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Foreword
The Pacific Islands Economic Report series aims to assist
Island governments in their policy formulation and to provide
analytical support to donors in developing their assistance
programs. This regional report is the second of two volumes
providing a comprehensive analysis of financial sector
development in seven Pacific Island countries that are members
of the Asian Development Bank. The first volume consolidates
the findings of the individual country studies that are presented
in this second volume, and identifies possible strategies for
accelerating financial sector, and thus economic, development.
It is a product of a regional technical assistance project funded
by the Asian Development Bank and co-financed by the
government of New Zealand. The regional and country reports
were prepared by a team of consultants led by Marian Bond
(financial sector economist) and consisting of Ofelia Eugenio
(microfinance specialist), Valerie McFarlane (capital markets
specialist), Don Paterson (legal specialist), and Colin Stringer
(development finance institution/banking sector specialist).
Government comments on first drafts have been incorporated
in the final reports, which were prepared for publication by
Bruce Knapman (consultant economist). Preparation of the draft
and final reports was supervised by Eugene G. Zhukov,
Economist, Programs Department  West.
The Asian Development Bank is pleased to publish this
report and trusts that it will stimulate discussion on financial
sector development amongst governments of the Pacific Islands
region, aid donors, and civil society.

Basudev Dahal
Director
Office of Pacific Operations
Asian Development Bank
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THE FIJI ISLANDS

1

Introduction



This volume is the product of a regional technical
assistance (TA) project funded by the Asian Development Bank
(ADB) and cofinanced by the Government of New Zealand.1
The objectives of the TA were to assess the state of financial
sector development in selected Pacific Developing Member
Countries (PDMCs) of the ADB; and to formulate a strategy
for the sustainable development of sound financial systems,
taking into account the specific characteristics of PDMCs.2
The suggested strategy was intended to form the basis of a
policy dialogue between ADB and PDMC governments and
of future ADB assistance to the financial sector in PDMCs.
Seven PDMCs were selected for study. They include the
six countries issuing their own currencies (Fiji Islands, Papua
New Guinea, Samoa, Solomon Islands, Tonga, and Vanuatu),
and one representative of the group of very small states using
the currency of a larger economy (Kiribati). This selection
ensured coverage of the current diversity of monetary
arrangements, financial system sophistication, economy size,
and income levels.

1
2

TA 5853-REG, Technical Assistance for the Financial Sector Study in Selected
Pacific Developing Member Countries, August 1999.
The issues of offshore financial centers and money laundering were to be
addressed in a separate study.
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The individual country reports presented here were
prepared as the basis of a regional report, which is published
as a separate first volume containing a consolidated analysis
of financial sector development and a set of strategy
recommendations. Drafts of all reports were circulated for
comment to the governments of participating PDMCs and
concerned external agencies. Comments received have been
incorporated into the revised versions of the reports.
Each of the following chapters begins with a background
section that presents basic information on demographics and
political and social systems. Given that a stable macroeconomic
environment is a necessary condition for financial sector
development, a second section examines macroeconomic
performance and policy in the 1990s. Subsequent sections
examine the structure and competitiveness of the financial
sector, the performance of bank and nonbank financial
institutions, the legal and regulatory framework, development
of financial markets, microfinance, and land tenure
arrangements. A penultimate section considers the constraints
to financial sector development. A final section presents a set
of recommendations for strategies to promote financial sector
development.
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The Fiji Islands

BACKGROUND
The population of the Republic of the Fiji Islands was
estimated to be 794,000 in 1999. Almost 54 percent live in rural
areas; around 47 percent of the urban population live in the
greater Suva area. Fifty percent of the population are
indigenous Fiji Islanders and 45 percent are Indo-Fijians. The
countrys Human Development Index is the second highest
amongst PDMCs, reflecting a high literacy rate, high longevity,
low infant mortality, and relatively high GDP per capita. The
workforce in 1996 totaled 281,000. There are serious skill
shortages, however, due to the high level of emigration of skilled
persons: around 2 percent of the labor force per year since 1987.
Until 1987, Fiji had a democratic system of government
based on the Westminster parliamentary system. Following a
military coup in May 1987, Fiji was declared a republic. In
1990, a new constitution was agreed to by the Great Council of
Chiefs that guaranteed indigenous Fijians 37 of 70 seats in the
House of Representatives, with 27 seats for Indo-Fijians, five
for general electors and one to represent the island of Rotuma.
The British monarch was removed as Head of State and
replaced by an appointed President, who has to be a native
Fijian. In 1997, a new constitution reduced the number of seats
reserved for Fijians from 37 to 23, the number for Indo-Fijians
from 27 to 19, and the number for other ethnic groups from five
to three. The remaining seats were to be open seats. The
President was still to be a native Fijian, but there were no
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restrictions on other positions, such as that of prime minister.
A period of political instability began in May 2000, when armed
rebels took over Parliament in an effort to depose the elected
Government, which was led by an Indo-Fijian. An interim
Government was appointed, pending new elections.
Eighty three percent of the land is held under native title,
that is, in the collective ownership of indigenous Fijian
communities. Around 28 percent of this area is leased, mostly for
agricultural purposes. The Government holds title to 9 percent of
the land, of which three quarters is leased out. The remaining 8
percent is freehold. Over 90 percent of the sugar crop is produced
by Indo-Fijians, usually on land leased from indigenous Fijians.
Agricultural leases on communal land began expiring in 1997,
with the majority expiring in 2000 and 2001. Rents have been
fixed at below market rates, with a substantial share appropriated
by the Native Land Trust Board. Landowners are reluctant to renew
leases, so that farmers have stopped investing and banks are
unwilling to lend until the issue is resolved.

THE MACROECONOMIC ENVIRONMENT
Fiji has the second largest and the most developed economy
of all the PDMCs. The economy is based on tourism, agriculture
(predominantly sugar), and fishing, and is therefore vulnerable
to external shocks. Services account for over 50 percent of GDP.
Agriculture (sugarcane, livestock, forestry, and subsistence) and
fishing account for 17 percent of GDP. Sugar is by far the most
important crop, generating 36 percent of agricultural GDP in
1999. Sugar processing accounted for 16 percent of
manufacturing GDP in 1999.
Between 1994 and 1999, the economy grew at the average
annual rate of 3.2 percent. Real growth fell by 0.9 percent in
1997, grew by 1.4 percent in 1998, and increased by a provisional
8.0 percent in 1999 (Table 2.1). The growth fluctuations reflect
the disruptions in sugar harvests caused by cyclones, labor
disturbances, and the impact of recessions in Australia and New
Zealand on tourism. The initial outlook for 2000 was a growth
rate of 34 percent. Political instability after May caused a
revision in the growth projection to 13 percent. The inflation
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rate was quite low during the 1990s due to low inflation in trading
partners and weak domestic demand, although a 20-percent
devaluation of the Fijian dollar (F$) in 1998 put temporary
upward pressure on prices.
Gross domestic investment rose from 12.0 percent of GDP
in 1994 to 15.4 percent of GDP in 1998, but still remained low by
regional and international standards. Private sector investment
in particular was depressed, especially in the agriculture sector.
Investor confidence was hit hard by the events of May 2000. To
increase investment, the Government operates a number of taxfree factory zones, as well as offering tax holidays for major hotel
developments.
The countrys modest rate of growth can be attributed to
political and economic uncertainties (particularly regarding
property rights), emigration of skilled workers, distortion of
relative prices through excessive regulation, and a large and
inefficient public sector. About 53 percent of the Consumer Price
Index (CPI) is subject to price controls, which, along with tax
and tariff preferences and Government industrial promotion
schemes, have distorted market signals and discouraged both
domestic and foreign investment. Although the Government has
encouraged the development of the timber industry and
investment in manufacturing and tourism, foreign investors have
been discouraged from acquiring controlling interests in
domestically owned enterprises. Investment and customs
regulations also remain cumbersome.
The public sector is estimated to account for around two
thirds of output generated in the formal sector. Civil servants
account for one quarter of paid employment, and public wage
increases have been high relative to output and productivity
growth (although wages were cut by 12.5 percent in 2000). The
public enterprise sector is also large, with assets estimated at
F$1,715 million in 1998. Of the 30 public enterprises identified
in 1997, only three have been privatized to date. These
enterprises have earned low rates of return, and confront a
number of major problems. The latter include multiple and often
conflicting objectives, lack of commercial focus, lack of
accountability on performance, Government intervention in
decision making, and continued reliance on Government
financial support. Most State-owned enterprises are protected
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from competition and continue to contribute to crowding out the
private sector.
The Government ran budget deficits throughout the 1990s
(Table 2.1). While the so-called headline balance moved into
surplus in 1998, this reflected substantial asset sales. The real
position was that the underlying balance was in deficit of 4.0
percent of GDP, compared with a 1997 underlying deficit of 2.5
percent. The increased deficit resulted from the costs of
restructuring the National Bank of Fiji (NBF) and growing interest
payments on public debt. The wage bill remained high, and
generous tax incentives (such as tax holidays of from eight to 20
years) resulted in low effective tax rates. The underlying fiscal
balance improved in 1999, but was expected to deteriorate in 2000
as Government revenue fell short of original estimates.
Monetary policy was progressively eased in the late 1990s
in order to stimulate demand. This was an ineffective mechanism,
since investment plans were affected predominantly by excessive
regulation and the uncertainty regarding agricultural leaseholds
and property rights. Despite monetary easing, broad money growth
was slow and turned negative in 1997, as private sector credit
contracted sharply (Table 2.1). NBF restructuring occurred that
year, with NBF liabilities being transferred to the Government.
The Government continued to intervene in financial markets by
putting controls on interest rates for mortgages to low-income
families, which are restricted to 6 percent, even though the cost
of funds to the Housing Authority is considerably higher.
The external current account balance improved from a
deficit of 3.5 percent of GDP in 1994 to surpluses in 1996, 1997
and 1999 (Table 2.1). This largely reflected higher tourism
earnings. The capital account moved into deficit in 1996 and
1997, registered a surplus in 1998, and then recorded a deficit
in 1999. The overall balance was in surplus for four of the six
years 19941999, and import cover of foreign reserves rose from
2.9 to 4.8 months. In mid-2000, monetary policy and capital
controls were tightened in order to protect foreign reserves from
the effects of political instability. The policy stance and controls
were eased in September, as the reserves position became more
secure. Although all current account payments are free, limited
capital account controls remain. These involve significant
compliance costs for business, but are retained as a policy tool.
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The Fiji dollar (F$) is pegged to a weighted basket of
currencies including the Australian, New Zealand, and United
States dollars, the Japanese yen, and the Euro. Following the
coups in May and September 1987, the Fiji dollar was twice
devalued. The nominal exchange rate appreciated by close to
10 percent in the period 19901995, then was devalued by 20
percent in January 1998. This nominal devaluation was effective
in improving the countrys international competitiveness: the
real effective exchange rate depreciated substantially in 1998,
and slightly in 1999 (Table 2.1).

THE STRUCTURE OF THE FINANCIAL SECTOR AND INSTITUTIONS
The financial system in the Fiji Islands consists of the
Reserve Bank of Fiji (RBF); seven commercial banks (two locally
incorporated institutions and five branches of foreign banks);
and a number of nonbank financial institutions (NBFIs). The
latter category includes a superannuation fund (Fiji National
Provident Fund [FNPF]), the Fiji Development Bank (FDB), a
merchant bank, one credit corporation, two housing finance
companies, 39 credit unions, 14 insurance companies and
brokers, one investment corporation, and one unit trust. There
are also evolving money and securities markets and a stock
exchange. Informal financial enterprises also operate.
Banking has a long history in Fiji. The ANZ Bank (a branch
of the Australia and New Zealand Banking Group of Australia,
[ANZ]), started operating as the Union Bank in 1880, which
merged with ANZ in 1955 and became an Australian bank in
1977. In 1990, it acquired the business of the Bank of New
Zealand in Fiji. Westpac (a branch of the Westpac Banking
Corporation), started its operations in Fiji in 1901 as the Bank of
New South Wales. The Government-owned National Bank of
Fiji (NBF) started operations in 1974, when the Savings Bank of
Fiji was converted into a commercial bank. NBF was reported to
be insolvent in 1995 and was restructured in 1996/97. An Asset
Management Bank was set up in 1997 to try to recover some of
NBFs debts. In 1998, the Government sold 51 percent of its
share of NBF to Colonial National Bank (CNB), which is part of
the Colonial financial conglomerate; and announced its intention
to sell a further 20 percent of the shares of NBF to the public.
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Table 2.1
Macroeconomic Indicators for Fiji Islands, 19941999
1994
Output and inflation
Real GDP growth (factor cost)
5.1
Sugar Production
21.0
Change in CPI (end period)
1.2
Change in CPI (period average) 0.6
Gross Domestic Saving/GDP
12.7
Gross Domestic Investment/GDP
12.0
Foreign Saving/GDP
3.5
Money and Credit
Net foreign assets
-13.8
Total domestic credit
4.0
Private sector credit
8.7
Broad money
0.1
Central Government
Total Revenue and Grants
26.2
o/w Grants
0.2
o/w Privatization
0.0
Total Expenditure
30.2
Current expenditure
24.4
o/w Wages and Salaries
11.1
o/w Subsidies
4.0
Capital Expenditure
3.2
o/w NBF Restructuring
0.0
Overall balance a
-1.5
Balance of Payments (F$ million)
Exports, f.o.b.
727.0
Imports, f.o.b.
1,053.7
Private remittances
-34.8
Official transfers
105.0
Current Account
(including official transfers) -92.3
(In percent of GDP)
-3.5
Capital Account
(excluding reserves)
40.6
Errors and Omissions
35.1
Overall Balance
-16.6
Gross Official Reserves
384.7
(in months of imports of
goods & services)
2.9
External debt (F$ million)
399
(eop) b
(In percent of GDP)
15.0
Real Effective Exchange Rate c 115.1
F$ per US$ (end period)
1.41

1995

1996

1997

1998

1999

(in percent)
2.5
3.1
-0.9
1.4
-15.8
-0.3
-20.5
-22.0
2.2
2.4
2.9
8.1
2.2
3.1
3.4
5.7
13.0
15.5
15.9
15.7
12.5
10.0
10.1
15.4
0.9
-2.9
-0.2
1.6
(annual percent change)
21.9
13.4
-4.1
57.7
1.0
4.1
-10.1
-5.4
2.9
4.7
-13.0
-4.9
4.3
0.9
-8.7
-0.3
(percent of GDP)
25.8
25.1
26.5
35.0
0.2
0.2
0.2
0.1
0.0
0.0
0.0
8.6
29.1
32.3
35.7
38.2
24.7
23.9
25.4
31.6
11.7
11.0
11.7
11.7
3.9
3.9
3.8
4.3
2.8
6.9
8.5
4.4
0.0
2.7
4.0
0.0
-0.6
-5.0
-6.6
4.6

8.0
-33.0
0.2
2.0

11.0
-1.0
12.2
1.3
3.4
14.2
27.8
0.04
0.6
33.9
27.7
11.3
4.9
4.6
0.0
-0.7

740.8
1,070.8
-37.2
163.5

913.6
1,179.5
-42.7
155.4

803.8
1,182.2
-16.5
121.5

839.5
1,221.0
-13.9
195.0

1,051.6
1,286.0
-21.1
114.4

-26.2
-0.9

87.6
3.0

49.0
1.6

-11.9
-0.4

54.7
1.5

101.2
34.0
109.0
498.4

-4.8
14.6
97.4
590.6

-28.5
-60.8
-40.3
557.9

101.5
-22.7
66.9
764.7

-56.5
60.4
58.6
827.0

3.7

4.0

3.8

4.8

4.8

385
13.8
114.8
1.43

354
11.9
114.2
1.38

352
11.6
115.6
1.55

447
13.7
99.0
1.99

514
14.3
97.6
1.97

 Not available.
a. Including restructuring costs and privatization receipts.
b. As at June 1999.
c. Period average.
Sources: Ministry of Finance and Ministry of Planning 1999; RBF 1998, 1999.
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The Bank of Baroda started operations in 1961, the Habib Bank
in 1991, and the Bank of Hawaii in 1993.
NBFIs play an important role in the mobilization of savings
and are important institutional investors. FDB started its
operations in 1967 with the provisions of the Fiji Development
Bank Act, and FNPF was founded in 1966; FDB is Government
owned and FNPF is a statutory organization. The Housing
Authority and the Unit Trust of Fiji (UTF) (also both Government
owned) are also defined as NBFIs. Of the 10 insurance companies
licensed under the Insurance Act of 1998, eight sell general
insurance and two sell life insurance. Colonial Insurance is the
largest insurance company. Credit unions operate under a new
Credit Union Act 1999, which protects the interests and funds of
individual members and provides prudential and reporting
guidelines.
RBF performs the regular central banking functions,
including the issuance of currency, the formulation and
implementation of monetary policy, the management of foreign
exchange reserves, and prudential supervision. RBF derives its
powers for prudential regulation from the Reserve Bank of Fiji
Act and the Banking Act 1995; these include powers to license
and terminate operations of financial institutions. RBF supervises
the banking and insurance industry, and those credit institutions
authorized to accept deposits. Otherwise, supervision is done
by the Ministry of Finance.
To carry out the interbank payments system, a different bank
is nominated each week as the clearing bank. All checks are
listed and lodged twice daily at the clearing bank; the balances
are provided to RBF, which updates the central bank accounts at
the end of each day. There are then two full days during which
checks are subject to recourse. Checks are therefore not fully
cleared until day 4. There has been some discussion about
printing optical recognition characters on checks. There is no
high value payment system, although the banks will provide
special clearance at a bank for a fee.
The commercial banks are considering installing
automation systems, but at the moment even their automatic
teller machines (ATMs) do not link. There is no electronic linkage
between the banks and RBF.
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The Fiji Islands has the widest range of financial institutions
of all PDMCs, although it is still quite shallow, in the sense that
there are only a few institutions in each category. As in other
PDMCs, the urban areas are provided with much better banking
facilities than the rural areas, where there is less access to banking
facilities or services. In 1997, there was one branch or agency for
every 6,010 people. This represents a considerable decline since
1994, when there was one branch or agency for every 3,835 people,
and is mainly accounted for by the reduction in the number of
branch agencies of FNB from 124 in 1994 to 66 in 1997.
The assets of the seven commercial banks constituted 31
percent of the F$6,421.9 million total assets of the financial sector
as at October 1999 (Table 2.2). ANZ is the largest of the
commercial banks, with 12.3 percent of the total assets of the
financial system, followed by Westpac (7.4 percent) and CNB
(3.7 percent).
FNPF is the largest asset holder, with almost 34 percent of
the total assets of the financial system as at December 1999.
Because of portfolio diversification restrictions related to trustee
requirements and FNPFs investment limits abroad,3 62 percent
of FNPFs investments were in Government securities (mostly
Government bonds), most of which it holds to maturity. This has
prevented an active bond market in Government securities from
developing. In early 2000, however, RBF was moving toward
relaxing capital and foreign exchange controls, though the events
of May caused the temporary tightening of controls referred to
above.
FDB is the principal development finance institution (DFI)
in the Fiji Islands. There are also 52 active and 15 dormant credit
unions registered with the Registrar of Credit Unions.

3

As of 1 January 2000, FNPF is permitted to invest F$50 million annually in
offshore investments; RBF approval is still required.
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Table 2.2
Total Assets/Liabilities of the Financial Sector, 19941999
1994
Reserve Bank of Fiji
Commercial Banks
National Bank of Fiji/Colonial
National Bank
ANZ BankGroup Ltd
Westpac Banking Corp.
Bank of Hawaii
Habib Bank Ltd
Bank of Baroda Ltd
NBF Asset Management Bank
Nonbank Financial Institutions
Fiji Development Bank
Fiji National Provident Fund
Others a
Other Financial Institutions
Insurance Companies
Credit Institutions b

11.2
37.1
11.5
11.9
9.6
0.5
0.3
3.2
0.0
43.5
6.4
31.5
5.6
8.3
7.0
1.3

1995

1996

1997

1998

1999

(in percentage of Total Assets/Liabilities)
12.5
12.4
12.4
15.2
16.4
35.1
31.8
32.9
30.2
30.8
11.0
11.8
8.1
1.1
0.3
2.8
0.0
42.8
6.6
31.3
4.9
9.6
7.1
2.5

3.5
12.0
7.6
1.8
0.3
2.4
4.2
46.8
6.2
30.4
10.2
9.1
6.7
2.5

2.5
13.9
8.1
2.5
0.2
2.5
3.1
45.3
6.6
34.6
4.0
9.5
6.8
2.7

2.8
12.9
7.5
2.5
0.5
2.7
1.4
45.5
6.0
35.1
4.4
9.0
6.3
2.7

3.7
12.3
7.4
3.2
0.6
2.8
0.8
46.5
5.7
33.9
3.4
9.8
6.7
3.1

a. Includes Housing Authority, Unit Trust of Fiji, National MBf Finance (Fiji) Limited.
b. Merchant Bank of Fiji, Credit Corporation (Fiji) Limited and Home Finance
Company Limited.
Source: Reserve Bank of Fiji 1998, 1999.

PERFORMANCE OF COMMERCIAL BANKS
Total lending by commercial banks in 1999 was F$1,174.4
million. Table 2.3 shows the breakdown by lending category:
the largest was private individuals, followed by wholesale and
retail trade and manufacturing. The agriculture sector received
just 3.5 percent of the total loan amount. At the end of 1999,
ANZ and Westpac accounted for 63.6 percent of total deposits
and 69.8 percent of total loans in the banking sector.
CNB is the major retail bank and is increasing its retail
base at the expense of the other banks. At the end of 1999, it had
some 15,000 resident shareholders and assets of F$239 million.
This is seen as a strong base on which to cross-market its other
services. The bank has 19 branches and 66 postal agencies
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Table 2.3
Bank Loans by Sector, 1999
Sector
Agriculture
Manufacturing
Wholesale/Retail
Private Individuals
Building Construction and
Real Estate
Business Services
Others
TOTAL

F$ millions

Percent

41.5
145.7
356.3
366.5

3.5
12.4
30.3
31.2

69.3
54.6
140.5
1,174.4

5.9
4.6
12.0
99.9

Source: RBF 1999.

throughout the Fiji Islands and is the best placed of all the
financial institutions to service the rural areas.
Interest rate spreads, interest margins, and returns on equity
of commercial banks in 1997 are shown in Table 2.4. In contrast
to these numbers, the then Government-owned NBF earned
negative returns on equity of 92 percent in 1994 and
67 percent in 1995. Restructuring improved the outcome to
a 11 percent return on equity in 1997.
The profitability of the well-managed foreign commercial
banks has been perceived as high. A 1999 Committee of Inquiry
into Financial Services examined the profitability of foreign
commercial banks in the Fiji Islands and made comparisons with
the banks global operations. The results are presented in Table
2.5. Even allowing that variations in accounting policies and
reporting requirements made direct comparisons difficult, the
Committee concluded that ANZ, Westpac, Bank of Hawaii, and
Bank of Baroda were earning relatively high rates of return in
the Fiji Islands, and that the high returns were due largely, if
not exclusively, to a lack of competitiveness in the industry. The
Committee accordingly recommended that Government pursue
means of fostering competition.
The Government subsequently requested the Prices and
Incomes Board to examine commercial banks fees and charges.
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Table 2.4
Return on Equity, Interest Spreads, and Interest Margins for
Commercial Banks, 1997
Bank

Return on Equity
percent

ANZ
Bank of Baroda
Bank of Hawaii
Habib Bank
Westpac

27.0
26.0
45.3
5.2
27.7

Interest Spread
percent

Interest Margin
percent

5.6
4.7
4.1
5.9
5.2

5.7
4.7
3.7
5.2
5.1

Source: Bank Annual Reports, 1998.

Table 2.5
Comparisons of Return on Equity on Fiji Operations
compared to Global Operations, 19931997
(percent)
Year

ANZ
Fiji

1993
1994
1995
1996
1997

18.8
21.8
24.2
22.9
27.0

Baroda

Habib

Global

Fiji

Global

Fiji

Global

5.1
15.5
19.8
18.6
15.8




51.5
26.0



4.2
12.3
14.9

11.9
3.9
23.3
-8.7
5.2

3.1
3.3
5.7
-59.1


Hawaii

Westpac

Fiji

Global

Fiji

Global


-64.0
9.0
-16.0
27.1

14.9
12.1
11.9
12.4
12.6



13.0
23.0
28.0

0.6
9.6
12.7
14.6
16.0

 Not available.
Source: Ministry of Finance 1999.

The Board inquiry generated a recommendation that a Banking
Commission be established independently of the RBF, with the
mandate to oversee all financial institutions, and specifically to
monitor the level of bank fees, charges, and interest rates. Banks
would be required to justify any increases that the Commission
considered excessive. There was a related proposal for a Banking
Ombudsman to be appointed to resolve disputes between banks,
insurance companies, credit unions and other finance sectors
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and their consumers. The foreign commercial banks continued
to argue that profitability in terms of foreign currency return to
their shareholders was in fact much lower than the Fiji dollar
return, and that increased regulation was not required and would
exacerbate already severe relative price distortions. Nonetheless,
situations of imperfect competition may call for design and
implementation of appropriate regulations, bearing in mind that
Government failure, as well as market failure, can be a problem.

FINANCIAL DEEPENING AND INTERMEDIATION
The ratios for financial deepening show that a reversal
occurred during the 1990s, which was due to NBF restructuring
in 1996 and 1997, the sharp contraction of private sector credit
growth in the 1997 recession, and low and declining deposit
rates attributable to increasing liquidity. The ratio of narrow
money to GDP grew from 19.2 percent of GDP in 1994 to 33.7
percent of GDP in 1999, while the ratio of broad money to GDP
fell from 78.8 percent to 75.1 percent of GDP (Table 2.6). The
latter decline was attributable to a drop in time deposits from
F$770.5 million in 1994 to F$418.5 million in 1999. The ratio of
broad money to GDP was high compared to other PDMCs, but
was low compared with countries with more developed financial
sectors. The deterioration in financial deepening was also evident
in the ratio of quasi money to broad money, which demonstrates
the willingness of savers to use the banking system to save their
money. This ratio fell from 75.6 percent in 1994 to 55.1 percent
in 1999.
Total domestic credit accounted for 62.8 percent of total
banking sector assets in 1998, down from 73 percent in 1994.
The statistic shows the considerable liquidity in the financial
system that is available for bankable projects. However, sufficient
effective demand for funds was not forthcoming: loans to the
private sector fell from 60.2 percent of GDP in 1994 to 48.4
percent in 1999 (Table 2.6).
Interest rates on both time deposits and lending fell over
the period 1994 to 1999. Rates on time deposits fell from a
weighted average of 6.8 percent to one of 2.9 percent, or in real
terms from a weighted average of 6.2 percent to one of 0.9
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percent. The average lending rate fell from 11.3 percent to 8.5
percent over the same period, and in real terms from 10.7 percent
to 6.5 percent over the period. The spread between average
deposit and average lending rates widened from 4.6 percent in
1994 to 5.6 percent in 1999 (Table 2.7).
Except in 1998, both savings and lending rates remained
positive in real terms. There were signs that interest rates on
housing loans were beginning to fall, with interest rates for
commercial bank housing loans falling to 8.3 percent in 1999
from 9.0 percent the previous year. With no secondary market
for Government bonds, an inactive stock exchange, and an
underdeveloped real estate market, the public has no option but
to hold savings deposits. These factors have helped keep deposit
rates low.
There is a large degree of excess liquidity in Fijis banking
system, as measured by the gap between broad money as a
percentage of GDP (which measures the amount of liquidity
available) and the ratio of domestic credit to GDP (which
measures the number of bankable projects in the economy). This
measurement reached 19.8 percent in 1999, one of the highest
for PDMCs. Restrictions on foreign exchange have been partly
responsible for the high degree of liquidity. Measures by RBF to
preserve foreign exchange reserves have prevented FNPF from
investing part of its portfolio abroad, and it is difficult for FNPF
to find investments locally, so that a lot of the funds are invested
in RBF notes, Government instruments, and commercial bank
deposits. This can be quite destabilizing for the banking system,
especially because there is uncertainty about when large deposits
will be put into or taken out of the banking system. However,
foreign exchange controls have been gradually relaxed, with the
exception of the tightening of capital controls in MaySeptember
2000 referred to above.
High levels of liquidity also reflect the scarcity of bankable
projects. The land tenure system, and especially the problems
with sugarcane farm leases, has made it more difficult for banks
to lend using land or leases as collateral. In addition, the lack of
bankable projects at a reasonable risk, the high default rate, and
the difficulty in using the legal system for collecting on
nonperforming loans add to the high level of liquidity.
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Table 2.6
Financial Intermediation Statistics, 19941999
1994
Money Supply (M2)
Narrow Money (M1)
Currency (outside banks)
Demand Deposits
Quasi Money
Savings Deposits
Time Deposits

1,414.4 1,475.7
344.6
386.2
115.6
117.8
216.0
257.0
1,069.7 1,089.6
299.3
310.8
770.5
778.8

Growth of Demand Deposits
Growth of Time Deposits
Currency
Demand Deposits
Time Deposits
Narrow Money
Broad Money
Private Sector Credit
(% of GDP)
Private Sector Credit
(% of total credit)
Currency (% of broad money)
Narrow Money (% of
broad money)
Quasi Money (% of
broad money)
Demand Deposits
(% of narrow money)
Total Domestic Credit/
Banking Assets
Currency in circulation
per capita (F$)
Source: RBF 1999.

1995

6.4
12.0
42.9
19.2
78.8

1996

1997

(F$ million)
1,488.3 1,358.5
456.3
445.3
125.4
134.0
319.5
300.8
1,032.1
913.2
334.6
352.1
697.4
561.1

1998

1999

1353.8 1,546.1
493.9
694.5
159.8
189.9
321.1
482.1
859.9
851.6
394.0
433.2
465.9
418.5

19.0
-1.1

(in percent)
24.3
-5.9
-10.4
-19.5

6.7
-17.0

50.2
-10.2

6.4
14.0
42.4
21.0
80.3

(in percent of GDP)
6.6
7.1
16.9
16.0
36.8
29.9
24.1
23.7
78.5
72.3

8.4
16.8
24.4
25.9
71.0

9.2
23.4
20.3
33.7
75.1

(in percent)
60.2

60.5

61.5

54.0

50.6

48.4

86.0
8.2

87.7
8.0

88.2
8.4

85.4
9.9

85.8
11.8

87.5
12.3

24.4

26.2

30.7

32.8

36.5

44.9

75.6

73.8

69.3

67.2

63.5

55.1

62.7

66.6

70.0

67.5

65.0

69.4

75.3

71.2

70.5

68.9

62.8

54.7

152.3

153.3

161.8

171.5

200.2

233.8
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Table 2.7
Nominal and Real Savings and Lending Rates

1994
1995
1996
1997
1998
1999

Weighted
Average
Time
Deposit
Rates

Average
Lending
Rates

Inflation
Rate

6.70
6.78
5.77
5.18
4.01
2.88

11.29
11.10
11.57
10.17
9.11
8.47

1.2
2.2
2.4
2.9
8.1
0.2

Real
Weighted
Average
Deposit
Rates

Real
Weighted
Average
Lending
Rates

Nominal
Interest
Spread

10.1
8.9
9.2
7.3
1.0
8.3

4.6
4.3
5.8
5.0
5.1
5.6

5.5
4.6
3.4
2.3
-4.1
2.7

Source: RBF 1999.

COMPETITION4
Although there are seven main trading banks in the Fiji
Islands, the banking sector is highly concentrated. At the end of
1998, ANZ and Westpac accounted for around 69 percent of total
deposits and 69 percent of total loans in the banking sector.
Foreign banks naturally focus on profit in their own currencies
and have little interest in localizing their operations.
There is little price competition, especially on the deposit
side, because of the high level of liquidity in the financial system.
However, there is price discounting in the form of exemption
from fees; and there also seems to be diversity in pricing on
deposit accounts. There is little evidence of price fixing or market
sharing. Nonprice competition seems to be the main arena.
Although it has been suggested that even nonprice competition
declined in the late 1990s, with the quality of services worsening,
the introduction of electronic banking in different forms and other
types of product innovation suggest some degree of dynamic
efficiency in the banking sector.

4

This section draws heavily on Ministry of Finance 1999.
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The nonbank sector does not appear to be capable of
providing effective competition to banks in most deposit-related
products. However, in certain loan products such as housing
and vehicle loans, leasing, and agricultural loans, NBFIs do
provide some competitive pressure. FDB, with its small share of
the market, cannot compete with the large foreign banks.
The lack of a fully functioning money marketespecially a
secondary market, the small number of traded securities, the
small capital market, and FNPFs large holdings of Government
bondsmeans that people have few alternatives to bank deposits
for savings. The lack of such a market to soak up high liquidity
also impedes competition.
Historically, however, there has been successful entry into
and exit from the banking industry, which has been facilitated
by RBFs licensing policy. Entry has occurred despite the
relatively high fixed costs of setting up in a small market
dominated by two banks and the length of time needed to build
up business. The opening up of 12 foreign exchange dealerships
has markedly increased competition in foreign exchange
transactions. Growth in the economy would increase the demand
for financial services and encourage the development of financial
markets. This could encourage other banks to enter the market.

NONBANK FINANCIAL INSTITUTIONS (NBFIS)
Fiji National Provident Fund
The Fiji National Provident Fund (FNPF) is a statutory
corporation. Its board is appointed by the Minister of Finance,
and consists of the Permanent Secretary from the Ministry of
Employment, two employer representatives, and two employee
representatives.
FNPF receives approximately F$14 million per month in
contributions. Employers are required to pay an amount equal
to 16 percent of their employees salaries to FNPF, 8 percent of
which they may deduct from their employees salaries. All
contributions are added to members, i.e., employees, balances.
Members may take an interest-free loan against contributions
to buy a house, which must be repaid only if the house is sold.
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They may withdraw money for education and medical expenses,
subject to certain prudential limits. They may also use funds as
equity for starting a small business: for example, they may use
their FNPF funds for up to 50 percent of required equity capital.
Finally, members may withdraw up to F$2,000 to invest in the
Unit Trust of Fiji. At the time of writing, there was a proposal
before the Government that would permit members to buy shares
directly. On reaching retirement age (55), members can take a
lump sum, a pension, or a combination of both. The entire balance
is also payable: (i) on the death of a member (the funds are paid
to the beneficiaries); (ii) if a member is declared medically unfit
for work; or (iii) if a member permanently migrates (acquires a
permanent residence visa from some other country).
FNPF investments are made under the Trustee Act. An
Investment Policy Committee (a subcommittee of the board)
establishes the investment policy. The policy permits investments
in commercial bank deposits, Government securities, semiGovernment securities, listed securities with a minimum
capitalization of F$2 million and a record of dividend payments
for the previous five years, and unlisted securities. For the latter
type of investment, FNPF must have the approval of the Attorney
General, who must declare the security to be a trustee
investment. This mechanism has been used to permit FNPF to
invest in Amalgamated Telecom Holdings Ltd (ATHL) and Home
Finance.5 Offshore investments are limited to Australia, Canada,
Japan, New Zealand, and United Kingdom, but may be expanded
in the future.6 FNPF also has substantial property investments,
especially in Suva.

5

6

FNPF also invests in unlisted securities through the Kula Fund, a regional
venture capital fund operated by Commonwealth Development Corporation,
ADB, IFC, EIB, and regional governments. Although the original intention was
to bring securities to listing, this is difficult, as company owners sometimes do
not wish to list or may prefer to list on an overseas exchange rather than the
Suva exchange.
FNPF invests around F$50 million abroad, or approximately 10 percent of its
portfolio. When investing abroad, FNPF has to take into account the foreign
exchange exposure and, as the range of countries in which it can invest is
increased, plans to appoint a global asset manager.
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In late 1998, FNPF bought 51 percent of ATHL from the
Government. Although the sale was by tender, and a commercial
bank made a bid, it has been suggested that FNPF paid a much
higher price for the securities than was justified, thus distorting
the market price. If a tranche of shares were offered to the general
public, it would be difficult to make the offer at a significant
discount to the price paid by FNPF, as this would reduce the
value of FNPFs holdings. However, if the offer price were not
attractive to other investors, then the issue would fail, with
consequent adverse effects on market development. This
outcome could sour the investment climate for many years. The
banking sector contends that FNPF is able to engage in
transactions like the ATHL share purchase because of its
monopoly position, its freedom from taxation, and the relative
lack of a full commercial focus in its operations.
FNPFs investment in domestic equities is limited at present
to 15 percent of its total portfolio. With the investment in ATHL,
the 15 percent has been slightly exceeded. As a result of this
constraint and the limits on overseas investment, much of FNPFs
portfolio is liquid instruments. The sheer size of these holdings
creates distortions in financial markets. FNPF would like to invest
in new projects, such as tourist developments, but cannot do so
under the Trustee Act. A new act before Parliament may extend
the permissible range of investments.
The general consensus among other financial institutions
is that:
(i)

FNPF deposits in the banking system create instability,
because they are very large and can be moved on little or
no notice;
(ii) FNPF is the largest buyer and holder of Government
securities, and as it pays no tax, it distorts the entire
interest rate structure;
(iii) FNPF acts in effect as a lender of last resort to the
Government; and
(iv) the level of compulsory savings distorts the
intermediation process.
Most financial institutions would like to see the investment
arm of FNPF broken up into smaller units and private sector
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entities given an opportunity either to manage a portion of the
funds or to develop competing products.

Fiji Development Bank
The Fiji Development Bank (FDB) is the principal DFI in
the Fiji Islands. Total assets of FDB as at 30 June 1999 stood at
F$364 million, with a total gross loan portfolio of F$353 million.
Compared to other development banks in PDMCs, FDB is more
mature in terms of size and infrastructure. It has 10 branches in
the main provincial centers, each of which is run as a profit center.
The branches are grouped into Western, Northern, and Suva
regions. Within the Suva region, there is a further separation
into agriculture, industrial, and commercial. A special loans
scheme is also run out of Suva. Information systems provide
detailed branch and portfolio breakdowns.
FDBs profitability has been declining since 1995, as table
2.8 shows. A major reason for this is the relatively high cost of
funds, which leads to a very narrow interest spread of 1.96
percent. This compares with interest spreads of 8 or 9 percent
for other development banks in the region. With such narrow
interest margins, FDB has had to operate extremely efficiently,
as indicated by operating costs of 1.6 percent of average assets.
Nonetheless, the number of loan approvals fell from 2,866 in
1995 to 1,007 in 1999.
The high cost of funding in large part is due to the fact that
the FDB has had to obtain most of its funding from the market
through the issuing of long-term bonds and promissory notes,
which are guaranteed by the Government. As at 30 June 1999,
long-term bonds on issue stood at F$248 million and promissory
notes at F$17 million. The bonds were offered by tender to
financial institutions for terms of three, five and seven years.
The FDB has an application before RBF to accept term deposits
from the general public. If approval is given, FDB would then
come under RBFs supervision regime.
Lending by FDB represents approximately 25 percent of
the total lending of the financial sector. Around 25 percent of
FDBs total lending portfolio is to the agriculture sector, making
FDB the major lender to agriculture, accounting for 67 percent
of total agricultural loans. FDB also has a major presence in
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Table 2.8
Performance of Fiji Development Bank

Financial Performance
Net Profits (F$000)
Total Assets (F$000)
Profit (Loss) / Average
Equity
Interest Spread (%)
Earnings Spread
Lending Performance
Approvals (Number)
Loan Portfolio (Number)
Gross Loan Portfolio (F$ m)
Growth in Loan Portfolio (%)
Arrears/Loan Portfolio

1995

1996

1997

1998

1999

1,857
326,270

302
343,658

522
356,014

316
356,393

106
363,993

2.75
2.47
3.14

0.42
2.36
3.06

0.72
2.08
2.70

0.43
1.82
2.46

0.14
1.96
2.61

2,866
10,944
324.0
8.8
12.5

1,817
8,910
336.6
1.6
9.3

1,428
7,829
344.4
2.2
10.1

1,365
7,226
346.4
0.7
10.0

1
7,271
352.6
1.8
7.69

Source: FDB 1999.

building and construction, hotels, and tourism-related industries
(Table 2.9).
FDB operates an indigenous loan scheme for Fijians,
Rotumans, and eligible general electors. Lending under this
scheme currently stands at F$77 million. At present, the
Government is moving to alter the rules of this scheme so that it
is available to all Fiji Islanders. The New Zealand Small Loans
Scheme is also run through the FDB; the scheme was established
in 1989 with the objective of providing soft loans for establishing
income-generating projects. The portfolio for this scheme
currently stands at F$440,000.
FDB has been reducing its exposure to the agricultural
sector and has been increasing its exposure to commercial
lending. In addition, it has diversified its lending by moving
into leasing products. This type of financing is quite different
from normal development bank lending and requires a different
way of operating. The leasing is apparently operated as a standalone unit, is run on strictly commercial lines, and is operating
profitably. A further diversification of FDBs lending is its equity
investment scheme, which provides for FDB to invest equity in
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new and existing enterprises. Equity investments of this type
now stand at F$13.2 million. FDB intends to reduce its exposure
in this area.
FDB has strengthened its corporate planning and
information management areas, with the introduction during
1999 of a new loans system and the completion of a second
corporate plan. The information systems provide management
with detailed information on each area of operations. The main
areas where information could be enhanced are product and
customer profitability.
FDB operates under the Fiji Development Act. Should the
FDB receive approval to receive retail deposits, the act will need
amending to ensure that depositors rights are protected. A key
governance issue is the significant involvement by the
Government in the appointment of the FDB board, which consists
of eight members, only two of whom represent the public sector.
In 2000, the entire Board was replaced on the grounds of
nonperformance. Two members who refused to resign challenged
the decision through the courts. New board members have close
connections to the Government. The Government also has
intervened in FDBs operations, seeking to direct lending to
poorer rural areas. Overt Government intervention is not an
encouraging sign for staff and senior management, and does
not augur well for future profitability.
The Government recently introduced a microlending
scheme that is being administered through the Ministry of
Finance. This scheme is likely to cut across the various small
loan schemes being offered through the FDB. In addition, the
Government has indicated that there is a need for a specialist
farmers or agricultural bank to address the specific needs of the
agriculture sector. FDB is therefore an institution under some
considerable market and political pressure, with growing
confusion as to its future role.
FDB is the best positioned of all the development banks in
the region to achieve the objective of commercial banking, due
to its relative size and the level of maturity of its information
and systems infrastructure. However, there is still a large
proportion of the population that cannot access normal credit
services for a number of reasons, including lack of assets against
which to secure a loan. One option for FDB is to operate more
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Table 2.9
Fiji Development Bank Lending by Sector
Fiji Total
No
Total Loans and Advances
Agriculture
Sugar cane
Fisheries
Livestock
Manufacturing
Woodwork/
Furniture
Building and Construction
Hotels/Tourism
Real Estate (Development
Financial Institutions
Wholesale/Retail
Transport/Storage
Professional/
Business Services
Private Individuals
Home loans

(F$M)

45,743 1,446,229

FDB Total

FDB
share of Total
No (F$M)

No

(F$M)

7,270

352,606

15.9

24.4

7,375
6,068
229
166

129,793
75,947
5,952
9,355

3,943
2,971
198
122

87,417
57,809
3,361
7,134

53.5
49.0
86.5
73.5

67.4
76.1
56.5
76.3

903

157,000

209

28,353

23.1

18.1

94
275
54

7,373
57,814
33,260

13
33
25

2,810
17,167
16,890

13.8
12.0
46.3

38.1
29.7
50.8

560
162
2,364
752

136,106
5,956
393,640
45,806

376
151
380
446

107,657
2,677
44,048
20,758

67.1
93.2
16.1
59.3

79.1
44.9
11.2
45.3

681
30,997
6852

49,006
362,257
266,996

89
1,371
644

4,524
30,605
30,163

13.1
4.4
9.4

9.2
8.4
11.3

Source: FDB 1999.

and more in conjunction with other institutions that are closer to
the ultimate end user. Funds from donors could be aimed at a
specific target market and the FDB could manage the scheme.
The small loans scheme is an example of this, but donors would
need to recognize that there are costs involved for the institution
and that these would need to be taken into account. Another
option could be working with major processors of agricultural
products to provide funds to selected growers who are seen to
operate on a sound business basis. These options could be
explored as part of the development of a strategic plan for FDB.
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LEGAL AND REGULATORY FRAMEWORK AND SUPERVISION
RBFs Financial Institutions Department is responsible for
the supervision of licensed financial institutions and insurance
companies. Licensed financial institutions as defined in the
Banking Act 1995 are commercial banks and credit institutions.
Supervision includes the off-site monitoring and on-site review
of the activities of commercial banks, and risk assessments of
financial institutions. Prudential requirements on capital adequacy
were issued in 1996, and those on large credit exposures and
associated lending in March 1998. 7 RBF is committed to
conforming to the Basle Core Principles for Effective Banking
Supervision (1997). A policy paper on disclosure guidelines on
licensed financial institutions was issued in November 1998. The
minimum disclosure requirements are designed to be consistent
with standards issued by the Fiji Institute of Accountants and
International Accounting Standard No. 30.
Internal management control and the following of prudent
parent company regulations have ensured that foreign-owned
commercial banks are sound, and there has been little difficulty
for RBF in supervising these banks. However, the locally
incorporated NBF had less management expertise and was more
susceptible to political influence, with the result that it became
encumbered with low-quality assets. Prudential supervision
powers, which were not enhanced until the Banking Act 1995
was passed, could not solve these fundamental problems.
The question arises as to the degree of supervision that
should be imposed on nonbank institutions that do not take
deposits, such as FDB and FNPF. FDB has a informal reporting
relationship, but should be subject to formal prudential
supervision to ensure that there is an early warning of any serious
deterioration in lending performance. It also needs to have a
strong loan review process, as well as effective collection systems

7

The large credit exposures limit for commercial banks restricts lending to a
single borrower or group of related borrowers to no more than 25 percent of
their capital. For foreign incorporated financial institutions, the 25 percent limit
is calculated on the latest audited global paid up capital and published reserves
of the institution.
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and an appropriate capital adequacy ratio (though the current
20 percent ratio seems adequate).
FNPF, with assets approaching F$2 billion, has no reporting
relationship with RBF. It is unclear if there is any formal reporting
to any authority other than annually to Parliament. However,
FNPF does have a relationship with RBF as to the timing of its
offshore investment activities and exchange controls.
The Government passed a Consumer Credit Act aimed at
regulating high-interest, unlicensed lending. However, the act
has drawn heavy criticism from the banks, which make the
reasonable claim that it imposes heavy compliance costs on them
without effectively curbing unlicensed moneylending and the
charging of exorbitant rates by nonbanks.

