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•	 Persistent budget deficits have become a prominent feature in Papua 
New Guinea and have been financed through domestic and external 
borrowing. 

•	 Domestic borrowing through the open market operations, Temporary 
Advance Facility and slack arrangement puts pressure on the operations 
of monetary policy. 

•	 The use of these instruments injects substantial liquidity in the banking 
system, which subsequently impedes transmission of policy rate and 
generates high price pressure.

•	 To reduce budget deficits, the government should enable greater 
portion of revenue from its equity holdings in resource projects flow 
to the public account, negotiate better terms in project development 
agreements for future resource projects, support economic activities 
in the non-resources sector, and improve management and control of 
public expenditure.
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Introduction

In recent years, fiscal policy in Papua New Guinea (PNG) 
has been characterised by persistent and excessive budget 
deficits (BPNG, 2018). Budget deficit is associated with 

expansionary fiscal policy, where expenditure exceeds revenue 
in a financial year. The shortfall in revenue is financed through 
borrowing from domestic and external sources. The Central 
Bank supports domestic borrowing through the open market 
operations (OMOs) or lending directly to the government 
under the Temporary Advance Facility (TAF). These actions lead 
to growing debt levels and undermine monetary policy’s core 
objective of price stability. The Central Bank has limited capacity 
to manage undesired outcomes generated by fiscal operations. 
Hence, this article provides some understanding on how budget 
deficits are generated. It then highlights key sources of domestic 
financing and their impacts on the operations of monetary policy. 
The article ends with some suggestions on how to reduce budget 
deficits.

Budget deficits
Budget deficits have become a noticeable feature of the PNG 
economy in recent years (see Figure 1). The deficits have been 
caused by underperforming revenue or excessive expenditure or a 
combination of both. Revenue has been affected by shocks such as 
fall in commodity prices and outbreak of coronavirus pandemic 
or planned revenue cuts such as increase in wage and salary tax-
free threshold. Overspending has been caused by planned increase 
in government spending like Connect PNG Road Program and 
Tuition Fee Free Education Policy or unplanned activities like 
natural disasters. In these cases, revenue is not enough to cover 
expenditure, which results in budget deficits. Planned increase in 
spending and tax cuts are reasonable as they stimulate economic 
activities and improve welfare. However, consecutive budget 
deficits have contributed to growing debt levels in the country. 

Figure 1 presents government revenue, expenditure and fiscal 
balance from 2012 to 2024. Both revenue and expenditure 
increased consistently during this period except the years 2019 
and 2020, which recorded decline in revenue, driven mainly by 
the unprecedented downturn of economic activities during the 
outbreak of coronavirus pandemic and complete shutdown of the 
Porgera Mine. However, expenditure was increasing at a higher 
rate of about 9.0 percent per year on average compared to revenue 
at 8.0 percent. The main drivers of growing expenditure for the 
given years were increases in personnel emoluments budgets, 

rising interest rate payments for loans, and supplementary budgets 
to account for additional expenditures in public infrastructure 
investments and others (Chand and Sanida, 2022). 

Figure 1: National budget outcomes, 2012-2024

Source: Bank of PNG

Government revenue was unable to match the increasing 
expenditure between 2012 and 2024. As a result, budget deficits 
had become the norm since 2012 with the highest of K7.3 billion 
recorded in 2020. However, the government managed to keep 
the deficit level under control by reducing it to an annual rate 
of 13.9 percent on average from 2021 to 2024. The reduction 
in deficit level was contributed mainly by high commodity 
prices and improvement in tax collection measures. In addition, 
expenditure remained largely flat between 2022 and 2023 
while revenue increased by 6.9 percent. Given the recent fiscal 
consolidation, the government aims to eliminate budget deficits 
by 2027.

Deficit financing 
Budget deficits have been financed by domestic and external 
borrowing. External borrowing consists of concessional loans from 
development partners, commercial loans from foreign banks, and 
extraordinary loans from institutions like International Monetary 
Fund, World Bank and Asian Development Bank. Domestic 
borrowing comprises public debt instruments (such as treasury 
bills and inscribed stocks), commercial bank loans and central 
bank loans. In 2024, the government financed a budget deficit of 
K3.9 billion through K2.3 billion domestic borrowing and K1.6 
billion external borrowing. Domestic borrowing involved issuing 
net K2,560.2 million in inscribed stocks and a net repayment of 
K177.6 million in treasury bills and K62.2 million in domestic 
loans (DoT, 2024).

