulus measure, so that the emphas�s 

should be on accelerat�ng ex�st�ng works programs. Development partners have a role 

to play by accelerat�ng the�r ass�stance and help�ng governments to hasten the�r own 

programs, though even th�s may prove d�ff�cult because of adm�n�strat�ve and techn�cal 

capac�ty constra�nts. D�rect cash transfers to households, however des�rable, are probably 

�mpract�cal �n most Pac�f�c econom�es �n the short term, as the d�str�but�on mechan�sms 

are not �n place and may take some years to develop. The Cook Islands, the F�j� Islands 

and T�mor-Leste are except�ons �n th�s regard.

 

Annex 2: : Thoughts on a Fiscal Stimulus
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