DEVELOPMENT OF MONEY AND BOND MARKETS
Monetary policy is conducted through open-market
operations, using central bank securities to influence the level
of liquidity in the banking system and hence short-term interest
rates. RBF uses 91-day Reserve Bank Notes, issued weekly, as
the operational target for monetary policy; since 1997, monetary
policy has been implemented through the price of funds (shortterm interest rates) rather than the quantity of funds. RBF is
planning to move to daily issues of RBF Notes.
For RBF, monetary policy aspects come before income
considerations, although there could be an income issue if
domestic interest rates were to rise. RBF earns income on foreign
reserves at interest rates that have been above domestic interest
rates. The Government issues Treasury bills; promissory notes
are issued by the FDB, the Public Rental Board, the Housing
Authority, the Fiji Sugar Corporation, and the Fiji Electricity
Authority. There is no reference rate to which banks can link
their interest rates.
The Statutory Reserve Deposit (SRD) is also used as an
instrument of monetary policy. Remuneration of SRD holdings
by banks is linked to the average yield on 91-day RBF notes for
the previous month. From September 2000, the 91-day rate was
reduced from 5 to 4 percent. No interest is paid on excess
reserves. An Unimpaired Liquid Assets Ratio had been used since
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1984, but this was removed in January 1999, as part of the
ongoing liberalization of the financial system.
RBF also issues Government Treasury bonds through an
auction process. RBF makes recommendations but the
Government makes the final decision on the allocation. Bonds
are generally issued on a monthly basis. However, because issues
are driven by the Governments need for funds, sometimes no
paper is issued. Also, because the Government needs permission
from Parliament to issue bonds, the issuance sequence can be
disrupted, particularly at the beginning of the financial year, if
budget approval is delayed. The Government is planning to issue
bonds every two weeks, which would mean smaller amounts
each time.
There is very limited trading in the secondary market. It
takes around four to six weeks to trade. The Government started
to issue some callable bonds, but these were unhelpful in terms
of developing a secondary market because they are not fungible
with any other bonds in issue, and they are very difficult to price,
thus working against the development of a benchmark yield
curve. RBF is building a portfolio of Government securities,
which will enable it to trade Government securities rather than
RBF notes when undertaking open market operations. However,
it is difficult to create a liquid secondary market when FNPF
owns 80 percent of Government bonds and bills, when the banks
have excess liquidity, and when nonbanks are buying bonds for
their own portfolios and holding them to maturity. It is always
possible to place bonds, since FNPF is always prepared to buy.
Nobody will sell.
The tender, allocation, and issue process for bonds is
manual. There is no automated application procedure. The bonds
are issued in certificated, registered form, as required by the
Finance Act, and are listed on the stock exchange. When they
were first listed, it was hoped that this would result in a
considerable improvement in liquidity. But when bonds are
traded on the stock exchange, they become subject to a levy by
the Capital Market Development Authority (CMDA), which
makes it expensive to trade. The new securities act will require
that small trades be executed on the stock exchange, but will
permit large trades to be executed over the counter, that is,
directly between banks.
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A number of Government-owned corporations and statutory
organizations issue bonds that are guaranteed by the
Government. These are the Fiji Broadcasting Commission, FDB,
the Fiji Electricity Authority, Fiji Pine, and the Housing Authority.

DEVELOPMENT OF DEBT AND CAPITAL MARKETS
Companies are incorporated under the Companies Act 1995,
which does not require that private companies be audited,
however large they are. However, the Companies Act is being
revised under the auspices of the Law Reform Commission. The
systems employed by the Registrar of Companies and the
timeliness of the returns is not known, but it was not possible for
the Suva Stock Exchange (SSE) to easily identify public
companies for the purpose of encouraging the companies to list.
There are five large accounting firms, some of which have
linkages with international accounting firms. There is a Fiji
Institute of Accountants, which has developed some local
standards.

Capital Market Development Authority
The Capital Market Development Act 1996 established the
CMDA, with the dual objectives to develop an efficient and
thriving capital market in Fiji and to develop and regulate the
activities of the various market participants. The authority is
fully funded by the Government and has a board made up of the
general manager of the FNPF (the chairman), the governor of
RBF (deputy chairman), the permanent secretary for finance,
the administrator general (whose office is responsible for
company registration), the chief executive of CMDA, four
representatives of industry, a chartered accountant, a lawyer from
a local law practice, and the company secretary of Fiji Holdings
Limited (FHL).
The CMDA has issued a wide range of regulations and rules,
as permitted and required by the act. However, the act and the
regulations have been reviewed, and a significant level of
proposed change has been approved by the board and is awaiting
Government approval. There is also a new Managed Investments
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Act and associated regulations. The major changes to the Capital
Markets Development Act and Regulations are, first, a
clarification of the relationship between the owners of the Suva
Stock Exchange (SSE) and organizations with access to the
facilities operated by the exchange (the original act stipulated
that members and owners were synonymous, which is not in
line with modern international practice).8 Second, the CDMA
has been given power to approve all public offers and companies
that list their shares; and third, there are new regulations relating
to prospectus requirements, takeovers, and mergers. The original
act also placed specific educational requirements on licensed
representatives. This has proved a problem for CNB, which would
like to market its unit trusts through its bank branch network. It
is understood that this problem is being resolved through
negotiations between CNB and the CMDA.

Suva Stock Exchange
The Suva Stock Exchange (SSE) was established in the
1970s, with FDB providing a matching facility for sellers and
potential buyers of shares. However, at that time, there was no
emphasis on listing. SSE Listing Rules were redrafted in autumn
1999. The focus of the rules is to enable the listing of domestic
Fiji companies while maintaining a liquid and transparent
market. The listing rules cannot yet be brought into effect, as
they were drafted in conformity with the amendments being
proposed to the Capital Markets Development Act. At present,
there are nine companies listed on SSE. SSE and the CMDA
have been talking extensively to companies about listing,
although the companies are mostly family businesses to whom
the disclosure requirements seem intrusive and rather
threatening. Nonetheless, SSE is hopeful that more companies
will list.

8

In 1996, ownership of the exchange was extended to included Colonial Fiji,
Credit Corporation of Fiji, FDB, Fijian Holdings Limited, FNPF, National Bank
of Fiji (51 percent of which was subsequently acquired by Colonial), and
National MBf Finance. In the last quarter of 1999, Kontiki Securities also became
an owner.
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The Public Enterprise Act was passed in December 1996.
This Act gives the Public Enterprises Minister the power to
establish and reorganize enterprises, and provides for such
enterprises to be declared Government commercial companies
or commercial statutory authorities. Such declaration subjects
the entities to a range of performance, accountability, and
reporting requirements. In 1998, the Public Sector Department
was administering 30 public enterprises in various stages of
corporatization and privatization. Proposals were made for
regulating monopoly industries and privatization guidelines were
established. However, subsequent political uncertainty has
caused implementation to stall.
When SSE was restructured, it began trading with two
brokerage members. These were Mercury Securities, owned by
FNPF, and the exchange itself. Since then, the exchange has
separated out the brokerage functions; the exchange broker now
operates under the name of Fiji Stock Brokers. SSE is planning
to sell the brokerage when a suitable buyer can be found. During
1998, FHL formed a stock brokerage company (FHL Securities),
and in 1999 Kontiki Securities became a fourth brokerage. In
addition, licensed dealers have access to the exchange to trade
debt instruments.
It is difficult for brokerage staff to get training in the
necessary skills. The only courses available are in Australia or
New Zealand, and it is expensive to send people overseas. The
financial sector has established the Pacific Islands Financial
Markets Association to promote professional development.
SSE has trading sessions three times a week and plans to
move to daily sessions when volumes increase sufficiently.
Trading is by open outcry with members attending the trading
sessions and shouting buy and sell orders. When the orders
are equal and opposite they are matched by a caller and
recorded as traded on the board. SSE would like to install an
automated trading system in order to give the exchange a better
image, to increase volumes, and to enable remote entry, which
might encourage trading from other islands or other parts of
the main island.
Settlement is by exchange of share certificates and checks
at SSE premises on the due date for settlement. This system will
be inadequate if and when volumes increase, and will need to
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be replaced by a book entry transfer system allied to a central
registration system to ensure market efficiency. Such a
development should be made in conjunction with the installation
of safe custody facilities, which will be needed if SSE becomes a
regional facility.
SSE receives a grant from the Government, through the
CMDA. In addition, the Government has supported the exchange
by putting in place a regulatory body that is fully funded by the
Government; giving investors a tax exemption for dividends paid
on listed securities; and giving exemptions from stamp duty for
transfers of listed securities. The income of the exchange, over
and above the Government grant, comes from charges to
members and listed companies for the use of its facilities.
SSE and the Government have made considerable progress
in the last three years in developing a viable capital market for
securities. SSE already has the ability to list companies that are
incorporated outside the Fiji Islands, and the revised CMDA
Act and Regulations will be supportive. In 1998, SSE was already
considering whether it could form the nucleus of a regional
market, though at that time it was concluded that it had
insufficient resources and was insufficiently developed to
undertake such an initiative. SSE still does not have the resources
to undertake regional training, marketing, or systems
development; and local resources are needed in the development
of an automated trading system and in domestic promotion.
Further development of SSE will depend on growth in
effective demand for equity. There is an unmet need for equity
and debt financing (Admiralty Group Partnership 1998); but this
need is in the area of relatively high-risk projects. Commercial
banks often finance projects involving the South Pacific Project
Facility (see below), though this is a small part of their overall
business. The banks also lend to projects in which the Kula Fund
provides an equity component, without themselves being
prepared to provide equity finance.
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OTHER PROVIDERS OF CAPITAL
FDB. FDB has an equity investment fund but, as noted
above, is seeking to cut back its equity investments, having
underwritten an unsuccessful initial public offering of Fiji TV
shares in 1997. Other providers of capital to the private sector
include Colonial Fiji Life Limited, Colonial First State
Investments, Fijian Holdings Limited (FHL), Unit Trust of Fiji
(UTF), and FNPF.
Colonial Fiji Life Limited. This insurance company is
required to invest 30 percent of its life assurance assets in
Government bonds, and the balance is invested in mortgages,
listed companies, and a number of unlisted securities (where a
40 percent stake with a minimum investment of F$250,000, plus
a seat on the board, can be taken).
Colonial First State Investments. This firm has launched
three unit trusts, which are open-ended funds with heavy exit
penalties for the first few years. The intention is that two of the
funds (the growth fund and the balanced fund) will be invested
in securities listed on the SSE. These funds are looking for blue
chip investments and are not venture capital funds.
FHL. FHL is an investment company that was established
in November 1994 to enhance Fijian participation in the market
economy. The ownership of FHL is limited to various provincial
and regional groups and indigenous individuals, with individual
holdings limited to 100,000 shares. FHL shares are listed on the
SSE on a restricted transfer board. FHL adopts a risk-averse
investment policy aimed at a post-tax return of 11 percent. The
investment portfolio includes extensive property holdings and
shares in 15 companies, listed and unlisted. FHL has a window
for green field projects that is capped at F$2 million and is
currently fully utilized. FHL is one of the owners of SSE and has
established a brokerage house. It intends to develop its
underwriting, distribution, and marketing skills.
As a supporter of indigenous Fijians, FHL gets preferential
treatment in public offers. It has often been able to buy shares at
a discount and is allocated fixed percentages of issues. It is
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viewed as the natural partner for foreign investors seeking a
local partner. Other capital market participants view this
preferential treatment as a distorting factor in the market.
UTF. UTF was established 21 years ago under FDB and
became independent in December 1997. UTF is aimed at
individuals, although some institutions also hold shares. The
minimum investment is F$200 and the dividend is not taxed.
The trust is an open-ended unit trust and is therefore concerned
with liquidity. It invests in Government bonds (20 percent) and
equities. The equity investments, by value, are predominantly
in listed securities. UTF also invests in a few unlisted securities,
but generally such stocks would have to be in an established
company with a good profits record. UTF would look for at least
a five-year history of profitable trading demonstrated by audited
accounts and a good dividend record. It would also carefully
assess the quality of the management. UTF does not have
permission to invest offshore.
FNPF. As noted above, FNPF has a restrictive investment
policy that allows for investment only in blue chip companies
with a five-year profit and dividend record (although special
provision was made to allow the purchase of 51 percent of ATHL).
Three companies that have listed on the SSE have attempted to
raise funds from the general public at the same time, by listing
within 30 days of the initial public offering. These are Fiji TV,
Rice Company of Fiji, and Atlantic and Pacific Packaging
Company Limited, of which the latter two were successful.
Companies very often obtain financing from external trade
partners in the form of either equity or debt. All incoming
investments must be vetted by the Fiji Trade and Investment
Board.
The Kula Fund. This regional venture capital fund, which
is operated by Commonwealth Development Corporation (CDC)
and funded by it and ADB, IFC, EIB and other aid agencies and
regional governments, has made a number of investments in
the Fiji Islands, but prefers not to reduce its relatively large
minimum investment, because smaller projects take more effort
to manage than large ones, and generally the sponsors lack the
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financial systems and management discipline to build a
successful business.
Pacific Islands Investment Facility (PIIF). The
International Finance Corporation (IFC) has established the PIIF,
which is administered through the South Pacific Project Facility
(SPPF). This can provide development finance to organizations,
as well as assistance in conducting market research, developing
investment plans, and sourcing finance to organizations.
The Kontiki Fund. This organization is a private venture
capital fund based in the Fiji Islands and run by expatriates with
experience of fund management in developed markets. Its
marketing material (which is restricted to professional investors)
makes it very clear that this is a high-risk investment.

MICROFINANCE
Reports from welfare organizations and recent surveys of
low-income communities show that the number of families facing
regular deprivation is on the rise and poverty is deepening in
the Fiji Islands. This is partly because growth in jobs is being
outstripped by the demand for paid employment and partly
because there is not enough land to provide subsistence living.
More people are working in the informal sector, as manifested
in the increasing number of market vendors, road-side stall
holders, and shoeshine boys. Other activities such as selling
produce, sewing, cooking food for sale, and weaving mats and
other handicrafts take place at home.
The poor have difficulty in accessing formal financial
services, for both credit and savings, because of lack of collateral
and inability to comply with other banking requirements. Most
are unable to save money in banks, due to an inability to put up
the minimum opening deposit. In addition, commercial banks
cannot afford to provide services in outer islands and remote
rural areas. A well-designed microfinance scheme is needed to
respond to the financial needs of the poor.
There is a growing interest in and support for microfinance
by policymakers, donors, and other stakeholders. More than 150
representatives of civil society organizations, the private sector,
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financial institutions, Government agencies, and development
partners have contributed to the drafting of a National Plan of
Action for the development of microfinance in the Fiji Islands.
The Plan outlined strategies to promote awareness and
understanding of microfinance, create an enabling policy
environment, identify ways to mobilize resources, and clearly
delineate the roles and responsibilities of various stakeholders
in the improvement of access to financially viable and sustainable
financial services.
Microfinance institutions (MFIs) generally operate in the
informal and semiformal financial sectors, with the exception of
the New Zealand Small Loans Scheme operated by FDB. Other
formal financial institutions do not provide microfinance, though
they offer unsecured personal loans to people with regular
sources of income.

Informal Sector
There is a substantial flow of credit and savings transactions
in the informal sector, but these are not recorded in official statistics,
so their full extent and nature are unknown. The most common
source of microcredit is friends and relatives, commonly referred to
as kerekere or dinau. The extended family and the culture of sharing,
giving, and reciprocity is well entrenched, especially in the rural
areas; repayment usually is made in kind. Unregistered
moneylenders are also important sources of quick credit.
What detail there is on the informal sector comes from a
1995 United Nations Economic and Social Commission for Asian
and the Pacific sample survey that had a low response rate. This
showed that there were various small-scale schemes, mostly
created by village or organization-based groups ranging in size
from three to 348 members and averaging 18. Most groups
established their schemes to collect savings from members as a
precaution against emergencies. These groups generally
deposited the collected savings in commercial bank accounts,
and some raised loans from the banks concerned. The other
groups were established to provide future access to a source of
credit or to finance collective work. Problems encountered in
the operation of these schemes included misuse of funds, poor
management, and low recovery of loans.
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Semiformal Sector
The semiformal sector includes moneylenders, credit
unions, nongovernment organizations (NGOs), government
organizations, and the United Nations Development Programme
(UNDP). Pursuant to the Moneylenders Act of 1939, all
moneylenders are required to register with the Registrar of
Moneylenders, who issues an annual operating license upon
payment of a F$55 fee. At the end of 1999, there were 90
registered moneylenders. Section 22 of the Act stipulates that
the interest rate on loans should not exceed 12 percent per year.
However, anecdotal evidence is that some moneylenders charge
as much as 20 percent every fortnight.
Credit unions. Credit unions have been operating since the
Credit Union Act was passed in 1954. The Fiji Credit Union
League (FCUL), the apex organization of credit unions, was
established in 1956. FCUL is primarily responsible for promoting
the credit union philosophy, organizing new credit unions,
providing necessary services to affiliated credit unions to conduct
sound business practices and to safeguard the funds of the
members; guiding and directing credit unions to achieve selfsufficiency, and encouraging networking and cooperation
between and among local credit unions and the national and
international bodies concerned with the credit union movement.
Credit unions have to be registered with the Registrar of Credit
Unions. There are 52 active credit unions, with a membership of
more than 10,000.
Credit unions extend loans to members either for provident
or productive purposes. Provident loans are loans utilized to meet
family and social obligations, while productive loans are utilized
for activities that will generate income, such as buying farm
implements or sewing machines. Loans usually range from F$10
to F$2,000, depending on the number of shares and level of
deposits of the member. Interest of 1 percent per month is charged
on a declining balance (pursuant to the Credit Union Act), and
the loan must be repaid within a period of two years in weekly,
fortnightly, monthly or semiannual installments, depending on
agreed terms. Both the loan and members shares are covered
by insurance. In rural areas, credit unions are still the main
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providers of savings and credit services. In urban areas, they
provide cheap, quick credit to their members, who are mostly
low-wage workers, while allowing them to save small amounts
of money either through shares or deposits.
Credit unions reach the largest number of clients, although
membership has declined because of ineffective and inadequate
monitoring and supervision by the Registrar of Credit Unions,
financial and manpower constraints in FCUL that prevented
provision of training and support required by officials of newly
formed credit unions, and mismanagement problems
encountered by some individual credit unions that have eroded
the credibility of the movement. The thrust of the movement
now is one of consolidating credit unions instead of expanding
or creating new ones. The FCUL is working on revision of the
Credit Union Act to accommodate provisions that will minimize
mismanagement of funds and help credit unions develop viable
operations.
NGOs. There are many NGOs actively involved in the
provision of services to disadvantaged groups, especially in the
areas of education, training, and welfare-related activities. Most
NGOs are urban-based and are serving the poor in urban and
periurban centers, specifically in slums and squatter resettlement
areas. Several NGOs are servicing rural people. However, only
four NGOs have provided microfinance services to the poor: the
Social & Economic Equity for the Disadvantaged (SEED)
Foundation; Fiji Council of Social Services (FCOSS); Rotary Club
of Ba; and Housing Assistance and Relief Trust (HART). Of these,
SEED and FCOSS remain active. HART awaits additional
funding before reengaging in microfinance provision.
SEED Foundation. The SEED Foundation was formed in
1998 and is the first local NGO specializing in the provision of
microfinance and microenterprise development services for the
disadvantaged. Its board is made up of a group of socially
committed people from the private sector, representing a strong
combination of skills, expertise in private business, financial
management, and training. The members of the board are all
based in Suva and have a strong commitment to make SEED
into a financially viable institution. It has targeted disadvantaged
women in the squatter settlements around Suva, adopting the
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Grameen Bank approach with some modifications. As of January
1999, it had benefited a total of 99 women clients and disbursed
a total of loans amounting to F$12,785, with total cumulative
savings of F$4,366. The interest is calculated on the basis of a
20-percent flat rate over a 25-week period. SEEDs funds came
from fundraising activities initiated by SEED itself and from
UNDPs Pacific Sustainable Microfinance and Livelihoods
through Empowerment (SMILE) Program.
FCOSS. This is an apex organization of NGOs and is the
recipient of a grant from the National Microfinance Unit (see
below) to undertake a microfinance pilot project in low-income
communities. Since the commencement of the project in
December 1999, 165 low-income households have benefited from
loan disbursements totaling F$29,244. Total savings amounted
to $9,081.61. Like the SEED Foundation, the project replicates
the Grameen Bank model through the formation of solidarity
groups of five in communities of at least 30 people. The solidarity
group serves to instill peer pressure to ensure high loan
repayment. Loans range from F$50F$250 and are payable
weekly over eight months at a 25-percent interest rate. Group
members save money through a group fund. Members are also
encouraged to save individually. To qualify for a loan, an
applicant has to undergo training and is taught the rules and
regulations of the scheme, as well as the essential elements of
business management. An applicant has to come up with a
business plan for the proposed project. Projects funded include
small-scale home-based businesses such as canteens, selling
kava (Fijis traditional drink), selling vegetables and root crops,
and mat weaving. It is hard to determine the impact of the scheme
in this early stage of implementation. It was reported that the
repayment rate has not fallen below 90 percent.
NMU. The Ministry of Commerce, Business Development
and Investment operates the National Microfinance Unit (NMU),
which has six staff and F$3 million to allocate to microfinance
activities. A National Microfinance Taskforce with
representatives from various sectors provides advisory support,
and UNDP provides up to F$450,000 in technical assistance.
NMU is responsible not only for funding microfinance projects,
but also for ensuring that the policy and regulatory environment
is conducive to microfinance development. NMU seeks NGOs
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in addition to FCOSS that can expand the outreach of
microfinance and provides eligible NGOs with grants not
exceeding F$200,000. It also provides training to the NGO before
it starts its microfinance activities.
Small and Microenterprise Policy Framework. An initiative
that is related to the creation of NMU was the August 1999
adoption of a Small and Microenterprise (SME) Policy
Framework, which aims at improving the policy environment
for SMEs through the drafting of a SME Development Act.
Among other things, this would provide a legal basis for the
establishment of the National Center for Small and Micro
Enterprise Development, which would serve as a focal point and
coordinating mechanism for SME providers, and as a direct
supplier of support services.
WOSED. In support of the Governments twin policies of
increasing womens participation in the market economy and
promoting rural development, the Department for Women and
Culture embarked on a specialized program for women in 1993:
the Womens Social and Economic Development (WOSED)
Program. Patterned after the Grameen Bank, WOSED is the
longest-running microfinance program in the Fiji Islands. As of
January 2000, it covered five areas in the Central Division, six
in the Western Division, three in the Eastern Division, and three
outer islands. It has disbursed a total of 534 loans amounting to
F$162,000. Savings in the central fund amounted to F$11,400,
while individual savings amounted to F$11,000. All loans are
charged interest of 15 percent for six months, and loan funds
are released to group members simultaneously. Individual
borrowers are solely responsible for paying back the loans, and
the solidarity groups are used as a means of facilitating loan
collection. There is a plan to transform WOSED into an NGO.
SMILE. The UNDP Pacific SMILE Program based in Suva
has initiated savings and loans schemes targeting low-wage
factory workers and low-income households in Suva and
suburban communities. The enterprise-based savings and loan
scheme is carried out in partnership with private companies. It
brings banking services to the workers at the factory, as many of
the workers cannot afford the minimum savings deposit required
by banks or find it too costly to travel to the nearest bank. As of
February 2000, a total of 14 companies had joined the scheme,
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serving a total of 1,099 workers and with total savings amounting
to F$49,033. Savings deposits and loan repayments are made
through salary deductions.
The community-based savings and loan scheme was
launched in November 1998 at the Raiwaqa Public Rental Board
Housing Estate. It was later expanded to two more housing
estates, and now includes two church groups. All transactions
are done at a community level, through a hired village collector.
Most people welcome the scheme, as it enables them to save
small amounts of money regularly without incurring any expense,
since collection is done right at their homes. As of February 2000,
the community-based scheme had served a total of 293 savers
who had accumulated gross savings of F$21,489.
Credit Unions, WOSED, and the FDB New Zealand Small
Loans Scheme have wider geographical outreach than SEED
and the more recently-established schemes of FCOSS and NMU
(Table 2.10).
The savings and loan scheme of the UNDP SMILE Program
has reached a total of 1,392 clients: 293 low-income households
and 1,099 low-wage factory workers. Grameen Bank replicators
all focus on poor and disadvantaged women (households) and
ensure no leakage to nonpoor clients. WOSED has the highest
membership, with more than 500 households, followed by
FCOSS with 165 households and SEED with 99. Rotary Club of
Ba and HART had 29 and 4, respectively. The FDB New Zealand
Small Loans Scheme has benefited 222 women who can afford
to meet the collateral, cash equity, and other requirements.
Under the law, only credit unions and development banks
are authorized to extend loans, and only credit unions are
authorized to accept savings. Government agencies are
undertaking microfinance activities in pursuance of the poverty
reduction or women-in-development strategies of the
Government. NGOs are not supposed to engage in microfinance,
pursuant to the Charitable Trust under which they are registered,
but in fact are operating with de facto approval. NMU is
encouraging NGOs to serve as microfinance institutions,
pending the development of the necessary legal framework,
which is needed to gain the trust of the people.
With most of the MFIs in the early stages of development,
none has yet reached a level of operational sufficiency or financial
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Table 2.10
Geographical Outreach of Microfinance Providers
Microfinance Provider

Name of Program

Geographical Coverage

Credit unions

Credit unions savings
and loans

Key urban areas: Suva,
Nadi, Lautoka, Sigatoka,
Labasa

SEED Foundation

SEED Foundation
Microfinance Scheme

Fiji Council of Social
Services

Financial Assistance
Program of the National
Microfinance Unit

Rotary Club of Ba

Anandpur Microcredit
Project

Housing Assistance
and Relief Trust
(HART)
National
Microfinance Unit

Microfinance Pilot
Project (BULA)

5 squatter areas in greater
Suva and 3 low income
communities in the suburbs
of Suva
3 pilot sites: Quia (urban
settlement); Drekena (rural
village); Wakanisila/
Naibulivatu (periurban)
Squatter settlement in
Anandpur and nearby
Bandrau in Ba
HART Settlement in
Valelevu

Department for
Women and Culture

Womens Social and
Economic Development
(WOSED) Program

UNDP/SMILE
Program

Enterprise-based and
Community-based
Savings and Loan
Scheme

Fiji Development
Bank

New Zealand Small
Loans Scheme

Financial Assistance
Program

Same as FCOSS and Batiki
outer island in Lomaiviti;
will expand to 17 more lowincome communities
Central (5 areas), Western (6
areas) & Eastern (3 areas
including Rotuma and
Levuka) Divisions and
Cakaudrove, Bua and
Macuata
Greater Suva area (14
factories, 3 low-income
communities; 2 religious
groups)
Nationwide

Source: Interview with officials.

viability. Most are totally dependent on donor and Government
grants or subsidies, and none has accessed loans from
commercial banks. In terms of portfolio quality, SEED
Foundation, WOSED, and the New Zealand Small Loans Scheme
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suffer a high rate of loan arrears20 percent or more, which
compares with a guideline rate of 5 percent, and is attributed to
the fact that the businesses have been terminated.
Given their low level of self-sufficiency, MFIs need to ensure
that their interest rates cover operating costs, and to upgrade
their human resource base through training. Staff incentive
packages are needed and measures to improve repayment should
be instituted (counseling, close monitoring, and peer pressure).
Record keeping and management information systems also need
improving, and there is a need to create standard reporting and
accounting systems. Finally, a mechanism for better networking
and sharing of experiences is needed, so that lessons and best
practices can be learned. In the short to medium term, continued
reliance must be placed on technical assistance and funds from
Government and donor agencies.

LAND OWNERSHIP STRUCTURE
Land ownership in the Fiji Islands falls into three categories:
(i) Crown or State land, that is, land vested in the Government;
(ii) freehold land, that is, land held free of any limitation as to
duration, free of rental or other conditions, and usually vested
in individual persons; and (iii) customary land held by mataqali
or landowning units according to rules of custom.

Crown or State land
State land makes up 7.5 percent of the total land area of the
country. It is legally regulated by the Crown Lands Act and is
divided into three subcategories: (i) Crown freehold is land that
the Crown has acquired for public purposes (administration
buildings, schools, roadways, airports, harbors); (ii) Crown land,
Schedule A, is former customary land, the landowning unit of
which has become extinct; and (iii) Crown land, Schedule B, is
land for which no customary landowning unit has been found.
The Minister of Lands may sell any of the three classes of Crown
lands after consultation with the Cabinet. Each may also be
leased or licensed by the Director of Lands. Crown land that has
been leased or licensed may be mortgaged. Many Fijians argue
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that Crown Land Schedules A and B should be classified as
customary land and allocated to Fijians.

Freehold land
Freehold land makes up about 10 percent of total land area
and derives from customary land that was sold by Fijians to
Europeans and others during the colonial regime. Since 1875,
except for a short period, direct sales of customary land by Fijians
except to the Crown have been prohibited. The only way in which
freehold title can be acquired now is by a grant from the Crown.
Any person may acquire freehold land. Freehold title is not
restricted to citizens.
Titles to freehold land must be registered under the Land
Transfer Act, and, except in the case of fraud, and subject to
some minor modifications, the Government guarantees the
validity of the title so registered. Freehold land may be leased,
but if the lease exceeds 12 months, it must be registered under
the Land Transfer Act. No prior approval by the Government or
a Government agency is required for the leasing of freehold land.
Freehold land may be mortgaged, but the mortgage must
be registered under the Land Transfer Act to be effective. No
prior approval by the Government or a Government agency is
required. A mortgage takes effect as a charge on the land, not as
a transfer of title or possession. If there is default in payment of
the loan, a mortgage may be enforced by entry into possession
by the mortgagee of the mortgaged land and sequestration of
the rentals, sale of the mortgaged land in the open market, or
transfer of the mortgaged land by the Registrar of Titles to the
mortgagee, technically termed foreclosure. Orders of the High
Court are not required in order to exercise these remedies.

Customary land
Customary land constitutes 82.5 percent of the land area
and is held by landowning units called mataqali. For the sake
largely of administrative simplicity, these were the only
landowning units to be officially recognized by the colonial
Government, although there was much evidence to indicate that
landowning customs were more diverse than this: in some areas
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it appears clear that individual ownership, or single-family
ownership, was recognized, while in others tribal ownership was
recognized (France 1969).
A systematic registration of customary lands and their
mataqali began in the late 19th century and took many decades
to complete. The results are recorded in the Native Land Register,
which is kept by the Registrar of Lands. Customary lands are
not registered under the Land Transfer Act, and the Government
provides no guarantee of title to customary land registered in
the Native Land Register.
Challenges to the Register may be made, and these number
about five per year. Disputes about title to customary land are
adjudicated by the Native Lands Commission, which consists of
one or more persons appointed by the Minister of Fijian Affairs,
and by the Roko, or Fijian administrative official, of the province
in which the land is located. One or more persons are elected by
the council of a province to act as assessors to assist the
Commission in the province. Appeals against the decisions of
the Native Lands Commission relating to land ownership may
be taken to the Appeals Tribunal (see below).
Because mataqali did not originally have a uniform number
of members or control landholdings of a uniform size, and
because over the years there have been differences between the
rates of births, deaths, and migration in different mataqali, there
is today great variation in the amount of land available to
members of different mataqali. Some mataqali are quite small
and have more land than they need for their support, whereas
others have many members and insufficient land for their
requirements.
Since 1875, it has been illegal for mataqali to sell land,
except to the Government, but until 1940, there was no legal
restriction upon the power of mataqali to lease or license their
land. At that time, the Native Land Trust Ordinance (now Act)
1940 was enacted by the colonial Government, with the support
and encouragement of the eminent Fijian leader, Ratu Lala
Sukuna, and the Great Council of Chiefs. Section 4 of this
Ordinance (now Act) provides that the management and control
of all customary lands is vested in a statutory body, the Native
Land Trust Board (NLTB), for the benefit of the owners.
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The NLTB is authorized to lease or license customary land
without consultation with, or the consent of, the owners, and there
no transaction in customary land may be made without the consent
of the NLTB. In practice, NLTB usually does try to consult with
custom owners before making a decision about the leasing or
licensing of land; and it is required by law to satisfy itself that the
mataqali will retain sufficient land for itself, before it arranges to
lease or license customary land. The act and regulations do not
specify the rent that the Board is to charge if it leases or licenses
customary land, but the usual charge has been 6 percent of the
capital unimproved value of the land. Leases of customary land
must be registered under the Land Transfer Act. Most customary
lands can be leased to anybody, but one third of bush lands are
held as reserves for use by Fijians only. Both reserved and
nonreserved customary land can be leased to members of the
landowning unit, although this is not very common.
Rents collected by the NLTB for the leasing or licensing of
land are kept by the Board for disbursement to the mataqali
members, subject, first, to a deduction of 25 percent for
administrative costs. Of the balance, 27 percent is paid to various
chiefs, so that landowners actually receive 48 percent of the rents
collected by the NLTB.
The NLTB consists of 12 members: the Governor-General
as President, the Minister of Fijian Affairs as chairman, five Fijian
members appointed by the Great Council of Chiefs, three Fijian
members appointed by the Fijian Affairs Board from persons
nominated by the provincial councils, and not more than two
members of any race appointed by the Governor-General. There
is no express provision for representation in NLTB of
representatives of mataqali or the landowners.
The NLTB has come under increasing criticism in recent
times, especially from Fijian landowners. Supporters of NLTB
argue that it has granted many leases of customary land, which
have ensured both economic growth of the country and also
economic and social well-being of lessees; and that the uniform
and relatively low level of rentals has kept production costs of
agricultural crops, especially of sugar, stable. Arguments against
NLTB are that
(i) the rent charged is too low and does not give sufficient
return to landowners;
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(ii) too large a proportion of rentals is deducted for
administrative costs;
(iii) too large a proportion of rentals is paid to chiefs, rather
than to landowners;
(iv) there is inadequate consultation with, and regard for the
needs and wishes of, landowners, causing too much land
to be leased out and resulting in inadequate land for the
support and maintenance of landowners;
(v) inefficient and slow administration causes delays in rent
payments and delays in processing expired leases and
granting new leases; and
(vi) inefficient administration has caused leases and licenses
to be granted to more than one person, causing
unnecessary confusion and resentment, and expense and
delay to resolve the dispute that arises.
Although it is not expressly stated in the Native Lands Act,
customary land can be leased by NLTB to some or all of the
members of the landowning unit, and leaseholds of customary
land can may be mortgaged, but the consent of the NLTB is
required. The mortgage, when registered under the Land Transfer
Act, takes effect as a charge on the lease, not as a transfer. If the
mortgagor defaults, the mortgagee can secure repayment of the
loan by sale of the lease to some person, entry into possession of
the mortgaged land, or transfer of the lease to the mortgagee.
These remedies do not require the approval of the Supreme Court,
but they do require the consent of the NLTB. There is a perception
by lending institutions that the NLTB would not consent to the
sale of leaseholds of customary land, or to the entry into possession
of such lands. Although this may not accord with reality, it is a
perception that makes lending institutions reluctant to accept
leaseholds of customary lands as collateral security for loans.

Legislation Regulating Land Tenure
Agricultural Landlord and Tenant Act (ALTA). This act,
which was enacted in 1966, was designed to provide stability in
leases of agricultural land. Agricultural land is defined very
broadly, to mean land used predominantly for the growing of
crops; dairy farming; fruit farming; forestry; horticulture;
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beekeeping; poultry keeping; or the breeding, rearing or keeping
of livestock. Since most agricultural leases are leases of customary
land, ALTA applies mainly to such land. Most leases are held by
Indo-Fijians for sugar cane growing, so that the Act has important
ethnic, social, and economic implications for the whole country.
The main effects of ALTA are the following:
(i)

agricultural land cultivated for more than three years
without objection by the landowner is presumed to be
under a 30-year lease unless the landowner can prove
otherwise;
(ii) all agricultural leases are for a period of 30 years;
(iii) all agricultural leases are made subject to certain
conditions and terms; and
(iv) agricultural tribunals are established to adjudicate
disputes arising under ALTA, and appeals from such
tribunals can be made to a Central Agricultural Tribunal.
The original agricultural leases protected by ALTA have now
started to expire. There has been much controversy about what
should be done: many Fijian landowners have been demanding
that leases be allowed to expire, so that they can use the land
themselves and reduce the amount of land leased out; while
most lessees are demanding that the protection provided by ALTA
be continued. A review of ALTA has led to calls for an extension
of existing leases by 30 years and an increase in rents to
something within the 610 percent range. The issue remains
unresolved (ADB 2000).
Crop Liens Act. The Crop Liens Act provides that crops of
agricultural produce may be mortgaged, so that such mortgages
can provide collateral security for a loan, whether the mortgagee
is the owner or the lessee. The list of crops that can be mortgaged
includes all agricultural crops currently grown in Fiji on a
commercial basis. The list does not, however, include trees grown
for commercial purposes, such as coconut palms or pine trees,
nor does the Crop Liens Act provide for the mortgaging of
livestock. At present, cattle (both beef and dairy), goats, sheep,
and poultry are farmed commercially in some areas, but these
cannot serve as collateral security for loans.
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Disputes
Disputes over land and security arise mainly with regard to
(i) ownership of customary land; (ii) headship of mataqali and
other Fijian social groupings; and (iii) enforcement of security
over customary land. For many years the question as to which
Fijians were the owners of which areas of customary land has
been turned over to the Native Lands Commission for
adjudication, as noted above. The Commission is required to
inquire into the title to all lands claimed by mataqali or other
divisions of people, who must mark out the boundaries of the
land claimed by them. The Commission is also required to record
any person who holds any customary title or office with regard
to such land, or any easement or encumbrance to which the land
is subject. At the end of the proceedings, the Commission
announces its decision to the parties concerned.
The Native Lands Act provides that if a member of a
landowning unit does not reside within the unit for two years or
more, the Minister may, at the request of other members of the
unit, declare that such person is no longer a member of the unit.
The person is then divested of all interests in the land of that
unit. Exceptions are provided in the case of Fijians absent on
lawful, bona fide employment and women living away with their
lawful husbands. In practice, it appears that rarely, if ever, has a
request been made for the divesting of a member of a landowning
unit, and this provision is virtually a dead letter.
The Native Lands Commission is also authorized, with the
consent of the custom owners, to allot, at its discretion, a sufficient
portion of their land to other Fijians who, having lost their right
to their own tribal lands, have become dependent on the Fijian
owners. There are limits upon this, however: the allotment can
only be made with the consent of the Fijian owners, the land is
only for the use and occupation of the dependents, the right of
occupation expires if the dependent leaves, and no allotment
can be made to a dependent who already owns land.
An appeal of a decision of the Native Lands Commission
relating to the ownership of customary land may be taken to an
Appeals Tribunal within 90 days of the announcement of the
decision. The Chairman of the Appeals Tribunal must be a person
having qualifications to be appointed a Judge of the High Court,
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i.e., at least seven years practice as a lawyer in the Fiji Islands
or some other country approved by Parliament; or be otherwise
suitable to be Chairman by virtue of his academic or other
qualifications and experience. Two other members of the Appeals
Tribunal must also be persons having such academic or other
qualifications and experience as render them suitable for
appointment.
Neither the Native Lands Commission nor the Appeals
Tribunal is required by legislation to comply with principles of
natural justice when conducting their proceedings, to hold their
proceedings in public, to give reasons for their decisions, or
with one exceptionto make public their decisions and reasons.
Nor do these bodies, as a matter of practice, hold their
proceedings in public, or publish their decisions or reasons. The
one instance in which the Native Lands Commission must
publicize its decisions is when it determines the headship of a
division or subdivision of people: the law requires that such
decisions must be read out publicly at the next meeting of the
provincial council.
The Native Lands Commission is authorized by legislation
to adjudicate disputes between Fijians as to the headship of any
division or subdivision of Fijians having customary right to use
customary lands, and to decide who is the proper head of such
division or subdivision. Since the enactment of the Native Lands
Trust Act in 1940, the headship of a division or subdivision of
Fijians has involved not only social status but also financial
return: as indicated above, chiefs receive significant shares of
rentals for leases of customary lands. Not surprisingly, the
number of disputes about chiefly titles, especially those titles to
the larger areas of leased land, has greatly increased. In 1997,
for example, of the 80 disputes dealt with by the Native Lands
Commission, 50 percent related to chiefly titles. Since 1998,
appeals of decisions of the Native Lands Commission with regard
to chiefly titles have been heard by the Appeals Tribunal.
Leases and subleases of customary land may be mortgaged
in accordance with the terms of the Property Law Act, but only
with the consent of the NLTB, which has exclusive powers of
management and control of customary lands. If a mortgagor
defaults on repayment of the loan, the mortgagee may enter into
possession and may collect any rents that are being paid for the
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land, and he or she may sell the mortgaged land. If the land has
been offered for sale at public action and failed to attract a
sufficiently high bid, and if public notice has been given of the
application for an order of foreclosure, a mortgagee may also
obtain from the Registrar of Titles an order for foreclosure and
have the land transferred to him or her. The exercise of these
remedies requires the consent of the NLTB. There has been
criticism about delays and inefficiencies on the part of the NLTB
as to the exercise of these remedies.

KEY CONSTRAINTS ON FINANCIAL SECTOR DEVELOPMENT
Inadequate Economic Environment of the Real Sector
A very important constraint to the development of the
financial sector is the economic environment in the real sector.
If the financial sector is to grow, the real economy must also
grow and be supported by appropriate policies. The first stage
in an optimum order of economic liberalization is the
establishment of balanced Government finances and deregulated
real economies with predictable and consistent policies.

Public Sector Domination
The public sector dominates the Fiji Islands economy. The
civil service accounts for one quarter of formal employment and
State-owned enterprises play a large role in the commercial
sector. It is estimated that 6070 percent of GDP comes directly
or indirectly under Government control. Despite reforms, the
public sector remains somewhat inefficient, and the privatization
program has stalled.

Excessive Government Regulation
Government regulation is still very prevalent. With the real
sector so heavily regulated, it is difficult to proceed with more
financial sector reforms. The approval system for businesses is
still very cumbersome; this leads to considerable frustration for
persons wishing to start a business. Foreign exchange controls
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and regulations deter foreign investment: though the foreign
investment bill has eased some problems, it is still excessively
regulated. The Government imposes price controls on about 50
percent of prices, wholesale markups on many foodstuffs and
household items are limited to 5 percent, and retail markups are
limited to between 13 and 20 percent. Wage councils control
wages. A large number of tax and tariff preferences and various
industrial promotion schemes distort relative prices, as well as
reducing Government revenues. All these controls lead to
substantial rigidity in the economy, undermine efficient resource
allocation, and prevent further liberalization in financial markets.

Land Tenure and Leasing Problems
The low and falling investment rate caused by political and
economic uncertainties, particularly regarding property rights,
represents a huge constraint to economic growth and, therefore,
financial sector development. Securing land lease renewals is
the most important contemporary policy issue. ALTA only applies
to new leases and does not allow for the extension of leases when
they expire. Resolving the issue of leases for sugar and
agricultural farming areas is crucial to economic growth. The
ad hoc approach to this issue taken so far has not been good for
business confidence, and failure to resolve it has also led to a
significant emigration of Indo-Fijians, who stand to lose the most
from the current uncertain situation.
The second most important land tenure issue is management
and control of customary land by the Native Land Trust Board.
The consent of this body is necessary for all transactions in
customary land, including leases and mortgages of leasehold
interests. The management of customary land is a very large
undertaking, difficult for one body to operate very efficiently.
There are continuing complaints of delays, misunderstandings,
and mismanagement. Any challenge to the role of the NLTB at
this time, however, is likely to be seen as an attack on Fijian
values and interests, and therefore strongly resisted. No
qualifications for membership of the Native Land Commission
are prescribed by legislation, and members of both the
commission and the Appeals Tribunal are appointed solely by
the Minister of Fijian Affairs.
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Cultural and Communal Concerns
The strong communal culture in Fiji, which emphasizes
sharing, makes it difficult to save money to start a business.
Consumption is still generally more socially valued than
accumulation. However, saving is not alien to Fijians, as
evidenced by their accumulation of nonperishable goods such
as mats and taro. People have the propensity to save money,
even those with low incomes, provided there is proper
motivation and a convenient mechanism to save small amounts
on a regular basis.
The preference by the Government toward Fijians deters
investment both by foreigners and nonnative Fiji Islanders.
Fijians also place a high status on working in the public
services, as opposed to working in agriculture. Running a
business runs contrary to the communal culture that emphasizes
sharing and obligation between family and clan members. With
the traditional system of kerekere, some business people are
finding it hard to reconcile the obligation to share with the need
to protect and develop their business. On the other hand, some
indigenous entrepreneurs have successfully drawn the line
between business and family or traditional obligations.
Women, regardless of race, are disadvantaged as compared
with men because of a relatively low literacy level,
discrimination in paid work, and their perceived role as
housewives who do not engage in business. Opportunities for
Fijian women to enter business are also restricted by their
exclusion from traditional rights of inheritance, an exclusion
which means they have very limited control over family
resources. In banking, women borrowers are at times required
to have their husband guarantee a loan.

Inadequate Human Resource Skills
Human resource skills are a large issue in the Fiji Islands.
The low percentage of people with tertiary education (only 4
percent of the population) and the shortage of people with
technical and professional skills represent a constraint to longterm growth of the economy and to the development of the
financial sector. The large number of skilled workers who
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emigrate (around 2 percent of the labor force per year since 1987)
also creates a constraint to economic development, as they tend
to be the most educated and best-trained people.

Government Intervention in the Financial Sector
The considerable Government intervention in the financial
sector has in particular constrained the development of FDB.
Although RBF is relatively independent, its independence could
be compromised by income problems if domestic interest rates
were to rise above the level of international interest rates. It also
must maintain its autonomy to run its supervision, monetary,
and exchange rate policies, having to date ensured low inflation
and a comfortable level of foreign exchange reserves. The NFPF
and FDB are not supervised by RBFs financial institutions
department. These institutions have not been adequately
supervised in the past and are still not being adequately
supervised.

Need for Standardized Accounting Practices
Although there are five large accounting firms, some with
linkages to international accounting firms, and a Fiji Institute of
Accountants, (which has developed local standards), private
companies do not have to be audited. Accounting practices and
procedures need to be standardized, so that international
accounting standards become the norm for the financial sector,
public, and private sectors. This will help RBF with its on- and
off-site supervision of commercial banks.

Slow Capital Market Development
The development of a capital market is fundamentally
dependent on the existence of companies that wish to raise
finance through the market. The major problem for SSE is the
lack of volume. Companies have not been very aggressive about
listing on the stock exchange because of the many obstacles.
One major obstacle is the legal costs incurred by the companies;
another is the many licenses to apply for, which are transactions
costs for the companies. It is important that the Government
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understand the importance to the development of the capital
market of a privatization process. A high profile privatization is
a key component of such development.