Figure 2 presents two sources of deficit financing. From 2012 
to 2017, the government funded budget deficits mainly through 
domestic borrowing. However, from 2018 to 2022, external 
borrowing financed most of budget deficits. The total deficit 
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financing increased on average and reached the peak in 2020. As 
public revenue improved with some control over expenditure, 
budget deficits were reduced from 2021 to 2024. This led to 
subsequent decline in total deficit financing for the corresponding 
period.  In 2018, the government was repaying its domestic debt 
as investors in government securities like treasury bills decided not 
to participate upon maturity. This led to the negative domestic 
financing. In this instance, the government sourced financing 
through external sources.

Figure 2: Budget deficit financing, 2012-2024

Source: Bank of PNG

Domestic financing of budget deficits has been largely supported 
through the issuance of treasury bills and inscribed stocks at 
the OMOs. Commercial banks and superannuation funds are 
the main players in the security market. Figure 3 presents the 
holdings of treasury bills, inscribed stocks and central bank bills 
by commercial banks from 2012 to 2024. In 2012, commercial 
banks held more assets in central bank bills than treasury bills 
and inscribed stocks. However, as the budget deficits increased 
from year to year, issuance of treasury bills and inscribed stocks 
took prominence over the central bank bills. As a result, holdings 
of treasury bills and inscribed stocks increased from about K2.0 
billion and K1.4 billion in 2012 to about K9.5 billion and 
K4.4 billion respectively in 2022. On average, the holding of 
treasury bills and inscribed stocks increased at an annual rate of 
18.6 percent and 14.1 percent respectively over this period. The 
issuance of government securities was the main source of domestic 
financing as it comprised over 90.0 percent while rest from other 
sources.

The government also borrowed from the Central Bank through 
the TAF to meet mismatches in revenue. The TAF was intended 
not for deficit financing but for cash flow management, especially 
when the public account was in negative. However, due to 
consecutive budget deficits resulting from revenue shortfalls, 
the government amended the Central Banking Act in 2020 to 
increase the operational limit of the TAF from K300 million 
to K1.5 billion (IAG, 2021). The limit should not exceed 12.0 
percent of revenue and grants (including aid) averaged over the 
last three years. The revenue disruption by the outbreak of the 
coronavirus pandemic and excessive spending has triggered the 
government to access the TAF in recent years. In particular, from 
2019 to 2024, some amounts were reported in the Central Bank’s 
Quarterly Economic Bulletin Table 8.3 under ‘Other Loans’ but 
it was not clear how much loan was provided under TAF (BPNG, 
2024).

The slack arrangement is another domestic financing option 
available to the government to ease its tight cash flow. Under 
the slack arrangement, the Central Bank in agreement with 
the Department of Treasury, assists the government by buying 
treasury bills and inscribed stocks when the auctions are 
undersubscribed. Between September 2014 and August 2016, the 
Central Bank purchased government securities worth K1.6 billion 
for deficit financing (BPNG, 2017). In the following years, the 
Central Bank reported the holdings of government securities in 
its Quarterly Economic Bulletin Table 2.3 but it was not clear 
whether those holdings were under the slack arrangement and for 
cash flow management or for budget deficit financing. Table 2.3 
data shows that the Central Bank’s holdings of inscribed stocks 
increased from K302.1 million in 2012 to K2.2 billion in 2024.

Figure 3: Holdings of government and central bank 
securities by commercial banks, 2012-2024

Source: Bank of PNG

As the government continued to borrow to finance budget 
deficits, the total public debt stock increased from K8.4 billion 
in 2012 to K60.5 billion in 2024, increasing at an annual rate of 
15.2 percent on average. The increasing growth rate is becoming 
a concern for a small open economy that does not have the 
capacity to effectively absorb risks associated with debt distress. In 
2024, domestic borrowing comprised about 51.6 percent of total 
debt stock and external borrowing accounted for 48.4 percent. 
Persistent borrowing means increased debt servicing and reduced 
funding for service delivery.