Money and Bond Market Distortions
Money and bond markets are significantly distorted by the
size of FNPF and its monopoly. FNPF moves markets with its
investments; consequently, there are no market-determined
prices in the money or bond markets, and no secondary trading
or yield curve. FNPF buys 90 percent of RBF notes and 80 percent
of Government bonds and holds them to maturity; in these
circumstances, it is difficult for buyers to find these instruments
for sale. The lack of a market for Government bonds is not helped
by the irregular timing of their issue and the need to obtain
permission from Parliament to make the issue. In addition, high
levels of liquidity have prevented capital and real estate markets
from developing and from providing alternative investment
instruments for Government bonds.
The problem is exacerbated by exchange controls on the
capital account, which prevent FNPF from diversifying some of
its portfolio abroad. Although RBF is moving toward fewer capital
controls and more flexibility on exchange rates and monetary
policy, RBF would have a problem in allowing FNPF to invest
large amounts overseas, because it could cause RBF to lose too
much of its foreign exchange reserves. Although foreign
exchange controls are gradually being relaxed, the relaxation is
taking place through the granting of specific exemptions and
blanket approvals, rather than through repeal of areas of
regulation. This is making the regulations more rather than less
complicated.
While the reductions in the Statutory Reserve Deposit (SRD)
and the removal of the Liquid Assets Ratio (LAR) could help to
reduce the intermediation costs of the commercial banks, it
actually does not help the excess liquidity situation for bankable
projects. Reducing the SRD and removing the LAR gives the
bank more liquidity and ensures that they hold Government
bonds and RBF notes in the absence of any viable alternative
investments.
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Imperfect Competition
The financial sector is characterized by imperfect competition
as a result of the dominant position of the large foreign-owned
banks and the high levels of liquidity in the system. The small
size of the market also discourages the entry of other private banks:
the length of time before profits can be made may well prevent
other banks from entering such a small market.
The lack of a secondary market for central bank instruments
or Government bonds, the small amount of trading on the stock
exchange, and the underdeveloped real estate market, mean a
lack of incentives for the public to hold savings, except for bank
deposits. The lack of competition keeps savings and deposit rates
low. Banks make high profits on their operation costs vis-à-vis
their global operations; data suggests that they only fund very
low-risk projects and have increased interest income more than
interest expenses over the past few years. NBFIs and credit
institutions do not provide competition for banks. FDB has had
problems with bad loans and is still defining what its role should
be, while FNPF has monopoly powers and absorbs over 80
percent of Government bonds and 90 percent of RBF notes, which
it does not trade.

Inadequate Supervision
Supervision of financial institutions needs strengthening.
It would appear that at present, FDB is not appropriately
supervised. FNPF is also outside RBFs area of supervision,
although it is a major player in the financial system: the amount
of pensions it pays and its portfolio diversification need
supervising, particularly as FNPF may in the future be investing
more abroad.

Outdated Corporate and Bankruptcy Laws
Corporate and bankruptcy laws are outdated. In particular,
the banking law on collateral is inadequate, and court procedures
are very lengthy.
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Constraints on Fiji Development Bank
A number of constraints inhibit FDBs growth, including
the land tenure system; increasing Government intervention in
decision making; the high cost of funds, which puts them at a
competitive disadvantage with commercial banks; the narrow
skill base; lack of any formal prudential supervision; and the
costs of maintaining a branch network in the outer islands.

Constraints on Microfinance
In microfinance, the ability of MFIs to expand their
outreach has been restricted by the high cost of service delivery
to rural and outer island areas. There is also no appropriate
legal and regulatory framework for microfinance, except for
credit unions and thrift and savings cooperatives. Business
training and advisory services are mainly available in major
urban areas, and there is a lack of coordination on support
activities for small and microenterprises between Government
ministries, as well as with NGOs.

Education and Training Shortcomings
The most quoted shortcomings in the education and training
system include fragmented training policy; lack of awareness of
existing training facilities; training mismatched with labor market
needs; inadequate training facilities and a lack of training materials
in the Fijian and Hindi languages; absence of curricula and training
programs in new and emerging areas; and ineffective training
programs for self-employment, including the informal sector.

RECOMMENDATIONS
To promote financial sector growth, improve the environment
for real sector growth.
The Government needs to create an enabling environment
for private sector investment and trade and development.
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Impediments to investment, such as outdated legislation and
overstaffed bureaucracies, need to be removed. Decisions should
also be made about foreign ownership and many other issues
related to investment, so that a clear and consistent policy can
be enunciated. The Government should maintain a
macroeconomic environment conducive to the development of
the financial sector by pursuing low inflation through prudent
fiscal policy accompanied by the appropriate monetary policy.
It should also implement reforms in the public sector to reduce
its size and increase its efficiency. Price and wage controls should
be liberalized, so that the real sector does not hold back the
liberalization of the financial sector.
The Government also needs to focus on the sequencing,
speed, and timing of the privatization program, andwhere it
canto privatize public companies by bringing them to full
disclosure and to listing on SSE.

Improve the operations of the Native Land Trust Board.
The problems attending the renewal of rural land leases
hangs over any decision to lend to this sector, and specifically
over the future of the sugar industry. NLTB should continue to
have exclusive powers of management and control of customary
lands, at least for the short term, but subject to some significant
modifications:
(i)

the practice of basing rentals on 6 percent of unimproved
value should be altered to 610 percent of capital
unimproved value;
(ii) deductions from rentals for costs of administration should
be reduced from 25 percent to 15 percent;
(iii) deductions from rentals for chiefs should be reduced to
10 percent of the balance (after administration costs) for
the chiefs of the mataqali; and
(iv) a management review of staff and resources of NLTB
should be undertaken to identify and remove causes of
delays and inefficiencies in NLTB management.
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The Native Land Trust Act, Cap 134, should be amended to
provide expressly that
(i) landowners be represented on the board;
(ii) customary lands may be leased by NLTB to some or all of
the members of a mataqali or landowning unit;
(iii) leaseholds of customary lands may be mortgaged, with
the required consent of NLTB;
(iv) NLTB must promptly consent to leaseholds, mortgages,
and enforcements of mortgages, unless it is satisfied that
this is not in the interests of the landowners or the country;
and
(v) decisions by NLTB shall be subject to judicial review by
the High Court.
Amendments should be made to the Native Land Act,
Cap 133, to provide that
(i)

Native Land Commission members have qualifications
of independence, impartiality, and experience in
customary land matters;
(ii) each party to a dispute about customary land may
nominate an assessor to assist the Commission, together
with the two assessors elected by the provincial council;
(iii) the Native Land Commission and Appeals Tribunal must
conduct fair proceedings, open to the public, at which
each party is able to adduce evidence and cross-examine
an opponents evidence, and may make oral or written
submissions; and
(iv) the Native Land Commission and the Appeals Tribunal
must publish their decisions and reasons.

Promote sound, efficient financial systems and strengthened
supervisory systems.
RBFs autonomy should be maintained, in order that it may
perform its monetary and supervisory functions efficiently, and
to ensure that the governor and members of the board of directors
do not come under political influence. RBF must have the ability
to take decisive action on problem supervisory cases, and must
have the financial viability to conduct appropriate monetary

THE FIJI ISLANDS

59
policy. The legislation must be strengthened so that firm, timely,
and effective supervision of FDB, FNPF, and other NBFIs can
take place under the purview of RBFs supervisory system.
Examination procedures, including on-site inspections and
off-site surveillance, should be strengthened through short- and
long-term training programs, to ensure that supervisors are
capable of identifying weaknesses in financial institutions.
The judicial system should be strengthened so that matters
relating to the financial sector are not unduly delayed but are
promptly adjudicated, and so that the ability of the banks to
enforce the contractual obligations of their customers is
enhanced.
Clear international accounting and auditing standards
should be adopted; these should be grounded within an updated
commercial law that meets international standards.
The Government should continue to enhance and
strengthen the process of regional cooperation and consultation
in regulatory and supervisory matters, as initiated in the recent
regional initiative by PDMCs to strengthen their financial sectors
through the Pacific Islands Prudential Regulation and
Supervision Initiative. In the same vein, a formal analysis is
needed of the compatibility with international standards of the
Fiji Islands regulatory system and supervisory practices, in order
to lay the foundation for the timely harmonization of financial
sector regulation and supervision on a regional basis. The
Government should also work closely with other PDMCs
supervisory bodies, with a view to eventually building a regional
supervisory body for foreign banks. This would help to reduce
manpower requirements and enable RBF to concentrate on
supervising local banks and NBFIs, which need closer supervision.

Promote more effective competition for foreign commercial
banks.
To promote more effective competition for foreign
commercial banks, the Government needs to encourage the
development of NBFIs to compete with commercial banks
lending and other services; to develop efficient interbank and
short-term money markets as alternative savings instruments;
to allow FNPF to invest more money offshore, in order to mop
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up excess liquidity in the financial system; to develop capital
markets; and to provide institutional strengthening for MFIs.
To develop money and bond markets, the Government
should ensure that regular issues of short-term instruments and
Government bonds are available and should encourage the
creation of secondary markets. This will provide more
competition for commercial banks for both deposits and lending.
By creating conditions that further the development of money
markets, secondary markets, and interbank markets, RBF will
also be able to mop up excess liquidity more easily.
Impediments in the real estate market should be removed,
and public stock offerings to small savers should be made as the
privatization program gathers momentum.
Commercial banks should be required to provide
information on their fees, charges, and loan conditions
throughout their branches and agencies, through the publication
and distribution of literature. The Government should also
encourage commercial banks to develop a more proactive
approach to customer education. Introduction of mobile banks
and substitute institutional arrangements in the field of payment
mechanisms should be encouraged.

Reform the Fiji Development Bank and the Fiji National
Provident Fund.
A strategy for FDBs future should focus on greater
independence from Government influence in its operation and in
the appointment of the FDB board. The FDB legislation should be
strengthened to provide for this greater independence. FDB should
also develop stronger marketing and business planning skills,
particularly in the area of providing assistance to FDB clients.
FDB should report to RBF covering
(i) loan classification by sector and type;
(ii) connected lending and concentration of loans to
individuals and corporations;
(iii) level of provisioning by types of loans;
(iv) capital adequacy to reflect FDBs risk;
(v) policies on interest accrual and suspension of interest of
outstanding loans;
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(vi) policies on FDB officers, particularly those dealing with
conflicts of interest as a result of lending to members on
the board;
(vii) policies on common minimum standards for disclosure; and
(viii) relevant information on directors.
The FNPF Act should be amended to permit employers to
opt out of the scheme, provided they provide approved alternative
arrangements. Assistance will be needed to draft model
recognition criteria for providers of collective investment vehicles
and other alternatives. These criteria will also act as guidelines
for private sector entities to design investment products that could
be offered to private investors under the regulations.

Develop the capital market.
To help develop a capital market, it is recommended that
the Government consider participation in a new regional venture
capital fund, should this opportunity arise. The nature of this
fund is explained in the first volume of this study: Volume One:
The Regional Report.
The Companies Act is being reviewed at the present time.
Any amendments should ensure that public companies are
required to file audited returns. In view of the small size of the
private sector and the need to encourage its growth, the
Companies Act should make turnover and/or importance to the
economy an additional criterion for a company (or group of
associated companies) to file audited accounts. 9 It is also
recommended that the infrastructure of the registration process
be improved and that staff be trained for these responsibilities.
It is recommended that the support to the CMDA and SSE
in marketing to both companies and investors, currently being
provided by ADB, should be continued. Encouraging companies
to list is a long-term effort that will involve all participants in the

9

A problem with size criteria is that, to avoid meeting the criteria, proprietors
often divide their activities into different companies. This can also happen in
response to differential tax rates. Some antiavoidance provisions should
therefore be incorporated into the act.
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financial services industry. The major problem that companies
see with listing is the need for disclosure and the need to produce
audited accounts. Therefore, the upgrading of the functions of
the Registrar of Companies would be a step in this direction.
There is also a general need to educate companies about their
public responsibilities.
The professionalism of staff working for brokers should be
upgraded. A Pacific Islands Financial Markets Association has
been formed that could be a focal point for a training program.
The Government should privatize one of its public
enterprises through a public offer, as a high-profile contribution
to the development of the capital market. The privatization should
be supported by a significant publicity campaign to encourage
the public to buy shares and to create public awareness of the
stock exchange.
Technical assistance should be provided to SSE to
investigate the options for implementing an automated trading
system. The investigation should include a review of the
feasibility, costs, benefits, and risks of SSEs using the same
trading system as the Port Moresby Stock Exchange (POMSoX).
Technical assistance should also be provided to determine the
specification of the regional clearing and settlement facility
PacifiClear  in terms of
(i)

the legal changes necessary to implement a
dematerialized system;
(ii) the ownership of such a facility;
(iii) the functionality required of such a facility, bearing in
mind both current and future regional and national
developments; and
(iv) the potential cost of development and operation.
It is recommended that consideration be given to
establishing a distributed, networked regional facility that uses
Internet technology to link SSE and POMSoX to companies and
investors in all PDMCs, with provision for other domestic
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exchanges to be added to the network as they are developed.10
Recognition by other Governments of the SSE and POMSoX
regulatory structure would be necessary for development of a
regional facility. Companies choosing to list on SSE would have
to be freely transferable. Access to the system would be available
to customers of licensed intermediaries in those PDMCs that
have the necessary regulatory structure, and directly to investors
in countries where there are no licensed intermediaries. This
may involve some change in the CMDA Act and regulations
and in SSE rules to recognize access by the regional facility. It
would be desirable for SSE to have an automated trading system
in order to form a node for a regional facility. A review of the
relevant legislation would be needed to ensure that stock can be
held in a nominee name with a third party custodian. Other issues
to be addressed include currency exchange, investor awareness,
and promotion to companies.
Agreement with RBF would be necessary to develop a
regional stock exchange as recommended here, but exchange
control regulations seem unlikely to cause significant problems.

Strengthen the environment for microfinance.
The feasibility of microfinance in the Fiji Islands hinges on
the following:
(i)

strong commitment of MFIs to outreach and sustainability
through appropriate interest rate policies;
(ii) long-term commitment of the Government and donor
agencies to provide financial and technical assistance
for capacity building, institutional strengthening, onlending and related support services;
(iii) establishing a conducive policy and legislative
environment; and

10

The SSE already has the ability to list companies incorporated outside the Fiji
Islands, and the revised CMDA Act and Regulations will support this policy. It
is therefore possible today to permit regional companies to list on the SSE.
However, the SSE does not now have the resources to undertake regional
training or marketing or systems development.
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(iv) provision of support services, especially in microenterprise
development and management and social mobilization.
Existing microfinance modalities, Grameen Bank
replicators, and savings and loan associations/credit unions
should continue to operate and should clearly emphasize savings
mobilization before providing credit.

Strengthen and support the informal financial sector.
The Government can strengthen the informal financial
sector by
(i)

gathering relevant data on the informal financial system
to determine the extent of its activity, problems, and
needs;
(ii) documenting best practices that are useful in developing
more responsive microfinance schemes;
(iii) formalizing microfinance schemes by registering them
as credit unions;
(iv) soliciting the support of various stakeholders, including
church or religious groups, NGOs, private companies,
Government agencies, provincial/city/town councils, and
village chiefs.
Strengthening should be coordinated by the RBF; data
should be analyzed and presented in a workshop to be attended
by representatives of self-help groups and MFIs, relevant
Government agencies, and NGOs, with an objective of drafting
a plan of action to strengthen the informal sector.

Strengthen the policy and regulatory environment for
microfinance.
The environment for MFIs can be strengthened by
(i)

establishing a legal framework to enable NGOs to operate
as MFIs (including developing a standard accounting
and reporting system);
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(ii) facilitating the amendment of the Fiji Credit Union Act
to enable credit unions to charge interest rates that will
cover operations costs; and
(iii) requesting the Small Business Advisory Unit to
coordinate meetings with regulatory bodies to look at
ways to lessen legal and regulatory restrictions on small
and microenterprises.
Capacity building in MFIs should focus on
(i)

linking informal self-help groups with credit unions, with
a view to ultimate registration as credit unions;
(ii) training, particularly training in record keeping and
financial management (the usual shortcomings of
informal savings and loans clubs/associations); and
(iii) connections with successful MFIs in other countries, to
improve governance, polices and procedures, strategic
planning, management, and social mobilization
techniques.
MFIs should consider requesting FDB to consider wholesale
lending to credit unions. They should also consider linking with
NGOs that are actively involved in income-generating projects,
to minimize the cost of training while providing technical advice
and product marketing. The NMU, through linkage with
international MFIs and donor agencies, could assist in mobilizing
financial resources.
FCUL faces manpower and financial constraints that hinder
fulfillment of its monitoring and supervisory role, especially with
respect to credit unions in rural areas. These constraints should
be eased through donor assistance.
Market research is needed on viable community-based
enterprises, since the perennial problem of MFI clients is the
lack of bankable projects. The formation of a Fiji Islands
association of MFIs, and eventually a regional association of
MFIs, could facilitate the pooling of funds and expertise in this
and other areas such as training, policies, laws, documentation
of best practices, and dissemination of information.

66

Financial Sector Development in the Pacific Developing Member
Countries: Country Reports

KIRIBATI

67

Kiribati

!

BACKGROUND
If the exclusive economic zone is included, Kiribati has the
largest area among PDMCs at 3.5 million square kilometers;
but its total land area is only 810 square kilometers. The
population of almost 90,000 is heavily concentrated on South
Tarawa, where the population density reaches 1,610 persons per
square kilometer. Population growth is around 2.4 per cent per
year, and unlike some other PDMCs, Kiribati does not have
emigration as a safety valve.
A 1999 GDP of US$81 million places Kiribati amongst the
smallest economies of the PDMCs. It is also one of the most
remote and fragmented. Per capita GDP of around US$900 is
one of the lowest of the PDMCs, although GNP is about twice as
high as GDP because of the large inflows of investment income
from trust funds, revenue from fishing licenses, and workers
remittances. Kiribatis social indicators are also among the lowest
in the Pacific Islands. However there has been an increase in life
expectancy from 51 years in the late 1970s to 57 years in 198590.
The majority of the population are employed in the
subsistence sector, and redistribution mechanisms ensure that
basic needs for food and shelter are met. Formal employment is
dominated by the public sector. Religion continues to play a
strong role in social and economic life: the southern islands are
predominantly Protestant, while the northern are predominantly
Roman Catholic. Religious organizations are heavily involved
in education and community development.
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Kiribati has been an independent republic since 1979. The
President is elected for a four-year term (a maximum of three
terms) and is both Head of the Government and Head of State.
The President nominates ministers from among the members of
the House of Assembly, which constitutes the legislature. The
House comprises 39 elected members from 23 constituencies,
with at least one member from each inhabited island, and is
elected by universal adult suffrage for a four-year term.
Local governments consist of island councils. Councillors
are elected by universal adult suffrage for a three-year term.
However, island councils are often overshadowed by the power
of the Unimane, or Councils of Elders. The judicial structure
consists of a High Court, headed by a Chief Justice; Magistrates
Courts; and a Court of Appeal. There is a right of appeal to the
Privy Council in London. Although the political system formally
reflects Westminster traditions, traditional i-Kiribati values
remain firmly embedded in it, with significant consequences for
decision making in economic matters.

THE MACROECONOMIC ENVIRONMENT
Economic growth in the 1990s has been relatively rapid.
After recording an average annual growth rate in the 1980s of
1.1 percent, real GDP grew at 4.3 percent per year in 199095;
and at 4.3 percent in 1996. The growth dropped to 1 percent in
1997, before rebounding to 7.3 percent in 1998 because of a large
construction project. A more modest rate of 2.3 percent was
recorded in 1999 (Table 3.1). Real GDP contracted by an
estimated 4 percent in 2000 (ADB 2001).
The acceleration in growth during the 1990s was driven
by the public sector. Government services (in constant prices)
grew at the average annual rate of 8 percent in 199096, and
continued to expand during the next two years, before a
contraction in 1999. The Government accounted for around 45
percent of monetary GDP (at factor cost) at the end of the period.
Output in the small agriculture sector fluctuated markedly from
year to year, as did that of the industry sector. Public enterprises
continued to play a dominant role, collectively accounting for
around 30 percent of GDP. The public sector therefore accounts
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for about three quarters of monetary GDP at factor cost, and,
including island councils, it provides around the same
percentage of paid employment.
There are 21 nonfinancial public sector enterprises in
Kiribati, with several more planned; these result from the
conversion of some Government activities. Seventeen public
enterprises have been established as limited liability companies
with their own share capital (generally wholly Governmentowned), and with general managers reporting to their own boards
of directors. However, the overwhelming presence of
Government representatives on the boards makes Government
policy the decisive factor, and this has prevented
commercialization of the companies. There appears to be little
understanding of commercial management in the public
enterprise sector, and most enterprises continue to perform
poorly. The low efficiency of public enterprises, the poor quality
of their output, and the Government support squeeze out
competing private enterprises. Only two enterprises, operated
jointly with the private sector, have achieved reasonable returns
on equity, but the cost of their services is high, as they face no
competition.
The Government maintained a relatively aggressive fiscal
policy stance through much of the 1990s (Table 3.1). The
Revenue Equalization Reserve Fund (RERF), which provides
overseas investment income equal to about one third of GDP,
underwrote recurrent expenditure without jeopardizing the real
value of the Fund.11 The latter increased substantially in 1995
1996 as a result of a large public sector wage rise, increased
spending on social services and transport and communication,
and higher subsidies to ailing public enterprises. Domestic
revenue fluctuated widely due to variations in fishing license
fees, and reached an all-time high in 1998. Capital expenditure
remained mostly donor funded, and in 1997 was more than
three times the historically low 1994 level. The overall balance
was in deficit in every year except 1997 and 1998. These deficits
were financed by concessional loans and accumulated balances

11

The RERF reached AUD$570.1 million by the end of 1999.
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Table 3.1
Macroeconomic Indicators for Kiribati, 19941999
1994

1995

1996

7.2
3.9

3.5
4.1

4.3
-1.5

Output and inflation

1997

1998

1999
(est.)

7.3
4.7

2.3
0.4

(in percent)

Real GDP growth
Change in CPI (end period)

1.0
2.2

Central Government Finance (percent of GDP market prices inc. non-monetary)
Revenue
External Grants
Current Expenditure
o/w wages
Development Expenditure
Overall Balance
(excl. RERF drawdown)

60.1
30.8
58.6
22.4
33.9

65.8
27.7
71.9
28.5
31.9

43.2
31.7
77.2
30.9
38.2

84.6
39.2
79.6
31.3
39.2

96.5
47.2
71.9
27.8
47.2

78.2
39.1
84.6
32.3
39.1

-1.5

-10.2

-40.5

5.1

24.6

-6.4

16.4
5.9
-0.7
10.1

24.1
-0.3
1.0
-0.9

-33.8
-1.6
-0.9
11.7

14.7
-10.7
5.4
-3.1

13.7
-1.7
-2.3
11.1

4.2
0.5
-1.3
5.1

7.1
36.1
41.6
1.6
2.8

10.0
47.5
47.4
-3.3
-5.8

6.8
48.6
33.6
-20.9
-32.0

8.4
52.5
58.7
0.8
5.2

9.4
53.2
76.9
21.5
34.0

12.1
62.9

14.2
18.8

3.5
-1.7
24.1
22.5

7.3
-5.7
18.9
13.2

6.4
-25.3
13.3
-12.0

7.0
-3.1
20.5
17.4

10.4
10.3
39.5
49.7






332.4
5.4

375.7
5.1

375.0
5.0

462.5
5.8

External public debt (AUD$m)
(In percent of GDP)
17.2

9.3
20.7

12.7
19.5

12.9
21.5

Money and Credit

(annual percent change)

Net foreign assets
Total domestic credit
Private sector credit
Broad money
Balance of Payments (AUD$m)
Merchandise Exports
Merchandise Imports
Factor Income (Credit)
Current Account
(In percent of GDP)
Official Transfers to
Government
Overall Balance
Errors and Omissions
Overall Balance
Gross Reserves
(in years of imports of
goods and services)

 Not available
Sources: Government of Kiribati 1999; ADB 2001

596.8 617.6
7.4 10.6
13.2
19.2

13.9
19.7
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in the Consolidated Fund. There was no Government borrowing
from the domestic banking system.
The trade balance was in substantial deficit throughout the
1990s, while the current account moved from deficit to surplus
largely according to fluctuations in fishing license fees. Gross
official reserves, which include RERF, were sufficient for around
10 years of imports; and external debt remained under 22 percent
of GDP.
Use of the Australian dollar (AUD$) as legal tender closely
links the inflation rate, international competitiveness, and the
small financial system to Australian economic developments. The
inflation rate was under 5 percent during the 1990s, ranging
from 1.5 percent in 1996 to a high of 4.7 percent in 1998.
International competitiveness improved with the depreciation
of the Australian dollar from 1996. Growth in the broad money
supply was erratic in the 1990s, in line with substantial
fluctuations in net foreign assets. Domestic credit growth was
negative in most years, including credit to the small private
sector. Only about one dollar in eight of deposits with the sole
commercial bank is lent domestically.
The Medium Term Strategy adopted by Government late in
1997 (Republic of Kiribati 1997) identified three key
macroeconomic issues. The first was near-static GDP per capita
since 1979. The second was finding employment for the growing
workforce. The third was the Governments ability to sustain the
growth in public services. Five strategies for addressing these
issues were proposed:
(i)
(ii)
(iii)
(iv)
(v)

reduction in the relative size of core Government,
public enterprise reform,
facilitation of private sector development,
encouraging foreign investment, and
ensuring consistency between sectoral and national
policies.

In 2000, the basic issues remained, and Government had
reaffirmed the relevance of the strategic responses in its
National Development Strategy for 20002003 (Republic of
Kiribati 2000). The strategy gives priority to increasing the
utilization of domestic savings for private investment. The
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challenge is to accelerate implementation of the various
strategies.

THE STRUCTURE OF THE FINANCIAL SECTOR
AND INSTITUTIONS
The formal financial system of Kiribati consists of one
commercial bankthe Bank of Kiribati (BOK)the Development
Bank of Kiribati (DBK), the Kiribati Provident Fund (KPF), the
Kiribati Insurance Corporation, and a national housing authority.
There is also a large number of village banks that can be regarded
as belonging to the semiformal financial sector (see below). With
the exception of BOK, all financial institutions are wholly
Government-owned corporations. Kiribati uses the Australian
dollar as its currency, which has helped to enforce
macroeconomic discipline; it has also eliminated the need for a
central bank to conduct monetary and exchange rate policy.
There is thus no money market, and interest rates in Australia
are used as reference rates. The Government allows free
movement of funds into and out of the country.
Total assets of the major financial institutions amounted to
AUD$111.4 million in 1999. However most of these assets
(around 90 percent) are invested offshore because of the lack of
bankable projects. Only 7 percent of the assets of BOK are lent
to the domestic market. Almost all KPF and KIC funds are
invested and managed offshore.
As the largest financial institution, KPF held 54 percent of
total assets of the formal financial system in 1999. KPF was set
up under its own Act of Parliament, which does not allow for any
lending to local businesses. It has a board consisting of two
representatives of the public service, two representatives of
employers, and two representatives of employees. Contributions
to the fund consist of 6 percent of employed individuals salaries
and an equal amount from employers. Although KPF is
responsible to the Minister of Finance, there is no Government
interference in the use of funds, which returned an average 12
percent per year during the 1990s.
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The second largest financial institution, BOK, held almost
42 percent of total assets in 1999. It was set up under its own Act
of Parliament in August 1994, and was a joint venture between
the Government of Kiribati (49 percent) and the Westpac Banking
Corporation (Westpac) (51 percent), with Westpac providing the
managementuntil September 2000, when Westpac gave one
year s notice of its intention to withdraw from Kiribati. At the
time of writing, the Government was in negotiation with ANZ to
form a new joint venture. Majority foreign ownership of BOK
means that it cannot accept land as security for loans.
BOK maintains its head office and two branches on Tarawa,
and has one branch on Christmas Island and 23 private agencies
distributed over the inhabited islands. There is one branch or
agency for every 3,248 people. The private agencies are run by
Island treasurers, who handle deposits and withdrawals, but do
not lend. Most agencies do not have telephone communication
and use radio, ship and mail, so that it is difficult for them to
obtain up-to-date information.
DBK was set up in 1987 under the Development Bank of
Kiribati Act 1986 as a public service bank. In 1999 it accounted
for just under 5 percent of total assets of the financial system.
KIC was established in 1981 and provides life endowment
policies and general insurance. Ninety-five percent of the
insurance risk is reinsured offshore; almost all income is
deposited with BOK.
The National Housing Corporation (NHC) is a statutory body
established in 1979 and wholly owned by the Government. Its
main role is to administer Government housing for civil servants.

PERFORMANCE OF THE COMMERCIAL BANK
The outstanding features of the Kiribati money supply
include the very low level of domestic credit creation, negative
claims on Government (net), and the dominance of the level of
foreign reserves in determining the money supply.
BOK offers checking accounts, overdraft facilities, term
loans, and housing loans. It accepts deposits, exchanges foreign
currency, and arranges letters of credit and fund transfers. Most
of BOK lending is for consumer loans. These are short-term,
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high-interest loans that are used to finance social obligations
and consumer durables, such as video machines, motor
vehicles, and outboard motors. Until 1995, BOK had a statutory
monopoly over foreign exchange dealings and commercial
banking services in Kiribati.
Interest rates on deposits declined considerably over the
1990s, and were generally zero or negative in real terms (Table
3.2). These low rates result from the monopoly position of BOK
and compensate for zero charges on current accounts (of which
there are 45,000, with average balances below AUD$100).
Lending rates remained unchanged throughout the 1990s, so
that the interest spread rose to 8.5 percent. Lending rates for
DBK are 12 percent (charged on the balance of the loan).
However, DBK does not factor risk into loan pricing on a formal
basis.
The financial system is largely unregulated, with most of
the controls on activity imposed by the boards of the various
institutions. Although this does not appear to be causing any
undue difficulty in the management of the financial sector, it
does make licensing of new institutions difficult. Moreover,
because there is no supervisory authority in Kiribati, there are
no published data, or monitoring of risk-weighted ratios, for

Table 3.2
Nominal and Real Returns on Savings and Lending
Rates in Australia
Weighted Average Nominal Inflation Real
Real Deposit Treasury
Average Lending Interest
Rate Savings Lending Rate
Bill
Deposit
Rates
Spread
Rates
Rates
Rates
1993
1994
1995
1996
1997
1998
1999 a

3.2
4.4
3.8
3.2
1.8
1.6
1.2

9.7
9.7
9.7
9.7
9.7
9.7
9.7

(annual percent
6.4
5.7
5.3
3.9
5.9
4.0
6.4
-2.2
7.9
2.2
8.1
4.7
8.5
2.0

change)
-2.5
0.5
-0.2
5.4
-0.4
-3.1
-0.8

4.0
5.8
5.7
11.9
7.5
5.0
7.7

a. For 1999, average deposit rates are based only on savings rates.
Source: Government of Kiribati 1999.

4.76
5.05
7.33
6.86
5.12
4.67
4.72

5.00
5.69
7.63
7.02
5.29
4.84
4.87
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financial institutions. It is therefore hard to assess the financial
positions of BOK and DBK. DBK in particular has had a large
number of nonperforming loans over the years; these are
currently being written off the balance sheet, and will be
reflected in the future asset position of DBK.

FINANCIAL DEEPENING AND INTERMEDIATION
The demand deposit/GDP ratio increased from 9.6 percent
in 1994 to 12.4 percent in 1999, reflecting the growth in accounts
below AUD$100 (Table 3.3). The ratio of broad money to GDP
declined from 59 to 52 percent during the period, as the demand
for savings and time deposits dropped. In consequence, the ratio
of narrow money to broad money increased from 17.6 percent in
1994 to 27 percent in 1999. This preference for cash and demand
deposits over time deposits reflects the falling nominal deposit
rates and the negative real rates on savings, combined with the
lack of charges for demand deposits. The preference for demand
deposits can also be seen by looking at the relative importance
of quasi money to broad money, which has fallen from 82.4
percent in 1994 to 72.7 percent in 1999. Currency in circulation
also increased substantially.

COMPETITION
With only one commercial bank, there is virtually no
competition in the banking system. KPF and DBK provide very
little competition for BOK. Neither KPF nor DBK takes deposits,
and DBK is undercapitalized, which limits its ability to lend.
DBK has made small loans to existing businesses, which can be
secured by a mortgage or guarantee from a Government
employee. Two semiformal institutions provide microfinance:
credit unions and village banks. In addition, the lack of a money
or bond market means that there are few alternative instruments
for small savers apart from BOK.
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Table 3.3
Monetary Survey and Financial Deepening Statistics, 19941999
1994

1995

1996

1997

1998

1999
(est.)

(in millions of Australian dollars)
Money Supply (M3)
Narrow Money (M1)
Currency outside banks
Demand Deposits
Quasi Money
Savings Deposits
Time Deposits

31.9
5.6
0.4
5.2
26.3
7.4
18.9

31.7
7.9
0.6
7.3
23.8
8.6
15.2

35.4
9.9
0.8
9.1
25.5
9.0
16.5

31.5
9.9
0.8
9.1
21.6
8.2
13.4

36.9
9.3
0.9
8.4
27.6
9.7
17.9

38.8
10.6
1.3
9.3
28.2
9.7
18.5

-7.7
33.6

10.7
3.4

(in percent)
Growth of Demand Deposits
Growth of Time Deposits

40.4
-19.6

24.7
8.6

0.0
-18.8

(in percent of GDP)
Currency in percent of GDP
Demand Deposits in % of GDP
Time Deposits as % of GDP
Narrow Money in percent
of GDP
Broad Money in percent
of GDP

0.7
9.6
34.9

1.0
11.8
24.5

1.3
14.4
26.0

1.2
14.0
20.6

1.2
11.6
24.7

1.7
12.4
24.6

10.3

12.7

15.6

15.2

12.8

14.1

58.9

51.0

55.8

48.5

50.9

51.7

(in percent)
Private Sector Credit
(percent of GDP)
Private Sector Credit
(percent of total credit)
Currency
(per cent of broad money)
Narrow Money
(percent of broad money)
Quasi Money
(percent of broad money)
Demand Deposits
(% of narrow money)
Total Domestic Credit/
Banking Assets

4.6

4.5

3.9

6.8

4.7

55.6

63.6

64.1

-28.4

-59.6

1.3

1.9

2.3

2.5

2.4

3.4

17.6

24.9

28.0

31.4

25.2

27.3

82.4

75.1

72.0

68.6

74.8

72.7

92.9

92.4

91.9

91.9

90.3

87.7

12.5

11.6

9.8

-36.9

-12.8

Sources: Government of Kiribati 1999.

KIRIBATI

77

NONBANK FINANCIAL INSTITUTIONS
Development Bank of Kiribati
DBK operates autonomously under its own board, which
consists of five members from the public sector and one from the
private sector appointed by the Minister of Finance. The
Secretary of Finance is the board chairman. DBKs mandate is
to provide efficient, customer-focused financial and advisory
services using sound banking and management principles; to
assist with the development of private sector business; and to
improve the living standards of the people of Kiribati.
Although its portfolio has grown at an average 17 percent
per year from 1989 to 1998, DBK remains relatively small, with
assets of just over AUD$5 million as at 31 December 1999.
Funding has come predominantly from ADB and the
Government, which has provided annual cash/capital injections,
including AUD$2.25 million injected over the past three years,
to assist with accelerated business development and the
divestment of nonbanking assets. Profitability has been marginal,
even including the Government grants (Table 3.4). From 1987 to
1997, DBK incurred large losses, which were accumulated in
the balance sheet. It is now severely undercapitalized. DBKs
provisioning policy for bad loans is set by its board. International
standards are used as a benchmark. Total loans as at December
31, 1998 stood at AUD$3.0 million and the total arrears at that
date were 8.75 percent, of which 47 percent were more than 12
months old. In the normal course of events, these would be
considered noncollectible.
Government influence on lending has been considerable in
the past, particularly in terms of lending to Island councils to aid
their development. Most of DBKs lending has been to the service
sector and to fishing, although in 1999 there was a substantial
increase in lending for fish-processing projects. Since 1997, DBK
has strengthened its management in an attempt to improve its
performance. It is writing off its nonperforming loans by requesting
the Government to buy back the outstanding loans of its publicly
owned enterprises, through conversion of loans into equity. In
view of the past accumulation of nonperforming loans, prudential
guidelines do not appear to be set at international standards.
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Table 3.4
Operating Performance and Statistics of Development Bank
of Kiribati, 19951999

Total Income (AUD$000)
Total Expenses (AUD$000)
Net Profit / (Loss) Before Tax ( AUD$000)
Total Assets ( AUD$000)
Share Capital ( AUD$000)
Shareholders Funds (AUD$000)
Provisions for Loan Losses (AUD$000)

Actual
1996

Actual
1997

311
437
(126)
4,104
1,600
2,448


684
511
173
4,025
2,948
2,655
43

Actual Forecast
1998
1999
a

491
596
637 b
622
(146)
(26)
4,432
5,082
3,448
4,121
3,020
3,683
123
64

Interest Spread (%)
Earnings Spread (%)
Loan-related Expenses to Total Expenses (%)
Staff Expenses to Total Expenses (%)
Admin. Expenses to Total Expenses (%)

8.4

7.4

8.5

9.1

15.3
60.1
27.9

16.8
46.9
27.7

13.6
40.5
24.4

13.8
43.5
24.1

Shareholders funds/total assets (%)

59.6

65.9

68.1

73.2

Profit / Loss to Av. Shareholders Funds

5.1

6.5

4.8

0.7

 Not available.
a. includes prior period Government revenue grant.
b. includes additional provisions re prior years.
Source: DBK 2000.

Portfolio growth projections of around AUD$2.0 million per
year may be achievable, but DBK will need to be wary of growing
too quickly and incurring increasing levels of nonperforming
loans as a result, especially since DBK does not formally factor
risk into its loan pricing (interest is a delicate subject in Kiribati).
The major funding for future growth is expected to come from a
credit line from the European Investment Bank (EIB). An ongoing
New Zealand Overseas Development Assistance (NZODA)
program for institutional strengthening and capacity building
in DBK is expected to continue for a further two years.

Kiribati Provident Fund
KPF is a statutory corporation. The power to make policy
decisions is in the hands of its board, which acts as the trustee
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for KPF and sets investment guidelines. Under its act, KPF cannot
lend to local businesses. The only instruments for investment
are offshore stocks and bonds and local buildings. Westpac
Investment Management Diversified manages almost 90 percent
of the offshore investments, which are 50 percent in bonds and
50 percent in stocks. While leverage is left to fund managers,
they must get approval from the board. KPF also owns a
commercial building in Bairiki, which is rented to shop owners
and has a return of around 13.5 percent per year.
As noted above, returns on KPF investments have averaged
12 percent over the 1990s. Interest is paid to members at the
end of the year. KPF will guarantee a loan for land or building
for members and will pledge 70 percent of members KPF
holdings as collateral. If a member defaults, the lender will send
a claim to KPF for payoff. KPF cannot lend for mortgages directly.
Withdrawal of funds can be made when a member attains
the preretirement age of 45, or has to resign from work and does
not take alternative employment; reaches the retirement age of
50 years; intends to emigrate without intention of returning; or
dies. A lump sum is paid on withdrawal and the employee
receives the amount paid in plus accumulated interest. Members
are allowed a maximum of three payments. KPL does not pay an
annuity, although plans for this are in preparation. Once a member
withdraws, he or she can invest the funds in the private sector.
The current trend by employees is to opt out of the Government
and run businesses, such as truck hire or local stores.

Kiribati Insurance Corporation
Kiribati Insurance Corporation has a monopoly on life and
general insurance, and has generated low returns for
policyholders. Policy bonuses have been only around 1 percent
per year.

National Housing Corporation
The National Housing Corporation (NHC) controls more
than one third of the housing stock on South Tarawa. Houses
are let at concessional rents to civil servants, and there is little
incentive for the private sector to compete. Given the need for
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additional housing, private sector involvement should be
encouraged, perhaps through privatization of NHC and provision
of rent allowances to civil servants (ADB 1998).

The Revenue Equalization Reserve Fund
The Revenue Equalization Reserve Fund (RERF) was
established by the British colonial administration in 1956 to hold
royalties from phosphate mining in trust for the people of Kiribati,
in order to provide funds for budgetary support and economic
development. At independence in 1979, the RERF was valued
at AUD$69 million. As the end of 1999, its value had reached
AUD$570.1 million.
The RERF is administered by the RERF Committee, which
consists of the Minister of Finance (chairman) and five other
senior officials. The committee is required to file quarterly and
annual operations reports with Parliament, whose approval is
necessary for all drawdowns. The Committee is empowered to
appoint fund managers; make decisions concerning the auditing
and performance review of the funds; and set broad operational
guidelines for investment, including currency composition, asset
structure, and risk management. The RERF is managed by a
custodian company and is well diversified, with around 50
percent of its holdings in US and Australian dollars, and the
remainder in a number of currencies. Fifty percent of the portfolio
is held in stocks and 50 percent in bonds.

LEGAL AND REGULATORY FRAMEWORK AND SUPERVISION
There is no Financial Institutions Act in Kiribati to define
entry and exit standards. Each of the three financial institutions
in Kiribati is set up under its own Act of Parliament, which
contains prudential aspects. Although there are three major
financial institutions (BOK, KDB and KPF), there is no
supervisory authority.
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DEVELOPMENT OF MONEY, BOND, AND CAPITAL MARKETS
With the Australian dollar as its currency, Kiribati has no
independent monetary policy. There are no Government bills or
bonds. Since there is only one commercial bank operating, there
is no interbank payment system. There are no capital markets in
Kiribati. Steps to corporatize and privatize State enterprises are
being taken, but the pace is very slow, and it will be a long time
before the Government moves to privatization that might include
issuing general shares to the public. There is no domestic stock
exchange: most businesses other than very small-scale operations
are owned by the Government. The small businesses obtain their
funds from internal sources and from the extended family.

MICROFINANCE
There is a growing need for microfinance services in Kiribati.
While household production can continue to sustain a basic
livelihood, there are population pressures on land and limited
opportunities to earn cash incomes from formal employment.
These limitations are especially severe in the outer islands: the
1996 household income and expenditure (Statistics Office 1996)
revealed that incomes in South Tarawa were AUD$268 per
fortnight; in Butariki and Onotoa, they were AUD$93 and
AUD$10 per fortnight, respectively.
Given the limits to public service expansion and the small
private sector, which accounted for only 9 percent of total paid
employment in 1995, i-Kiribati have looked for work overseas or
engaged in self-employment activities. With Nauru phosphate
mining operations coming to a close and with increasing
competition in the international market for seamen, greater
emphasis must be placed on employment in the informal sector.
It was estimated in the 1990 Census that 3,227 people were
engaged in informal sector cash-earning activities. The reported
activities include street vendors or hawkers, copra cutters,
commercial fishermen, bakers, pastry cooks, sour toddy sellers,
other food sellers, and local cigarette sellers (Table 3.5). In 1990,
21,400 people were engaged in informal employment activities
if village workers and intermittent sellers are included, while
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11,200 were working in the formal employment sector (UNDP
1997). These figures show that there are a substantial number of
people engaged in informal sector activities. Men and women
were both involved but the ratio was 3 to 1 in favor of men. It is
likely that there are more women now participating in informal
sector activities, as manifested by the growing number of women
sellers at the Bairiki flea market, and the increasing participation
of women handicraft sellers at the two handicraft outlets run by
the Catholic and Protestant churches. Microfinance can play an
important role in supporting further informal sector growth.
Table 3.5
Informal Cash Workers
Activity
1. Street vendors (hawkers)
2. Tree workers (copra cutters)
3. Commercial fishermen
4. Bakers, pastry cooks
5. Sour toddy sellers
6. Other food sellers
7. Local cigarette sellers
Total

Male
4
1,401
898
22
120
14
20
2,479

Female

Total

17
235
44
210
9
28
205
748

21
1,636
942
232
129
42
225
3,227

Source: Adapted from Ministry of Environment and Social Development
1997.

To reduce overcrowding in South Tarawa, the Government
plans to implement a resettlement scheme on selected islands,
to create income- and employment-generating activities in the
outer islands, and to ensure an equitable distribution of service
delivery to the outer islands. Microfinance could assist in
effective implementation of these strategies. However, it should
be coupled with other support services such as business training,
marketing, and extension services.
BOK and DBK operate a network of branches and agents to
serve people in rural areas (Table 3.6). Despite their wide
outreach, BOK services are available mainly to people who have
regular sources of income, and both BOKS and DBKs services
to those who have sufficient assets to satisfy the security and
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equity requirements. DBKs minimum loan of AUD$1,000 is
beyond the needs and absorptive capacity of microentrepreneurs,
especially of first-time borrowers. Though DBK can lend below
the stipulated minimum, this flexibility is rarely exercised: of
the total 461 loans extended in 1995 and 1996, it is estimated
that only 27, or 6 percent, of the loans released were below
AUD$1,000 (Ministry of Environment and Social Development
1997). The financial services offered by the banks are likewise
limited. DBK offers only credit services, while BOK offers both
credit and savings; but BOK agents (the island councils) can
only handle savings and withdrawal transactions; they cannot
extend loans, though they may accept loan applications.
Despite the efforts of DBK and BOK to make their services
available to all i-Kiribati, it is likely that the majority of the people
who are not working and who have limited assets will have
difficulty in accessing banking services from the two formal
financial institutions. This underscores the need for a
microfinance scheme that will accommodate the special financial
needs of those who usually fall outside the ambit of formal
financial services.
The current providers of microfinance services can be
categorized as informal and semiformal. In the informal category
is borrowing from friends and relatives and from small-scale
Table 3.6
Banking Sector Outreach
Bank Name

Location of Head Office

Branches

Agents

1. Bank of
Kiribati (BOK)

Bairiki
(full range of services)

Three: Betio,
Bikenibeu &
Christmas Island
(full range of
services)

23 Island Councils
(Savings services
only and
acceptance of loan
applications)

2. Development
Bank of
Kiribati (DBK)

Bairiki
Christmas Island
(Credit only for
(credit only)
development/economic
projects)

Source: Interview with officers, BOK and DBK.

All islands except
four
(credit only but
approval done at
the head office)
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savings and loan schemes. Most often people borrow from
relatives or friends for the purpose of meeting personal, family,
traditional, and religious obligations. The recipient may pay back
in cash or kind.
Savings and lending by a group of fellow employees exists
but is not widespread. A group of people from the same office
might agree to save a small amount of money every payday, and
from this pool of funds lend out to the members of the group or
to colleagues at a fixed rate of interest. Loans are small, shortterm, and released quickly. Funds are deposited in the bank for
equal distribution to the members at the end of the year, including
any interest earned. Formalizing the savings and loan activities
of workers groups and unions means registering them as credit
unions, though care is needed to avoid stifling informal
initiatives. The Kiribati Credit Union League (KCUL) is pursuing
this process.
There are two semiformal institutions providing
microfinance services in both urban and rural areas. These are
village banks and credit unions. They are regarded as semiformal
because they are governed by specific legislation (the Credit
Union Act and the Village Bank Act) that requires them to register
as financial institutions.

Village Banks
The Government launched the Village Bank Program in
June 1995 in support of its development policy, and in response
to the popular clamor for microcredit. A total of AUD$460,000
from the Kiribati National Development Fund was allotted for
distribution as seed funds to establish village banks. The Rural
Planning Unit (RPU) of the Ministry of Home Affairs and Rural
Development was designated as overseer of the nationwide
implementation of the program. More than 180 village banks
were established throughout the outer islands and in the urban
and periurban areas of North and South Tarawa.
The Village Bank Program promotes community
empowerment, as each bank is owned and managed by the
village people themselves, through a committee supported by
an Island Project Officer seconded at the Island Council (with
minimal supervision by the RPU). The village bank uses a

KIRIBATI

85
participatory approach: all decisions concerning the affairs of
the bank are reached through consensus.
Pursuant to the Village Bank Act, a village bank is
authorized to extend loans only to members who are registered
as electors in the ward in which a Bank is registered. The act
specifically prohibits the provision of credit for the following
purposes:
(i) to pay for or contribute to the costs of any funeral;
(ii) to enable the applicant for the loan or any other person
to repay a debt or give a gift or donation;
(iii) to pay for or contribute to the costs of feast, fete or
celebration; [or]
(iv) to enable any person to acquire goods for use otherwise
than in the course of his business.
Lending operations are governed by the Rules and
Guidelines for Village Banks. Over time, modifications have been
made to suit the needs of members (Table 3.7). In most rural
areas, village banks are the only source of institutional credit.
The village bank scheme has considerable outreach: 23 out
of the 24 inhabited islands are covered, as are all the wards in
each island, for a total of 182 throughout the country. All members
have equal access to loans, depending on the availability of
funds. In villages with many households (notably in South
Tarawa), funds may not be sufficient to accommodate the
financial demands of all households, so that applicants may have
to wait for their turn. Providing funds is obviously more of a
problem for decapitalized village banks and those with a higher
default rate on loans.
The evaluation of the Village Bank Program undertaken in
1997 found that the majority of banks had revolved their seed
fund several times over, some more than 12 times within a 20month period; indeed, some households have borrowed several
times. The collateral requirements are easy to comply with,
although there have been complaints that women have less
access than men.
The Village Bank Program has relied heavily on Government
financial support: 95 percent of the village banks have registered
an increase in the grants provided to them by the Government
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Table 3.7
Village Bank Current Lending Guidelines
Terms and Conditions
1. Purpose of loan

2. Loan ceiling
3. Repayment period
4. Interest rate
5. Mode of Payment
6. Service Fee
7. Security requirements

Particulars
For starting or expansion of microenterprises or
income-generating projects, or for social
development purposes, such as paying school
fees, purchase of bikes, and other household
assets
Not to exceed Au$200, but some village banks
increased ceiling to Au$500
Depending on the amount of loan, ranges from 1
to 8 months
Not to exceed 10% per loan term
Monthly
Between Au$0.50 to Au$5
In most cases, security/collateral required (e.g.
babai pits, house, bike, and other personal assets)

Source: Interview with bank officers, BOK and DBK.

(Table 3.8). The cost of operations is very low, mainly involving
sitting allowances and stationery. Some banks undertake fundraising activities to help meet costs of operation. The betterperforming village banks demonstrate the importance of prudent
management, sound accounting, proper record keeping, and
monitoring of performance, as well as the support of the villagers.
A study of highly successful village banks would be useful as a
means of identifying best practice. The Village Bank Program
progress report of November 1999 (UNDP 1999) concluded that
29 percent of village banks had achieved excellent performance,
38 percent good performance, 22 percent average performance,
and 12 percent poor performance.
RPUs technical capacity to administer the Village Bank
Program is limited. The staff have little experience or
understanding of the principles and best practices of
microfinance and microenterprise development. Staff who are
involved in the Program are also tasked with other functions.
Though progress reports are submitted by the island project
officers on a monthly basis, the management information system
needs improving. The fundamental question remains whether
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Table 3.8
Village Banks Receipts of Seed Funds
Percentage (%) of Increase or Decrease
of Seed Fund since 1995
Decrease: 1 and below
Increase: 125
2650
5175
76100
101150
151200
201300
Total

No. of Village Banks
9
52
48
27
18
14
9
4
182

Source: UNDP 1999.

the RPU is the right agency to handle the Village Bank Program,
or whether it should be administered by an NGO or by KDB.
Those borrowers engaged in business or livelihood projects
generally lack business skills and therefore need access to
appropriate support services. In the outer islands, the copy cat
syndrome prevails, resulting in competition and saturation of
the market. There is a need to introduce innovative business
ideas, as well as a need to link clients to the market in Tarawa.
Funds for technical assistance, especially to conduct training as
well as monitoring, are lacking, and the RPU is seeking donor
support. RPU has not yet explored any linkages with other
support service providers, especially in the area of business
training. It would be advisable for RPU to tie up with NGOs and
Government agencies like the Small Business Development
Centre in extending business training and advice to village bank
members. Island project officers could be targeted so that they
can more effectively advise village bank members in managing
their enterprises or in identifying viable microenterprises. RPU
should also seek financial advice from the DBK and BOK as
well as technical assistance from the UNDP Pacific Sustainable
Microfinance and Livelihoods through Empowerment (SMILE)
Program.
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Credit Unions
The credit union movement was first introduced into Kiribati
in 1986. Credit unions are governed under the 1990 Credit Union
Act. They can be formed by any group of 15 or more people who
are residents of Kiribati and have a common bond; they must be
registered with the Registrar of Credit Unions. The main
objectives of credit unions are to promote thrift among members
by encouraging savings, either as payment on shares or as
deposits, and to provide credit to members for either provident
or productive purposes. Each credit union prepares its own
bylaws to govern operations. A board of directors is responsible
for the general management of the credit union. There are three
committees formed in each credit union: the credit committee,
the supervisory committee, and the educational committee.
Officers provide their services on a voluntary basis; for this reason
credit unions have low operating costs.
The Kiribati Credit Union League (KCUL), established in
1995 and housed at the Ministry of Labour and Cooperatives, is
the apex organization for credit unions in Kiribati. With the
exception of the salary of the general manager, the League is
funded by the United Nations Development Programme (UNDP).
This funding is now running low, and a proposal has been
submitted to the Government for additional funding. Technical
assistance, mostly in the form of training, is provided to the KCUL
and to individual credit unions by the Credit Union Foundation
of Australia and the Hans Seidel Foundation. Concern has been
raised that credit unions are duplicating the services of the village
banks, especially those that also operate in the outer islands.
The lending guidelines vary for each credit union according
to members agreements. All loans carry a reasonable rate of
interest. Collateral and other securities are not required, and
the amount of the loan cannot exceed the amount held by the
member as shares. Loans are of two types: short-term (six months
or less), and long-term (six months or more). Service fees are
charged on loans. Policies are set in consultation with the
members, and as a result the compliance rate is high.
As of December 1999, there were 82 registered credit unions,
of which 49 were active and 33 were inactive; and 48 unregistered
credit unions, of which 12 were active and 36 were inactive.
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These credit unions cover 19 out of the 23 inhabited islands.
Urban-based credit unions (mainly in South Tarawa) are mostly
employee-based, covering both civil servants and private
employees. Rural-based credit unions are either communitybased or family-based, and consist of both working and
nonworking people. Those working include teachers, employees
at the Island Council, and other civil servants. Credit unions are
dominated by men. Total membership is 3,373; 2,186 are
members of registered credit unions (1,515 men, 671 women)
and 1,187 of unregistered credit unions (724 men, 463 women).
Employee-based credit unions have more assets, and most
operate profitably. Costs of operation are minimal since staff are
not paid. Most unions have high levels of long-term loans, but
within the limits of the members shares. The number of
delinquent loans is very low, since loan repayment is done
through payroll deduction.
Community-based unions are at an early stage of
development. Most of them registered only in 1998 and 1999
and are not actively lending to members. Their service is more
concentrated on savings, and no profits have yet been registered.

LAND OWNERSHIP STRUCTURE
There is considerable lack of clarity over land titles in
Kiribati. Work is progressing, but the courts are overcrowded
and the validity of many titles is uncertain. Because of the scarcity
of land, there are strict controls over transfers. Land cannot be
alienated, but it can be bought and sold between Kiribati
nationals. Even so, such transactions are subject to the approval
of the Land Court, which is a slow process.
Most land is held by indigenous people in accordance with
traditional customs of land tenure. It used to be termed native
land, but is now more commonly called customary land. In
addition to customary land, a small proportion of land is freehold
land owned by individual persons or bodies, and a small
proportion is owned by the State.
When the Gilbert and Ellice Islands were declared a
protectorate of Britain in 1892, the British Crown acquired no
proprietary rights to land by virtue of its sovereignty, since the
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islands were only a protectorate. In 1915, the islands were ceded
to Britain as a colony, but subject to existing proprietary rights
of the indigenous islanders. From that time onwards, the British
Crown acquired ownership of any land in the islands that was
not subject to native title. Accordingly, if proprietary rights of
islanders become extinct, as happened in Butaritari, the rights
of ownership vest in the Crown.
In addition, the Crown Acquisition of Lands Act, enacted in
1956, authorized the colonial administration to acquire, either
voluntarily or compulsorily, and either absolutely or for a term
of years, any land required for public purposes, subject, however,
to the payment of consideration or compensation. Legislation
was also enacted in 1959 to enable the colonial Government to
purchase or compulsorily acquire agricultural land that had been
neglected or not used efficiently. Such land could be made
available for settlement by Gilbert Islanders who did not have
sufficient land, or sold or given to a local Government council.
This power has been rarely used.
At the time of independence, all property owned by the
British Crown was transferred to the Republic of Kiribati, and
the Crown Acquisition of Lands Act was renamed the State
Acquisition of Lands Act.
As a matter of practice, the Government usually leases land,
rather than purchasing it. But even with regard to leases, serious
differences of opinion have developed between the landowners
and the Government as to the appropriate amount of
consideration or compensation it should pay for land it acquires.
The High Court is authorized to adjudicate disputes about
compensation.

Freehold Land
During protectorate times, Gilbert Islanders sometimes sold
land to Europeans, to be used for churches, missionary stations,
and stores. These titles were recognized by the British
Government when the Gilbert Islands became a British colony,
but no further sales of land by Gilbert Islanders were permitted.
This was intended to protect the indigenous population from
loss of its basic physical asset. In 1976, the colonial administration
enacted the Non-Native Land (Restriction on Alienation) Act,
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which enabled the colonial Government, and later, the Kiribati
Government, to preempt any freehold land that an owner wished
to sell, give away, or lease. As a result, the amounts of freehold
land held by individuals in Kiribati today are very small.
Freehold lands can in principle be leased and mortgaged.
There is no locally enacted legislation that regulates leases and
mortgages of freehold land, but presumably the provisions of
the previous English legislation, Property Law Act 1925, (UK)
apply in Kiribati, subject to modification for local conditions, by
virtue of Laws of Kiribati Act 1989, which recognized English
statutes of general application.
Under the Property Law Act 1925 (UK), mortgages of land
can be taken out, either by way of a lease of the land to the
mortgagee, or by a deed of charge over the land. A deed of charge
is simpler, but since the land remains in the ownership and
possession of the mortgagor, it is also the more dangerous for
the mortgagee, unless there is some efficient and accurate
method of publicly recording the deed of charge. If the mortgagor
is in default, Property Law Act 1925 (UK) provides that the
mortgagee may enter into possession and sequestrate the rentals,
or may sell the freehold. But this is subject in Kiribati the
Governments right of first refusal under the Non-Native Land
(Restriction on Alienation) Act.

Customary Land
Many of the traditional land tenure customs in Kiribati have
been recorded in a written document, the Gilbert and Phoenix
Land Code, which is annexed as a schedule to the Native Lands
Act. Most customary land is held in joint ownership by a family
grouping or clan, called kaainga, although in some areas it
appears that custom also allows for ownership of land by an
individual, especially where land was given as a gift to a
particular individual.
Attempts were made in protectorate times to register
ownership of customary land, but they were very unsuccessful.
The first attempt to register ownership of customary land was
begun by the Native Land Commission appointed under the
terms of the Native Lands Commission Ordinance, 1922. The
commission worked until registration of the land in all the islands
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was completed in 1956. After 1956, under a new Natives Lands
Ordinance, this work was taken over, first, by Lands Courts
established by the local government council of each island, and
then, in 1977, by specially constituted Magistrates Courts
(Lands). These courts were authorized to register any title of
customary land in any island that had been overlooked by the
Native Lands Commission at the time of its registration visit to
that island; subsequent transfers of title approved by the Courts;
and titles to garden pits, ponds, fish traps, and sea walls
constructed subsequent to the registration visit of the Native
Lands Commission. The Magistrates Courts could also register
native wills, native leases, and native adoptions approved by
the Courts. The original registrations by the Native Lands
Commission, and those registered subsequently, have been open
to considerable dispute; legislation has had to be enacted to
declare that, except in Tarawa and Tabiteuea, land registrations
are indefeasible and cannot be challenged.
In colonial times, customary land was declared inalienable
by sale, lease, or otherwise except to another Gilbert Islander or
to the Crown; but later the number of permitted acquirers was
expanded to include a local government council, a registered
cooperative society, the Housing Corporation, and the National
Loans Board.
Leases of customary land are required by legislation to be
of two kinds: native leases, which are leases to indigenous iKiribati, of an area not exceeding five acres and for a duration
not exceeding 21 years (to be approved by a Magistrates Court
[Lands]); and nonnative leases, which are all other leases (to be
approved by the Minister of Lands). Custom usually permits the
occupation of land without a formal lease, if the consent of the
landowner is obtained, and in practice, it seems that many
customary lands are occupied on that basis.
No provision in the Native Lands Ordinance expressly
authorizes the mortgage of customary lands. However, the Native
Lands Ordinance provides that title to land acquired by the
National Loans Board as security shall not become absolute until
the right to redeem the property has been lost. This section seems
to contemplate that customary land may be given as security for
money loaned by the National Loans Board. It does not indicate,
however, how that security is to be given. The Property Law Act

KIRIBATI

93
1925 (UK) provides that mortgages of freehold land may be
created either by leases until repayment of the loan, or by a deed
of charge; and that mortgages of leaseholds may be created by a
sublease until repayment of the loan, or a deed of charge. It
would seem, therefore, that customary lands, and leases of
customary lands, may be mortgaged to the National Loans Board,
under the terms of the English legislation.
There is no legislation providing for mortgages or charges
to be placed on crops, trees, or livestock. However, because of
the climate and poor soil, virtually the only crops of value are
coconuts and taro, and the only livestock pigs and poultry.

Disputes
Most disputes arise in relation to customary lands, and
concern claims of ownership fragmentation, informal
occupations; and absentee owners.
The work of the Native Lands Commission was open to
challenges on various grounds. First, the names of owners and
the names and/or descriptions of the lands were recorded in the
register, but the lands were not surveyed or mapped, and often
the boundaries were not precisely defined. Second, the names
of all the owners were often not recorded, but only some of them.
Third, the names and descriptions were entered as at the time of
the visit of the Commission, not as they changed.
After 1956, when the Native Lands Commission was
replaced by the Lands Courts established by the local government
councils, further discrepancies crept in, because the records were
kept by the clerks of the courts, some of whom were not very
accurate or efficient. As noted above, to put a stop to the many
disputes that continued to arise, the Native Lands Ordinance
1956 was enacted to provide that, except in Tarawa and Tabiteuea,
the record of the Commission and of the Land Courts was to be
indefeasible, or unchallengeable. In these areas, although the
registration cannot directly be challenged, disputes can still arise
when that registration record is translated onto the ground, and
the boundaries between the pieces of land described in the
register have to be determined. Even when boundary marks have
been placed, they may deteriorate through natural causes, or be
moved by human forces.
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Because the atolls of Kiribati are small, and because most
land is held jointly by kinship groups that have over the years
expanded in size, the amount of land available to members of
kinship groups has usually steadily diminished, often becoming
economically nonviable. This has been the source of tension
and disputes.
Although the Native Lands Ordinance prescribes that
leases of native land can only be of two kinds, native leases
and nonnative leases , in fact indigenous landowners allow
others to occupy portions of their land, especially for house
sites, without any lease, but solely as a result of oral agreement.
Over time, friction often develops between the landowners and
the occupiers, and it becomes difficult to determine their
respective rights.
It is not uncommon for some owners of customary lands to
leave and live elsewhere, either within Kiribati or overseas.
Usually the land is left in the hands of a caretaker, but there is
an obvious potential for disputes to arise between the caretaker
and the remaining owners or neighbors of the land, or between
the absentee landowner or the caretaker and the remaining
owners. Such disputes appear to occur frequently. Although
the Neglected Lands Act gives the Government power to
purchase or compulsorily acquire lands that are not fully
utilized, in practice governments are unwilling to use the
powers under this Act.
The bodies having power to adjudicate disputes about titles
and boundaries of native lands in Kiribati have undergone many
changes. During the years of the Native Land Commission,
19221956, appeals against its decisions were heard originally
by the Resident Commissioneruntil 1940, when the post of
Chief Land Commissioner was established to deal with appeals.
In 1956, Land Courts were set up in each island to take over
the work of the Commission, and appeals were taken first to
the Resident Commissioner, and then later to the Lands Courts
Appeal Panel, with final appeal to the High Court on matters
of law. In 1977, the Lands Courts were replaced by Magistrates
Courts (Lands) composed of five magistrates. Decisions may
be made by a majority of the members of these Courts. Appeals
against Magistrates Courts (Lands) are to be determined by a
specially constituted High Court, presided over by the Chief
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Justice or a judge together with at least four magistrates drawn
from the panel of lands magistrates. The decision of a majority
of the High Court so constituted shall be final, and there is no
further provision for appeal.

KEY CONSTRAINTS ON FINANCIAL SECTOR DEVELOPMENT
The major factor constraining the development of the
banking and financial sector in Kiribati is the lack of viable
investment opportunities in the private sector to finance at a
reasonable risk. The reasons for this are many and varied.

Geographic Fragmentation
The remoteness of Kiribati and its geographic fragmentation
are severe constraints on the development of export industries.
The country faces high transport costs, both internally and
externally. For example, long-line fishing for sashimi tuna is
constrained by the transportation problem and the lack of onshore
handling facilities (which would need to be developed to
international standards). Another example is the salt project on
Christmas Island, where high freight costs prevented the
development of an export industry. Lack of good transportation
systems and the lack of infrastructure (power, water,
telecommunications) make it very difficult to develop a tourist
industry. The very limited natural resource base and infertile
soil constrain agricultural development. Kiribati does, however,
possess abundant and extensive ocean resources, principally fish,
seaweed, and manganese.
Geographic fragmentation and dispersal also makes costefficient service delivery difficult. In particular, the delivery of
microfinance services suffers diseconomies of scale in outer
islands.

Dominance of Public Enterprises
Private sector development is constrained by more than 20
large public enterprises, with which the private sector cannot
compete. The public enterprises receive subsidies from the
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Government and loans from BOK (backstopped and underwritten
by the Government). Most of them do not have proper and upto-date accounts, despite being obliged to file accounts every
year. Only two public enterprises (which are externally managed)
make profits: BOK and Telecom. Nonetheless, the Government
remains involved in a wide range of activities: retailing,
wholesaling, running hotels, running transportation systems
(ships, buses, aircraft), external trade, fishing and seaweed
production, food manufacture, fuel supply, housing and
telecommunications. Many of these businesses could be run in
the private sector; and in all cases the key issue is the poor
standard of management and inefficiency of operations.
Although the Government of Kiribati has stated its
commitment to public enterprise reform, the pace of change has
been very slow and cautious. Commitment to privatization of
public enterprises is a big issue politically, and at present,
political ownership of privatization is lacking, partly because of
a perception that it means wholesale job losses. In addition, the
task of privatizing is difficult because of the large debt burdens
of some public enterprises, their unattractive balance sheets, and
the lack of expertise resulting from a lack of business acumen
and experience. There is also the consideration that if public
enterprises were privatized, BOK would be unwilling to lend to
them because of the loss of the Government guarantee.
Red tape discourages foreign investment: there are only
discretionary guidelines, nothing is written down, and
procedures are very bureaucratic. High taxes35 percent for
business and withholding taxes on dividends (averaging 20
percent, top rate 35 percent)also discourage foreign
investors. On top of that, foreigners cannot own land and have
to negotiate leases.
Many Government regulations lack transparency. There is
a need for investment licenses from the Government; procedures
for acquiring licenses are heavily bureaucratic; fees for business
licenses are quite high; and business owners are required to
buy two licenses, one from Tarawa Urban Council and one from
Betio council. Businesses must also comply with tax and safety
regulations and make contributions to KPF. Generally, the
Government is more obstructive than helpful to people wanting
to set up businesses. There are no good advisory services, and
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the Government does not provide research services, which are
badly needed, particularly in agriculture.
Public enterprise prices are generally maintained below
what the enterprise would need to maintain the service, so
maintenance suffers. There is an increasing list of price controls,
many of them food items such as rice, which affect both retailer
and wholesaler. This limits the growth of the private sector.
The overall public sector (including the civil service) is large,
and downsizing would release scarce human resources to the
private sector and help foster its expansion. Further, in almost
every business in Kiribati, whether private or public, the same
people sit on the board, and almost every business has
Government involvement. It would be a huge task to have a
purely private enterprise in Kiribati of any size, because of the
lack of expertise outside the Government.

Cultural Concerns
The communal culture of Kiribati makes business
development difficult for two reasons: first, the stock of private
or family equity can be depleted by the need to meet family
and cultural commitments. Second, the customs of sharing
make it very difficult to accumulate assets. A further constraint
is that there is a perception among many i-Kiribati people,
especially outside Tarawa, that entrepreneurs are moneyhungry people and that business is not a desirable career.
People in the outer islands are especially careful not to be seen
to know more than other people do, which acts as a disincentive
to training and to success in business. At the same time,
knowledge is also seen as a source of power, which should be
jealously guarded. As a result, it is hard for prospective business
people to get advice and assistance from other business people,
or Government or bank staff. It therefore makes it very difficult
to introduce schemes such as mentoring (IFC 1998). Finally,
also, the profit motive and the egalitarian attitude of the people
do not sit comfortably together. Small businesses do not have
Government involvement, but can come up against cultural
laxity about familys and friends taking produce from family
businesses without payment. For this reason, small businesses
often end up incurring losses.
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The situation may have improved over the years, since it is
now observed that more people are doing business, especially
in Tarawa. What is needed is a vigorous awareness and education
campaign to teach people how to reconcile culture with business,
so that instead of being a deterrent it can help stimulate the
development of business. Several studies show that kinship and
wantok (friends and family networks) actually assisted some
entrepreneurs to establish themselves in the earliest phase of
economic change.
The constraints faced by women pursuing credit and
business opportunities include limited access to credit due to
inability to provide collateral or any form of security. BOK and
DBK require security in the form of a physical asset or a
guarantor, and women have difficulty complying with this
requirement because they possess no physical assets or have to
have a working husband or a working relative to guarantee the
loan. Also, some women are not aware that they can borrow
money from the bank. Others would not dare borrow for fear of
not being able to repay the loan. The perceived role of women
as subservient household workers not engaged in any business
activity is an impediment that is slowly changing. There are an
increasing number of business women, especially in Tarawa.
There is no special credit scheme for womenunlike in Fiji,
Vanuatu, and Solomon Islands, where microfinance schemes
exclusively target womenand women face discrimination from
male-dominated social institutions.12

Lack of Business Skills
The low level of education, combined with the ability of
many professionals to earn higher salaries overseas, has left
Kiribati with a chronic shortage of people with technical

12

As cited in IFC 1998, The Tarawa Island Council, for example, which is
composed of men, charges some women twice for sites in Bairiki market. They
first charge the National Council, now known as the Aia Meaa Ainene Kiribati
(Kiribati Womens Federation, or AMAK), $108 per year per market site for
women; and they then charge each woman who uses the site an additional $1
per day (a very high annual fee).
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qualifications and business skills. The development of an
entrepreneurial class is at an embryonic stage and includes a
variety of small-scale ventures, such as bakeries, toddy brewing,
piggeries, biscuit making, garment production, furniture making,
and commercial fisheries. Retired civil servants are moving into
the private sector, but the shortage of people experienced in
business is severe. The main activities of the private sector are
limited to retailing and a few service industries. These are the
main areas DBK lends to, and its portfolio reflects that. DBK
also has sectoral allocations for its loans, and it is often difficult
to get a loan for start-up businesses outside that allocation system.

Land Tenure Uncertainties
There is widespread and continuing uncertainty about the
boundaries of customary land, and about who is entitled to what
rights in customary land. These are serious disincentives to
investment in customary land. In addition, because land cannot
be alienated, it is very difficult for foreign investors to get access
to land other than that owned by the Government. There is no
accurate system for surveying and recording the boundaries of
lands; in small islands with expanding populations and very
limited natural resources, this is a constant source of friction
and dispute.
No locally enacted legislation expressly provides for the
granting of mortgages of freehold land or of customary land or
leases of customary land, although English legislation still in
force in Kiribati may permit it. There is also no locally enacted
legislation that expressly provides for the granting of mortgages
or charges over crops, trees, or livestock.
Disputes about ownership and boundaries of native lands
are numerous and do not seem to be diminishing. At present, all
these disputes can be appealed from the Magistrates Courts
(Lands) to the High Court, which is likely to be very expensive
for the litigants, and also to cause delays in the resolution of
both land disputes and also normal civil and criminal
proceedings before the High Court.
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RECOMMENDATIONS
Create an environment conducive to private sector development.
There is a need to create an environment in which the
private sector can develop, generate economic and employment
growth, and thereby stimulate financial sector development.

Reform and rightsize the civil service.
A first step in this scenario would be to formulate and
implement a civil service reform aimed at reducing the size of
public administration while improving its service delivery. In
order to allow the Government to concentrate on core functions,
churches and NGOs should be encouraged to carry on and
further develop their service provision roles in the social and
other sectors. It would be more cost effective for the Government
to provide additional support to these organizations than to
duplicate their efforts.

Privatize some public enterprises.
A second step would be to privatize the commercial activities
of those public enterprises that could be efficiently managed by
the private sector. This should involve a public education
campaign and mitigation of the social consequences of
privatization. The remaining public enterprises and corporations
should either be operated on commercial principles, by setting
prices to cover costs and by providing them with greater
autonomy and efficient management, or be closed down. If this
is not possible, then the cost of Government policies should be
recognized explicitly, and a subsidy should be provided for the
enterprises to operate, maintain, and replace their assets in an
efficient manner.
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Build up an efficient, responsive, and competitive financial
system.
As in most PDMCs, Kiribatis economic development has
been hampered by the lack of an efficient, competitive, and
responsive financial system. Reforms are needed to make the
banking sector more competitive. As a first step toward creating
another commercial bank, Kiribati should pass a Financial
Institutions Act to license financial institutions and define entry
requirements in terms of minimum capital requirements and
level of experience. A Financial Institutions Act should also spell
out conditions under which licenses will be revoked.
In addition, a Financial Institutions Act should set up an
independent supervisory authority to license and supervise
commercial banks, NBFIs, and other financial institutions such
as credit unions or foreign exchange bureaus. These institutions
should be able to provide services to compete with BOK. DBK
should also be strengthened and adequately capitalized. When
the supervisory authority is established, it should put into place
systems that will make BOK more transparent and accountable.
In addition, the supervisor should make some provision for
monitoring the fees and charges of BOK to ensure that these
charges bear a reasonable relationship to BOKs costs. Finally,
the authority should join the Pacific Islands Prudential Regulation
and Supervision Initiative and commit itself to creating more
formal and extensive arrangements for closer cooperation and
coordination among PDMCs, and to strengthening the domestic
regulatory environment in line with international best practices.
Kiribati needs to adopt clear international accounting and
auditing standards, in line with internationally accepted
standards of accounting for all financial institutions and for the
private and public sectors. A modern bankruptcy law and
collection procedures are also needed. Collateral should be
clearly defined by commercial law, and effective enforcement
procedures should be put into place. Accessible and up-to-date
registration and information systems on property, credit, and
security should also be put in place and the judicial system
strengthened.
A simple and clear Companies Act, and efficient
mechanisms for company registration and for monitoring
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compliance by companies, are needed as the basis for corporate
capital market development.
Consider participation in a regional stock exchange, when
and if it is developed.
If a regional stock exchange facility were developed, a
number of issues would arise in relation to its use by investors
in Kiribati. Since these are covered in the recommendations
section of the previous chapter (The Fiji Islands), they are not
repeated here. The same observation applies to the concept of a
new regional venture capital fund. The similar issues involved
in Kiribatis participation in such a facility are discussed in the
first part of this study, Volume One: The Regional Report.

Improve the performance of DBK and KPF.
It is recommended that DBK be supported in its efforts to
improve performance. In particular, pricing according to risk is
a practice that will need to be progressively introduced. It is
recommended that KPF develop model investment criteria and
members rules on a regional basis.

Promote good savings habits.
The Government, in collaboration with NGOs and
traditional leaders, should undertake a vigorous awareness and
education campaign on the need to build good savings habits,
instill credit discipline, and reconcile culture with business. This
is a precondition for microfinance to flourish and is worthy of
donor support.

Build capacity in microfinance systems.
The institutional capacity of existing microfinance
institutions/providers should be built through the following
measures:
(i)

Provision of technical assistance to KCUL, RPU, and DBK,
with a view to formulating appropriate policies and
procedures; setting up management information systems;
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(ii)
(iii)
(iv)
(v)
(vi)

improving financial management; developing products;
and improving human resource management.
Provision of computer programs on management
information and accounting and reporting systems for
village banks and credit unions.
Linking of the three existing providers to other
microfinance providers in the Pacific and overseas for
exchange of information and best practices.
Provision of financial assistance to RPU and KCUL for
monitoring, training, and hiring at least two full-time staff
members for KCUL.
Establishment of a Village Bank Unit at RPU, with at least
one full-time staff member dedicated to handling village
banks.
Training of island project officers and KCUL officers in
business and microfinance methods and organization, so
that they can train and provide advice to village bank/
credit union committees, as well as provide advice directly
to members.

A legal framework to enable NGOs to engage in
microfinance should be established. This could be done through
an Order authorizing NGOs to accept deposits and extend credit,
and to use the profit to build capital and cover costs of operation.
Existing laws that may restrict or impede microenterprise
development should be reviewed. The Small Business
Development Centre could take the lead, with the results
presented to various stakeholders to prepare an Action Plan to
change/amend legislation or regulations.
The following innovative schemes should be considered.
First, DBK should reduce its minimum loan size to AUD$500
and simplify lending requirements, using NGOs to organize
clients and do the collection, and also undertaking wholesale
lending to NGOs. Second, a credit scheme exclusively targeting
urban women in Tarawa should be set up under the
administration of DBK in partnership with NGOs. Third, bankers,
private individuals, and Government officials with good banking
and financial background should be encouraged to provide
technical advice to present microfinance providers, through the
creation of a Microfinance Task Force.
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Resolve disputes over land tenure, and simplify leasing
and mortgaging.
Discussions should be held within the Government on the
desirability of enacting legislation that both provides for, and
regulates, the mortgaging of freehold and customary land, the
mortgaging of leaseholds of freehold and customary land, and
the mortgaging of crops, trees, and livestock. These discussions
should be held in conjunction with others designed to provide a
more rapid and enduring system of resolving disputes as to titles
and boundaries of customary land. An assessment should be
made as to whether further work should be done
(i)

to improve the accuracy of the records of the Magistrates
Courts (Lands) and the High Court;
(ii) to improve the accuracy of boundaries of customary land;
(iii) to establish a Land Court that does not require the
attendance of the Chief Justice;
(iv) to regulate the present licensing of land without leases;
and
(v) to enable people to place charges or loans.

PAPUA NEW GUINEA
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Papua New Guinea

"

BACKGROUND
Papua New Guinea (PNG) is the largest of the PDMCs, with
a rugged landmass of 453,000 square kilometers and a sea area
of 3.1 million square kilometers. It is well endowed with minerals
(oil, gas, gold, copper, nickel), forests, and marine resources.
The population in 2000 was 5.1 million people, approximately
85 percent of whom live in rural communities. There is
considerable cultural and linguistic diversity: more than 700
languages are spoken.
Economic growth has not translated into broad-based social
development. PNG ranks last amongst PDMCs on the Human
Development Index scale. GDP per capita was about US$750 in
2000; its distribution is extremely skewed. Life expectancy at
birth is 54 years, the infant mortality rate is 77 per 1,000, and
the adult literacy rate is just 52 percent. There is also marked
gender inequality: PNG is probably the only country in the world
where women have a lower life expectancy than men. Thirtyone percent of the population lived below the US$1 a day poverty
line in 1996.
While significant pockets of pure subsistence agriculture
continue to exist, the livelihood of the majority of the rural
population is supported by semisubsistence agriculture, which
comprises traditional subsistence gardens that provide the basic
needs for the family and small-scale commercial agriculture that
provides the family with cash income. The most important cash
crops are coffee, palm oil, cocoa, betel nut, and vegetables. There
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is a high correlation between poverty and the areas that are
highly dependent on agriculture.
PNG achieved independence in 1975. It has a democratic
system of Government based on the Westminster system. The
Head of State is the British sovereign as represented by PNGs
Governor-General. The Head of Government is the Prime
Minister who is elected by the 109 members of the National
Parliament. National elections are held every five years. In
addition to the national Government structure, there are 20
provincial governments, 87 districts, and 284 local-level
governments. Following the passage of the Organic Law in 1995,
provincial assemblies no longer consist of separately elected
members, but comprise elected national members of parliament,
heads of local-level governments (also elected), and certain
appointed members.
It is estimated that around 97 percent of the land in PNG is
under customary ownership, while the remaining 3 percent was
alienated by the colonial administration, largely for the purpose
of plantation agriculture and urban development. Since
independence, land has been mobilized for development through
a leasehold system. For example, the palm oil industry is
following a lease/lease-back approach where traditional land is
leased to the Government (for 99 years) and then subleased to
the palm oil interest for a shorter period, such as 20 years. Under
this scheme traditional landowners receive a flat-rate payment
for the land, royalties from palm oil production, and employment
options. Over the years, governments of PNG have
acknowledged the need to improve the system of land
mobilization. However, doing it has been difficult, and in 1995
the Government was forced to suspend a land mobilization
program because of widespread public concern that the program
would result in confiscation.

THE MACROECONOMIC ENVIRONMENT
PNGs real GDP grew at an average annual rate of 3.4
percent during the period 19781998, or about 1.1 percent in
per capita terms. This growth was led by the mining and
petroleum sector, which accounts for around one-quarter of GDP.
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Per capita GDP in the nonmining economy grew at just 0.2
percent during the same period.
In the late 1990s, growth performance was adversely
affected by severe drought, the Asian economic crisis,
macroeconomic mismanagement, and a deterioration in the
governance environment. Real GDP declined in 1997 and 1998,
and grew by 3.2 percent in 1999 only because of a recovery in
mining and petroleum output (Table 4.1). In 2000, there was a
growth slowdown: real GDP increased by an estimated 0.8
percent, because mining production fell by almost 8 percent,
while the primary sector expanded by less than one percent.
Formal employment in the nonmining private sector remained
stagnant in the 1990s, and there was a diminished resource
mobilization effort as the Government budget moved into deficit.
The overall fiscal position deteriorated from a small surplus
in 1997 to deficits of 2.1 percent of GDP in 1998 and 2.6 percent
in 1999. Large unbudgeted public expenditures in late 1998 and
the failure to secure external commercial and concessional loans
led to substantial Government borrowing from the central bank.
Monetary policy became increasingly subordinated to financing
the fiscal deficit, thus jeopardizing the achievement of the policy
objectives specified in the 1973 Central Banking Act: to promote
monetary stability (defined as exchange rate, interest rate, and
price stability, together with international credibility); to promote
a sound financial environment; and to support sustainable
medium-term growth in the nonmineral private sector.
Parliament was adjourned in December 1998 to avoid a noconfidence motion, and public policymaking became less
transparent and less predictable. However, a new coalition
Government came to power in July 1999, restored fiscal
responsibility, and committed itself to a Structural Reform
Program (SRP) (see Box 4.1). The budget outcome for 2000 was
improved despite the growth slowdown, with an estimated deficit
of only 1.8 percent of GDP.
Export revenue was hard hit by cyclones, prolonged drought,
and the Asian crisis in 19971998, so that the economy suffered
from external shocks as well as fiscal mismanagement. As
primary product export revenue fell, perceptions of political
instability led to private capital outflows, and expected external
loans failed to materialize. PNGs currency, the kina (K) came
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under severe pressure and, despite central bank intervention in
the foreign exchange market, depreciated 50 percent against
the US dollar in 1998. The kina continued to lose ground in
1999. However, export growth resumed in the latter year because
of the growth in mining production, and continued at almost 8
percent in 2000 because of a revival of cocoa production and
improved log exports. The current account surplus rose to almost
12 percent of GDP in 2000. The capital account deficit increased
to over 6 percent, because the drawdown of the first tranche of a
World Bank structural adjustment loan was more than offset by
an increase in private capital outflows. However, the overall
balance of payments surplus was still almost 6 percent of GDP.
Foreign reserves provided close to three months of nonmineral
imports cover, compared to one month a year earlier. The kina
depreciated by a relatively modest 8 percent in nominal terms
during 2000.
The central bank has responded to periods of
macroeconomic instability by tightening monetary policy. The
yield on 28-day Treasury bills rose from 8.4 percent in 1996 to
19 percent in 1998 and 23 percent in 1999. Even with this rapid
increase in yields, commercial banks were reluctant to augment
their holdings of bills, demonstrating how strong the perception
of country risk had become. As a further means of monetary
tightening without adding to the Governments debt servicing
costs, commercial banks were required from August 1998 to place
10 percent of deposits in a noninterest-bearing account with the
central bank (the Cash Reserve Requirement). The state bank,
Papua New Guinea Banking Corporation, which had extended
substantial credit on a noncommercial basis, was also directed
by the central bank to stop new lending.
During the first half of 1999, the monetary authorities made
disconcerting changes to the direct instruments of monetary
control. The Cash Reserve Requirement was suspended on 31
December 1998, abolished on 12 January 1999, and reintroduced
on 15 January 1999. It was then reduced to 5 percent on 16
March, when the Minimum Liquid Assets Ratio (MLAR) was
reintroduced at 15 percent, after being reduced to zero in August
1998. On 10 June, the MLAR was increased to 20 percent and
the Cash Reserve Requirement excluded as an allowable element
of the MLAR, so that MLAR effectively became 25 percent. A
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kina deposit facility was also introduced as a means of absorbing
liquidity, given the lack of interest in Treasury bills. The new
administration that took office in July 1999 made no changes in
the monetary policy environment until September, when it
formally raised the MLAR to 25 percent and abolished the kina
deposit facility. The fiscal situation and the precarious balance
of payments position precluded any immediate prospect of easing
monetary policy. Indeed, in January 2000, the central bank sold
Treasury bills in order to reduce reserve money.
During 1998 and 1999, the broad money supply increased
by 1.8 percent and 8.8 percent, respectively. In 1998, net foreign
assets fell 36 percent, while domestic credit increased by 20
percent, because credit to both the Government and the private
sector grew substantially. In 1999, net foreign assets grew by
46.0 percent, while domestic credit increased by 4.0 percent.
Growth in credit to the private sector was more subdued at 10.6
percent, and that to the whole of Government was 11.1 percent.
In 2000, the broad money supply increased by just 1.6 percent
(September quarter), reflecting the growth slowdown and the
further tightening of monetary policy, through the open market
operations mentioned above and the maintenance of the Cash
Reserve Requirement at 5 percent. Net foreign assets increased
by 71 percent, but domestic credit contracted by 9.4 percent: net
credit to Government fell, and credit to the private sector
increased by just 5.4 percent. Treasury bill rates dropped during
the year from 21.9 percent in January to 15.3 percent in
September, despite the monetary tightening. This reflected a
downward revision of inflationary expectations, due to
appreciation of the kina in the first half of the year, and an
increase in liquidity in the banking system.
PNGs inflation rate has been double-digit in the 1990s,
except for 1997; and has accelerated since then because of
drought-induced local price increases and because of the
depreciated kina (Table 4.1). Consumption has a high import
content, and inflation tends to track the kina-US dollar exchange
rate. Introduction of a value-added tax and the flow-on effects
of civil service wage rises in 1999 also contributed to the 2000
inflation rate of 17.9 percent.
Under the SRP, the Government has committed itself to
maintaining macroeconomic stability, improving the governance
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Table 4.1
Macroeconomic Indicators for Papua New Guinea, 19941999
1994
Output and inflation
Real GDP growth
5.2
Mineral
-2.7
Nonmineral
9.8
Change in CPI (end period)
2.8
Gross Investment (% of GDP)
15.2
Money and Credit
Net foreign assets
-38.4
Net domestic assets
7.4
Total domestic credit
7.1
Private sector credit
11.9
Broad money growth
2.4
Central Government
Revenue and Grants
26.1
o/w Grants
2.9
Total Expenditure
28.4
Recurrent expenditure
26.2
Wages and salaries
7.9
Interest payments
3.3
Development expenditure
2.2
Current Balance
-0.1
Overall Balance
-2.2
Foreign Financing
-2.2
Domestic Financing
4.4
Balance of Payments
Exports, f.o.b.
2,745
Mining
1,856
Other
889
Imports, f.o.b.
-1,323
Mining
-238
Other
-1,085
Services, net
-863
Private transfers, net
-115
Official transfers
163
Current Account
606
(In percent of GDP)
11.0
Official Capital
-106
Private Capital
-599
Mining Sector
-543
Other (Including Errors
and Omissions)
-56
Overall Balance
-98
Gross Official Reserves
(End of period)
96
(in months of nonmineral imports) 0.9
External public debt
(per cent of GDP)
41.4
Exchange Rate (US$/K)
end of period
0.8485
 Not available.
Source: BPNG 1999; IFS.

1995

1996

1997

1998

1999

(percent change)
-3.3
7.7
-3.9
-3.8
3.2
-10.4
0.3
-26.0
16.8
12.3
-1.3
10.1
2.5
-8.1
2.1
17.2
11.9
3.9
13.5
14.9
19.4
27.9
27.1
30.3
(annual percent change)
166.5
190.1
-7.6
-35.8
46.0
-0.3
2.3
14.6
18.0
1.0
1.5
6.5
22.7
20.1
4.0
-4.8
0.4
22.7
18.0
10.6
10.7
32.0
6.9
1.8
8.8
(percent of GDP)
27.3
27.5
32.3
29.8
29.8
3.8
2.5
4.6
6.1
5.8
27.8
26.9
32.1
32.2
31.7
24.1
23.3
26.7
25.0
23.3
6.5
8.7
9.6
9.0
9.2
4.3
3.7
4.4
4.3
4.4
3.8
3.7
5.5
7.2
8.4
3.2
4.2
5.6
4.8
6.6
-0.5
0.5
0.1
-2.2
-1.8
-0.7
0.1
-1.1
-1.2
2.2
1.2
-0.7
0.9
3.6
-0.4
(US$ m)
2,831
2,602 2,192
1,843
2,019
2,057
1,779 1,327
1,324
1,438
775
823
865
520
581
-1,268
-1,521 -1,484 -1,109 -1,525
-338
-458
-394
-244
-308
-930
-1,063 -1,090
-865 -1,218
-733
-880
-900
-787
-615
-107
-53
-32
-6
-8
185
129
93
75
181
908
277
-131
17
23
18.0
5.4
-2.8
0.4
1.5
-34
6
-62
-54
-10
-716
60
108
-123
-381
-738
197
95
-102

22
158

-137
344

12
-86

-21
-161


42

268
3.0

549
5.4

355
3.3

194
2.2

204
2.0

41.1

36.3

43.3

51.8

0.7425 0.5710

0.4770

0.7490

45.3
0.4120
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environment, reforming the public sector, and encouraging
private sector investment and growth (Box 4.1). Financial sector
reforms are in preparation as part of the reform process.
The Medium Term Development Strategy 19972002
(Ministry for Treasury and Planning 2000) and the SRP spell
out the strategies for achieving broad-based, sustainable
economic growth and social development. Effective
implementation based on good government, and governance, is
required. A promising start has been made by a new
administration working within an inherently unstable political
system to address many interlocking issues. Paramount among
these is a law and order problem, which is the biggest obstacle
to private sector development, and which must be attacked
directly and quickly.

THE STRUCTURE OF THE FINANCIAL SECTOR
AND INSTITUTIONS
The financial sector accounted for 6.5 percent of non-mining
GDP in 1998. It consists of a central bankthe Bank of Papua
New Guinea (BPNG)six commercial banks, one development
bank, twelve insurance companies, two main pension funds and
a number of smaller funds, eight finance companies and
merchant banks, 126 savings and loan societies (only 21 active),
a number of investment funds, and a stock market company and
three brokers.
The six commercial banks include ANZ (PNG) Bank, a
wholly-owned subsidiary of ANZ Bank (ANZ); Bank of Hawaii
(PNG), a wholly-owned subsidiary of the Bank of Hawaii; Bank
of South Pacific (BSP), a locally owned bank previously owned
by National Bank of Australia and bought by public sector entities
when the latter pulled out;13 Maybank (PNG) Ltd, a whollyowned subsidiary of Maybank of Malaysia; Westpac (PNG), a

13

BSP is a private sector bank owned by the Motor Vehicle Insurance (PNG)
Trust, the Credit Corporation (PNG) Limited, the Defence Force Retirement
Fund of PNG, the Teachers Savings & Loan Society, and the Lutheran Church
of PNG.
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Box 4.1

Structural Reform Program

PNGs Structural Reform Program (SRP) 2000 was first
outlined when the current Government won office on 14
July 1999. Domestically designed, and subsequently
endorsed by ADB, the World Bank, and the International
Monetary Fund along with other external agencies, the
SRPs objectives and associated policy actions were
presented in the 2000 budget papers. Their objectives and
policy actions:
 Promoting good governance through improved policymaking procedures; greater transparency in decision
making; strengthened capacity for drafting legislation;
presentation of legislation on the Governments web
site; review and enforcement of Gover nment
procurement procedures; extension and enforcement
of requirements for public sector agencies to report to
Parliament; strengthening of key governance agencies
(Auditor- General, Ombudsman Commission,
Parliamentary Accounts Committee); strengthening of
the capacity of the National Statistics Office;
enforcement of a code of conduct for the public service;
and introduction of a moratorium on all new forestry
licenses, extensions and conversions.
 Sustaining macroeconomic stability through
strengthening debt management, enacting legislation
cont. next page
wholly-owned subsidiary of Westpac Banking Corporation; and
Papua New Guinea Banking Corporation (PNGBC), a
Government-owned bank, which was established under the
Banking Corporation Act and is now part of the Finance Pacific
Group (FPG). Westpac and BSP share an ATM network, as do
PNGBC and ANZ. The two networks are not mutually accessible.

PAPUA NEW GUINEA

113

Box 4.1 (cont.)

Structural Reform Program

ensuring the independence of the central bank to
manage monetary policy and the exchange rate, and
improving public financial management and
expenditure controls.
 Improving public sector performance through a public
expenditure review, design and gradual
implementation of a public service reform program,
review and strengthening of provincial and local
government roles, increased coordination between
government at all levels, narrowed scope for the Rural
Development Fund, and linking it to district
development plans.
 Removing barriers to investment and economic
development through continuing tariff reform and
trade liberalization; deregulating to stimulate
agriculture and informal sector activity; completing a
taxation review; simplifying and streamlining business
registration and work permit approvals; increasing the
scope for competition in coastal shipping and aviation;
privatizing public enterprises; and carrying out
financial sector reforms, including actuarial reviews
of the National Provident Fund and the Public Officers
Superannuation Fund and introduction of legislation
to improve regulation and supervision of the banking
and insurance industries.