Impact of budget deficits on monetary 
policy
Budget deficits affect monetary policy mainly through the OMOs, 
which is one of the monetary policy instruments that the Central 
Bank uses to implement monetary policy. It involves buying and 
selling of government and central bank securities such as treasury 
bills, inscribed stocks and central bank bills to support the 
monetary policy stance. In particular, the Central Bank issues its 
own central bank bills to commercial banks to manage liquidity in 
the banking system and sells treasury bills over the counter to the 
public (including commercial banks) on behalf of the government 
to raise funds for fiscal needs. 

During the period of consecutive fiscal deficits, the Central Bank 
reduced the sales of central bank bills to lessen competition with 
the government securities at the OMOs. As a result, the volume 
of central bank bills held by commercial banks decreased from 
K5.1 billion in 2012 to K1.0 billion in 2024 (see Figure 3). As the 
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issuance of central bank bills declined, the amount of liquidity in 
the banking system increased. This implies that the core function 
of central bank bills to manage liquidity was undermined. The 
increase in liquidity (excess) weakened the transmission of 
monetary policy (Wangi, 2024). That is, when the Central Bank 
raises the policy rate (tightening stance), the intended outcomes 
(low inflation) may not be achieved since high level of liquidity 
in the banking system naturally exerts a downward pressure on 
market interest rates. 

The use of TAF and slack arrangement for deficit financing 
and cash flow management injected substantial cash into the 
economy and posed a challenge to monetary policy operation. 
The cash injections contributed to accumulation of liquidity in 
the banking system. In 2023, the high level of liquidity resulted 
in low domestic market interest rates especially the central 
bank bill rates and deposit rates despite the tightening stance 
of monetary policy (BPNG, 2023). The high liquidity allegedly 
led to high price pressure and high import demand. In response, 
the Central Bank sterilised the liquidity by selling government 
securities and own central bank bills to the market. These policy 
actions however became costly to the Central Bank through 
administration costs and interest payments.

Policy suggestions
Consecutive budget deficits put pressure on the operations of 
monetary policy mainly through the OMOs, TAF and slack 
arrangement. The government uses these instruments to raise 
funds for cash flow management and deficit financing. These 
actions, however, lead to growing debt levels and high liquidity. 
Based on the discussion in the article, the following provides 
some policy options to manage the deficits. First, revenues from 
government’s holding of equities in resource projects especially 
in the mineral and petroleum sectors do not directly reach the 
government account. These revenues are managed outside of the 
government system and a small portion supports the national 
budget. The government through the Parliament should amend 
Kumul Minerals Holdings Limited Authorisation Act 2015 
and Kumul Petroleum Holdings Limited Authorisation Act 
2015 to enable sufficient revenue flow to the Waigani public 
account. Second, even though the mineral and petroleum sectors 
contribute significantly to the economy, the government receives 
small monetary benefits from existing projects. For future 
resource projects, the government should ensure that the project 
development agreements fairly capture the interest of the state 
in terms of benefits. Better terms in the project development 
agreements bring more revenue to the government. Third, small-
scale economic activities in the non-resources sector contributes 
little to government revenue mainly through tax. The non-
resources sector, especially agriculture, fisheries, forestry, tourism 
and manufacturing, presents a huge opportunity for investment. 
The government should support this sector by addressing some of 
the investment constraints like security issues and power outage. 
Increased investment in the non-resource sector will improve tax 
revenue to the government. Fourth, high government spending 

is necessary to improve service delivery and stimulate growth. 
However, expenditure grows at a faster rate than revenue, which 
necessitates borrowing to fund persistent fiscal deficits. Hence, 
the government should improve management and control of 
public expenditure.

Conclusion
Excessive government spending and revenue shortfalls are the 
key drivers of persistent budget deficits. The deficits have been 
funded by borrowing. For domestic borrowing, the government 
has accessed the OMOs, TAF and slack arrangement at the 
Central Bank. The excessive use of these instrument may derail 
the operations of monetary policy. Given this, there is a need for 
greater coordination between monetary policy and fiscal policy 
to meet fiscal commitments and manage liquidity. To reduce the 
budget deficit, the government should enable greater portion of 
revenue from its equity holdings in resource projects flow to the 
public account, negotiate better terms in project development 
agreements for future resource projects, support economic 
activities in the non-resources sector, and improve management 
and control of public expenditure.
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