The assets of the six commercial banks accounted for almost
48 percent of the K7 billion total assets of the financial sector at
the end of 1998. The largest of the banks is PNGBC, which held
44 percent of the total assets of commercial banks.
Public sector financial institutions dominate the financial
sector. In addition to BPNG and PNGBC, the Government owns
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the Motor Vehicle Insurance Trust, Niugini Insurance
Corporation, the Rural Development Bank (RDBPNG), the
National Provident Fund (PNGNPF), the Public Officers
Superannuation Fund (POSF), and the Investment Corporation.
These institutions have maintained around a two-thirds share
of financial sector assets for more than 10 years.
The Investment Corporation, created by Parliament in 1971,
is a statutory corporation that has investments of its own, but also
runs a separate investment fund established under the 1973
Investment Corporation (Unit Trust) Ordinance. The Corporations
primary objective is to provide for equity holdings by eligible persons
in domestic enterprises in cases where the corporation believes that
it is in the countrys long-term interest, and where significant equity
holdings would not otherwise be readily achieved. The Corporation
has the power to borrow and lend money; subscribe and dispose of
shares and securities; provide guarantees; underwrite share issues;
appoint its own board members; form companies and subsidiaries;
and establish and manage investment companies, unit trusts, and
other mutual funds. It receives no budgetary support. However,
because of misappropriation of funds and lack of fresh capital, there
has been little new investment in recent years, and no dividends
have been paid to the Government. In the late 1990s, a new
managing director and board were appointed.
For the vast majority of citizens, access to financial services is
poor. The number of bank branches and agencies has fallen from
400 in the 1980s to 139 in 1996, mainly because of law and order
problems. There are 32,889 people per bank office in PNGby far
the highest number of persons per bank in any of the PDMCs.

PERFORMANCE OF FINANCIAL INSTITUTIONS14
There are major differences in the performance of individual
financial institutions. All Government- owned financial
institutions failed to achieve positive real rates of return in the

14

At present, ANZ, Bank of Hawaii, and Westpac do not report their financial
results to BPNG in detail, so it is difficult to obtain detailed information on
these banks.
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1990s, and their capital levels declined. Most Government
agricultural lending schemes have failed; in 1996, the
Government had to rescue the RDBPNG from insolvency. In
1998, RDBPNG was merged with PNGBC, along with the Motor
Vehicle Insurance Trust and Niugini Insurance Corporation. The
merger significantly improved the capital structure of the bank
and the group.

Papua New Guinea Banking Corporation
The poor performance of PNGBC over the 1990s was related
to the high level of nonperforming loans. This in turn reflected a
number of bad loans made as a result of political pressure and
Government direction, a high cost structure related to high
personnel costs, and the high costs of premises. Substantial writeoffs were made in 199293 and in 1998. There was some recovery
in profitability in the late 1990s, because of interest earned on
PNGBCs large holdings of Government securities, but concerns
remained over the quality of its loan portfolio and its subjection
to continued political intervention. These issues will need to be
addressed before the Government can go ahead with
privatization. In all Government-owned or -controlled financial
institutions, governance is the most important issue.

Bank of South Pacific
Shareholder funds in BSP had risen from K8.3 million to
K56 million by the end of 1999. BSPs interest margins are around
6 percent and it has a general provision of 2.5 percent (K7
million), which is quite conservative. In 1991, its market share
was 5 percent; it is now over 18 percent. This growth has been
achieved by putting emphasis on service and by having
continuity of management, through which the bank has gained
experience of their customers and in their business. Overseas
banks, with constant changes in management, lose local
knowledge and experience. However, BSP needs additional
capital, around K15 million, and would welcome an owner that
could give it access to sources of foreign exchange.
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ANZ and Westpac
ANZ and Westpac are well managed and deal with the
corporate end of the market. This gives them significant access
to foreign exchange. In 1999, ANZ made K20 million profit from
foreign exchange transactions (compared with BSP which made
only K6.5 million). Westpac repatriates profits, but avoids the
25-percent restriction on shareholder funds by having a parent
guarantee.
Costs for all banks have increased substantially as a result
of the law and order situation. Air Nuigini has refused to carry
cash because it is worried about theft and hi-jacking. This has
meant that banks have to hold increased cash levels at each
branch and use charter flights to adjust liquidity. Freight costs
are likely to increase further. Banks also have had to fit bulletproof glass at all branches, or restrict access through the air
lock approach.15

FINANCIAL DEEPENING AND INTERMEDIATION
There was little financial deepening in the 1990s. The ratio
of broad money to GDP was 30.0 percent of GDP in 1994 and
rose to 31.1 percent of GDP in 1999 (Table 4.2). During the same
period, the ratio of quasi money to broad money fell from 65.7
percent to 57.2 percent, with savings deposits virtually stagnating
and term deposits rising only because of proceeds from the public
float of a mining company. Narrow money rose as a percentage
of broad money from 34.3 to 42.8, with a slight shift from demand
deposits to currency.
Total domestic credit accounted for just over 80 percent of
the total money supply in 1999. Of this amount, approximately
54 percent was credit to the private sector, which represents a
relatively modest use of loanable funds for the private sector.
After growing at around 10 percent a year in the 1980s, the

15

The air lock is a small glass entrance lobby. The door into the bank will not
open until the door from the street has closed, and similarly upon exit.
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average annual growth in commercial bank credit to the private
sector (including State-owned enterprises) in 19921999 fell to
just over 6 percent in nominal terms (BPNG 2000). Since the
average annual inflation rate was 10 percent per year during
this period, that represented a decline in real terms. This
slowdown reflected a loss of business confidence and crowding
out by the public sector, as well as the closing of bank branches.
Lending in PNG remains focused on urban areas,
particularly to foreign businesses. Lending to the agriculture
sector has declined substantially in recent years, reflecting the
large-scale default on agricultural debt in the early 1990s,
coupled with mounting costs of maintaining rural branches
(because of law and order problems), and of realizing collateral
(particularly in land). At the end of 1999, the commercial banks
outstanding advances comprised 7.8 percent for agriculture,
forestry and fishing; 3.9 percent for manufacturing; 3.9 percent
for finance; 20.5 percent for commerce; 11.0 percent for transport
and communication; 3.4 percent for building and construction;
36.8 percent for other businesses (including service businesses
and utilities); and 11.1 percent for personal loans. Total advances
to Government were under 2 percent.
There is a lack of savings instruments: retail savers and
investors are generally limited to deposit accounts with
commercial banks at negative real interest rates.
Since 1994, there has been a serious distortion in the interest
rate structure, reflecting growing country risk and increasing
unwillingness to hold Government debt, as noted above. In 1995,
1997, 1998, and 1999, Treasury bill rates have been as much as
5 percent above commercial lending rates, and also above the
commercial banks first mortgage lending rates. In 1999, banks
were paying around 8 percent on deposits and receiving 26
percent on Treasury bills. Since early 2000, however, BPNG has
been reducing interest rates, and the level of bank deposits has
fallen. Distorted incentives have also been created by the
different tax rates on financial instruments, for example between
Government securities, bank interest, pension fund earnings,
and capital gains.
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Table 4.2
Financial Intermediation Statistics, 19941999
1994

1995

1996

1997

1998

1999

(in millions of kina)
Money Supply (M2)
Narrow Money (M1)
Currency outside banks
Demand Deposits
Quasi Money
Savings Deposits
Time Deposits
a

1664.7
571.3
166.2
405.1
1093.4
269.8
823.6

1842.2
645.9
180.5
465.3
1196.4
272.7
923.7

2431.6
864.9
208.1
656.8
1566.7
312.0
1254.7

2598.2
919.5
225.0
694.5
1678.7
329.8
1348.9

2645.8 2,880.0
1021.3 1233.7
276.9
342.5
744.4
891.2
1624.5 1646.3
333.9 305.6
1290.6 1340.7




14.9
12.2

41.2
35.8

5.7
7.5

7.2
-4.3

19.7
3.9

5.7

-1.0

-7.8

36.3

29.0

10.6

3.6

3.7

(in percent)
Growth of Demand Deposits
Growth of Time Deposits
Growth in Private
Sector Credit

(in percent of GDP)
Currency in percent of GDP
Narrow Money in percent
of GDP
Broad Money in percent
of GDP

3.0

2.9

3.0

3.3

10.3

10.2

12.5

13.5

13.2

13.3

30.0

29.2

35.2

38.1

34.3

31.1

(in percent)
Private Sector Credit
(percent of GDP)
Private Sector Credit
(percent of total credit)
Currency
(per cent of broad money)
Narrow Money
(percent of broad money)
Quasi Money
(percent of broad money)
Demand Deposits
(% of narrow money)
Total Domestic Credit/
Banking Assets
Currency in circulation
per capita

15.4

13.4

11.3

15.6

17.8

16.4

48.8

47.7

41.3

45.9

50.5

53.7

10.0

9.8

8.6

8.7

10.5

11.9

34.3

35.1

35.6

35.4

38.6

42.8

65.7

64.9

64.4

64.6

61.4

57.2

70.9

72.1

75.9

75.5

72.9

72.2

82.9

78.1

68.8

75.7

80.7



39.6

42.0

47.3

50.0

60.1

67.1

 Not available.
a. Exclusive of other items (net).
Source: BPNG 1999.
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Interest rates on both deposits and lending increased
between 1994 and 1999. Weighted average rates on deposits rose
from 4.5 percent to 8.5 percent, while the weighted average
lending rate increased from 10.0 percent to 18.2 percent (Table
4.3). Lending rates have generally been positive in real terms,
but deposit rates have been negative. The nominal interest rate
spread rose from 7.7 percent in 1994 to 9.7 percent in 1999. In
real terms, the spread rose from 5.5 percent to 9.7 percent. Net
interest margins (net interest income as a percentage of average
earning assets) for the commercial banks increased from around
6 percent in 1994 to 11.5 percent in 1998 and 10.3 percent by
mid-1999.

COMPETITION
Imperfect competition in the banking sector is the inevitable
outcome of the small size of the domestic market and the
consequent diseconomies of scale. Savers are therefore faced
with a limited range of savings instruments, and have been
discouraged by negative real deposit rates. The foreign
commercial banks have focused their lending on large
corporations with foreign links, while the Government-owned
PNGBC has focused on serving the resident market, accounting
for 50 percent of the loans and deposits of the banking sector.
PNGBC has relatively low profitability because of a high
level of nonperforming loans and a high cost structure (personnel
costs are one-and-a-half times as high as the other banks).
Substantial write-offs were made in 199293 and 1998. Much of
PNGBCs lending is noncommercial and is politically motivated.
In addition, it receives income from BPNG in a nontransparent
manner.
The prospects of increasing competition are dimmed by the
slow growth in the real economy, the high intermediation cost
structure caused by the lack of security and poor infrastructure,
high sovereign risk, and the risks of lending to new borrowers
in rural areas. The deterioration in rural financial infrastructure
is related to increasing law and order problems and land tenure
problems. Most banks are considering further reducing the
number of branches and agencies in rural areas.
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Table 4.3
Savings and Lending Rates, 19931999
(percent)
Weighted Weighted Treasury Bill Inflation Real
Real Nominal
Average Average
Rate
Rate Deposit Lending Interest
Deposit Lending (182 days)
Rates Spread
Rates
Rates
Rates
1994
1995
1996
1997
1998
1999

4.50
9.40
4.00
5.10
8.70
8.50

10.00
15.40
10.20
10.60
20.20
18.20

10.75
21.48
9.19
14.50
23.94
20.44

2.8
17.2
11.9
3.9
13.5
14.9

1.7
-7.8
-7.9
1.2
-4.8
-6.4

7.2
-1.8
-1.7
6.7
6.7
3.3

5.5
6.0
6.2
5.5
11.5
9.7

Source: BPNG 2000.

Neither money markets nor securities markets are well
developed. Although some long-term Government bonds may
be available for the public, there are almost no long-term
instruments.16 Most of the short-term Treasury bills are available
only to commercial banks. There is no yield curve. Corporate
capital market institutions have not developed because of the
lack of a developed capital market. With the failure of small,
poorly regulated financial institutions, such as savings and loan
societies, and the perception of high risk, there are now few
savings opportunities to citizens who live outside the urban areas.
The lack of efficient and competitive nonbank financial
institutions (NBFIs) has also inhibited competition. While some
new NBFIs have entered the financial sector in recent years,
and while local ownership of finance companies is strong, market
share for NBFIs fell from 12 percent of financial sector assets in
1990 to 7.6 percent in 1998. Mismanagement of RDBPNG and
the poor performance of savings and loan societies are partly
responsible for the decline, and prudential supervision of NBFIs
needs to be improved. The decline in NBFIs market share is

16

The volatile interest rates and exchange rates that have been the experience of
the 1990s have tended to shorten the maturity of securities held and have
constrained the development of longer-term debt instruments.
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matched by the gain in market share of the commercial banks;
this has been partly due to the expansion of PNGSB, but also to
the expansion of the Treasury bill market.

NONBANK FINANCIAL INSTITUTIONS
National Provident Funds
There are not one but three national provident funds:
PNGNPF covers all private sector employees and POSF covers
all public servants. Their boards include the Secretary to the
Treasury and representatives of both employers and employees.
There is also a Defence Force Retirement Fund of PNG.
Papua New Guinea National Provident Fund. PNGNPF
was established in 1991 by an Act of Parliament. It makes pension
provisions for private sector workers. The act was revised in the
mid-1990s to permit employers to opt out; some companies now
run their own funds. There are also some independent pension
providers. Unless they have opted out, companies are required
to contribute to NPF if they have more than 20 employees. Some
companies that are smaller than this contribute on a voluntary
basis. However, many smaller companies that are required to
pay are not now making their contributions.
Both employers and employees are required to contribute 5
percent of employees income to the fund. The employee may
contribute an additional 5 percent of income, but this is not
matched by the employer. Members can withdraw all their
contributions and up to one third of the employer s contributions
to buy or renovate a house, and they may withdraw any additional
funds they have contributed to pay school fees. If a member has
been unemployed for six months, he or she is permitted to
withdraw all employee contributions and some employer s
contributions, according to a sliding scale, with the maximum
payable only if the employee has been employed for 15 years or
more. If the maximum is not paid out, the balance is forfeited to
the fund. New rules are being proposed which would allow the
balance to remain in the members account.
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PNGNPF produced investment guidelines in 1993, but did
not adhere to them. Despite not having the authority to borrow
or to pledge members assets, management borrowed to invest
in Australia and in local mining companies and, under
Government directives, to lend money to the Government.
However, the investments were not profitable and the borrowing
was costly because of high interest charges and adverse changes
in the kina exchange rate. By 1999, PNGNPF had accumulated
substantial losses. Under a new general manager, it began selling
nonperforming assets to repay loans, but soon reached the point
where it had to contemplate selling some performing assets. In
1998 and 1999, there were losses equivalent to 60 percent of
members balances.
In 2000, PNGNPFs financial difficulties became public
knowledge. The PNGNPF board was replaced and a commission
appointed to review management and governance practices. A
proposal to write down members accounts by 50 percent to bring
them into line with the actual value of fund assets was subject to
legal challenge. The new management proposed some new
guidelines to the board, which involved concentrating on blue
chip investments, where they would not hold a stake of more
than 10 percent. This would be a significant change with the
past. At present, the 1991 act stipulates that the Government
appoint the chairman and two other board members; in addition,
there are two representatives of employers and employees.
Management recommended that this be changed so that the
Government appoints only one member, the number of employee
and employer members increase by one each, and the
Government -appointed member is not the chairman.
Public Officers Superannuation Fund. POSF was established
in 1991. Its board consists of the managing director, who is appointed
by the Government, three Government representatives, and three
employee representatives. POSF requires 6 percent contributions
from members. The Government contribution is deferred until
benefits become payable and is then 1.4 times the employees
accumulated contribution inclusive of interest. Members may
borrow on their accounts only for housing. Like PNGNPF members,
they are not required to repay the sums if they sell (which is a rare
event). POSF also provides life insurance for its members. When
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they retire, members may take a lump sum or a pension, or a
combination of the two. The majority take the lump sum, despite
advice from POSF management to take the pension. One problem
is that most people when they retire return to their villages, where
remoteness makes the process of collecting the pension difficult. It
is also expensive for POSF in terms of payments.
POSFs performance during the 1990s was poor. It earned
less than the interest rate on savings accounts, which meant a
negative real rate of return. This poor outcome was attributable
to Government-designed investment guidelines that emphasized
social policy goals, and failures of corporate governance and
auditing. The Fund was placed under new management in 1999.
POSF and PNGNPF have been, and remain, major means of
mobilizing savings, facilitating private sector investment, and
providing a social safety net. However, they have underperformed
because of poor governance and political influence on decision
making. The funds were reviewed in 2000 with a view to producing
plans for improvement, and in December a National Provident Fund
(Financial Reconstruction) Bill was enacted. This became effective
in January 2001 and provided for a 15-percent write-down of
members balances as at the end of December 1999; a quarterly
Government grant of one million kina for 15 years (indexed to the
CPI); and an additional employer levy of 2 percent for the period 1
January 2001 to 31 December 2003. PNGNPFs insolvency problem
was thus solved, but returns on assets needed to improve.

Rural Development Bank of PNG
A rural development bank was established in 1965 as a
statutory corporation called Papua New Guinea Development
Bank. In 1984, the name was changed to the Agricultural Bank
of Papua New Guinea to emphasize the importance of agriculture
in the countrys development. In 1994, the name was changed
again to Rural Development Bank of Papua New Guinea
(RDBPNG). A further change was made in 1998, when RDBPNG
became the development-banking arm of FPG, with the objective
of improving RDBPNGs performance, which has been very poor
in recent years (Table 4.4). The poor performance and continual
changes in name and reporting have had an unsettling effect on
management and staff.
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Table 4.4
Operating Performance of RDBPNG, 19951999
1995

1996

11,064
10,288
-3,753
77,931
32,618
-14,663
-45,868

12,965
9,120
-1,165
92,722
76,974
57,734
-46,860

1997

1998

1999
(forecast)

(thousands of kina)
Total Income
Total Expenses
Net Profit/(Loss) before tax
Total Assets
Share Capital
Shareholder Funds
Provisions for Loan Losses

12,232
15,084
5,392
7,926
9,167 5,997
-929 -20,866
605
97,626
87,493 45,694
76,975
76,975 10,183
57,624
44,052 13,862
-78,407 -102,151 -10,405
(percent)

Interest Spread
Earnings Spread
Loans related Expenses to
Total Expenses
Staff Expenses to Total Expenses
Administration Expenses to
Total Expenses
Profit/Loss to Average
Shareholders Funds

7.08
2.72
48

6.54
1.39
51

2.07
60

5.37
0.80
72

1.95
0.22
48

26
27

23
26

20
21

14
14

28
24

-7.4

-1.6

-31.3

5.0

Source: RDBPNG 1998.

The main reason for the declining performance has been
the substantial increases in provisions for bad and doubtful loans,
from K45 million in 1995 to K102 million in 1999. Against this,
the ratio of expenses to income has been improving.
RDBPNG operates with a regional distribution structure,
with each region set up as a profit center. At the present time
there are four regions controlling 12 branches, with a further
two branches located in Port Moresby. In addition, there are eight
representative points located throughout the regions. The
Highlands region is the largest in terms of activity as measured
by loan approvals. RDBPNGs organizational structure consists
of three departments and nine divisions. This level of
infrastructure is high relative to the size of RDBPNG, and is
expected to be rationalized following the integration with FPG.
RDBPNG currently retains a separate board, despite being
integrated with FPG. The board consists of 10 members,
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including the Managing Director of RDBPNG, the Managing
Director of PNGBC, and the Managing Director of the Motor
Vehicle Insurance Trust. An alternate director comes from the
Department of Treasury and Planning, while the chairman comes
from the private sector. The board is appointed by the
Government.
RDBPNGs annual reports, while giving comprehensive
information on lending activity in terms of loan approvals by
district and industry sector, lack information on expense
breakdowns, as well as information on directors. The Reports
for 1997 and 1998 were qualified by the Auditor General because
of the lack of information on the adequacy of provisioning. The
lack of formal reporting to the central bank also indicated a need
for improved disclosure of the financial status of RDBPNG. The
stance of the Auditor General appears to have been justified:
general provisions had to be increased by some K28 million
following a review of the loan portfolio. There are also major
delays in the release of information: financial information and
reports are often more than 12 months old by the time they are
published. This makes it difficult for the stakeholders to obtain a
current view of performance.
Part of the funding for the RDBPNG comes from the issuing
of Agricultural Bank bonds. However, most funding comes from
the Government, which also on-lends funds from donor agencies.

LEGAL AND REGULATORY FRAMEWORK, SUPERVISION, AND
CENTRAL BANK AUTONOMY
A new Central Bank Act was passed in April 2000 that
increases the independence of the BPNG, which had been
previously subject to Government intervention. The Banks and
Financial Institutions Act was also revised in order to strengthen
BPNGs powers of supervision, regulation, and licensing of bank
and nonbank financial intermediaries. Pyramid schemes that had
developed in early 1999 with the approval of the Government
are no longer condoned by the new administration, which has
initiated action leading to the liquidation of the two largest
schemes, and which has outlawed them under the revised Banks
and Financial Institutions Act. In addition, regulation and
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supervision of the pension and insurance industries will be
strengthened through a new Insurance and Superannuation Act.
BPNG has adopted a capital adequacy ratio for commercial
banks in accordance with the Basle core principles. At present,
the ratio is 8 percent of risk-weighted assets, of which at least 4
percent must be core capital. BPNG is seeking to increase the
ratio to 10 percent for international banks and 12 percent for
local banks (because they do not have the asset backing from
the overseas parent). In addition, liquid assets (including
Government securities) with less than three years to maturity
must be maintained at or above a predetermined percentage of
deposits and prescribed liabilities. Banks must also at all times
maintain shareholders funds that exceed the sum of fixed assets
plus investments in nongovernment securities and loans to
subsidiary companies.
All banks are locally incorporated, which is a regulatory
requirement; but only two of them are locally owned. BPNG
receives many applications to start banks, but these do not meet
the criteria for granting banking licenses. The criteria include
(i)
(ii)
(iii)
(iv)
(v)

local incorporation;
minimum capitalization levels;
good, experienced management;
good structure and corporate governance arrangements;
provision of alternative product lines to the existing
banks; and
(vi) fit and proper  owners.
A lack of skilled human resources is a major constraint on
effective supervision: although BPNG has restructured its
supervision department, vacancies were and are hard to fill. In
addition, BPNG needs to develop procedures manuals and to
have greater power to demand accurate and timely reporting
from banks.
The Securities Act of 1997 establishes the Securities
Commission of Papua New Guinea (SCPNG), with responsibility
for licensing stockbrokers and stock exchanges, regulating the
public issue of securities, and regulating takeovers and mergers.
Under the act, the chairman of the SCPNG board reports to the
Minister of Commerce and Industry. However, the commission
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at present forms part of the Investment Promotion Authority: it
does not have an independent source of funding or an
independent board. In addition, the staff of the commission have
departmental responsibilities within the authority. This is not in
accordance with sound practice, and the SCPNG should be
established with an independent board, independent budget,
and full-time staff.
Under the same legislation, the Port Moresby Stock
Exchange (POMSoX) is established as a self-regulatory body.
The SCPNG has the power to instruct it to make or change rules,
but rule changes do not generally require prior approval. SCPNG
has the responsibility for registering the prospectus when a
company wants to make a public offer. Registration involves
listing on the exchange. The relationship between regulators
and self-regulatory bodies is complex and needs well-trained
and experienced people on both sides.

DEVELOPMENT OF MONEY AND BOND MARKETS
Monetary policy in PNG is conducted through the issue of
Treasury Bills once a year. Until November 1999, the Government
borrowed throughout the year from BPNG, then made an issue
of bills to BPNG at the end of the year to cover the balance.
BPNG either held the bills or auctioned them to the commercial
banks. Under the old Banking Act, the BPNG could fund the
Government up to 20 percent of ordinary revenue over the year,
and up to 25 percent with ministerial approval. The new Banking
Act, which was passed in November 1999, limits the amount
that BPNG can lend to the Government to K100 million, and
specifies that this must be charged at market rates and repaid
within six months. The Government issues Treasury bills with
maturities of 28, 63, 91, and 182 days. BPNG does not issue its
own bills.
Since 1995, BPNG has also auctioned Kina auction notes
with a maturity of seven days. The weekly kina auctions allowed
BPNG to sell and buy money as a means of managing shortterm liquidity and influencing interest rates, thus performing a
similar function to that of short-term central bank bills. Initially,
BPNG set both the interest rate and the quantity of kina bought
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and sold; but in March 1998, BPNG changed its auction and
now announces the auction amount, leaving the interest rate
to be determined by the market. However, the usefulness of
the kina auctions was reduced in September 1999, when the
auction amount was capped at 10 million kina. The auctions
had encouraged the banks to move out of Treasury bills and
into the notes.
The other main instrument used for monetary policy is the
Minimum Liquid Asset Ratio (MLAR), which, as noted above,
has been altered frequently since its introduction in early 1999
in order to enable the Government to fund the budget deficit. At
present, the MLAR requires all banks to hold 25 percent of total
deposits with BPNG. The banks provide daily liquidity reports,
and no interest is paid by BPNG on balances.
In August 1998, BPNG also introduced the Cash Reserve
Requirement, which required all commercial banks to maintain
10 percent of deposits (including foreign currency deposits) at
BPNG at no interest. In March 1999, this was reduced to 5
percent and is seen as an implicit tax on banks to reduce the
profitability of holding Treasury bills.
BPNG has tried to separate the Governments financing
needs from the liquidity management process. BPNG uses a
portion of its Treasury bills for liquidity management; it now
auctions such bills on a weekly basis. In some cases, it specifies
the series that are available; in others, it allows the banks to
nominate both the series and the rate. The bills are largely
bought by the commercial banks, but occasionally the POSF or
the insurance companies will bid. PNGNPF used to bid when
it had sufficient funds. Although BPNG ceased to offer a
rediscount facility in 1995, in order to encourage trading in the
secondary market, there is not an active secondary market in
Treasury bills. However, overdrawn accounts at BPNG are very
common. The commercial banks also borrow on the interbank
market.
In an effort to encourage competition in the money market,
a tap issue facility was introduced in August 1998 to permit
NBFIs and the public to purchase Treasur y bills. The
Government has issued K160 million through this mechanism;
the yields on the tap facility are determined by the previous
weekly auction. BPNG uses the tap for liquidity management.
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The Government has some inscribed bonds on issue (of
various maturities longer than three years), but no new bonds
have been issued since 19931994. The bonds were low-yielding
and BPNG holds over 50 percent of the outstanding balance of
K246 million. The remaining balance is held by the insurance
companies and pension funds. About 20 series are outstanding;
about K40 million mature each year, and the last issue will mature
in 2006.
A few years ago, BPNG restructured around K40 million of
Government bonds by increasing the interest rate and reducing
the number of series, and offered the BPNG holding to the private
sector. However, the offer was not fully subscribed and there is
practically no market for long-term Government bonds; the
combination of short-term outlook on the part of investors and
the relatively low yield offered is not attractive to investors. For
these reasons there is no secondary market for Government bonds.

DEVELOPMENT OF DEBT AND CAPITAL MARKETS
Under the Companies Act, all companies are required to
file annual returns and annual accounts with the Registrar of
Companies, which is part of the Investment Promotion Authority.
The systems for company registration are in place and the
registrar is starting to chase outstanding returns. There is an
Association of Accountants in PNG.

Port Moresby Stock Exchange
The Securities Act of 1997 and SCPNG were discussed
above; also described was the legal framework within which
POMSoX operates. POMSoX is owned by two stockbrokers (Kina
Securities and Capital Stockbrokers) and by BPNG. The initial
capital was K200,000 from each owner. In addition to
representatives of the owners, POMSoXs board has an
independent chairman, a representative of the listed companies,
and an independent person.
There is a lack of clarity in the legislation about the role of
owners and members. Originally most stock exchanges were
clubs, and owners and members (those with access to the facilities
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offered by the exchange) were one and the same. Today, however,
many exchanges, such as the Australian Stock Exchange (ASX),
have demutualized, so that ownership of the exchange is a
commercial decision separate from access to trading and
settlement facilities. POMSoX would like to extend access to its
facilities to brokers located in Australia and New Zealand and
potentially to other developed stock markets. At present, however,
SCPNG views owners and members as synonymous; it had not
considered that outside entities would want to become owners.
This issue will need to be resolved for the benefit of POMSoX
before a regional stock exchange facility can be considered.
The listing rules for POMSoX are based on, and are very
similar to, the listing rules of the ASX. The major difference is
that smaller companies are able to list on POMSoX. There are
nine listed companies, eight of which are exempt foreign
companies, meaning that they are incorporated in Australia and
have a primary listing on ASX. The ninth company is
incorporated in Canada and is involved in a project to build a
gas pipeline from PNG to Brisbane. The target companies for
listing are the mining exploration companies, regardless of
whether they are incorporated in PNG or elsewhere.
POMSoX needs to increase trading levels to 20,000 trades
per month to break even. As yet, trading levels have not reached
three figures, and a number of measures are being considered
to try to increase trading. These include instituting a marketmaking system to provide additional liquidity, providing 24-hour
trading so that overseas investors can trade around the clock,
and approaching foreign brokers to trade on POMSoX by direct
remote access.
At present, POMSoX does not consider listing existing
domestic industrial and commercial companies that do not have
a primary listing elsewhere. It could list some real estate assets,
possibly through a property trust. The Government has provided
incentives for investors by exempting stock exchange transactions
from capital gains tax and stamp duty. However, as other countries
have discovered, it is not the lack of potential investors but the
lack of product that holds back exchange development. U-Vistract
(a collapsing pyramid selling scheme) managed to attract K502
million in 12 months. This demonstrates that funds are available
for investment if the product and the price are right.
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Box 4.2

Foreign Investment Regulation

Overseas investors have many interests in PNG,
particularly in mining and extraction. Companies that are
more than 50-percent foreign-owned need approval from
the Investment Promotion Authority to invest. Certain
activities are reserved for citizens and only limited foreign
investmentor none at allis permitted. For example,
foreigners may not invest in service stations and fast-food
outlets at all, and they are limited to a 49-percent holding
in companies operating supermarkets.
The Companies Act discriminates against foreign
investment with regard to fees. A company with solely
domestic investors pays K115. A company with a single
foreign shareholder pays K515. Any transfer to a foreigner
must be advised to the Registrar, and once the first transfer
is made, the additional K400 is payable. This structure will
work against the listing of domestic companies on a regional
stock exchange.

POMSoX has an automated off-floor trading system that
operates on the basis of order matching. At present, settlement
is physical: there are neither depository facilities nor any trust
law. The development of a central depository to permit
settlement by book entry transfer is part of Phase II of the
exchanges implementation plans. However, no work will be
undertaken in this area until a review of international
developments has been undertaken. POMSoX wishes to be a
major shareholder in any depository company, to ensure control
and integrity of the systems and procedures. The development
of a book entry transfer system is seen as a priority in order to
ensure smooth settlement and the integrity of the settlement
system when volumes increase.
There is a considerable need for increased professionalism
in all parts of the capital market. Brokers staff members need
training; company secretaries and directors need training in
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their existing Companies Act responsibilities, and, when
appropriate, with their responsibilities as listed companies.

The Kula Fund
The Kula Fund, a regional venture capital fund operated by
Commonwealth Development Corporation (CDC) and funded
by it and ADB, IFC, EIB and other aid agencies and regional
governments, has an agent in PNG who manages investments
on its behalf and on behalf of CDC. At present, the funds are
used for loans (70 percent) and equity investment (30 percent).
A reversal of these percentages is sought. The Kula Fund
currently has three investments in PNG. It is difficult for its
managers to find projects with the size and potential return
required. In 1999, there were 106 inquiries, of which 13 proved
to be casual and 69 were rejected outright. During the year, two
project approvals were completed and funds paid out, while two
others were approved but funds were not drawn.
CDC once established a venture capital fund in PNG. It
performed very badly because investment was in too many startups and the average investment size was too small. Also,
monitoring and control of many small investments was difficult.
Returns were not commensurate with the risk. The only exit
strategy available was sale to the sponsor, so that a few years
before the exit was due the business was wound down, at a sale
price well below what was warranted by the ongoing potential
profitability of the venture.

MICROFINANCE
Poverty in PNG has an important regional dimension: the
vast majority of the poor (93.5 percent) live in rural areas. The
Momase/North Coast region exhibits the highest incidence of
poverty, with 45.8 percent of the population living below the
poverty line. Poverty rates in the regions of Papua/South Coast,
the Highlands, and the New Guinea Islands are 33.2 percent,
35.8 percent, and 33.6 percent, respectively. The urbanized
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National Capital District has a poverty rate of 25.8 percent, and
accounts for just 3.8 percent of the poor.
In addition to the fact that most poor households are located
in relatively inaccessible rural areas, they exhibit some notable
characteristics that suggest areas of potential poverty-alleviating
interventions. There has been little, if any, human capital
investment in three quarters of the poor households. The
incidence of poverty is also linked to the ability to earn cash
income to pay for nonfood items, to vary and improve diets, and
to permit savings for times of economic difficulty (e.g., drought).
Almost 17 percent of the poor live in households whose heads
earn no cash income, relying entirely on subsistence production
(and perhaps gifts of cash). The poverty rate for these households
is 47 percent. Poverty rates are also above the national average
for households that earn cash from hunting, gathering, and
fishing, tree crops, and commercial agriculture.
More opportunities for earning secure cash incomes are
needed in order to reduce the incidence and severity of poverty.
Both the extent of income-earning opportunities and the ability
to respond to such opportunities are determined to a significant
degree by access to the basic public services of transport, utilities,
health care, and education. Access to credit facilities is also
important, particularly for people in the informal sector, which
must be regarded as poor peoples primary source of incomeearning opportunities.
Total employment in the formal, nonmining private sector
was virtually stagnant between 1989 and 1999. It has been
estimated that, assuming continued zero growth in public sector
employment, private sector employment would have to expand at
the impossible sustained annual rate of about 28 percent in order
to absorb all new entrants to the labor force (ADB 1998). Negligible
formal sector employment growth has caused a marked increase
in unemployment. The urban unemployment rate rose from 9
percent in 1980 to 35 percent in 1990, and has risen further in the
1990s as rural-urban migration has continued. The rural
unemployment rate rose from 21 percent in 1980 to 38 percent in
1990 (AusAID 1998). Since only 15 percent of the total labor force
was in wage employment in 1990, making inroads on the
unemployment problem and creating job opportunities for future
new entrants will require development of the informal sector in
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urban and, particularly, rural areas. The focus must be on
semisubsistence agriculture and must encompass access to
markets and credit. In 1997, only 30 percent of PNGs population
held deposit accounts with commercial banks, and less than 1
percent had loans with commercial banks. The formal financial
sectors service to rural areas has declined because of the high
costs involved, repayment risk, and law and order concerns.

Informal Sector
At present, the available microfinance institutions (MFIs)
fall into three sectors: informal, semiformal and formal. Informal
sector MFIs in PNG are not regulated by legislation or recorded
in national official statistics, so that there is not much information
about them. They include the extended family, self-help groups,
and moneylenders. The major sources of informal credit are the
extended family or network of friends or neighbors called wantok.
The wantok system has the capacity to mobilize large sums of
money, especially to assist a relative wanting to start a business.
Self-help groups include wok meri (womens groups), which
have been operating in the Eastern Highlands for more than
three decades. Members of the group pool their savings and
make them available for lending, with or without interest, and
mostly for village-based businesses. Members usually have
traditional links based on intermarriage to men of the same
lineage and tend to include older and less educated women.
The main benefit of belonging to wok meri is that the women
were able to take on the prestigious role of ceremonial transactor,
from which they had traditionally been excluded. In Sande, a
small group of three or four individuals, usually women in wage
employment, meet every payday and contribute equal amounts
of money, which they give to one member. This is done on a
rotational basis until all members have had their turn.
Moneylenders operate in PNG, especially in the highland
and urban areas, and the number is increasing. Anecdotal
evidence shows that they charge very high interest rates for shortterm loans. Moneylending is not governed by specific legislation,
such as the Moneylending Act in the Fiji Islands, but
moneylenders do have to obtain a license to operate as a financial
institution pursuant to the Banks and Financial Institutions Act.
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Semiformal sector
Semiformal sector MFIs include the savings and loan
societies and nongovernment organizations (NGOs).
Savings and Loan Societies. The Reserve Bank of Australia
initiated the Savings and Loan Society movement in May 1961
and the Savings and Loans Societies Act was enacted in January
1962. Various societies all over PNG formed themselves into a
federation in March 1966. Savings and loan societies are similar
to credit unions and are now governed by the Savings and Loan
Societies Act of 1980 (amended in 1995). They provide savings
and loan services only to their members; minimum membership
is 500 persons. To join, a member has to acquire one share.
Savings are compulsory and are usually made through payroll
deduction, especially for employee-based societies. Members
of community-based societies pay their savings personally.
Lending policies of savings and loan societies are made in
consultation with the members and vary among societies. Loans
are charged interest at 1 percent per month on a reducing
balance; usually no other fees are charged. The savings of the
members serve as security and, in most cases, no collateral or
other security is required to obtain a loan. Interest on deposits is
as much as 7 percent per year. From 1962 until 1972, the
movement was very active, with 320 societies, more than 17,000
members, and savings of K1.5 million. After 1991, however, the
movement shifted its emphasis from providing savings and loans
to its members to depending on other investments to cover
operating expenses. There were also management problems.
Loan delinquency increased and most societies in rural areas
became dormant.
Concerned about the deterioration of the movement, BPNG
initiated a five-year revitalization program, which is supported
by the Credit Union Foundation of Australia and the Ocean
Confederation of Credit Union Leagues, through the Hans Seidel
Foundation. Revitalization is ongoing. A number of provincial
Governments are supporting the revitalization program and are
making progress in setting up province-based societies.
As of December 1999, there were 21 active and 76 dormant
societies. The Governor of the central bank is now the
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designated Registrar of Savings and Loan Societies pursuant
to the act of 1995.
NGOs. NGOs are required to register in order to operate as
a company or business under the Companies Act administered
by the Investment Promotion Authority. Strictly speaking, only
banks and the savings and loans societies are specifically
authorized to accept savings and lend money. In practice, NGOs
are allowed to carry out microfinance activities, although most
are limited to extending credit only. Once a financial institution
starts to accept savings, it must obtain a license to operate as a
financial institution under the Banks and Financial Institutions
Act. Thus, there is no legal framework for NGOs involvement
in microfinance.
Three NGOs operate microfinance schemes: Liklik Dinau
Abitore Trust (LLDAT); Womens Councils, through Mere Dinau
Associations; and the Lutheran Development Service. LLDAT
was established in 1994 and is the first Grameen Bank replicator
in PNG. It operates a small head office in Goroka, Eastern
Province, and two branches, targeting exclusively disadvantaged
women and solidarity groups, and guaranteeing the loans of the
members with compulsory savings by group members. By the
end of 1997, LLDAT had 52 centers with 889 members. This falls
short of the original plan of establishing a Trust Head Office at
Port Moresby and 12 operational branches in different provinces
within a three-year period ending in 1997. LLDAT is registered
as a trust, is governed by seven trustees, and has relied on
expatriate management. There is a need to build local managerial
capacity; but the most pressing issue is to obtain formal authority
to accept savings. LLDAT has not reached viability or
sustainability: it relies on Government and donor funds, and had
achieved just 18.2 per cent operational self-sufficiency and 16.9
percent financial self-sufficiency as of 1995, although its loan
repayment rate was better than that of other microfinance
schemes in PDMCs.
Womens Councils/Mere Dinau Associations were involved
in the piloting of a credit scheme exclusively for women in East
Sepik and Simbu provinces in 1998, but has yet to be firmly
established on a significant scale. The Lutheran Church
Development Service has launched the Putim na Kisim, which
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is a credit cooperative scheme to revive thrift and credit
cooperatives in rural areas. This is being implemented in
collaboration with the central bank, the PNG Federation of
Savings and Loans Societies, the Hans Seidel Foundation, and
the Credit Union Foundation of Australia. The project involves
initial training, establishment and consolidation of groups, with
internal savings mobilization and lending out of savings. There
have been four successful pilots in Morobe, where group savings
were used to finance group businesses. Groups managed their
own affairs including costs of operation.

Formal Sector
In the formal sector, as noted above, the network of branches
and agencies of commercial banks has declined from 305 to 138,
while RDBPNG outlets have fallen from 37 to 20. However, the
PNGBC has the potential of being a significant provider of rural
finance and microfinance in the future, because of its takeover
of the RDB, and because of the proposed establishment of a
village bank network offering a small number of well-defined
products of interest to lower-income households.
In September 2000, the Cabinet approved a Microfinance
and Employment Policy whose objective is to provide sustainable
microfinance services to viable formal and informal enterprises
and savings services and the general population. Achieving this
objective will involve capacity building of MFIs through a
Microfinance Competence Center; the development, testing and
implementation of new savings and loan products and delivery
methods; and the provision of a Revolving Finance Facility. This
initiative is supported by an ADB loan approved in October 2000.
At present, there is a growing interest in microfinance on
the part of the Government, donor agencies, church
organizations, NGOs, and civil society. There is also an unmet
demand for microfinance, especially by those who have difficulty
accessing financial services from banks and other financial
institutions, and those who are unable to find paid employment.
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LAND OWNERSHIP STRUCTURE
Land ownership in PNG falls into four categories: (i) State
land vested in the Government; (ii) freehold land held
indefinitely free of restrictions; (iii) converted customary land
held indefinitely but subject to some restrictions as to sale, lease
and mortgage that may be waived by the Minister; and (iv)
customary land held by indigenous Papua New Guineans under
principles of customary land tenure.
It is estimated that 97 percent of the land in PNG is under
customary ownership, 1.5 percent is freehold land, and 1.5
percent is State and converted customary land. Customary land,
which is integral to PNGs culture, is owned by clans. There are
varying degrees of ownership rights, such as cultivation,
hunting, or use of trees. Customary land can be sold only to the
Government.

State Land and Freehold Land
Legislation (Land Act 1962 and Land Act 1996) has provided
that all land other than customary land is State land subject to
any estates, rights, titles, or interests in force under the law.
Although State lands include freehold land, the latter is normally
treated separately, since it is usually held by private individuals.
State land has been acquired from indigenous owners by
purchase or lease; the acquisition may be by voluntary agreement
or by compulsory acquisition subject to payment of compensation
under the Land Act 1996. Claims for compensation are
determined by the Land Titles Commission and are subject to
appeal. The Minister of Lands may declare land to be State land
if he is satisfied that land is not customary land. Disputes are
determined by the Land Titles Commission, subject to appeal to
the High Court. There are complaints of fraudulent declarations
by ministers vesting customary land in the State that really
belongs to indigenous people.
The Minister of Lands is authorized to grant leases of State
land and to grant leases of customary land that has been leased
to the State by custom owners. Leases must be advertised and
be considered by a Land Board, which is authorized to make
recommendations to the minister. Special agricultural or business
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leases of customary land may be granted by the minister for up
to 99 years, without consideration by the Land Board, to any
person, incorporated body, or business group that is approved
by the custom owners. These leases are called lease-back
leases: they enable the custom owners to acquire a leasehold
interest themselves, or to allow a land group or business group
approved by them to do so. All State leases must be registered
in the Register of Titles and in the Register of State Leases.
The PNG Constitution provides that only citizens and citizen
corporations may hold freehold estates in land. Citizen
corporations were defined by Parliament to mean the State,
provincial Governments, local Government councils and
authorities, incorporated land groups and business groups, and
other corporations declared by Parliament. Freehold land may
be leased, but the leases must be registered under the Land
Registration Act, subject to the rights of a tenant. Freehold land
and leaseholds of freehold land may be mortgaged, but such
mortgage is to take effect as a charge rather than as a transfer of
land. A mortgage must be registered in the Register of Titles in
order to be effective.

Customary Land
Although nearly all customary land is held jointly by the
members of groups of indigenous people, the Commission on
Land Matters, established in 1973, reported that the size and
basis of the indigenous landowning groups in Papua New Guinea
varies greatly. Sometimes they are tribes or clans linked by
kinship, sometimes they are smaller groups of families also linked
by kinship, and sometimes they are villages or localities. In
addition, members of other groups might have subsidiary rights
or interests in the land. The Commission on Land Matters has
recommended in favor of systematic registration of customary
land in selected areas. However, no action has yet been taken.
Customary land can be converted into freehold land under
the Land (Tenure Conversion) Act providing, first, that all
interested persons agree to apply to the Land Title Commission;
second, that adequate provision by way of compensation or
otherwise is made to those whose interests will be abolished or
reduced; and, third, that adequate land will be left for the support
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of its owners. The Commission may then make an order releasing
the land from custom ownership. Land that is converted in this
way ceases to be customary land and becomes a form of limited
freehold land. Converted customary land can be transferred by
sale or gift, but it cannot be leased for more than 25 years without
the consent of the Land Board, unless the Minister of Lands
waives this restriction. Converted customary land can also be
mortgaged. But if there is default, the mortgagee cannot enter
into possession for more than 25 years, or lease the land to
another person for more than 25 years. Nor can the mortgagee
prevent the mortgagor from redeeming the property, unless the
Minister of Lands agrees to waive these restrictions. In practice,
it appears that the Minister of Lands is usually prepared to waive
these restrictions on the leasing and mortgaging of converted
customary land.
The concept of tenure conversion seems to be quite well
known, and many applications have been received by the
Commission to convert customary land to freehold land.
However, because of funding and staffing difficulties, the Land
Title Commission is able to deal with only about a quarter of the
applications for conversion that it receives. Legislation has also
been in force for many years to allow liens or mortgages to be
granted on crops and livestock and their products, although this
is rarely used by borrowers or lending institutions.
The customs of most landowning groups require that
decisions be unanimous and agreed to by all members of the
group. This has several problematic aspects. First, the chiefs and
elders of the group will often tend to dominate the decision
making, and force decisions upon other members of the group
that are not in their best interests. Second, chiefs and elders
may represent themselves as agents for the group and receive
bribes or divert monies intended for all group members. Third,
uncooperative members of the group may refuse to agree with
the other joint landowners, and either prevent decisions and
actions being taken, or hold out until other members of the group
are forced to buy their agreement. Fourth, a group of people has
no identity or status under the law and cannot make decisions
or actions as a group.
The Land Groups Incorporation Act was enacted to
overcome these social and legal difficulties. The Act enables a
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landowning group to apply to be incorporated, thereby acquiring
a legal identity and status of its own. A constitution for the
corporation is prepared by the members, to allow for decisions
to be taken on behalf of the corporation by a board or committee.
The act makes provisions for disputes between members to be
settled by a dispute settlement authority or by a village or local
court. Although this legislation removes the legal impediment
that a group has no legal identity, and enables decisions and
actions to be taken by the corporation, there are nonetheless
disadvantages involving misuse of power by the members of
the controlling board or committee.

Disputes
Disputes arise most frequently in relation to State lands,
converted customary land, and customary land. The main
disputes relating to State lands appear to center around, first,
Government declarations that land is vacant or waste land and
so can be acquired by the State without payment of
compensation; and, second, large claims for compensation by
custom owners for State purchase and lease of land, some of
which are said to be grossly inflated, if not actually fraudulent.
Claims for compensation are normally adjudicated by the Land
Titles Commission, but because this body is seriously
underfunded and understaffed, there are frequently long delays
before compensation payments are made. This is a source of
friction and resentment.
The main causes of dispute over converted customary land
appear to be inflated claims for compensation by persons who
allege that their interests will be adversely affected by the
conversion, and delays in decision making by the Land Titles
Commission.
The main disputes with regard to customary land at present
relate to delays in dealing with competing claims for ownership
or subsidiary rights in customary land, and difficulties in
enforcement of mortgages of leaseholds of customary land. The
Land Disputes Settlement Act has been enacted to deal with
customary land disputes. Land dispute committees in each
province are to establish mediation areas and appoint village
magistrates or other suitably qualified persons to be land
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mediators. A dispute about customary land is first dealt with by
the area land mediator. If no settlement is reached, the matter is
referred to the local land court. Local land courts consist of the
local magistrate and an even number of land mediators, not
exceeding four.
Appeals from local land courts are to be heard by provincial
land courts, which comprise three provincial land magistrates
appointed from the higher grades of magistrates. Provincial land
courts are authorized to grant an appeal if the local land court
has exceeded its jurisdiction, if it has refused to exercise its
jurisdiction, if it conducted the hearing in a manner contrary to
natural justice, or if its decision is such that no court doing justice
between the parties would have made it, that is, it is clearly wrong
or unreasonable. A provincial land court may substitute its own
decision for the decision appealed against, or it may refer the
matter back to the local land court to deal with, using the direction
or guidance given by the provincial land court. A decision of a
provincial land court is supposed to be final, with no appeal to
any other court. This does not mean that the National Court
cannot exercise its inherent powers of judicial review over
subordinate courts, and to intervene if the provincial land court
has acted without jurisdiction, has refused to exercise its
jurisdiction, has acted contrary to natural justice, or has made
an error of law.
The main issue with regard to the operation of the machinery
described above for dealing with land disputes is delay. Although
land mediators, land courts, and provincial land courts have been
established throughout most of the country, existing land
mediators and land magistrates are experienced and impartial
in dealing with disputes, and the public appears to have
confidence in their decision making, there are long delays in
dealing with disputes. It seems that the major reasons for this
are lack of funding and a shortage of land magistrates. Land
magistrates are also ordinary magistrates and have to deal with
land matters along with other civil and criminal matters falling
within their jurisdiction. Local land courts are required to
physically inspect the land in dispute before making a decision,
and then return to the land when the decision is made to ensure
that the parties and witnesses understand it. Having regard to
the existing number of magistrates, and the difficulties both
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financial and logistical of visiting disputed lands on two
occasions, the long delays are not surprising.
Difficulties about enforcement of mortgages of leaseholds
of customary land arise because there is not a general awareness
and understanding among Papua New Guineans, especially in
the rural areas, that if a mortgage over a leasehold interest in
land is given by a lessee who wishes to borrow money, and the
lessee fails to pay back the money, then the lender is entitled
under the mortgage to take possession of the leased land, and, if
necessary, to sell the leasehold interest to someone else. Because
of this lack of understanding, kinspeople and neighbors
frequently attempt to block, if necessary by violence, attempts
by a mortgagee to exercise the remedies that the law provides to
enforce the mortgage.

KEY CONSTRAINTS ON FINANCIAL SECTOR DEVELOPMENT
A disappointing economic growth performance, in terms of
both aggregate slowness and the narrowly based growth pattern,
has restricted financial sector development. Translating natural
resource richness into broad-based, sustainable economic growth
and social development is required, and would stimulate
financial sector development.

Geographic and Cultural Fragmentation
There are severe development constraints, including the
rugged terrain of PNGs 462,000 square kilometers, the
complexity of land tenure systems, the dispersal of 4.5 million
people collectively speaking more than 700 languages, limited
and deteriorating physical infrastructure, a major law and order
problem, and the low level of human resource development.
Secondary school enrollment rates are much lower than in most
other PDMCs, especially for girls and women, who are precluded
from full participation in economic development. There is a
contention also that the wantok system is a cultural constraint
on business development: although it can be used to facilitate
establishment of small businesses, it may inhibit larger-scale
businesses by acting as a disincentive to save. Finally, the
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concepts of nationhood and parliamentary democracy are
relatively recent introductions, with the first-past-the-post
voting system tending to underpin chronic political instability,
as a growing number of candidates promise potential voters
that they will be rewarded for their support with
development.17 A number of these constraints can be eased
over time through appropriate Government policy action.
The present Government has addressed one major
constraint by restoring macroeconomic stability, which is a
precondition for financial sector development and private
sector-led growth.

A Large, Inefficient Public Sector
A large public sector tends to crowd out the private sector,
while itself performing poorly. State-owned enterprises cover
most utilities, a large share of the financial sector, an airline,
printing offices, postal services, and a telecommunications
company. There is a need to corporatize and privatize, where
appropriate, in order to improve service delivery. The Stateowned enterprises are used by the Government to carry out
activities of a noncommercial nature, which has meant that the
fiscal responsibilities of Government and the commercial role of
State enterprises have become confused. In addition, many
activities of the State-owned enterprises are not transparent, and
all but the largest State enterprises (which have enabling
legislation) are not subject to much accountability. Performance
has been difficult to evaluate because of a lack of clearly defined
reporting and accountability requirements and of clearly defined
capital structures. However, privatization is a sensitive issue that
is entangled with domestic concerns over foreign ownership.
Implementation of public sector reforms therefore has to be
handled with care.

17

The number of candidates for 107 seats in the National Parliament rose from
880 in 1977, to 1,645 in 1992, to 2,368 in 1997 (AusAID 2000).
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Law and Order Problems
Lawlessness and disorder increased during the 1990s and
constitute the biggest single obstacle to private sector
development (followed by corruption, poor infrastructure, and
policy instability). According to a March 1999 survey, over 90
percent of respondents fully agreed that theft and crime are
serious problems that can substantially increase the costs of doing
business, compared to 30 percent responding in a 1989 survey
(Manning 1999). These costs include security and insurance,
wage premiums required by imported labor, and restrictions on
hours of operation and time free for education and training. In
rural areas, crops can be destroyed by tribal fighting, or hijacked
en route to the market; the range and availability of consumption
goods is restricted; and banking facilities have been curtailed
(making it difficult to pay public servants engaged in
decentralized service delivery). It has been estimated that in
1997, 30 percent of the potential coffee crop remained
unmarketed because of the law and order problem (AusAID
2000). The lack of physical security also creates a disincentive
for individuals to save and invest, since accumulated assets can
so easily be stolen.

Customary Land Tenure and Leasing Problems
Although there is adequate legal machinery to provide for
custom landowners themselves to mortgage customary land,
either by mortgaging lease-backs or by converting the land into
noncustomary tenure and mortgaging the limited freehold that
results, successful land mobilization is usually achieved only at
very high cost. These costs normally can be undertaken only by
relatively large and profitable enterprises, namely mining and
logging firms.
There are two main constraints on the use of customary land
as a collateral security for a loan: first, the Land Titles
Commission does not have sufficient funds or staff to deal
effectively with most of the applications made to it for tenure
conversions; and second, mortgage enforcement by entry into
possession or sale is very difficult to implement, especially in
rural areas, because of hostility by kinspeople and neighbors, so
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that lending institutions are very reluctant to accept customary
land as a security for a loan. In addition, difficulties in establishing
ownership titles restrict the ability of those in the informal sector
to obtain bank loans for development purposes. Commercial banks
are reluctant to lend to projects where there is concern over the
security of property rights and the capacity to enforce them. The
bodies provided by law for adjudicating disputes over customary
land (land mediators, local land courts, and provincial land courts)
are also terribly understaffed and underfunded, with the result
that there are serious delays in the settlement of land disputes.

Lack of Competition in the Banking Sector
The banking system is dominated by the Governmentowned bank and foreign banks, and competition is limited. Lack
of competition from NBFIs and restricted market access to longterm, fixed-interest instruments or to consumer finance and
personal loans has also prevented competition and the deepening
of the financial system.

Government Interference in the Financial Sector
There has been considerable Government intervention in
the financial sector in the past, which has constrained its
development. The independence of the central bank has been
compromised and Government involvement has prevented the
development of appropriate prudential supervisory processes.
A major concern is that financial institutions other than
commercial banks have little supervision other than annual
reporting. Government involvement has also had adverse effects
on the performance of PNGNPF and RDBPNG. Corporate
governance in the Investment Corporation has been weak and
political intervention common. The SRP addresses these issues.

Limited Access to, and inadequate
Legal Framework for, Microfinance
Extremely limited access to microfinance services acts as a
constraint on rural development. Improving access requires,
among other things, creating an appropriate legal framework
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for MFIs. Currently, there is no legislation governing NGOs
advancing credit, while they are required to secure a license as
a financial institution in order to accept savings. It is unlikely
that NGOs could satisfy present licensing requirements, thus
restricting opportunities for savings mobilization.

RECOMMENDATIONS
Encourage Private Sector-led Development of the Real Sector.
The Government must maintain a stable macroeconomic
environment that is conducive to the development of the financial
sector. This involves fiscal prudence, including greater
transparency and accountability in the budgetary process; and
sound monetary policy. A professional debt management section
should be established in Treasury.
A comprehensive public enterprise reform plan should be
formulated and implemented. Commercially skilled and
competent boards should be appointed and be permitted to operate
free of Government interference. The framework under which any
privatizations are carried out should ensure that public monopolies
do not become private monopolies. The social obligations that
some public enterprises currently meet should be separated from
commercial objectives, and preferably funded directly from the
budget. The Government made substantial progress in these areas
with the planned privatization of FPG in 2001.

Improve the law and order situation.
Addressing the law and order problem requires direct
action, since the job creation that is often presented as a
solution is in fact difficult to achieve because of the problem,
and since available evidence suggests that in any case job
creation may have little immediate impact on criminal activity
(AusAID 2000). The 15 percent of the Port Moresby workforce
reportedly engaged in the latter earn more than the unskilled
wage rate and show little inclination to seek for mal
employment. Thus, the effectiveness of policing, prosecution,
and detention must improve.
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Address Land Tenure Issues.
A number of land tenure issues urgently need addressing.
More qualified, professional staff and facilities are needed for
the Land Titles Commission, so that can deal expeditiously and
comprehensively with all applications made to it. The Magisterial
Service similarly requires capacity building assistance.
There is a need to increase public awareness of the scope
for using crops and livestock, and leaseholds or conversions of
customary land, as security for loans, and also of the necessary
consequences if the loans are not repaid. The operation of
landowning corporations needs to be assessed and means
examined for improving the governance of landowning groups.
This should facilitate and also safeguard the management of
customary land. Conferences under the general heading Issues
relating to the Development of Customary land in PNG could
offer one mechanism for engaging all stakeholders at the
beginning of the process.

Provide an Enabling Environment For the Financial Sector.
In regard to the financial sector itself, the Government
should focus on broadening and deepening financial markets in
order to increase competitiveness. This means reducing
Government ownership and control of financial institutions,
privatizing PNGBC, and encouraging the development of
financial instruments and financial intermediation.18
BPNG should reduce reliance on direct instruments. The
market for Government securities should be broadened and
deepened through the issue of longer-term bonds and
instruments. The introduction of instruments of different
maturities available to the public would help to create alternative
instruments for savers and provide competition for commercial
bank deposits.
Supervision needs to be upgraded under the new
legislative framework provided under SRP. Strengthened

18

The Government planned to privatize PNGBC in mid-2001.
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capacity in BPNG will allow it to monitor and supervise banks
and NBFIs more effectively.
Strengthening NBFIs would provide more competition,
especially for commercial banks. BPNG should monitor NBFIs
more closely and issue prudential standards covering risk
management; capital adequacy; and loan classification,
provisioning and exposure. This is particularly important, as it
is likely that NBFIs will be involved in funding through retail
deposits. BPNG should also supervise conglomerates, by
requiring a higher capital adequacy ratio, placing higher risk
weights on investments, and reducing the large exposure limit
to 25 percent.
In order to facilitate capital market development, company
registration procedures should be upgraded and updated, and
staff should be provided with complementary training. This will
allow improved monitoring of company returns, enforcement of
Companies Act provisions, and application of penalties.
Institutional strengthening and capacity building are also needed
in SCPNG.
Any privatization process that results in the offering of
shares to the public should be supported by a significant publicity
campaign, to encourage the public to buy shares and also to
create public awareness of the stock exchange.
Assistance should be provided for determining the
specification of a regional clearing and settlement facility, such
as PacifiClear, in terms of
(i)

the legal changes necessary to implement a
dematerialized system;
(ii) the ownership of such a facility;
(iii) the functionality required of such a facility, bearing in
mind both current and future regional and national
developments; and
(iv) the potential cost of development and operation.
It is recommended that consideration be given to
establishing a distributed, networked regional facility that uses
Internet technology to link POMSoX to companies and investors
in all PDMCs.
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Improve Governance.
Improving the governance environment is a top priority of
the SRP (see Box 4.1). Better corporate governance is also needed
in the financial sector in respect of Government-owned
institutions.
RDBPNG needs more independence from Government and
a thorough review. Its current financial status is unclear and the
limited disclosure in some areas adds to the uncertainty. As
RDBPNG has been merged with FPG, there is now no
independent specialized development banking institution in
PNG. As the Government is planning to privatize FPG, the future
of RDBPNG remains unclear.
At the time of the FPGs establishment, a separate subsidiary
company was established to deal with community service
obligations and Government schemes, including RDBPNG.
When this study was concluded, it was too early to determine
how effectively the company is operating. In any case, it is clear
that without a major improvement in the overall governance and
supervision structure within PNG, there is little likelihood of
any substantive improvement in the performance of development
finance institutions. Implementation of the financial sector
reforms under SRP will go a long way to achieving this
improvement.
The board structure of PNGNPF should be changed so that
the Government appoints only one member, and the employee
and employer numbers are increased by one each. Further, the
Government-appointed member should not be the chairman. The
development of model investment criteria and members rules
on a regional basis would be helpful.

Strengthen the Environment for Microfinance
Efforts to broaden and deepen the financial and capital
markets should also focus on addressing the problems of
delivering financial services to nonurban areas.
More support should be provided to small microfinance
schemes administered through NGOs. As noted above, this
requires the establishment of an appropriate legal framework,
which must be designed after reviewing existing policies and
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regulations affecting MFIs. Such a review must be done in a
consultative and participatory manner, involving all stakeholders.
A recommended complementary action is the establishment
of a coordination agency responsible for developing supportive
policies; undertaking/initiating coordination and advocacy
activities; and developing effective and transparent mechanisms
for finance wholesaling, resource mobilization, and technical
assistance to MFIs and other microfinance providers. This
agency should also be responsible for developing performance
standards, monitoring and supervision, and provision of
necessary support services to MFIs, including social
mobilization. These activities could be done initially at the
national level, and later at the provincial and district levels, with
possible funding from the Governments Social Investment Fund.
The capacity of MFIs needs to be augmented through
training, technical assistance, and advisory services in such
areas as
(i)
(ii)
(iii)
(iv)

organizational development and financial management;
outreach strategies;
solidarity group formation and social mobilization;
development of innovative financial products that are
responsive to the needs of the poor;
(v) development of management information systems;
(vi) viability planning and portfolio management; and
(vii) resource mobilization.
The Governments new Microfinance and Employment
Policy, adopted in September 2000, addresses these issues.
Poverty mapping can assist in identifying priority areas for
microfinance; while the Ministry of Commerce, with other
agencies responsible for the promotion and development of
businesses, could assist in identification of cash incomegenerating projects. There is a related need to undertake an
awareness and education campaign to inculcate thrift and credit
discipline among rural groups. This can be done through the
media (especially through radio), community drama, or other
community activities using a participatory approach.
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The Government should initiate regular annual workshops
for microfinance, where MFIs can share their experiences, raise
issues, and identify remedial measures; and where bankers will
be encouraged to participate and to lend their support in terms
of funding or technical assistance. The participation of various
stakeholders such as development partners or donor agencies,
NGOs, policymakers, and representatives from regulatory bodies
should be encouraged to raise awareness of microfinance with
the intention of getting support and cooperation from various
stakeholders.
MFIs need to establish linkages with various support
providers, especially in the area of business/enterprise training,
advice, market linkages, project development, and appropriate
technology and transfer.
The bottom line in the medium term is that effective delivery
of microfinance services in rural areas probably requires explicit
subsidization by the Government or donors.

SAMOA
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Samoa

#

BACKGROUND
Samoas population of 171,000 lives on the two main islands
of Upolu and Savaii, which make up most of the total land area
of 2,800 square kilometers. Emigration to New Zealand,
Australia, and the United States kept the population growth at
around 0.5 percent per year during the 1990s. The country ranks
fifth amongst PDMCs on the Human Development Index scale.
GDP per capita in 1999 was US$1,555; life expectancy is 68 years;
the infant mortality rate is 19 per 1,000; and the adult literacy
rate is 99 percent. Because many of those who hold higher
educational degrees emigrate, there is a shortage of professionals
with managerial and financial skills.
Samoa is a parliamentary democracy and was the first South
Pacific country to gain full independence in 1962. The
constitution provides for a Head of State elected by the legislative
assembly for a five-year period. All legislation must have the
assent of the Head of State, who appoints one member of the
legislative assembly as prime minister. This is usually the
member who enjoys the support and confidence of the majority
of members of the assembly. The prime minister appoints the
cabinet.
Until 1990, the majority of members of the legislative
assembly were elected by the matai (family chiefs), which was
seen as a way of combining a parliamentary form of government
with Samoan tradition. Following a 1990 plebiscite, universal
suffrage was adopted, giving everyone over the age of 21 the
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right to vote. Elections are held every three years. Local
government is still traditional and is based on the matai system.
Most of the land is held under customary title in the
collective ownership of Samoan people, cannot be alienated by
sale or mortgage, and is difficult to lease to non-Samoans.
Customary land is controlled by matai, which means a person is
unlikely to be able to operate a business on customary land
without the consent of his or her chief. Much of the land in the
capital, Apia, however, is freehold land. In addition, the
Government has extensive rural freehold land that it may offer
for sale or lease. It may also allow foreign investors to lease land
from villagers, though this is rare in practice.
Traditional culture in Samoa can constrain business
development. The matai system can prevent a family member
from starting a business by refusing access to land or money. In
the past, business people have had comparatively low status.
Samoans share wealth with members of the family, the
community, and the church, which can prevent the accumulation
of capital needed to start a business and reduce the incentive to
build wealth. On the other hand, success in business can also
provide the means to give generously.

THE MACROECONOMIC ENVIRONMENT19
Samoa achieved modest economic growth of around 2
percent per year in the 1980s, in part reflecting the impact of
economic reforms begun in 1985. Economic activity in the next
decade was severely disrupted, first by cyclones in February 1990
and December 1991, then by the impact of taro leaf blight disease
in 19931994. There was also a financial crisis in the publicly
owned Polynesian Airlines in 1994/95 that required the
Government budget to assume sizable external debt. There was
a marked recovery in 1995 and 1996 as a result of infrastructure
rehabilitation; but growth slowed in 1997, due to the closure of
a coconut oil mill and reduced exports by the Yazaki company of

19

This section draws on ADB 2000.
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automotive wiring harnesses to Australian car manufacturers
(following the Asian financial crisis). However, the fishing sector
was growing strongly, and in 1998 was supported by growth in
transport and communications and finance and business
services. The aggregate growth rate rose to 3.4 percent. In 1999,
growth accelerated to 5.3 percent, led by the fishing, construction,
and commerce sectors, and by expansion in public administration
and tourism (Table 5.1). Continued expansion of fishing and
strong growth in the industry sector led a further growth
acceleration in 2000, with real GDP increasing by 7.0 percent.
Inflation declined substantially in the 1990s, peaking at
nearly 7 percent in 1997 and then dropping to almost zero in
1999 and 2000. The latter decline reflects tariff cuts in 1998 and
1999, and more modest currency depreciation. The Samoan
currency, the tala (SAT$), is pegged to a trade-weighted basket
of currencies of major trading partners, the most important being
the New Zealand and US dollars. The nominal effective exchange
rate has depreciated through the 1980s and 1990s, but in the
latter decade the real effective rate has appreciated slightly.
Remittances continued to be a major source of external
income in the 1990s, but fell in relative importance because of
the improved domestic growth performance. Aid flows averaged
over 10 percent of GDP, while tourism receipts increased from 5
percent of GDP in the 1980s to 1015 percent in the late 1990s.
Growth of formal-sector employment has been weak despite the
strong growth in output. The primary reason is a decline in the
number of jobs at the Yazaki factory. Minimum adult wages are
low by Pacific standards, declined substantially in real terms in
the 1990s, and are not a constraint in areas of comparative
advantage. Around 60 percent of the workforce is employed in
agriculture and fisheries, although often part-time.
In the early 1990s, macroeconomic policy was preoccupied
with responding to the cyclones and subsequent rehabilitation.
Substantial budget deficits were incurred, and monetary policy
was tight. In 1996, the Government developed a comprehensive
economic reform program that emphasized macroeconomic
stability, improved public sector efficiency, private sector
development, and better health and education standards. Tax
and tariff reforms have been implemented to achieve an open
trade policy and an efficient taxation system, with a value-added
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tax being adopted well in advance of the major tariff cuts. A
financial liberalization program was also begun in late 1997,
supported by an Asian Development Bank (ADB) program loan
and technical assistance. Credit and interest rate controls were
removed, auctions of central bank securities became the primary
monetary policy instrument, and a process of strengthening the
capacity of the central bank was begun.
In regard to foreign exchange transactions, the Export
Financing Facility, which provided local currency funds for
agricultural exporters at subsidized rates, was discontinued;
commercial banks were permitted to offer forward cover
exchange risk contracts; the foreign exchange levy of 1 percent
was removed; the ceiling on commercial banks foreign exchange
holdings was replaced by prudential regulation; and the Foreign
Exchange Control Regulations were revised to allow private
sector parties to operate as foreign exchange dealers upon the
approval of the central bank.
The overall budget balance moved into surplus in 1996
and remained in surplus for the rest of the 1990s; and the rise
in Government deposits with the central bank allowed for strong
growth in private sector credit without dangerously rapid
growth in broad money. As noted above, the inflation rate fell
(Table 5.1).
Privatization and corporatization of State-owned enterprises
(SOEs) was also part of the ADB-supported financial sector reform
program. Progress has been slower than originally envisaged,
because of the difficulty of adopting a standardized approach to
all SOEs, but some full privatizations have taken place, and some
of the larger enterprises have been corporatized. There has also
been divestment of a number of minority shareholdings.
The Governments current Statement of Economic Strategy
(Government of Samoa 2000) places special emphasis on
growth in agriculture, fisheries, and tourism, and on a
revitalization of the village economy as an essential means of
ensuring growth with equity. The Government is committed to
maintaining a stable macroeconomic environment, continuing
its public sector reforms (including a greater performance
orientation in the civil service), and promoting private sector
development. As to the latter, much remains to be done to
address problems of insecure land tenure and regulatory and
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administrative impediments to private investment. Regulation
and taxation of the fisheries sector are also issues.
Table 5.1
Macroeconomic Indicators for Samoa, 19941999

Output and inflation
Real GDP growth
Change in CPI (period average)
Money and Credit
Net foreign assets
Total domestic credit
Private sector credit
Broad money

Balance of Payments (US$ mn)
Exports (annual percent change)
Imports (annual percent change)
Private remittances
Official transfers
Current Account
(incl.official trsfrs)
(In percent of GDP)
Current Account
(excl.official trsfrs)
(In percent of GDP)
Overall Balance
Gross Reserves
(in months of imports of
goods and services)

Sources: CBS 1999b.

1995

-0.1
12.1

6.4
-2.9

1996

1997

1998

1999

(in percent)
7.3
1.0
5.4
6.8

3.4
2.2

5.3
0.6

(% change over beginning stock of broad money)
-12.4
5.9
8.0
14.7
12.0
2.6
20.0
15.1
4.0
-0.5
-1.5 12.8
-4.7
15.9
12.7
11.7
13.0 12.4
(annual percent change)
13.0
21.8
5.1
13.3
4.9
9.1

Central Government 1/
Revenue (excluding grants)
Expenditure & net lending
Current expenditure
o/w Wages and Salaries
External grants
Overall balance (incl.grants)
Overall Balance (excl.grants)

External public debt (US$ mn)
(In percent of GDP)

1994

(percent of GDP)
31.4
28.0
45.5
37.6
26.8
25.2
8.8
10.2
15.0
10.8
0.9
1.1
-14.1
-9.7

30.6
49.6
26.6
9.8
11.3
-7.7
-19.0

32.6
52.3
25.7
9.4
16.9
-2.8
-19.7

27.6
37.8
24.7
9.7
11.2
1.1
-10.1

27.9
39.6
24.7
9.2
10.2
-1.5
-11.7

-45.3
-22.0
33.1
23.7

151.4
15.1
35.3
25.0

14.8
7.4
36.8
22.4

45.5
1.2
42.1
26.1

3.4
3.4
39.3
27.9

5.3
14.0
38.7
26.2

3.9
2.0

8.6
4.5

11.1
5.1

18.3
8.4

22.1
10.3

18.3
8.0

-19.8
-10.3
-5.1
47.0
5.4

-16.4
-8.7
1.0
47.7
4.9

-11.3
-5.2
6.9
56.9
5.3

-7.8
-3.6
9.4
60.3
6.0

-5.8
-2.7
6.3
63.1
6.0

-7.9
-3.4
5.6

178.5
93.3

173.8
92.5

169.4
78.7

154.9
72.0

154.7 162.4
74.0 73.4
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THE STRUCTURE OF THE FINANCIAL SECTOR
AND INSTITUTIONS
The financial system of Samoa comprises the Central Bank
of Samoa (CBS), three private commercial banks (two foreign
and one domestic), and seven nonbank financial institutions
(NBFIs) (Table 5.2). Under the Financial Institutions Act of 1996,
CBS performs a normal prudential regulation role, is responsible
for conducting monetary and exchange rate policy, and manages
part of the countrys foreign exchange reserves (the other part
being managed by the Ministry of Finance). Improvements are
taking place in CBSs management information and accounting
systems, and budgetary reporting is being strengthened to
support key responsibilities and provide greater transparency.
The financial sector reform program initiated in late 1997
provided for an extension of central bank prudential supervision
to the major NBFIs: the National Provident Fund (NPF) and the
Development Bank of Samoa (DBS). Formalization of an inprinciple agreement required amendments to the Financial
Institutions Act, which were passed in January 2001, and will
be followed by appropriate amendments to the acts under which
NPF and DBS operate. An International Companies Office
operates an offshore financial center, which is currently
responsible to the governor of CBS and is staffed with CBS
personnel. A bill has been prepared to set up the Offshore
Finance Center as a statutory corporation separate from CBS.
The assets of the commercial banks constituted 42 per cent
of total financial sector assets in mid-1999 (Table 5.2). The three
banks are the ANZ Bank (Samoa) Ltd (ANZ); Pacific Commercial
Bank Ltd (PCB), which is jointly owned by the Westpac Banking
Corporation (Westpac) and the Bank of Hawaii; and the National
Bank of Samoa (NBS), which is locally owned by private Samoan
investors and the International Finance Corporation. Their shares
in total assets of commercial banks were 62.8 percent, 28.7
percent, and 8.5 percent, respectively.
ANZ opened in 1959 and became a wholly-owned
subsidiary of the ANZ Banking Group Ltd after the Government
relinquished its 25-percent shareholding in 1995. PCB
commenced operations in 1987 as an entirely private bank, with
Westpac and the Bank of Hawaii each holding a 43-percent
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Table 5.2
Total Assets/Liabilities of Major Financial Institutions, 19941999
1994

1995

1996

1997

1998

1999a

Treasury
Central Bank of Samoa
Commercial Banks
ANZ Bank Ltd
Pacific Commercial Bank Ltd
National Bank of Samoa b

(in percentage of Total Assets/Liabilities)
0.5
0.5
0.4
0.4
0.4
0.3
21.1
20.9
21.2
20.7
18.8
16.7
36.5
37.4
38.8
40.8
40.4
42.4
27.1
25.6
26.5
28.5
26.5
26.7
9.3
10.8
10.3
9.7
10.4
12.2
0.0
0.9
2.0
2.6
3.5
3.6

Non-Bank Financial
Institutions
National Provident Fund
Development Bank of Samoa
National Pacific Insurance Ltd
Samoa Life Assurance Corp.
Public Trust Office
Housing Corporation of Samoa

41.9
21.5
10.5
3.1
3.1
1.4
1.8

41.0
21.4
10.0
3.1
3.3
1.4
1.9

39.6
21.3
9.3
2.6
3.2
1.3
1.9

38.1
21.6
7.8
2.4
3.1
1.3
1.9

40.4
23.2
8.1
2.8
3.2
1.2
1.9

40.5
23.5
8.2
2.6
3.2
1.2
1.8

a. As at June 1999.
b. National Bank of Samoa came into operation in December 1995.
Source: CBS 1999a.

equity stake and private domestic interests holding the remaining
14 percent. NBS opened for business in December 1995, when
the Government disposed of its entire shareholding in the former
Post Office Savings Bank to local interests. The two foreign banks
are mostly involved in trade financing, term financing, and letters
of credit.
ANZs market share has fallen from 74 percent in 1994 to
63 percent in 1999. It has a full branch in Apia, four bank-staffed
agencies, one airport foreign exchange agency, and two mobile
vans. PCB has a head office, one bank-staffed agency, and two
airport foreign exchange agencies. NBS has a head office, five
bank-staffed agencies, and one airport foreign exchange agency.
As in most other PDMCs, the urban areas are much better served
by banking facilities than the rural areas: most banking outlets
are in urban areas, and there are two ATMs in Apia. There was
one branch or agency for every 10,500 people in 1999.
NBFIs account for 41 percent of the total financial system.
The State-owned NBFIs are the NPF, DBS, Housing Corporation
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of Samoa, Samoa Life Assurance Corporation, and the Public
Trust Office . They accounted for 94 percent of total NBFI assets
in mid-1999. NPF, the largest NBFI, holds 23.5 percent of the
total assets of the financial system, almost as much as ANZ: NPF
is a compulsory retirement scheme covering all paid employees
in Samoa. DBS accounts for 8.2 percent of the total assets of the
financial system; it does not take deposits and is funded solely
by Government equity and lines of credit provided by
international development agencies. The major insurance
providers are the Samoa Life Assurance and National Pacific
Insurance Limited, in which the Government has a 30-percent
equity stake. The Housing Corporation of Samoa provides some
housing finance but is a small player in the financial system,
with less than a 2-percent share.
Money transfers are also available through two major
providers (Xpresstrac and Western Union) and four foreign
exchange dealers approved by CBS in October 1999. Credit
unions are an established part of the financial system; and small
amounts of credit are provided by solicitors and moneylenders,
as well as through families and relatives.

PERFORMANCE OF COMMERCIAL BANKS
The market for deposits is dominated by the commercial
banks. The deposit structure is relatively short-term: in 1999,
around 27 percent of funds were held in deposits of less than
three months; almost 48 percent of funds were in deposits with
maturities of between three and 12 months; 25 percent were
held in deposits with maturities of 12 to 24 months; and few or
no funds were held in maturities beyond 24 months.
Commercial banks accounted for 51 percent of credit to the
private sector in June 1999, compared with 49 percent provided
by NBFIs (Table 5.3). The commercial banks share has increased
since the financial sector was liberalized. Banks have minimal
claims on the Government and SOEs. Commercial bank lending
is focused on building and construction and the purchase of land,
together with manufacturing and trade. Very little bank lending
goes to the agriculture sector, which relies on DBS and NPF
(Table 5.4).
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Table 5. 3
Total Domestic Lending, 19941999

Central Bank of Samoa
Commercial Banks
Nonbank Financial Institutions
Total

1994

1995

1996

1997

1998

1.1
82.7
145.7
229.5

(in millions of Tala)
1.3
1.5
1.4
1.6
104.6 122.0 141.2 167.1
149.9 157.0 161.0 175.8
255.8 280.5 303.6 344.5

1999a
1.5
188.3
182.6
372.4

a. To June 1999.
Source: CBS 1999a.

Table 5.4

Loans to the Private Sector by Type of Institution
(percent of total loans)
1996
Banks Nonbanks

Agriculture, Forestry & Fishing
1.2
Manufacturing
22.5
Building, Construction,
Installation & Purchase Land
38.2
Trade
16.2
Transportation, Storage &
Communication
4.3
Professional & Business Services
7.1
Other Activities
10.4

1997
1998
Banks Non- Banks Nonbanks
banks

13.8
5.4

1.1
16.0

14.2
5.4

1.1
17.0

14.6
4.8

42.6
13.3

40.4
13.4

44.0
11.8

40.2
9.4

47.7
10.6

3.6
5.3
16.5

3.3
13.0
12.8

4.3
4.9
15.2

5.0
11.1
16.3

3.1
4.7
14.8

Source: Central Bank of Samoa 1999a.

FINANCIAL DEEPENING AND INTERMEDIATION
Financial deepening began occurring after the financial
sector reforms. The ratio of broad money to GDP has increased
over the period 1994 to 1999 (Table 5.5). However, this
measurement does not adequately capture financial deepening,
because of the high level of Government deposits in the banking
system. A better measurement is private sector credit as a
percentage of GDP, which increased from 16.3 percent in 1994
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to 26.1 percent in 1999. Credit to the private sector increased by
an average 30 percent per year between 1995 and 1999. This
was an encouraging development during a period when the
inflation rate dropped significantly.
Another measure of financial deepening is the ratio of
narrow money to broad money. This ratio declined in the late
1990s, indicating increased use of the formal financial system
through the holding of fixed-term deposits. The ratio of time
and demand deposits to GDP has also increased much more
rapidly than currency to GDP, demonstrating that demand and
time deposits are replacing money in circulation.
Excess liquidity has declined with financial sector reforms.
The gap between broad money in percent of GDP and private
credit in percent of GDP provides a rough indication of the excess
liquidity in the system. This measurement has fallen from 13
percent in 1994 to just under 7 percent in 1998 and an estimated
5 percent in 1999.
Prior to January 1998, maximum rates on loans and
overdrafts were set at 12 percent and minimum savings rates at
3 percent. The minimum rate on 1-month to 2-year term deposits
ranged from 4.5 to 7.5 percent. Since deregulation of interest
rates, nominal deposit rates have remained unchanged. Base
lending rates initially were set between 11.75 and 12 percent,
with risk margins of up to 2 percent. The base lending rates
subsequently fell to between 10.5 and 11.5 percent in late 1999,
while the risk margins increased slightly. The average margin
between nominal lending and deposit rates has decreased if base
rates alone are considered (Table 5.6); but allowing for risk
margins, the spread has increased from around 7 percent to 7.6
percent (ADB 2000). The increase reflects more effective pricing
for risk and greater access to credit for some private sector
projects, and should not be assumed to be the result of diminished
competition in the financial sector.
Real interest rates fluctuated considerably before
deregulation, as Table 5.6 shows, with occasional large negative
rates for deposits. Since deregulation, rates have been positive.
This increases the incentive to save.
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Table 5.5
Financial Intermediation Statistics, 19941999
1994

1995

1996

1997

1998

1999a

(in millions of Tala)
Money Supply (M2)
Narrow Money (M1)
Currency outside banks
Demand Deposits
Quasi Money
Savings Deposits
Time Deposits

138.1
47.20
16.82
30.38
90.88
18.64
72.24

168.2
60.94
21.60
39.34
107.30
26.02
81.28

176.8
61.14
20.96
40.18
115.69
29.80
85.89

29.5
12.5

2.1
5.7

-2.2

30.4

18.2

3.6

4.5

4.0

10.0

12.8

29.3

35.3

200.2
69.02
24.88
44.14
131.17
28.73
102.44

210.2
66.53
24.82
41.71
143.67
30.38
113.29

214.8
68.07
19.41
48.66
146.70
33.01
113.69

9.9
19.3

-5.5
10.6

16.7
0.4

17.5

18.8

37.3

4.1

3.9

2.8

11.6

11.4

10.3

9.9

33.4

33.1

32.6

31.3

(in percent)
Growth of Demand Deposits
Growth of Time Deposits
Growth in Private
Sector Credit

(in percent of GDP)
Currency in percent of GDP
Narrow Money in percent
of GDP
Broad Money in percent
of GDP
Private Sector Credit
(percent of GDP)
Private Sector Credit
(% of total credit)
Currency
(per cent of broad money)
Narrow Money
(percent of broad money)
Quasi Money
(percent of broad money)
Demand Deposits
(% of narrow money)
Total Domestic Credit/
Banking Assets
a. To June 1999.
Source: CBS 1999b.

(in percent)
16.3

21.0

22.4

23.0

25.7

26.1

191.3

160.5

178.8

212.8

264.6

210.2

12.2

12.8

11.9

12.4

11.8

9.0

34.2

36.2

34.6

34.5

31.7

31.7

65.8

63.8

65.4

65.5

68.3

68.3

64.4

64.6

65.7

64.0

62.7

71.5

38.6

56.0

53.7

49.3

48.5

72.6
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Table 5.6
Nominal and Real Returns on Savings and Lending

Average
Deposit
Rates
1994
1995
1996
1997
1998
1999

5.5
5.5
5.5
5.5
5.5
5.5

Average
Lending
Rates
12.0
12.0
12.0
12.0
11.25-11.5
10.75-11.5

Inflation
Rate
12.1
-2.9
5.4
6.9
2.2
0.7

Real
Average
Deposit
Rates
-5.9
8.7
0.1
-1.3
3.2
4.8

Real
Average
Lending
Rates
-0.1
6.3
6.3
4.8
8.9-9.1
10.0-10.7

Nominal
Interest
Spread
6.5
6.5
6.5
6.5
5.75-6.0
5.25-6.0

Source: ADB 2000.

COMPETITION
The oligopolistic nature of the banking sector is an inevitable
outcome of small market size and by definition means that there
is limited price competition and a tendency for high interest
spreads to persist. However, entry of new banks into the market
has been facilitated by Samoas licensing and supervision
policies; and as noted, one new bank entered the market in 1995
(although the banks market share remains small). Under the
liberalized financial system, four foreign exchange bureaus have
started operating, and there are indications that these bureaus
are competing quite well with the commercial banks.
Moreover, NBFIs were never subject to official credit
controls, accounted for around 56 percent of credit to the private
sector in 1996, and continue to offer some competition, even
though their share of the market declined to half in 1999. NPF
in particular lends for private sector development in commercial,
industrial and agricultural projects, and offers small loans to
members (up to 45 percent of their NPF balance).
Although auctioning of central bank bills is occurring, they
generally have not been issued to the public, and have not
provided alternative savings instruments for the public. There
are around 20 credit unions in Samoa, and these provide facilities
for village people to save and borrow.
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NONBANK FINANCIAL INSTITUTIONS
National Provident Fund
NPF was established under the National Provident Fund
Act of 1972. It administers social security contributions for all
wage and salary earners of both the Government and the private
sector, except for persons less than 15 years of age, nonresident
companies, and the self-employed. NPF has around 25,000 active
members out of a potential workforce of 50,00060,000. Members
and their employers each contribute 5 percent of the employees
gross monthly salary. At age 55, members can take either a lump
sum or a pension, most opting for the lump sum. In addition to
administering the main fund, NPF also administers the Senior
Benefits Scheme on behalf of the Government. The SBS is the
vehicle utilized by Government to pay pensions to senior citizens
who have retired and are receiving a benefit. These benefits can
be an NPF pension or some other social security benefit.
There are no specific guidelines on investment in the NPF
Act, which places NPF in the position of a trustee. The board
interprets this as meaning that it should be ultra-cautious in its
investments. Its major investment areas are lending on property
(residential and commercial); members loans (for housing,
school fees); and freehold properties. However, in December
1998, a number of amendments to the NPF Act were passed by
Parliament. One specified that members interests were to be
paramount in the administration of the fund. Another allowed
NPF to invest up to 10 percent of its funds overseas and to invest
for terms longer than 12 months without prior approval of the
Minister of Finance. A third amendment allowed members to
withdraw their account balance at retirement in one lump sum
from age 55, as well as allowing withdrawal prior to this age
under certain circumstances.
Less than 5 percent of NPFs investments are in equity.
There are investments in two companies recommended by the
South Pacific Project Facility (SPPF). No foreign investments
had been made at the time of writing. At present, if NPF takes
an equity investment, it is essentially locked in because of the
absence of a national or regional stock exchange.
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Under the financial sector reform program, NPF has
undertaken a major reorganization and associated capacity
building. It has also moved to implement a market-based interest
rate policy for loans to its members. Prior to the financial sector
reforms, NPF charged 9 percent for all loans, regardless of risk.
It has now adopted a base rate of 10.5 percent, with risk-weighted
margins normally up to 2.5 percent. The average interest rate
for NPF loans is between 12 and 13 percent per year, which is
comparable with rates being charged by the commercial banks.
NPF has also established board-approved credit policy guidelines
that include clear loan classification and credit rating policies
based on risk assessment, established benchmarks for various
types of lending, loan provisioning policies, appropriate asset/
liability matching policies and monitoring and reporting systems,
defined account reviews and follow-up measures, improved
rehabilitation and recovery policies, and defined policies for loan
rescheduling.

Development Bank of Samoa
DBS was established in 1974. The Minister of Finance
appoints the DBS Board, which meets 12 times a year. There are
10 positions, with an effective membership of seven. The
Secretary of Finance, as the senior financial representative of
the Government, chairs the Board. The Directors of Agriculture
and Fisheries; Trade, Industry and Commerce; and the DBS
general manager are members. The other members represent
the private sector. The DBS Act prohibits staff or directors of
other banks from being board members.
DBS has relied almost entirely on soft loans from ADB and
the European Investment Bank (EIB) and funding from the
Government for its capital and finance. The bank has the option
of borrowing from the domestic market (particularly NPF).
Lending growth has been constrained by insufficient liquidity
in the past, and although additional credit lines were provided
by EIB in 2000, there is a need to develop alternative sources of
funding if portfolio growth of around 5 percent per year is to be
achieved. The Development Bank of Western Samoa Act 1974
(with amendments in 1984 and 1986), Clause 8(g), provides for
DBS to accept money on deposit at rates of interest to be decided
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by the bank. However, clause 5 entitled Functions of the Bank
refers only to lending and provision of financial, technical, and
advisory assistance to enterprises. For DBS to raise funds through
deposit taking or issuance of its own securities, further
amendments to the Act would be needed. In addition, the cost
of funds raised in these ways would be higher, so that operational
efficiency would have to increase.
Like NPF, and in the context of a strategic plan approved
by the board in late 1998, DBS has streamlined loan processing
and recovery procedures, adopted a policy of full market-based
interest rates, and established improved credit policy guidelines.
It has eliminated concessional 8-percent lending rates for
agriculture, and put in place a base rate of 10.5 percent with a
risk margin of up to 3 percent. Average rates are in the same
range as the commercial banks rates. Small loans are charged
a flat minimum rate of 10 percent to ensure coverage of their
relatively high appraisal and administrative costs.
As a result of these policy changes and associated
institutional strengthening, and of Samoas stronger growth
performance, DBSs financial performance has improved. The
gross loan portfolio stood at SAT$53 million in June 2000. Very
few loans exceeded SAT$1 million, with the average size being
just SAT$10,000. Approximately 80 percent of its new loan
approvals by number and 50 percent by value go to the
agriculture sector. These facts underline the crucial role that DBS
plays in providing credit to small-scale business in rural areas.

LEGAL AND REGULATORY ENVIRONMENT AND SUPERVISION
CBS is responsible for external and domestic monetary
stability, regulation and issuing of money, and the regulation
and supervision of the financial sector, as set out in the Central
Bank of Samoa Act 1984 and the Financial Institutions Act 1996.
Monitoring and supervision take place in the Financial
Institutions Department of CBS, which has issued policies for
all of the key areas of banking supervision and has been
strengthening its prudential framework. The prudential
guidelines issued in March 1996 are consistent with the Financial
Institutions Act and with standards adopted worldwide in
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accordance with the Basle core principles. CBS is strengthening
monitoring of bank compliance with these guidelines, with
technical assistance from ADB. The capital adequacy ratio (CAR)
as a minimum percentage of risk-weighted assets and other
exposures has been set at no less than 15 percent. Tier 1 capital
can be no less than 7.5 percent while Tier II capital cannot exceed
100 percent of Tier 1 capital. The Basle concordat sets a minimum
CAR of 8 percent.
Commercial banks are subject to a system of detailed regular
reporting, with reports analyzed in relation to prudential
standards as detailed above. The two domestic banks that are
foreign-owned exceed the minimum, while the locally-owned
NBS has a capital ratio of about the minimum. The Net Open
Position guidelines for banks are now fully implemented, with
prudential procedures and data monitored on a weekly basis.
The prudential statement on increasing general provisions from
1 to 2 percent is proceeding. Banks are also permitted to lend an
equivalent of no more than 25 percent of capital to any one
borrower.
Until 1999, NBFIs were not subject to prudential guidelines.
During 1999, CBS and DBS agreed that the latter would come
under CBS prudential supervision, which has since also been
extended to NPF. As noted earlier, implementation of the
agreement required an amendment to the Financial Institutions
Act, and will require complementary amendments to the
individual acts under which DBS and NPF operate. This
widening of CBS supervision will better protect the stability of
the financial system.
CBS is being reorganized so that departmental
responsibilities are better aligned with the requirements of
managing a liberalized financial system. Procedures in CBS are
being strengthened, including supervisory procedures, and
further strengthening of prudential matters including liquidity
requirements are being considered by the Financial Institutions
Department. The capacity of CBS to conduct banking supervision
is being enhanced with technical assistance. Nevertheless, the
Financial Institutions Department is small and the average length
of experience of its staff is short; there is a need for ongoing staff
training.
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DEVELOPMENT OF MONEY AND BOND MARKETS
The movement away from direct controls on interest rates
and credit towards an indirect system of monetary management
was completed with the removal of ceilings on the growth of
commercial bank lending in January 1998 and the phasing out
of the Liquid Asset Ratio in September 1999.
The auction of CBS bills started on 6 January 1998. The
face value of the 91-day and 182-day bills issued in 1998 was
SAT$99.6 million and those issued up to October 1999 was
SAT$85 million. On average, auctions have been held in three
weeks out of four, depending on the liquidity situation at the
time. The issue is made on a tender basis and CBS is free to
accept none, any, or all of the tenders. The interest rate is slightly
below the rate offered by the commercial banks on term deposits.
Bills are issued in bearer form, but the banks are required to
advise CBS if they trade. Securities can be freely traded at
negotiated prices, and can be discounted at CBS at any time
after issue, but are subject to a rediscount penalty of 100 basis
points above yield. To date, there has been very little secondary
tradingone or two trades per year. None of the commercial
banks in Samoa issues bonds or bills.
The Government does not issue either short- or long-term
paper and currently has no intention to do so, because it can
borrow more cheaply abroad than at home. Neither does the
Government guarantee any domestic bonds, although it does
guarantee overseas bonds issued to multilateral organizations
by SOEs, such as the power company and the central bank.
The Statutory Reserve Deposit (SRD) has now been
established as an instrument in its own right, and CBS bills are
not now eligible assets for SRD. SRD was redefined as a direct
proportion of bank deposits and has been set at 5 percent since
February 1998.
Samoa has laid the foundation for promoting money markets
that will in time lead to the development of interbank activity in
money market instruments and CBS securities. As a result of
the removal of the direct controls, CBS is making greater use of
the issue of central bank securities as the monetary policy
instrument to meet the inflation target of 3 percent per year.
However, it will take time before CBS securities are actively
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traded in sufficient amounts to influence financial sector liquidity
substantially.20 To date, CBS has been effective in using the
instruments that are being developed to mop up liquidity, but
there has only been a tiny amount of interbank activity in money
markets. Now that the liquid asset reserve has been phased out,
the Exchange Settlement accounts with CBS indicate that there
is much less excess liquidity in the system, and it is expected that
a short-term interbank borrowing market will begin to develop. It
is also expected that the interbank money market will continue to
grow and that eventually a yield curve will emerge.
Part of ADBs Financial Sector Program Loan was allocated
to covering the cost to CBS of issuing CBS securities. This
coverage was due to end in December 2000, so that the issue of
how these costs would be covered after December 2000 needed
to be resolved. As of mid-2001, an in-principle agreement had
been reached that provided for the Treasury to finance the interest
costs of CBS securities for a two-year period, pending a later
strengthening of CBSs balance sheet through a transfer of
Treasury foreign exchange reserves to CBS.

DEVELOPMENT OF DEBT AND CAPITAL MARKETS
The original Companies Act was based on the 1955 New
Zealand Act and needed replacing by a clear and relatively
simple act. A new Companies Act was drafted and approved by
the Cabinet in June 2001; it is expected to be passed into law
later in the year. The existing act requires the annual filing of
accounts, which are open for inspection by the public. In the
past, the commercial banks have had difficulty in getting quality
financial information from companies on a timely basis. However,
the recent change that permits the banks to price for risk is
beginning to improve the situation, and there is a marked growth
in professionalism by those companies that want to reduce their
interest costs. There are three full-time accounting firms and an

20

CBS has retained the legislative ability under the CBS Act to reimpose credit
ceilings, should this be necessary in the interest of monetary stability.

SAMOA

171
accounting society that has adopted international accounting
standards.
There is no securities regulation in Samoa. None of the
banks provides investment advice, nor does any of them offer
investment products, such as mutual funds.
The offshore market is regulated by: (i) the International
Companies Act 1987; (ii) the Offshore Banking Act 1987; (iii)
the International Trusts Act 1987; (iv) the Insurance Act 1987;
and (v) the Trustee Companies Act 1987. There are currently six
domestic companies licensed under the Trustee Act, 6,000
international companies, 12 offshore banks, and eight insurance
companies operating in the market. The trustee companies
undertake due diligence on the international companies. The
International Companies Office, which under the 1987 act
implements this legislation, is therefore primarily concerned with
regulating the trustee companies themselves, the banks, and
the insurance companies. Samoa has not yet developed a mutual
fund industry. Until it does, development of an offshore stock
exchange will be inhibited: mutual funds (unit trusts) are the
majority listings in such markets as Cayman, Bermuda, and
Luxembourg.
Samoan companies obtain investment funds from family
and friends, the commercial banks, DBS, and NPF, and only to a
limited extent from the general public buying securities made
available through a public offering. There is no domestic stock
exchange and only around nine public companies. Generally,
the potential for listing is limited. Most businesses in Samoa are
small (turnover of less than SAT$500,000) or medium (turnover
of less than SAT$2 million). Only very few companies would
have a turnover of more than SAT$5 million. Many of the larger
companies in Samoa are run as sole traders or private companies.
To all but a relatively small number of companies, disclosure of
company information would be a problem. As for the rare
exceptions, the companies have shareholders who are not part
of the family, and they prepare formal accounts and hold annual
general meetings.
There is some trading in the shares of Pacific Commercial
Bank. Holders of the shares tend to approach the bank to find
buyers. The system is entirely informal and not at all
transparent. Demand for the shares is strong, particularly from
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bank employees. One third of the shares issued by the National
Insurance Company are held by the general public. There is
no secondary market, and if an investor wishes to sell them,
they generally approach the company secretary for help in
finding a buyer.
When a shareholder in one of the public companies wishes
to sell to the majority shareholders, the company may facilitate
a valuation. Otherwise the shareholders have no idea what the
shares are worth. NPF has equity stakes in two domestic private
companies and would like to acquire more. However, the lack of
a secondary market for the shares means that the investments
are held at par value and only the dividend is taken into the
accounts. This may well be distorting the finances of the
companies concerned, in that they are paying dividends when
it would be more appropriate to invest the profits in further
expansion. Such a move will only be possible if the holders of
shares can reflect the increased value of the company in their
books by revaluing the shares at market price.
The NBS is currently a private company and as such is limited
to 25 owners (although some of these are trusts that act for more
than one principal). It is possible that the bank will go public in
the medium term and would welcome a regional stock exchange.
DBS is undertaking some equity investments and will want an
exit strategy after about five years. Managements view is that
some companies might welcome listing on a regional exchange,
whereas others will be very wary, because of public disclosure
and external participation. The Companies Act requires a 75percent majority for special resolutions and the principals like to
ensure that they can control this number of shares.
A number of SOEs have been corporatized and privatized.
The Statement of Economic Strategy 1998/1999 (Government of
Samoa 1998) confirmed the corporatization of the Posts and
Telecommunications Department and the privatization of nine
SOEs. Three enterprises had been privatized by the end of 2000,
including the relatively large Samoa Breweries and Rothmans;
and a Public Bodies (Performance and Accountability) Bill has
been prepared to provide the legislative framework for ensuring
a more commercial orientation and greater accountability of
SOEs. However, the Governments plans do not yet envision
privatization in terms of the issue of shares to the general public.
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In most industries, except fisheries, the Government is
encouraging foreign investment. The Cabinet has decided that
Samoans must be majority shareholders in companies that
participate in the fishing industry, but in other industries, wholly
and partially foreign-owned businesses are welcome. The
Government is in the process of passing new foreign investment
legislation, which has been drafted in consultation with the
private sector to ensure that approval times and conflicts of
interest between ministries are minimized.

MICROFINANCE
There is a growing, unmet demand for microfinance
services, especially by low-income households in rural areas that
have limited access to formal financial services. Reasons for this
growth include the erosion of traditional safety nets as the
transition to a modern market economy is made, rising
unemployment, and the growth in informal sector activity.
Although it is believed that one never goes without in Samoa
because of the faasamoa, which is a kind of a safety net that
protects and provides for all members of an extended network of
family and friends, there is evidence that the net does not catch
everyone. Increased crime rates, the rising incidence of family
disputes and marriage breakups, and the emergence of relative
poverty all testify to the decreasing relevance of the subsistence
affluence model (UNDP1998). The most readily visible evidence
is the occasional beggars roaming the streets of Apia.
Unemployment is on the rise, as private sector employment
growth fails to keep pace with the number of new entrants into
the workforce each year. People in informal employment
increased from 27,400 in 1986 to 29,000 in 1991, while those in
formal employment rose from 45,500 to 47,900. Estimates are
that the urban informal market has grown by around 10 percent
annually, and involves 500 to 600 households (UNDP 1998).
Women, in particular, are more actively involved in informal
sector activities in order to augment the family income. It is
estimated that 90 percent of traders at the food, handicrafts, and
flea markets are women. Sellers of handicrafts and fine mats at
the Apia market indicated that this was their sole source of
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income and that the cash earned would pay for school fees and
essential family items.
The supply of microfinance services comes from the informal
financial system; a semiformal sector that includes credit unions,
nongovernment organizations (NGOs), and finance companies
extending small-scale loans; and the formal sector.

Formal Sector
In the formal sector, NBS provides microcredit; but it does
not have a presence in villages and only a small number of people
have the savings track record needed to qualify for a loan. DBS
also provides small loans, but these are subject to standard
lending policies, making access difficult for low-income people.
DBS will, however, administer a microfinance facility that is
included in an ADB-supported small business enterprise project.

Informal Sector
There are indications of substantial financial transactions
(credit and savings) flowing in the informal financial system in
Samoa. However, the savings and loans are mainly used for
meeting traditional and family obligations and are rarely utilized
for productive purposes or enterprises.

Semiformal Sector
NGOs. In the semiformal sector, only one NGO, the Women
in Business Foundation, is involved in microfinance, but on a
very limited scale. The project aims to improve the livelihood of
disadvantaged women and their families through provision of
small loans for income-generating activities at full-cost interest
rates; provision of appropriate business skills and savings
mobilization training; and business consultancies, regular
monitoring and other related services for the clients. The project
relies on donor funding. Another NGO, the Small Business
Enterprise Centre, provides credit guarantees, but usually for
small-scale business enterprises with loans up to SAT$20,000.
Other NGOs have signified interest in microfinance, but there
is no legal framework that allows them to engage in it.
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Credit Unions. Credit unions are the longstanding providers
of microfinance services. The credit union movement began with
the issuance of the Credit Union Ordinance 1960, but after an
initial surge, it went into decline. The movement was revitalized
in the 1980s with support from DBS, which provided an office
and one of its senior officers to manage the apex organization,
the Samoa Credit Union League (SCUL). The objectives of credit
unions are: (i) to promote thrift among their members; (ii) to
receive savings of their members either as payment on shares or
as deposits; and (iii) to make loans to members exclusively for
provident and productive purposes. Credit unions are not allowed
to lend money or accept savings/deposits from any person who
is not a member of the credit union. At present, there are 20
active credit unions in Samoa, of which 12 are community-based
and eight are urban or employee-based. There are 55 dormant
credit unions. Credit unions usually make relatively small loans,
more for personal than productive purposes.
SCUL has been a past recipient of concessional external
loans for on-lending to affiliated credit unions, strictly for
productive purposes. The project was regarded as successful.
For example, a SAT$500,000 loan from the International Fund
for Agricultural Developments (IFADs) Pilot Credit Fund was
held in the Treasury account at CBS for on-lending to commercial
banks, DBS, and the credit union movement through SCUL at 6
percent on a refinance basis. SCUL was granted a total of
SAT$152,000 to cover the period October 1996 to October 1998.
It on-lent to credit unions at 9 percent and the credit unions in
turn on-lent to members at 12 percent. The maximum loan
amount was SAT$3,500 and loans were largely unsecured. All
loans were fully repaid on time. The projects funded were
profitable and included a banana plantation, poultry, fishing nets,
copra drying, and handicrafts. Success was attributed to peer
pressure within the credit unions and to close monitoring and
motivation by the SCUL Board of Directors and the technical
credit adviser. DBS was granted a total loan of SAT$383,000,
but experienced a low repayment rate due to poor project
selection, misuse of funds, and poor management.
As of January 2000, credit unions had disbursed SAT$3.7
million in loans. They also had mobilized a significant amount
of savings from members. In most cases, operating costs of credit
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unions are low because their office holders are volunteers, so
that some of them appear profitable, as evidenced by the income
earned: a total of SAT$280,796 as of January 2000. The SCUL
has a permanent office but only one full-time paid staff member,
the general manager, who is assisted by the Board of Directors
of SCUL. Technical assistance is provided by the Hans Seidel
Foundation and Credit Union Association Australia, and through
linkage with a network of credit union leagues in the Pacific
region. SCUL needs financial as well as technical staff to be
able to efficiently monitor, supervise, and provide technical
assistance to credit unions, especially in rural areas.
Finance companies are allowed to engage in lending upon
securing a business license. As described by Skully (1997): There
are perhaps half a dozen such companies operating in Apia. These
firms might more appropriately be called moneylenders in
developed-country terms. They depend mainly on their owners
or related parties for funding, rather than on raising deposits from
the public or issuing capital market instruments. At least some of
these lenders are operated from the premises of, or are affiliated
to, local law firms. These lenders specialize in very small shortterm, usually unsecured lending utilized for paying school fees
and custom-related expenses (Skully 1997).
Microfinance can contribute to the development of the
informal sector by providing a convenient, affordable, and safe
means of saving for those who cannot access formal banking
services, and by providing credit for the establishment and
expansion of microenterprises. A great deal of social preparation
is needed to inculcate good savings habits and credit discipline.
There is also a need to create an environment that enables and
encourages participation of more potential microfinance
providers, especially NGOs, that have a wide grassroots outreach.
Institutional strengthening and capacity building will be needed
to ensure sustainability of service provision.

LAND OWNERSHIP STRUCTURES
Approximately 80 percent of the land in Samoa is held by
indigenous people in accordance with traditional principles of
land tenure, which normally allows for holdings by groups,
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usually based on kinship. About 14 percent, previously called
Crown land and now called public land, is owned by the
Government. About 6 percent, previously called European land
and now called freehold land, is owned by individual persons
and bodies. After New Zealand took over the administration of
Western Samoa in 1919, it required that all Crown land, European
land, and European interests in native land be recorded in a
Land Register. All instruments of title affecting such lands were
also to be recorded in the Land Register. There was no provision
in the Land Registration Order that the Government guarantee
the land or the instrument of title so registered. This same system
of land registration has been continued to the present day under
the Land Registration Act 1992/1993.

Public Land
After independence in 1962, legislation was enacted to
replace the provisions of the Samoa Act 1921 (NZ), and to
authorize the State of Western Samoa to acquire customary or
freehold land compulsorily for public purposes, subject to
payment of compensation. Freehold land may also be purchased
by the Land Board on behalf of the Government. Public land
may be leased by the Land Board for periods not exceeding 20
years. Leasehold interests in public land cannot be transferred,
subleased, mortgaged, or otherwise disposed of without the prior
consent of the Land Board. The Land Board is not permitted to
consent to a mortgage of leased land, except for the erection of a
dwelling on the land, or to increase the production of the land; it
is required to take steps to ensure that the mortgage money is
applied only for such purposes.
If a mortgagor of a lease of public land defaults, the
mortgage may be enforced by sale of the leasehold interest by
public auction or public tender. There is no express power for
entry into possession, or for foreclosure in the Land Ordinance
1959. The Property Law Act 1952 (NZ), which applies to Samoa,
provides no express power to the mortgagee of entry into
possession if the mortgagor is in default, and expressly prohibits
foreclosure.
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Freehold Land
New Zealand, as administrator of Western Samoa after 1919,
recognized existing titles that had been sold by Samoans to any
person or body other than under Samoan title, and determined
that they were to be deemed as grants of freehold by the Crown
and to be called European land, now freehold land. Additional
freehold land was made available from the New Zealand
Reparation Estates, later the Western Samoan Trust Estates
Corporation lands, especially around Apia.
Because of uncertainties about entitlements to freehold land,
a Land Titles Investigation Commission was established by the
Land Titles Investigation Act 1966. This Commission was
authorized to inquire into claims by any person to individual
ownership of property except land undoubtedly held for an estate
in fee simple. In 1972, legislation was enacted to control the
alienation of freehold land to persons who were not resident
citizens or to overseas corporations (defined to include companies
in which more than 25 percent of the voting shares were in the
hands of noncitizens). Sales of freehold land or leases for more
than 20 years, and options for the purchase or acquisition of
such interests in freehold land, require the consent of the Head
of State, if the purchaser or lessee is not a resident citizen or is
an overseas corporation. The Alienation of Freehold Act 1972
also appears to apply to mortgages, because in Samoa a mortgage
takes effect as a conveyance or a transfer of land, by virtue of the
Property Law Act 1952 (NZ). Consequently, mortgages of
freeholds to a person who is not a resident citizen, or to an
overseas corporation, are prohibited unless they have the prior
consent of the Head of State.

Customary Land
Traditional customs of land tenure usually provide that land
is to be held by a matai on behalf of a family group, called ainga;
where several different family groups live in a village, some land
may be held by the council of matai on behalf of all members of
the village.
When New Zealand assumed control of Western Samoa in
1919, it legislated to prohibit all alienations of customary land,
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whether by sale, lease, license, mortgage, or otherwise, except
to the Crown. It also prohibited customary land from being taken
in execution for the payment of debts of a Samoan, on his death
or upon insolvency. The Constitution of independent Samoa went
further and prohibited all alienation of customary land, whether
by sale, mortgage or otherwise, except that Parliament could
authorize the granting of a lease or license of customary land, or
the taking of customary land for public purposes.
Since 1962, under Article 102 of the Constitution, no one is
permitted to purchase customary land, not even the State,
although legislation permits the granting of leases of or licenses
to customary land, and authorizes its compulsory acquisition.
Legislation has, in fact, been enacted for both these purposes.
The Alienation of Customary Land Act 1965 allows the Minister
of Lands to grant a lease of or license to customary land for a
term of 30 years for a hotel or industrial purpose, and for a term
of 20 years for any other approved purpose. There is a proviso
that customary land cannot be leased to a Samoan for agricultural
or pastoral purposes unless he is a matai. Rents payable under
such leases are to be paid to the Director of Lands in trust for the
owners of the leased land, subject to deduction for fees and a 5percent commission. The act does not, however, provide for
customary land, or leases of customary land, to be mortgaged.
The Taking of Land Act 1964 authorizes the State to acquire
compulsorily both customary and freehold land, but subject to
the payment of compensation.
Leases of customary land must be registered under the Land
Registration Act 1992/1993. All instruments of title affecting such
leasehold interests must also be registered. The Government
provides no guarantee as to the validity of the leasehold interest,
or to the validity of the instrument of title.

Disputes
Disputes relating to public land or to freehold land are dealt
with by the Supreme Court under its ordinary jurisdiction as
provided by the Judicature Act 1961. The Supreme Court
comprises the Chief Justice, appointed by the Head of State on
the advice of the Prime Minister, and a unspecified number of
Judges, appointed by the Head of State on the advice of the
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Judicial Services Commission. The Constitution stipulates that
only persons who have been in practice at least eight years in
Samoa or some other approved country are qualified to be
appointed Judges of the Supreme Court.
Appeals against decisions of the Supreme Court on matters
relating to public land or freehold land are to be adjudicated by
the Court of Appeal. The members of the Court of Appeal are
the Chief Justice and other Judges of the Supreme Court, and
such other persons, qualified to be Judges of the Supreme Court,
who are appointed by the Head of State on the advice of the
Judicial Services Commission. In practice, judges of other Pacific
island countries and of Australia and New Zealand are usually
appointed as members of the Court of Appeal.
Disputes relating to customary land are dealt with by the
Land and Titles Court, which sits for two or three days a week
most of the year. The Court consists of a President (who is
required to be the Chief Justice or a judge of the Supreme Court),
two or more Samoan judges appointed by the Head of State on
the advice of the Judicial Services Commission, and not more
than two assessors selected by the President of the Court from a
panel appointed by the Head of State on the advice of the Judicial
Services Commission. Deputy Presidents are appointed by the
Head of State on the advice of the Judicial Services Commission
from among the Samoan judges, and a Deputy President may
preside in place of the President. Lawyers are not permitted to
appear in proceedings of the Land and Titles Court, and many
of the fees are stipulated in the First Schedule to the Land Titles
Act 1981. However, there are other costs of proceedings before
the Court that are not controlled, especially the costs of
transporting and accommodating witnesses.
The Land and Titles Court has jurisdiction to adjudicate all
matters relating to Samoan names and titles, claims, and disputes
between Samoans relating to customary land, and rights of
succession to property held in accordance with the customs and
usages of Samoans. Final decisions of the court are to be given
by a majority of all its members. Appeal may be taken with the
leave of the president of the court to a reconstituted sitting of
the Court, at which the Chief Justice or a judge of the Supreme
Court shall preside, together with two Samoan judges appointed
by the President. Decisions of the reconstituted Land and Titles
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Court are final. The Supreme Court has also held that it has no
power to exercise its normal inherent powers of judicial review
over decisions of the Land and Titles Court.
If there is uncertainty as to whether or not land is freehold
land, this is to be resolved by the Land Titles Investigation
Commission, established under the Land Titles Investigation Act
1966. The Commission comprises the Chief Justice, who is
chairman, the Director of Lands, and three other members
appointed by the Head of State acting on the advice of the
Cabinet. One of the latter group must be a senior Samoan judge
of the Land and Titles Court. The Land and Titles Court may
determine that any land is customary land, if all persons who
have an interest in such land have consented, or if a claim that it
is freehold land has been disallowed by the Land Titles
Investigation Commission.

KEY CONSTRAINTS ON FINANCIAL SECTOR DEVELOPMENT
Small size of economy and distance from markets
The rate and pattern of economic growth are the major
determinants of financial sector development. Economic growth
has accelerated in recent years, and the economy is benefiting
from the impact of economic reforms; but there are still
impediments to private sector development. The small size of
the domestic market and high transportation costs to distant
markets are givens. Other impediments can be removed through
appropriate policy action. They include insecure property rights,
extensive involvement of the public sector in economic activity,
and inadequacies in business regulations (ADB 2000).

Difficulties in Finding Land for Development and in Use of
Customary Land as Collateral
Although much of the land in Apia is freehold and the
Government has extensive rural freehold land that it may offer
for sale or lease, 80 percent of the land is customary land and
therefore inalienable. Banks cannot accept traditionally held land
as collateral for loans. The Statement of Economic Strategy 2000
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2001 (Government of Samoa 2000) states that the Government
will design and implement a strategy to improve the availability
of land and the use of customary land as collateral. This will be
a complex and lengthy exercise, but it is nonetheless essential.

Slow Progress in Public Sector Reform
Progress in implementation of the public sector reform
program has been slower than originally expected. Further
reform is needed to improve the enabling environment for the
private sector. In particular, better performance is required of
public utilities. Electricity supply is irregular and relatively costly;
pricing policy discriminates against business. Water supply is
unreliable, of variable quality, and, in the view of some
enterprises, too costly. There are also concerns about cost, service
availability, and quality in the telecommunications sector.

Discrimination in Transaction Costs
Against Rural Businesses
The transaction costs of doing business have been lowered
through a streamlining of the business licensing process. Since
1998, licensing has been handled by the Commissioner of Inland
Revenue instead of by numerous Government departments.
However, the new arrangements continue to discriminate against
rural businesses, no matter how small and remote, since they all
must apply and pay the annual fee. A threshold level could be
set to remove this discrimination. Transaction costs could be
reduced, through simplification and strengthening in the areas
of import/export documentation, quarantine requirements, exit
permits for residents, work permits for expatriates, and stamp
duty. The lack of a small claims court also increases transaction
costs (ADB 2000).

Need for Reforms in Legal Framework for Private Sector
The legal framework for private sector activity is generally
regarded as satisfactory, but there are some areas requiring
reform. These include the streamlining and updating of company
and insolvency law; the streamlining of stamp duty law; the
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streamlining of dispute resolution arrangements; reform of
procedural aspects of land laws; reform of the law regarding
security of property; modification of the Fair Trading Act to limit
price control provisions; and the removal of barriers to
competition. An appropriate regulatory framework for the
fisheries sector is also needed. Foreign investment policy has
become more open, but there is still room for more effective
facilitation of investor inquiries.

Shortages of Workers with Managerial and Financial Skills
While the overall educational standard in Samoa is relatively
good and is not considered to be a significant constraint to
business development, the Government acknowledges the need
to improve the quality of primary education, in order to ensure
that students are functionally literate and numerate. In addition,
a shortage of professionals with managerial and financial skills
has been exacerbated by the emigration of some tertiary
graduates. On the other hand, overseas communities of Samoans
are proving to be a source of skills and capital for the business
sector: many have returned to establish successful businesses,
especially in the service sector.
Within the constraint imposed by smallness, considerable
progress has been made in the creation of a liberalized, more
competitive financial sector. Outstanding reform issues include
the effective extension of CBS prudential supervision to DBS
and NPF; and a resolution on meeting the future costs of issuing
CBS securities. Another issue is the full operationalization of
CBSs liquidity management framework as the basis for
determining the size of the auctions of CBS bills. At present,
this is constrained by Treasurys difficulties in providing weekly
forecasts of Government receipts and payments. Full
liberalization of foreign exchange controls, which apply to capital
account transactions, will be implemented gradually over the
long term. For microfinance, the lack of an enabling legal
framework constrains development.
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RECOMMENDATIONS
Implement the Economic Strategy 20002001, while
maintaining macroeconomic stability and speeding public
enterprise reform.
The Statement of Economic Strategy 20002001
(Government of Samoa 2000) reaffirms the Governments
commitment to achieving higher growth rates through eight key
strategic outcomes, which include maintaining a stable
macroeconomic framework, reforming the public sector to
improve efficiency, and continuing financial sector liberalization.
The Government must continue to maintain a stable
macroeconomic environment through the continuation of the firm
fiscal and monetary positions that it has held over the past few
years. It must also accelerate the public enterprise reform
process, and act determinedly to reduce the transaction costs of
doing business, by addressing the issues summarized in the
preceding section. This will include reduction and perhaps
elimination of price controls.

Devise ways to work around land tenure problems.
The details of a comprehensive reform strategy for the land
tenure system must be worked out over the medium term. In the
meantime, business and financial institutions must operate
within the existing system. Strategy design must encompass
(I) regularizing present informal occupations of public lands;
(II) acquisition of additional customary land around Apia to
be leased for residential purposes;
(III) town and country planning legislation to regulate urban
development; the granting of longer-term leases of public
land that could be mortgaged; and
(IV) legislation to enable rural dwellers to mortgage or charge
crops, trees, and livestock.
Consideration should also be given to ensuring that the Land
and Titles Court sits continuously, by appointing two persons
with the qualifications of a judge as President and Deputy
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President in place of the Chief Justice and Judge of the Supreme
Court. Other measures could include increasing the number of
Samoan judges and assessors, to ensure that two divisions of
the Land and Titles Court could be continuously in session; and
establishment of a permanent Appellate Division of the Land
and Titles Court, consisting of the Chief Justice or Judge of the
Supreme Court and two or four senior Samoan judges.

Encourage a secondary market in securities, and build
capacity for supervision.
In the financial sector, CBS should issue different maturities
of CBS bills and encourage secondary market activity, which
will eventually lead to a yield curve for Samoa. This could be
done by ensuring that efficient interbank markets develop and
by adopting a primary dealer system to facilitate market making.
The Financial Institutions Department of CBS should continue
its capacity-building efforts through appropriate recruitment and
short- and long-term in-house and overseas training of banking
supervisors, in order to strengthen on-site and off-site supervision
capacity. It is also recommended that Samoa continue to
strengthen the process of regional cooperation and consultation
in regulatory and supervisory matters, as begun through the
Pacific Islands Prudential Regulation and Supervision Initiative.
The required amendments to the DBS and NPF acts should
be made in order to complete arrangements for CBS prudential
supervision of these organizations.

Establish a venture capital fund.
It is recommended that consideration be given to the
establishment of a new venture capital fund. This
recommendation has been supported by DBS and by the
Department of Trade, Commerce and Industry, which has
reported an unmet demand from local entrepreneurs.
Adopt and enforce clear guidelines, regulations, and
supervisory standards for the private sector.
It is recommended that the new Companies Act ensure that
public companies file audited returns. In view of the small size
of the private sector and the need to encourage its growth, the
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act should make turnover and/or importance to the economy an
additional criterion for a company (or group of associated
companies) to file audited accounts. Adoption of clear
international accounting and auditing standards, together with
disclosure standards, should be grounded within an updated
commercial law. Samoa also needs a modern bankruptcy law
and collection procedures. Collateral should be clearly defined
and recognized by commercial law. Effective enforcement
procedures and accessible, up-to -date registration and
information systems on property, credit, and security should also
be in place. Strengthening the judicial system would ensure that
supervisory decisions are not unduly delayed and should
enhance the ability of banks to enforce the contractual obligations
of their customers.

Join the regional stock exchange, if and when one develops.
Participation in a regional stock exchange should be
pursued, provided
(i)

the Government has the opportunity of reviewing and
approving the regulation of the participating exchanges
before permitting the service to be marketed in Samoa;
(ii) the system is branded, so that Samoan companies and
investors see some local content;
(iii) there is a domestic company to manage the contracting
process, acting as the local information point and
managing the publicity campaign; and
(iv) a local public awareness, information, and marketing
campaign is conducted, to encourage companies to list
and investors to participate.

Encourage the growth and spread of microfinance.
Microfinance development should be encouraged through
implementation of the following measures:
(i)

an education program to help inculcate credit discipline
and a savings habit;
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(ii) encouragement of existing womens village committees
to register as credit unions, so that appropriate training
can be provided by SCUL;
(iii) creation of a conducive policy and regulatory environment;
(iv) institutional capacity building for existing microfinance
schemes and the Small Business Enterprise Centre,
through provision of financial assistance and technical
assistance and training; and
(v) consideration of a loan to DBS for wholesale lending to
microfinance schemes, which should include components
on social preparation/mobilization, savings mobilization,
credit, and microenterprise support services.
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BACKGROUND
Solomon Islands is the second largest of the PDMCs, with
a total land area of almost 29,000 square kilometers dispersed
among six main islands and more than 900 others, and an
exclusive economic zone of 1.3 million square kilometers. About
80 percent of the land is rugged mountain terrain, and less than
25 percent is suitable for agriculture; but there is a relatively
rich endowment of forest and mineral, as well as marine,
resources. The fast-growing population was estimated to be close
to 460,000 in 2000. Over 95 percent are Melanesian; 85 percent
live in rural villages; and 40 percent live on Guadalcanal and
Malaita. There is considerable cultural and linguistic diversity.
More than 90 languages are spoken.
After Papua New Guinea, Solomon Islands has the lowest
living standards of any PDMC. Although economic and social
progress has been made since independence in 1978, the country
remains in the low human development category, as measured
by the Human Development Index. GDP per capita was around
US$700 in 1999. Life expectancy is relatively high at 65 years,
but the infant mortality rate is 38 per 1,000, and the adult literacy
rate is a low 30 percent. On average, a Solomon Islander receives
less than three years of schooling, and the population per doctor
is 7,300. Malaria is still a major health problem.
Solomon Islands is a parliamentary democracy within the
British Commonwealth. The Head of State is the British monarch,
represented by the Governor-General (a Solomon Island citizen).
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The Head of Government is the Prime Minister, who is elected
by a majority of the 50 members of the unicameral parliament.
Elections are held under a first-past-the-post system every four
years, the last being in 1997, when a coalition known as the
Solomon Islands Alliance for Change won office. Coalitions have
proven to be fragile, with no-confidence votes causing Parliament
to dissolve. There have been eight governments since
independence. In addition to the national Government, there
are nine provincial assemblies, each led by a premier.
About 87 percent of land in Solomon Islands is communally
owned and has been held by the villages and clans without title
for generations. The other 13 percent is divided between
Government and private owners who have acquired land largely
for urban use. Customary land may not be sold for any purpose,
especially to nonindigenous persons and institutions. Private
interests can obtain access to land through leases, where the
Government acts as agent; but the process can be long and costly.

THE MACROECONOMIC ENVIRONMENT
Limited national accounts data that take no account of
natural resource depletion and environmental damage suggest
that Solomon Islands had an average annual rate of economic
growth of 4 percent in the period 19801995 (ADB 1998). The
relatively narrow primary product export base of logs, fish, and
oil palm and the vagaries of climate made that growth erratic.
Per capita income growth, however, was less than 1 percent
annually because of an annual population growth rate in excess
of 3 percent. Growth accelerated to over 5 percent per year in
the first half of the 1990s, largely as a result of harvesting the
forests at an unsustainable rate.
The growth rate fell in the second half of the 1990s, as the
economy moved into an economic crisis induced by years of
chronic economic mismanagement and the collapse of log
markets following the Asian financial crisis. Real GDP grew by
3.5 percent in 1996, and then declined by 2.3 percent in 1997.
There was a temporary recovery in 1998, when growth was 1.1
percent; but recession followed in 1999, real GDP contracting
by 1.3 percent (Table 6.1). The loss of log export markets
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unfortunately occurred just as a new Government won office
(in August 1997) on a platform of restoring macroeconomic
stability and implementing an economic and public sector
reform program (with financial support from the Asian
Development Bank [ADB]).
Previous governments had run unsustainable budget
deficits that had led to balance of payments and inflationary
pressures and discouraged private investment. The Minimum
Liquid Assets Ratio had been set at the statutory limit of 40
percent and included Treasury bills, thus forcing commercial
banks to fund the deficits. The legal limit on borrowing from the
central bank was reached in 1994 and exceeded in 1995, forcing
suspension of trading in Government securities and creating
great stress in the financial system. Budget deficits were then
funded by accumulating arrears. The inflation rate averaged
close to 11 percent in 19901997; and foreign reserves fell to as
low as two weeks of import cover. At the end of 1997, domestic
and external public debt (including arrears) were each
approximately 26 percent of GDP.
In an effort to restore macroeconomic stability, the new
administration devalued the Solomon Islands dollar by 20
percent in December 1997, and took a number of initiatives to
increase revenue and contain expenditure. There was an
immediate cancellation of tax exemptions and remissions that
did not involve legally binding agreements. A simplification of
the tariff system was completed and introduced. Income taxes
were revised in order to broaden the tax base and improve equity,
and a range of other revenue-raising measures was adopted.
On the expenditure side, the Government instituted a public
service wages freeze, restricted payment of allowances, and froze
all recruitment in advance of further actions aimed at downsizing
and streamlining the civil service. It also began a limited
clearance of domestic and external arrears.
The Central Bank of Solomon Islands (CBSI) tightened
monetary policy in 1998 by raising its call deposit rate, and by
raising yields on central bank short-term securities (Bokolo
bills) and making them available to the public. This had some
effect on deposit rates, but they remained negative in real terms.
Commercial banks continued to earn negative real returns on
their substantial holdings of Treasury bills: even with the

192

Financial Sector Development in the Pacific Developing Member
Countries: Country Reports

Table 6.1
Macroeconomic Indicators for Solomon Islands, 19941999

Output and inflation
Real GDP growth
Change in CPI (end period)
Public Savings/Investment
(% of GDP)
Private Savings/Investment
(% of GDP)
National Savings/Investment
(% GDP)
Money and Credit
Net foreign assets
Net domestic assets
Total domestic credit
Private sector credit
Broad money growth
Private sector credit
Government credit
Central Government
Revenue and Grants
o/w Grants
Total Expenditure
Recurrent expenditure
Wages and salaries
Interest payments
Development expenditure
Current Balance
Overall Balance
Domestic borrowing
(incl. arrears)
Foreign borrowing
(incl. arrears)
Balance of Payments (US$ mn)
Exports, f.o.b.
Imports, f.o.b.
Services, net
Private transfers, net
Official transfers
Current Account
(incl. grants)
(In percent of GDP)
Medium & Long-term capital
Overall Balance
Gross Official Reserves
(US$ mn)
(in months of imports of
goods and services)
External debt (US$ mn)
(In percent of GDP)
Exchange Rate
(SI$/US$) end of period
Real Effective Exchange Rate
(1990=100)

1994

1995

1996

5.2
13.3

10.5
9.6

(percent change)
3.5
-2.3
11.8
8.1

-5.5

-5.3

-4.4

5.9

9.4

7.8

0.4

4.1

-16.5
34.6
24.7
22.3
24.1
33.4
66.6
47.1
18.4
52.6
31.5
12.6
4.0
21.1
-2.8
-5.5

1997

1998

1999

1.1
12.4

-1.3
8.0

-4.8

0.2

-0.6

-5.4

5.3

4.1

3.4
-10.2
5.5
(annual percent change)
-1.0
152.4
41.9
49.1
11.7
-3.6
-6.9
-20.1
8.5
1.9
3.3
-3.5
14.1
6.3
8.4
25.3
9.9
15.7
6.3
4.8
(percent of total credit)
35.2
36.7
38.5
50.0
64.8
63.3
61.5
50.0
(percent of GDP)
39.9
39.2
33.7
37.1
11.3
14.8
10.7
12.7
45.3
43.6
38.5
37.0
29.4
26.4
26.2
22.8
10.9
10.4
11.1
10.9
4.0
4.3
3.2
2.1
15.9
17.2
12.2
14.2
-0.7
-2.0
-3.2
1.7
-5.3
-4.4
-4.8
-2.5

3.5




5.4
49.1
50.9
38.6
15.7
40.9
21.1
8.7
1.8
19.9
1.9
-2.4

6.0

3.4

2.7

4.0

-3.5

-1.2

-0.4

1.9

1.8

0.8

3.4

3.5

142.2
-142.3
-65.3
15.1
51.5

168.1
-154.3
-48.0
14.0
33.7

162.4
-151.2
-47.5
9.6
38.6

173.9
-209.4
-42.1
8.9
30.8

1.2
0.4
-2.2
-2.4

13.4
4.1
-8.8
-4.2

12.0
3.4
-17.0
9.5

-37.9
-10.2
44.5
-6.2

16.4
5.5
21.0
20.9

35.1
9.9
-25.5
1.8

16.6
0.8

15.1
0.8

32.2
1.6

31.5
1.2

48.6
2.7

50.6
2.7

182.6
61.8

165.8
50.7

166.9
46.9

196.0
52.6

145.6
48.4

175.0
49.4

3.33

3.48

3.62

4.77

4.90

5.10

105.4

103.0

110.1

120.1

112.8



 Not available
Source: Solomon Islands authorities; ADB 2001; IFS

140.8 149.6
-146.9 -140.1
-15.0 -30.8
-0.8
0.1
38.3
56.3
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Governments effective commitment to servicing its debt for the
first time in more than two years, the 6-percent rate on bills was
half the inflation rate. The banks maintained wide intermediation
margins of 10 percent. A rise in Treasury bill rates was precluded
by the budgetary implications of a rate rise.
The limited economic recovery in 1998 was interrupted in
mid-1999 by the effects of an insurgency on the island of
Guadalcanal. This forced the Government to declare a state of
emergency between June and October, led to the displacement
of 25,000 Malaitans who had settled on the island, and caused
the indefinite closure of the countrys major oil palm producer,
Solomon Islands Plantations Limited (SIPL). Several tourist
resorts were also closed, cocoa and copra production were
disrupted, and market gardening was severely curtailed.
Business confidence, which was already low, sank further. The
insurgency derailed the expected privatization of SIPL and
threatened the rehabilitation of public finance. The overall fiscal
deficit increased to 2.4 percent of GDP, compared with the
improved outcome of 1.6 percent recorded in 1998.
Monetary policy eased a little in 1999. CBSI lowered the
minimum liquid asset ratio from 40 to 7.5 percent and redefined
it to exclude Government securities. The Government securities
market was reactivated in May 1999, following a restructuring
of Government debt that involved the conversion of frozen
Treasury bills into medium-term bonds and the gradual phasing
out of Bokolo bills. Commercial banks invested some of their
excess reserves in Treasury bills offered at auction, but still
retained free liquidity of 10 percent of assets at the end of the
year. The interest rate spread remained at 10 percent, with
average deposit rates negative in real terms. The rates on CBSI
short-term securities and Treasury bills were unchanged as the
emphasis shifted to bills as the main monetary policy
instrument. The growth rate of the money supply remained at
around 5 percent, and the inflation rate fell to 8 percent.
The balance of payments position strengthened in 1999,
as a result of a 6-percent rise in merchandise export receipts, a
5-per cent decline in imports, and an increase in capital receipts
attributable to official bilateral and multilateral inflows. The
rise in export receipts reflected greater earnings from gold,
copra, and log exports, while a decline in imports occurred
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across all import categories. The exchange rate remained
relatively stable in 1999, with the Solomon Islands dollar (SI$)
depreciating slightly against the US and Australian dollars and
appreciating slightly against the New Zealand dollar. External
reserves increased from SI$234 million at the end of 1998 to
SI$276 million, equivalent to 3.5 months of import cover.
Social unrest continued into 2000 and escalated, with the
emergence of the Malaita Eagle Force, which claimed to
represent the interests of Malaitans forced off land in
Guadalcanal by the Guadalcanal Revolutionary Army, and the
Isatambu Freedom Movement. On 5 June, the Eagle Force and
disaffected police officers seized key installations in Honiara
and kidnapped the Prime Minister, demanding and getting his
resignation. On 13 June, a new Government was formed with a
new Prime Minister, but considerable further damage had been
done to the economy. The Gold Ridge mine closed in June, and
the operations of tourist facilities and the Solomon Taiyo fish
cannery were disrupted.
It is estimated that real GDP fell 14 percent in 2000, with
inflation dropping to 6.6 percent despite higher world oil prices.
As tax revenue dropped and external assistance was suspended,
the Government experienced severe cash flow difficulties, which
intensified toward the end of the year despite expenditure cuts.
The overall fiscal deficit was projected to be 4.5 percent of GDP,
which was financed by central bank credit to an extent that the
statutory limit (increased in August 2000) was almost reached.
Broad money grew by 9.5 percent as banks curtailed credit to
the private sector. Foreign reserves were safeguarded by delays
in releasing foreign exchange; and in order to avoid exchange
rate uncertainty, the Solomon islands dollar was pegged to the
US dollar in the period JuneNovember (as opposed to the usual
practice of pegging it to a basket of currencies of major trading
partners). Foreign reserves recovered to two months of import
cover at year end.
A peace accord was signed in October 2000, offering a basis
on which to end ethnic violence, restore political stability,
and rehabilitate the economy. The latter requires
strong Government commitment to sound macroeconomic
management, considerable external assistance (including an
ADB post-conflict rehabilitation loan of US$10 million), and a
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revival of investor confidence. Even more fundamentally, a
long-term strategy is needed that addresses the causes of
economic inequality and tensions between regions and ethnic
groups. In the meantime, there are no signs of a short-term
revival of investor confidence. Major enterprises in agriculture,
fishing, and mining remain closed.

THE STRUCTURE OF THE FINANCIAL SECTOR AND INSTITUTIONS
The financial system of Solomon Islands comprises CBSI;
three commercial banks (the National Bank of the Solomon
Islands [NBSI], the ANZ Bank [ANZ] and Westpac [Westpac
Banking Corporation]); the Development Bank of Solomon
Islands (DBSI); the Solomon Islands National Provident Fund
(SINPF); the Home Finance Corporation; the Investment
Corporation of Solomon Islands (ICSI); and four life insurance
firms. NBSI is 51-percent owned by the Bank of Hawaii and
49-percent owned by SINPF.
CBSI was set up under the Central Bank Act of 1977 and
the Monetary Authority Act of 1981. Its functions are to conduct
monetary and exchange rate policy, exercise prudential
regulation and supervision of the licensed financial
institutions, and manage the country s foreign exchange
reserves. The policy objectives for CBSI are to maintain an
adequate level of foreign exchange reserves and to maintain
low inflation. A new Financial Institutions Act was passed by
Parliament in 1998. The thrust of the new Act was to provide
for the regulation and supervision of financial institutions
carrying on banking business in Solomon Islands, and to repeal
the Banking Act of 1976. The new act specifically stipulates
that other financial institutions be brought under the
supervisory functions of CBSI. The Minister of Finance has
directed that DBSI and SINPF should come under CBSI
supervision, but the decision was not gazetted because of the
civil unrest, and therefore does not yet have legal status.
SINPF, a statutory body under the supervision of the
Ministry of Finance, is the largest single financial institution,
with 28 percent of the total assets of the financial system in
1999 (Table 6.2). It is responsible for collecting the compulsory
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Table 6.2
Total Assets/Liabilities of the Financial System, 19941999
1994
Central Bank of
Solomon Islands
Commercial Banks
National Bank of
Solomon Islands
ANZ Bank Ltd
Westpac
Nonbank Financial
Institutions
Solomon Islands National
Provident Fund
Development Bank of
Solomon Islands
Credit Unions

1995

1996

1997

1998

1999a

(in percentage of Total Assets/Liabilities)
19.3
45.7

19.5
44.6

22.9
42.8

24.5
40.9

28.0
37.6

26.3
39.2

21.8

22.9

24.5

24.4
11.6
4.8

20.3
11.8
5.5

23.2
10.4
5.6

35.0

35.9

34.3

34.6

34.4

34.5

31.2

31.8

30.1

30.0

29.8

28.4

3.8

4.1

4.2

4.6

4.6

4.6
1.6

a. To September 1999.
Source: CBSI 1998, 1999.

social security taxes levied on employers and employees. Funds
raised are invested in commercial enterprises and Government
securities. SINPF has lent money to the Solomon Island
Electricity Authority, Solomon Taiyo Limited, ICSI and several
provincial governments. Loans to provincial governments and
State-owned companies are all guaranteed by the national
Government. Loans to the Government were in arrears in 1997/
98. However, in 1999 the Government swapped 48.1 percent in
Telekom for loans. Other arrears that the Government had with
SINPF were converted into Treasury bills and bonds.
The assets of the three commercial banks amounted to
almost 40 percent of the assets of the financial sector in 1999
(Table 6.2). NBSI held 23 percent, ANZ 10 percent, and Westpac
almost 6 percent. Because of the scattered nature of Solomon
Islands, the lack of transportation and communication networks,
and the cost of servicing all the provinces, the banks outreach
is limited. There is only one bank branch or agency for every
13,364 people. Banking services are concentrated on
Guadalcanal and Malaita. NBSI maintains its head office in
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Honiara and has 11 branches: four in Honiara, three in the
Western Province, one in Central Province, one in Malaita
Province and one in Temotu Province. It also has three agencies.
ANZ has its main office in Honiara and operates a branch on
Malaita, and Westpac maintains its head office in Honiara with
a branch on Guadalcanal. All the commercial banks, as well as
the Post Office, have agencies at the airport for foreign exchange
transactions. DBSI has branches/agencies in each of the nine
provinces.
As of September 1999, the commercial banks outstanding
portfolio was dominated by business loans; with 53 percent in
industry, business and professional, and other services; 33
percent in personal loans; and 14 percent in other types of loans.
The commercial banks as a group showed a net profit after tax
at the end of 1998 of 6.2 percent of average assets. Their net
margin on loans was 17 percent; and the net margin on other
assets increased from 3.4 percent to 16.7 percent at the end of
1998, in large part due to the effect of interest received on
Government securities. In 1999, the banks collectively showed
a pretax profit of 7.4 percent of average assets. As expected in
an oligopolistic industry, there is limited competition among
the banks. NBSI provides commercial loans, overdrafts,
housing loans, and personal loans. ANZ and Westpac tend to
lend to corporations with foreign links.
ICSI activities involve taking equity positions in domestic
companies, with income derived by way of dividends from the
investments. The Governments privatization program, under
which the Government equity in ICSI companies is to be sold,
is aimed at raising funds to pay debt arrears and to restrict
Government to its core functions. In 1998, some SI$9.9 million
was received in dividends by ICSI, principally from the two
profitable operations of Solomon Islands Plantation Limited
(SIPL) and Solomons Telekom.
DBSI is 100-percent Government- owned, and was
established under the Development Bank of Solomon Islands
Ordinance of 1977 as an independent statutory body. It had
almost 5 percent of the assets of the financial system in 1999. It
was established to provide short- and medium-term loans to
local commercial and rural agricultural enterprises using
resources obtained mainly from concessional external
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borrowing and from bilateral assistance grants. It accepts
deposits.
Credit unions were first introduced to Solomon Islands in
1968, went out of existence for a time, and then were
reintroduced in the early 1980s. The Solomon Islands Credit
Union Act was passed in 1986, and in 1987 all credit unions
were required to register under the umbrella organization, the
Solomon Islands Credit Union League (SICUL), whose chairman
is the Governor of CBSI. Credit unions are a small component
of the financial sector: in 1999, total assets were estimated at
SI$21 million (1.6 percent of the assets of the financial system),
and total membership was estimated at 17,000. They have not,
however, been an unqualified success. Of the 164 listed credit
unions, 77 percent were described as dormant.

FINANCIAL DEEPENING AND INTERMEDIATION
There was very little financial deepening during the 1990s.
After being crowded out by Government borrowing in the period
19901996, private sector credit grew by 10 percent in 1997 and
25 percent in 1998, before civil unrest caused a loss of investor
confidence. Bank claims on the private sector were 11 percent
of GDP in 1994 and remained at 11 percent in 1999. The ratio
of narrow money to GDP increased from 13.6 percent in 1995
to 14.6 percent in 1999, while the ratio of broad money to GDP
fell from 27.2 percent to 24.2 percent. Consequently, the ratio
of narrow money to broad money actually rose, from 50 percent
in 1995 to 60 percent in 1999. People were less inclined to use
the formal financial system for saving. They were also making
less use of demand deposits, with currency in circulation outside
the banks rising from 4.4 percent of GDP in 1995 to 5.8 percent
in 1999 (Table 6.3).
Interest rates on both deposits and lending have fallen
over the 1990s. The rate on deposits dropped from an average
of 9 percent in 1992 to 3.3 percent in September 1999. The
weighted average rate for lending fell from 18.3 percent in 1992
to below 14 percent in September 1999. Although lending rates
have been positive in real terms over the 1990s, real deposit
rates have been negative, averaging around 4 percent per year
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Table 6.3
Financial Intermediation Statistics, 19941999
1994

1995

1996

1997

1998

1999

(in millions of Solomon Island dollars)
Money Supply (M2)
Narrow Money (M1)
Currency outside banks
Demand Deposits
Banks
CBSI
Quasi Money
Savings Deposits
Time Deposits

309.4
160.4
50.3
110.2
109.3
0.8
148.9
60.6
88.3

Growth of Demand Deposits
Growth of Time Deposits
Currency in percent of GDP
Narrow Money in percent
of GDP
Broad Money in percent
of GDP
Private Sector Credit
(percent of GDP)
Private Sector Credit
(percent of total credit)
Currency
(per cent of broad money)
Narrow Money
(percent of broad money)
Quasi Money
(percent of broad money)
Demand Deposits
(% of narrow money)
Total Domestic Credit/
Banking Sector Assets

340.1
169.6
55.0
114.7
113.6
1.1
170.5
64.3
106.1
4.1
20.2

393.5
418.3
198.2
211.4
59.7
70.8
138.5
140.5
136.8
139.3
1.7
1.3
195.3
206.9
64.3
77.1
131.0
129.8
(in percent)
20.8
1.5
23.4
-0.9

438.5
220.6
81.3
139.2
135.7
3.5
217.9
74.8
143.2

421.7
254.4
101.0
153.4


167.3



-0.9
10.3

10.2


4.4

4.9

4.6

5.1

5.6

5.8

13.6

15.2

15.3

15.2

15.2

14.6

27.2

30.5

30.4

30.1

30.3

24.2

11.1

11.1

10.1

10.2

12.3

11.0

33.4

35.2

36.7

38.5

50.0

59.5

16.3

16.2

15.2

16.9

18.5

18.0

51.9

49.9

50.4

50.5

50.3

60.4

48.1

50.1

49.6

49.5

49.7

39.7

67.0

67.6

69.9

66.5

63.1

60.3

98.5

101.9

89.0

86.8

78.6

69.0

 Not available.
Sources: CBSI 1998, 1999; ADB 1998; IFS (for 1999 data)

(Table 6.4). Net interest income as a percentage of average
earning assets for the commercial banks averaged around 10
percent over the decade. However, the spread between deposit
and lending rates, which reached its maximum in 1996 and
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Table 6.4
Nominal and Real Returns on Savings and Lending, 19921999

1992
1993
1994
1995
1996
1997
1998
1999

a

Weighted
Average
Deposit
Rates

Average
Lending
Rates

9.57
8.42
7.66
7.39
4.76
1.84
4.36
3.28

18.32
17.50
16.23
16.64
16.39
14.54
14.13
13.74

Inflation
Real
Rate
Savings
Rates
10.72
9.17
13.32
9.58
11.76
8.08
12.32
7.00

-1.2
-0.8
-5.7
-2.2
-7.0
-6.2
-8.0
-3.7

Real
Lending
Rates

Nominal
Interest
Spread

7.6
8.3
2.9
7.1
4.6
6.5
1.8
6.7

8.75
9.08
8.57
9.25
11.63
12.70
9.77
10.46

a. To September 1999.
Source: CBSI 1999 and Table 6.1.

1997, fell to lower levels in 1998 and 1999. Commercial bank
margins nonetheless remained quite high in comparison to
international and regional standards. This mainly reflects
higher transaction costs and risks.

NONBANK FINANCIAL INSTITUTIONS
Solomon Islands National Provident Fund
Members contribution accounts with SINPF stood at
SI$336 million as at the end of 1998, an increase of 9 percent
over the previous year. At present, the fund pays out a lump
sum when members retire, which they may do at age 50. It is
understood that, in most cases, these sums are spent within a
very short time. They do not, therefore, perform the function of
providing support for members old age. The provision of a
pension would require an actuarial review.
The cumulative value of loans outstanding to statutory
authorities and the private sector totaled SI$117 million at the
end of 1998, 19 percent higher than the previous year. SINPF
invests in property; loans to Government companies such as
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the provincial shipping company and the electricity authority;
equity; and Government bills and bonds. The property
investments are largely domestic. However, there is one
overseas investment, a property in Brisbane. The purchase of
this property has been the subject of a report by the
ombudsman, who criticized virtually every aspect of the
investment decision. The rental returns received are not
commensurate with the price paid, and consideration is being
given to selling and absorbing the loss. The provincial shipping
company is in arrears and the electricity company is not making
profits. The equity investments were brought directly from the
Government and are making a profit. These investments are
in the NBSI, which is managed by the Bank of Hawaii; and
Solomon Islands Telecom. In theory, Government paper gives
a better rate of return than term deposits with the banks. But
for a number of years, SINPF was saddled with a large,
nonperforming component in its investment portfolio, because
of the suspension of the securities market in 1995 and
nonpayment of interest on Government securities.
Politically directed investments and effectively coerced
acquisition of Government securities are evidence of
substantial Government involvement in the management of
SINPF. The act under which it is established requires that
investments be made in the members interests. This has not
always been the practice. The SINPF board has been dominated
by Government officials who understandably have been subject
to political pressure.
SINPF generally holds excess funds with the commercial
banks, although one of the banks has refused to accept any
further deposits, as it already has excess liquidity. SINPF is
running out of domestic investment opportunities and is
considering investing abroad. This would generally be desirable,
if it were conducted according to strict investment guidelines in
a good corporate governance environment, and using the services
of a professional fund manager (as recommended in an AusAIDfunded review of SINPF). However, the fragile state of the
external accounts precludes automatic permission and provision
of foreign exchange from the CBSI. SINPF is also considering
whether to allow members to use their funds to start small
businesses, but is wary because of their lack of business skills.
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Development Bank of Solomon Islands
DBSI was established with an initial capital of SI$5 million
(subsequently increased to SI$10 million) under the
Development Bank of Solomon Islands Act of 1977, as an
independent statutory body under the direction of its own
Board. ICSI holds 51 percent of the share capital on behalf of
the Government. CBSI is also a shareholder. Under its act,
DBSIs primary role is to foster economic development and the
production of the private sector. DBSI may also provide
financial assistance to State-owned enterprises. The role and
purpose of DBSI has not been amended since the Act was
passed in 1977.
DBSI provides primarily medium-term fixed-asset
financing for local commercial and rural agricultural
enterprises. Its collateral requirements are less stringent than
those of commercial banks, which require cash deposits as
collateral. DBSI borrowers are mostly start-up, relatively highrisk businesses. As table 6.5 shows, the lending portfolio grew
rapidly in the late 1990s, and was close in size to the average
for the three commercial banks. Almost 41 percent of
outstanding loans in 1998 were to the services sector, followed
by 22 percent to the industry sector and 18 percent to
agriculture, forestry and fisheries.
The growth in lending did not reflect implementation of
sound strategies, however. During the period 19951999, a
growing arrears problem led to deterioration in DBSIs
underlying financial position (Table 6.6). Lending was not
appropriately priced for risk: the lowest interest rates were
charged for agricultural loans, which are the riskiest, smallest,
and hardest to supervise in the economy, and exhibit the
highest level of arrears. DBSIs funds were obtained at
relatively high cost. DBSI was paying 10 percent on its term
deposits, which was significantly higher than commercial
bank rates for similar terms. DBSI also borrowed from SINPF
at 14 percent per year and issued development bonds at 10
10.75 percent. Not surprisingly, DBSI recorded low profits
followed by large losses. Shareholders funds declined from
a high of SI$14 million in 1995 to a little over SI$10 million
in 1998 (Table 6.6).
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Table 6.5
A Comparison of Commercial Bank and DBSI Lending,
19951998
C OMMERCIAL B ANK L OANS

1995

1996

1997

1998

SI$000
Agriculture, Forestry, Fisheries
Commerce & Distribution
Industry
Services
Others
Total
Average per Bank (3 banks)
DBSI L OANS

11,617
27,710
18,197
28,507
39,469
125,000
41,833

8,717
36,347
22,075
23,795
42,316
133,250
44,417

10,914
334,762
31,900
22,063
46,417
146,056
48,685

15,668
54,256
35,680
20,723
51,649
177,976
59,325

1995

1996

1997

1998

7,789
9,954
4,311
20,838
3,925
46,817

9,430
4,374
11,540
21,482
5,792
52,618

SI$000
Agriculture, Forestry, Fisheries
Commerce & Distribution
Industry
Services
Other
Total

6,443
4,579
4,104
12,964
1,826
29,916

7,264
6,427
3,783
16,881
2,294
36,648

Sources: Commercial banks and DBSI 1997, 1998, 1999

DBSI has experienced governance and management
problems. The board of DBSI, like many of the boards of
development finance institutions in the region, is a balance
between public and private sector representatives. Under the
act, the DBSI board consists of the manager and eight other
members, with the requirement that at least four not be public
officers. The Minister of Finance appoints the members, the
Deputy Chairman, and the Chairman; and has final approval
on the appointment of the manager. The act provides for the
Minister to give directions to the board, which is required to
act on such directions. In practice, the Board is made up of
political appointees, notwithstanding that some are from the
private sector. It has not been effective in establishing a clear
direction for DBSI or in monitoring operating performance.
DBSI is in noncompliance with a number of stipulations
of the act. The most immediately serious include failure to have
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Table 6.6
Operating Performance of DBSI, 19951999
Actual
1995

Actual
1996

Actual
1997

Actual
1998

Forecast
1999

5213
4327

4,764
3,932

6188
6,833

5653
8519

6030
9063

656

240

2,738

676

1,304

31,190
8,280

39,133
8,280

48,133
8,561

55,471
9,061

59,490
8,561

Shareholders Funds (SI$000) 14,575

14,494

11,200

11,607

10,166

Provisions for Loan Losses
(SI$000)

3,940

3,955

4,306

6,144

5,165

7.77
2.72

8.71
1.39

7.82
2.07

10.21
0.80

7.30
0.22

48

51

60

72

48

26

23

20

14

28

27

26

21

14

24

49.4

40.0

24.7

20.3

17.1

4.7

4.0

21.3

4.6

10.5

Total Income (SI$000)
Total Expenses (SI$000)
Net Profit/(Loss)
Before Tax (SI$000)
Total Assets (SI$000)
Share Capital (SI$000)

Interest Spread ( % )
Earnings Spread ( % )
Loan related Expenses to
Total Expenses ( % )
Staff Expenses to
Total Expenses (% )
Administration Expenses to
Total Expenses ( % )
Capital Adequacy ( % )
Profit/Loss to Average
Shareholder Funds
Source: DBSI 1997, 1998, 1999.

an audit performed on a timely basis and failure to maintain
adequate liquidity /deposit ratios. In the absence of an audit,
the adequacy of the provisions for bad loans could be seriously
understated. As of September 1999, DBSIs savings and deposits
totaled SI$22 million. Under the CBSI liquidity requirement
that 7.5 percent of assets be held in liquid form, the DBSI would
be required to hold SI$1.65 million in liquid assets; DBSI had
only SI$1.3 million in cash and securities.
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Thus, by the end of the 1990s, DBSI was in serious financial
difficulty, lending only from funds generated by collections.
Without capital injections, survival seemed unlikely. The capital
adequacy ratio was 17 percent in 1999, which was too low for a
small development bank. Given that risk weighting of the assets
was not part of the capital adequacy calculation, the real status
of DBSI could have been even worse. However, the European
Union funded the preparation of a strategic plan for DBSI in
December 1999 (DBSI 1999), and funds of SI$20 million were
provisionally allocated to restructuring. The latter was
disrupted by the political events of 2000.

LEGAL AND REGULATORY FRAMEWORK AND SUPERVISION
The Financial Institutions Act was passed in 1998,
replacing the Banking Act of 1976 and extending the
supervisory role of CBSI to include SINPF and DBSI. As noted
above, in May 1999 the Minister of Finance issued an order
under the 1998 Act for this extension to take place; but the
order does not yet have the force of law because it has not been
gazetted. There may also be a need for amendments to the
individual acts governing the operations of the two NBFIs;
appropriate supervisory guidelines may also need to be
developed. The minister had decided in 1999 to transfer the
insurance comptroller s office to CBSI, though this too had not
been effected by mid-2000. Under the 1998 act, the minister
may require CBSI supervision of credit unions with assets in
excess of SI$100,000.
In the past, CBSI has had difficulty in fulfilling its role, as
a result of inadequate central banking skills and a high level
of Government intervention in its operations. Technical
assistance in the development of a strengthened supervisory
framework was provided during late 1999/early 2000, but was
interrupted by the civil unrest. The assistance included
establishing prudential policies, which were being
progressively issued to the banks. CBSI is committed to bestpractice international prudential supervision of the banking
system as well as the nonbanking system. In order to enhance
its regulatory powers and supervisory capacity, a Financial
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Institutions Department was set up in November 1999. Further
staffing and recruiting were taking place, but the need
remained for a considerable amount of training.
During 1998, a number of pyramid finance schemes were
carried out in the Solomon Islands and, despite warnings
issued by CBSI about the fraudulent nature of the schemes,
people continued to hand over their savings to the promoters.
The schemes subsequently collapsed and many people lost their
savings. CBSI was handicapped in taking appropriate action
by the absence of adequate legal provisions. Amendments to
the Financial Institutions Act were made in 1999 to require
promoters of such schemes to obtain a license from CBSI.
At the present time, CBSI holds a 1011 percent share
in DBSI. This creates a potential conflict of interest when it
comes to supervising DBSI. CBSI is seeking a means of
disposing of its shares, perhaps by paying them as a dividend
to the Government, and giving up its seat on the DBSI board.

DEVELOPMENT OF MONEY AND BOND MARKETS
In 1995, the Government securities market collapsed, as
Government borrowing from CBSI reached its legal limit and
CBSI could not extend any further loans to the Government to
service its debts. Government arrears on domestic debt increased
from SI$18.7 million in 1994 to SI$45.5 million in 1995 and
SI$51.7 million in 1997. The Government started to pay its arrears
in 1998, reducing them to SI$18.5 million by the end of 1998
and to SI$7 million by April 1999. The Government also
negotiated a debt-restructuring plan with the holders of
Government securities. In early 1999, more than SI$200 million
in Treasury bills, or 88 percent of total holdings, were converted
to two- to six-year medium-term bonds. The remainder was
frozen and continuously rolled over for 91 days at 6 percent.
Then, after February 2000, these bills were gradually unfrozen
(that is, redeemed).
It was agreed that the SI$75.2 million of Government
advances with CBSI would be auctioned as Treasury bills,
commencing in May 1999. Since then auctions have taken place
on a weekly basis and Treasury bills have been rolled over.
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The maturities are up to 182 days. The buyers are the commercial
banks, insurance companies, individuals, and various groups,
such as church funds. CBSI announces a quantity for auction
each week, without being obligated to accept any or all bids. It
has an overall target interest rate and specific target rates for
each maturity. On some occasions, CBSI has rejected bids outside
the target range, and on others it has accepted bids greater
than the amount available. In early 2000, after discussion with
the commercial banks, CBSI agreed to limit any attempts at
determining both quantity and price.
Following the introduction of the Treasury bill auction,
CBSI Bokolo bills were phased out as they matured. The last
bills matured just before June 2000, after which CBSI policy
was to conduct open market operations with Treasury bills.
CBSI provides a rediscount window for the banks. It is intended
as a disincentive and is little used.

DEVELOPMENT OF DEBT AND CAPITAL MARKETS
Prior to the unrest of 2000, the Companies Act 1961 was
being reviewed, with a view to simplifying the administration
process, reviewing compliance provisions to ensure tougher
penalties for noncompliance, and generally updating the
legislation.
Under the existing act, company directors are required to
file annual returns, but only about 25 percent actually do so.
The rest could be as much as five years behind. Public
companies and private companies that have a body corporate
as a member are required to file audited annual accounts: there
are 40 to 60 of these, mostly subsidiaries of international
companies. The registrar has the power to require returns to
be made and to strike from the register any companies that do
not comply. However, no steps to enforce compliance have ever
been taken, and generally the company register is outmoded
and unreliable.
Solomon Islands does not have a domestic stock exchange.
There are only a relatively small number of companies that are
not owned by the Government. Chinese businesspeople own
and operate most of the retail businesses, and engage in some
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industrial joint ventures with Malaysians. These companies
tend to be very secretive, and it is doubtful if they would
consider selling equity to outsiders or opening their books,
preferring to rely on internal sources of finance. Two companies
that own extensive assets in the Solomon Islands have listed
on the Australian Stock Exchange, and might consider a
secondary listing on a regional exchange. The brewery
company, which is owned by both domestic and foreign
shareholders, might also be interested in listing on a regional
exchange.
All utility companies are either wholly or partially owned
by the Government. The State Owned Enterprises Monitoring
& Privatization Unit is charged with restructuring and
privatizing Government entities, and in 1999 had anticipated
being able to privatize SIPL, which was profitable. However,
following the unrest, SIPL ceased operations and the managing
agents left the country after selling off vehicles and other
saleable assets. Since the signing of the October 2000 peace
accord, it is hoped to privatize Solomon Printers and the Home
Finance Corporation. The biggest hurdle will be finding
genuine investors.
Foreign direct investment proposals are screened by the
Foreign Investment Board in accordance with the Foreign
Investment Act. Any foreign entity wishing to do business in
Solomon Islands must register and obtain prior approval from
the Board. In addition, any significant transfer of ownership must
be registered and receive approval. Historically, the process has
been relatively unfriendly; it was a second tranche condition of
the World Banks 1999 structural adjustment loan that this be
changed. The Foreign Investment Advisory Service suggested
guidelines for a more promotion-oriented foreign investment
agency. Again, the events of 2000 have overtaken this initiative,
at least temporarily.
Funds from both the Kula Fund, a regional venture capital
fund operated by Commonwealth Development Corporation
and funded by it and ADB, IFC, EIB and other aid agencies,
and regional governments; and Pacific Islands Investment
Facility are available to Solomon Island companies; but the
qualifications in terms of minimum size and required return
are seen as too high by the local business community.
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MICROFINANCE
A major challenge facing Solomon Islands is how to create
enough income-generating opportunities for a population
growing at the rate of 3.4 percent per year. It has been estimated
that formal private sector employment would have to grow at
the rate of 30 percent per year to absorb all new entrants to the
labor market (ADB 1998). Since this cannot happen, village work
and self-employment will have to occupy a larger proportion of
the economically active populationor else the pool of young
urban unemployed will have to be allowed to expand to an
unacceptable extent. Microfinance can play a crucial role in
stimulating the growth of the informal sector, by providing
credit to people with limited access to formal banking services.
In a survey involving 18 entrepreneurs from Honiara in 1999,
all responded that obtaining credit from the banks to start a
business was very difficult. Even the lending requirements of
DBSI are regarded as too stringent and the grace period for
loan repayments too inflexible.
The supply of microfinance services comes from the
informal financial system, a semiformal sector consisting of
credit unions and one nongovernment organization (NGO)
scheme, and the formal sector.

FORMAL SECTOR
In the formal sector, while no commercial bank has opened
a special window for microfinance, DBSI has administered a
Womens Credit Scheme. This was a pilot project operating for
six months, from September 1998 to February 1999, and targeting
women from Honiara and Guadalcanal. The loan criterion was
100-percent collateral, with the equity contribution reduced from
the usual 35 percent to 10 percent of the total project costs.
Interest was charged at the below-market rate of 12 percent
per year. A fee of SI$30 was charged upon application, which
had to include the projected income and expenses. If the loan
was for the expansion of a business, past records of business
also had to be submitted. DBSI allocated a total loan portfolio
of SI$ 500,000 for the project. The demand was high: a total of
300 applications was received during the six months, of which
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127 were funded. In fact, total loans disbursed exceeded the
allocation by SI$160,000. The majority of the borrowers (72
percent) were from Honiara and the rest from Guadalcanal;
they used the funds for poultry farming, trade stores, fish
selling, and sewing projects. The scheme was suspended
because of the ethnic tensions.

Informal Sector
In the informal financial sector, the most common source of
credit is the wantok (friends and family network) system, which
involves interest-free loans paid back in cash or kind. Selfhelp groups in formal workplaces rarely exist, but they do
operate in communities and villages in the form of community
housing and loan schemes and savings clubs. Savings clubs
are being nurtured by SICUL to register eventually as credit
unions. There are 21 savings clubs, though only six are active.
Pyramid schemes also operate as informal financial systems.
Applied research on the informal financial sector is needed in
order to formulate appropriate strategies of support.

Semiformal Sector
The semiformal financial system includes credit unions that
are regulated and supervised by a regulatory body, and the NGO
scheme endorsed by the Government. Registered finance
companies and moneylenders do not exist in Solomon Islands.
Credit Unions. Credit unions, established under the 1986
Solomon Islands Credit Union Act and operating under SICULs
umbrella, are owned, managed, and controlled by their members.
Their savings and loan schemes are funded by members
contributions and are available only to members. Lending and
savings terms vary across the credit unions as agreed by the
members. Commonly, the majority of savings are in the form of
shares that earn no interest and cannot be withdrawn. Interest
is 1 percent per month on outstanding balances, as prescribed
in the Credit Union Act. Loans must be fully secured pursuant
to the act, with no minimum or maximum prescribed. Urban
loans range between SI$200 and SI$10,000, while rural loans
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range between SI$10 and SI$1,000. SICUL encourages a threeyear maximum loan repayment period. Employee-based credit
unions collect loan repayments from their members pay packets,
whereas rural unions collect monthly payments. Very few credit
unions charge fees for service.
To help strengthen the movement, the Government
obtained a project loan from International Fund for Agricultural
Development in 1991 that was used primarily to strengthen
SICUL as the supervisory body responsible for coordination
and supervision of credit unions. With the termination of the
project in December 1998, SICUL has been operating without
core funding and has been constrained in its support of field
officers. This has resulted in diminished access and support to
credit unions, especially in rural areas, and the gradual
slowdown of the movement. At the end of the 1990s, SICUL
records showed 36 active and 124 dormant credit unions.
In early 1999, CBSI and SICUL embarked on a Nonbonding
Financial Institutions Monitoring and Supervision Project with
assistance provided by AusAID and the Credit Union Foundation
of Australia. This project had four broad objectives:
(i) to review the current NBFI monitoring methods;
(ii) to recommend, where appropriate, alternative or new
methodologies for monitoring the NBFI sector;
(iii) to develop a methodology to monitor the formal and
informal economy; and
(iv) to transfer research skills to CBSI and SICUL.
The project had barely begun before political and social
turmoil interrupted implementation.
NGOs. The only microfinance scheme operated by an
NGOthe YWCAis known as the Solomon Islands
Microfinance Scheme for Women (SIMIWODS). SIMIWODS is
funded by the United Nations Development Programme
(UNDP) and aims at providing sustainable microfinance
services to womens solidarity groups for the purpose of
supporting income-generating projects of individual group
members. The project is implemented in partnership with the
Government and is coordinated by the Womens Development
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Division of the Ministry of Youth, Women and Sports. The
YWCA is responsible for administering the day-to -day
activities of the project. A microfinance specialist from a
regional UNDP program, the regional UNDP/UNOPS Pacific
Sustainable Microfinance and Livelihoods through
Empowerment (SMILE) Program, serves as a liaison officer
between the implementing Ministry and the YWCA, and is also
responsible for providing technical guidance to the project.
Technical support is provided by UNDP in Suva, Fiji Islands.
The project was allocated total funding of US$245,000 for
technical backstopping, institutional capacity building for
YWCA, and on-lending seed money.
The first 10 loans were disbursed in February 1999 to two
low-income communities in Honiara. As of February 2000, a total
of 86 women clients from these communities had benefited, and
there were 10 second-time borrowers and two third-time
borrowers. Loans disbursed to that date totaled SB$81,700.
SIMIWODS adopts the Grameen Bank solidarity groupbased lending concept, with slight modifications to fit to the
conditions in Solomon Islands. Women have to organize
themselves into groups of five; each member has to guarantee
the loans of other group members. This is to instill group
accountability and responsibility. Only those groups that have
satisfactorily completed the SIMIWODS training on
microfinance and business development are eligible to borrow
small amounts that do not exceed SI$1,000 and that are
payable in 12 weekly equal installments. Loans are charged
interest at 18 percent. Members are also required to save
weekly. Loan proceeds are to be used exclusively for financing
income-generating activities by the member or by the family.
Groups meet weekly in their communities, where savings and
loan repayments are collected by the field officer hired under
the project.
Clients of microfinance schemes frequently misuse funds
and lack business management, accounting, and marketing
skills. On the other hand, their participation in these schemes
can increase their entrepreneurial skills, savings habit, credit
discipline, and income. Women can gain in self-esteem.
Some credit union operations (especially employee-based
and larger credit unions) may have been viable due to a low

SOLOMON ISLANDS

213
cost of operations, with services of staff on a voluntary basis.
SICUL, however, is currently faced with financial constraints;
and other microfinance schemes are totally dependent on
subsidies from donors or the Government for survival.
Sustainability for all schemes depends on the ability to get
additional funding for on-lending and administrative costs.
There is an unmet demand for microfinance in Solomon
Islands, as shown by the turnout of applicants for DBSIs womens
credit scheme, past growth of the credit union movement, and
the expansion of the SIMIWODS scheme. The DBSI and
SIMIWODS schemes show that by targeting the right clients,
and utilizing continuous client support and pressure, high
repayment rates can be achieved. Long-term commitments of
both financial and technical assistance are also needed, and
social preparation and mobilization activities are essential.
Exploration of alternative microfinance models, such as village
banks, is desirable.

LAND TENURE ISSUES
About 87 percent of the land in Solomon Islands is owned
by indigenous Solomon Islanders under customary tenure. Eight
percent of the land area is vested in the Crown for Government
purposes (public land); and five percent is owned by
individuals (perpetual estates and fixed term estates).

Public Land
Powers for the Government to acquire land were first
provided for in 1896 legislation under the British protectorate
and currently appear in Part V of the Land and Titles Act. The
Constitution of Solomon Islands, which came into force in 1978,
requires that reasonable compensation must be paid for any
land compulsorily acquired. All land that is vested as a
perpetual estate in the Commissioner of Lands on behalf of
the Government is known as public land. Since 1981, some of
this land has been devolved to provincial assemblies under
the Provincial Government Act. Public land may be let on a
periodic tenancy under the Land and Titles Act. Land owned
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by a provincial Government may be leased, but if the land is to
be leased to a non-Solomon Islander, the consent of the
Commissioner of Lands is required.

Individually Owned Land
During protectorate times, the Government granted freehold
estates on customary land that it had voluntarily or compulsorily
acquired. However, the protectorate Government became
dissatisfied with freehold estates because they did not allow
for sufficient control or financial return. Therefore, perpetual
and fixed-term estates were introduced under the Land and
Titles Ordinance 1959. These estates provide extensive rights
to occupy, use, and enjoy land, but they are not absolute, and
are subject to a number of conditions, some imposed by statute
and some imposed by the Commissioner of Lands.
In 1977, freehold estates held by Europeans were
abolished; and existing freeholds, perpetual estates, fixed-term
estates, and leases for more than 75 years held by non-Solomon
Islanders were converted into fixed-term estates for 75 years.
Since then, freehold estates owned by non-Solomon Islanders
have ceased to exist, and perpetual estates can be owned only
by Solomon Islanders and certain Gilbertese and Solomon
Islands institutions. Non-Solomon Islanders cannot own fixedterm estates for more than 75 years.
It was originally envisaged by the protectorate
administration that many Solomon Islanders would wish to
convert their customary ownership, which was normally joint
and shared with other members of the clan, line, or family, into
perpetual estates, which could be held by individuals.
Consequently, a number of provisions were inserted into the
Land and Titles Act to regulate the procedure for the conversion
of customary land into perpetual estates. However, tenure
conversion became very controversial, and in the early 1980s, it
was abandoned, although the legislative provisions remain in
Part IV of the Land and Titles Act. Some observers still promote
conversion from customary land tenure to perpetual estate.
Perpetual estates must be registered with the Register of
Lands established by the Land and Titles Act. When so registered,
the title is guaranteed by the Government, except in the case of
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fraud, and subject to some other minor exceptions. Perpetual
estates may be leased, but the consent of the Commissioner of
Lands is required if the lessee is a non-Solomon Islander.
Perpetual estates may be mortgaged, and no prior approval by
the Commissioner of Lands is required. Mortgages must be
registered, and when they are registered they take effect as a
charge, not as a transfer. If the mortgagee defaults in repaying
the loan secured by the mortgage, the mortgagor may recover
the amount of the loan by entry into possession and sequestration
of any rents paid in respect of the mortgaged property, sale of
the mortgaged property, and foreclosure. The latter is only
available if the mortgagee is a Solomon Islander. All the above
remedies for the enforcement of a mortgage require the approval
of the High Court and are subject to any conditions which it may
impose. A few occasions have arisen where it has been necessary
to enforce a mortgage on a perpetual estate, but no difficulties
appear to have been experienced.
A fixed-term estate grants the right to occupy, use, and
enjoy land for a fixed period of time. There is no specified
period of time that may be fixed, but non-Solomon Islanders
cannot hold a fixed-term estate for longer than 75 years. Fixedterm estates, like perpetual estates, are subject to certain
conditions prescribed by the Land and Titles Act, such as
maintaining all boundary marks and keeping all existing roads
in good repair. When granting a fixed-term estate, the
Commissioner of Lands may impose other conditions as to the
payment of a premium, payment of a rental, and conditions for
the development of the land. Fixed-term estates, like perpetual
estates, must be entered in the Register of Lands established
under the Land and Titles Act. When so registered, the title is
guaranteed by the Government, except in the case of fraud and
subject to some minor exceptions. Fixed-term estates may be
leased by non-Solomon Islanders, with the consent of the
Commissioner of Lands.
Fixed-term estates may be mortgaged, and no prior
approval by the Commissioner of Lands is required. Mortgages
must be registered, and when registered they take effect as a
charge, not a transfer. If the mortgagor defaults in repaying
the loan secured by the mortgage, the mortgagee may recover
the amount of the loan by entry into possession and
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sequestration of rentals, sale of the mortgaged property, and
foreclosure. The last remedy is only available if the mortgagee
is a person entitled to hold a perpetual estate, that is, a Solomon
Islander or a Gilbertese or Solomon Islands institution specified
in the Land and Titles Act. All the remedies require the
approval of the High Court.

Customary Land
Customary rules normally provide for joint ownership of
land, although there are certain areas where custom accepts
individual ownership. The exact basis of customary land
ownership is a matter of considerable debate. Since 1995,
customary land can be registered under the provisions of the
Customary Land Records Act by any customary landholding
group or any person claiming an interest in customary land. The
act provides that every entry or note in, or on, any finalized
record or recording map shall be received in all proceedings as
conclusive evidence of the matter or transaction on record. Few
Solomon Islanders have availed themselves of the opportunity
to record customary land, probably because of disputes about
ownership and uncertainty about the advantages of recording.
In 1999, the Government appeared to favor registering
customary land, but the exact scope of its policy was unclear. A
draft bill, the Tribal Land Bill, had been prepared by the Recorder
of Customary Lands, which provided only for recording the
original tribes and tribal lands before the advent of Europeans.
If this view were accepted, it would overturn many court
decisions in the last 20 years. Indeed, the bill expressly provides
for the quashing of previous court decisions that are in conflict
with tribal boundaries. Whether this bill, and the principle which
underlies it, will be endorsed as Government policy and, if so,
whether it will receive parliamentary approval and acceptance
by Solomon Islanders generally, remains to be seen.
The respective roles of national and provincial
governments with regard to customary land are unclear. The
Provincial Government Act states that one of the matters within
the legislative competence of provincial assemblies is
codification and amendment of existing customary law about
land. Registration of customary rights in respect of land
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including customary fishing rights. Yet little has been done
by provincial assemblies with regard to customary land, and
what initiatives have been taken so far have emanated from
the national Government.
Customary land can be disposed of in accordance with the
rules of custom under the Land and Titles Act. Customary land
can also be sold or leased to the Commissioner of Lands,
representing the national Government, or to a provincial
assembly under the Land and Titles Act. When customary land
is sold to the Commissioner of Lands or a provincial assembly,
the commissioner and provincial assembly acquire a perpetual
estate in the land. The Commissioner of Lands can grant a
periodic tenancy of a perpetual estate, for example, from month
to month or year to year, but is not authorized to grant a lease
or sublease of such land. Provincial assemblies, however, are
authorized to grant leases or subleases of customary land that
has been leased to them, but if the prospective lessee is a nonSolomon Islander, the permission of the Commissioner of
Lands must first be obtained.
It appears that the leasing of land by provincial assemblies
is mostly to non-Solomon Islanders, and there is very little
leasing of customary land to Solomon Islanders. The concept
of customary land being leased back to some or all of the owners
does not seem to be well known or practiced in Solomon Islands.
Customary land cannot be mortgaged, but leases of
customary land can be mortgaged. This can be done without
prior permission from the Commissioner of Lands or any other
Governmental authority. Mortgages of leaseholds of customary
land must be registered in the Register of Titles to be enforceable.
Mortgages of leases of customary land can be legally enforced
in the same way as mortgages of perpetual and fixed-term
estates, with the same provisos applying.
Both lessees and lending institutions believe that there
could be difficulties in practice in enforcing a mortgage of a
leasehold of customary land, because of opposition by
neighbors or kinspeople of the mortgagors. Therefore, lending
institutions are not favorably disposed to accepting leasehold
customary land as collateral security for a loan.
There is no legislation that allows lenders to take charges
over crops and livestock as collateral for a loan.
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Disputes
Disputes relating to public land, perpetual estates, and
fixed-term estates are decided solely by the High Court, and
appeals of such decisions are heard by the Court of Appeal.
There seem to have been few disputes relating to these kinds
of land, or to the enforcement of security over such lands, that
have caused serious difficulties.
There are, however, some serious issues with regard to
disputes relating to aspects of customary land, including
enforcement of security.
Although it is clear that custom normally provides for
ownership of land jointly by groups of Solomon Islanders, the
exact composition of these groups is a matter of acute debate,
as noted above. Some argue that the true customary landowning
unit is the original tribe that existed in the country before the
arrival of Europeans. Others argue that there has been a
breakdown of these tribes into smaller landowning groups,
such as clans, lines, or families. The latter view seems to have
been largely accepted in the decisions of the courts set up to
determine customary land ownership. This view has been
opposed by the Recorder of Customary Lands and by some
influential Solomon Islanders.
Even assuming that the correct basis for ownership of
customary land can be ascertained, there are questions as to
whether it is necessary or desirable that the owners and the
boundaries of the land be recorded in written form and marked
out physically on the ground. Since the Customary Land
Records Act of 1955, custom owners have been able to record
their land, but so far few have done so, mainly it seems because
of disputes about ownership and uncertainty about the
consequences and the implications of registration. Such a
process is likely to spark off disputes about both the titles to,
and boundaries of, customary lands, and become a lengthy,
difficult, and expensive task.
The law in Solomon Islands permits only perpetual estates,
fixed-term estates, and registered leaseholds to be mortgaged
or charged. Customary land cannot be directly mortgaged or
charged. However, if the customary land has been converted
into a perpetual estate (which is no longer encouraged or
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facilitated by the Government), or if the customary land has
been leased and that lease has been registered, as may be done
with any lease for a period longer than two years, then
mortgaging is possible. Solomon Islanders cannot, however,
lease customary land to whomever they please. They can lease
it in custom to another Solomon Islander, or they can lease it to
the Commissioner of Lands on behalf of the national
Government, or to a provincial assembly.
If these leases are for a fixed term exceeding two years
they can be registered, and then subleases of the leaseholds
can be granted by the Commissioner of Lands or a provincial
assembly, for some period shorter than that of the original lease.
Such a sublease, if it is registered, can then be mortgaged by
the sublessee. If the lessee or the sublessee is a non-Solomon
Islander, the consent of the Commissioner of Lands must first
be obtained. There is no express provision in the legislation
for customary land to be subleased back to the custom owners,
as in Papua New Guinea, so that they could acquire a leasehold
interest that they could mortgage under Land and Titles Act.
The legislation allows for mortgages to be enforced by entry
into possession, sale to some other person, or transfer into the
name of the mortgagee, provided the mortgagee is a Solomon
Islander or Gilbertese or Solomon Island institution specified
by the legislation. All of these remedies require the approval of
the High Court and are subject to any conditions which it may
impose. However, because mortgaging of leases of customary
land is not common, attempts by a mortgagee to enter into
possession of such lease or to sell the lease are likely to be met
with some lack of understanding, resentment, or hostility by
neighbors and kinspeople of the owners of the mortgaged land.

KEY CONSTRAINTS ON FINANCIAL SECTOR DEVELOPMENT
Political Unrest and the Resulting Macroeconomic Instability
The unstable macroeconomic and financial conditions of
the 1990s were the major constraint on the development of a
healthy and competitive financial sector. The most binding
constraint is ethnic tension, civil unrest, and political instability.
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If the October 2000 peace accord holds, it will take some time
for economic recovery to occur. Production of gold and silver at
the Gold Ridge mine was to start six months after a return of
management. SIPL will probably need two years to start
producing palm oil and associated products again. Similarly,
there would be a delay in bringing Solomon Taiyo fish
production back to preconflict levels. Restoration of investor
confidence is a long-term process, as is the education of
children that has been severely disrupted.
Development opportunities are constrained by the
countrys small size, fragmentation, dispersion, and remoteness
from major markets. The limited human resource endowment
is also a major constraint, especially in the rural areas, where
85 percent of the population resides. But the natural resource
endowment, carefully managed, can provide the basis for
sustainable growth with equity. To realize the opportunities,
the Government must play its role efficiently and effectively.
This is especially the case now that there are the additional
challenges of postconflict reconstruction.
Sound macroeconomic management is crucial. Achieving
it is made more difficult by a shortage of skilled human
resources and an inadequate database. The quality of national
accounts and fiscal and balance of payments data is especially
poor, and hampers both the analysis of recent developments
and formulation of estimates and projections.

Problems with Customary Land Tenure
Customary land tenure arrangements retard private sector
development. Only Solomon Islanders or the Government may
buy or lease customary land. Other parties must sublease from
the Government, which acts on behalf of the owners. Although
the nature of the procedure is clear, its implementation is
lengthy, costly, and uncertain. Lack of security of property rights
restricts investment in land improvement. Difficulties in
enforcing claims against land preclude its acceptability as
collateral.
These concerns about land tenure arrangements have been
voiced often in the past. However, they are not easily amenable
to solutions, even less so after the ethnic violence of 1999. This
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erupted because of Guadalcanal peoples resentment against
Malaitans who had migrated over many years to Guadalcanal
and gained control of an increasing amount of land, as well as
jobs. There was already profound disagreement as to the basis
upon which rights of ownership of customary land should be
recognized. The presence of a successful migrant population
inevitably increased the frequency of land disputes.

Government Interference in the Financial Sector
The dominance of the Government in the financial sector
constrained the development of a functional money market: it
is difficult to deepen the money market and encourage
secondary trading because of the large debt that commercial
banks hold in two- to six-year bonds, which cannot be traded
because of the already large portfolios of bonds. The dearth of
alternative savings instruments, the relative lack of efficient
and competitive NBFIs, and the lack of a capital market also
inhibit competition. The credit union movement and savings
and loan societies are too small at present to provide much
competition.
The high level of Government interference in the
operations of NBFIs remains a prime concern. Cross-ownership
of a number of the institutions is not conducive to transparency.

LACK OF A SUITABLE POLICY AND LEGISLATIVE FRAMEWORK
FOR MICROFINANCE
The fundamental constraint facing NGOs in microfinance
is that they have no legal basis on which to extend savings
and lending services. Credit unions are restricted to charging
interest rates of no more than 1 percent per month on a
reducing balance. Support services are usually directed to
small-scale businesses, but rarely to microenterprises.
Limited entrepreneurial skills, a lack of credit discipline, and
poor savings habits also constrain the development of
microenterprises.
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RECOMMENDATIONS
Ameliorate ethnic conflicts.
For economic growth to resume, the problem of ethnic
tension must be solved by Solomon Islanders and their
Government, with external financial and technical support. A
platform on which to develop a solution was outlined in the
October 2000 peace agreement between the Malaita Eagle Force,
the Isatabu Freedom Movement, the national Government, and
the provincial governments of Guadalcanal and Malaita. This
created a Peace Monitoring Council of representatives from
Malaita and Guadalcanal, and an International Peace
Monitoring Team of foreign civilian policy and military
personnel. A general amnesty for all participants in the conflict
was granted, subject to the surrender of their weapons and the
return of stolen property. Commitments were made to enact a
constitutional amendment granting greater autonomy to Malaita
and Guadalcanal provinces; to improve health, education and
infrastructure in both provinces; and to restructure the police
force in order to ensure balanced provincial representation. A
moratorium was placed on all land transactions on Guadalcanal,
pending appointment of a commission of inquiry by nonGuadalcanal people into all pre-October 1998 transactions.

Resolve Land Tenure and Use Issues.
Resolution of land ownership and use issues will take time
and concerted effort from all parties. Nonetheless, in order to
generate income and employment growth, a practical solution
to the problem of uncertain land titles is needed to provide secure
and certain access to land. Marketable land use rights would
allow exchanges to be made in the open market without
permanent alienation (sale) of land. At an appropriate time in
the future, a conference/workshop should be convened to discuss
and agree on
(i)

ownership of customary lands: whether they are to be
owned by original tribes according to pre-European
boundaries, or by clans, groups, or lines as they have
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developed today, and who should determine the
landowning units and the boundaries of lands;
(ii) registration of customary land; and
(iii) land use exchange systems or markets: a conference/
workshop could also be convened to discuss, and
reinforce public awareness of, the fact that leaseholds
of customary land can be mortgaged and provide finance
for the development of customary land, and the fact that
lenders must be able to recover the money that they have
loaned by enforcing the mortgage.
There would be advantages in joining the two conference/
workshops into a series under the general theme of Customary
Land Issues in Solomon Islands.
Legislation should be introduced to allow crops, trees, and
livestock, whether on customary or noncustomary land, to be
used as security for loans.

Maintain Macroeconomic Stability.
The maintenance of macroeconomic stability is essential
to ensure external support for reconstruction, to facilitate a
return of investor confidence, and to promote financial sector
development. Prudent fiscal management is especially
important if price stability and foreign reserves are to be
maintained. In this regard, the new Government must control
expenditure and avoid central bank financing of the budget
deficit, settle arrears, and cease the renewed practice of granting
selective tax exemptions on a nontransparent basis. Customs
and tax administration will also need improvement, in order
to increase revenue.

Focus Public Sector Activity on Core Areas.
A shift in the role of the public sector needs to take place
to focus on core areas. This should include an improvement in
governance across the public sector, and support for private
sector growth through creation of a Foreign Investment Agency
that is facilitative in intent and function.
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Enhance Competition in the Financial Sector.
Competition in the financial sector would be enhanced by
(i)

liberalizing the financial sector, particularly NBFIs that
are owned or influenced by the Government;
(ii) enhancing the supervisory capability of CBSI;
(iii) improving the functioning of the money market, by
increasing Treasury bill yields so that interest margins
are positive;
(iv) gradually liquidating two- to six-year bonds held by
commercial banks, without using CBSI financing, in
order to encourage commercial banks to increase savings
rates to a positive level; and
(v) developing capital markets.
Implementation of these recommendations will have to
take due account of the severe, postconflict budgetary and
administrative capacity constraints within which Government
must operate.
There is a need to clarify financial sector development
objectives and to rationalize Government involvement. In
regard to Government-owned NBFIs, board independence and
improved corporate governance are required. It would also be
desirable to establish an independent asset management unit
to work out the bad and doubtful loans of the various
Government-owned institutions. DBSIs strategic plan can
inform future restructuring. There has also been a review of
SINPF that could similarly inform the determination of its
future role. It is recommended that SINPF be allowed to invest
overseas, provided this is conducted according to strict
investment guidelines in a good corporate governance
environment, utilizing the services of a professional fund
manager, and provided foreign exchange reserves permit.
CBSI should be granted enough autonomy to conduct
monetary and exchange rate policy, to perform its supervisory
functions effectively, and to ensure that the governor and
members of the board of directors do not come under political
influence. Monitoring procedures, including on-site
inspections and off-site surveillance, need strengthening
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through short- and long-term training programs, in order to
ensure that supervisors are capable of identifying weaknesses
in financial institutions, including commercial banks, NBFIs,
and credit unions.
The general adoption of clear international accounting and
auditing standards within an updated commercial law should
be encouraged. The Companies Act was under review before
the civil unrest, with the intention of establishing efficient
mechanisms for company registration and monitoring
compliance.
Solomon Islands should continue to participate in the
process of regional co-operation and consultation in regulatory
and supervisory matters, as begun by the Pacific Islands
Prudential Regulation and Supervision Initiative. In the same
way, a formal analysis is needed of the regulatory system
and supervisory practices for their compatibility with
international accepted norms, to lay the foundation for the
timely harmonization of financial sector regulation and
supervision on a regional basis.
Once the Treasury bill market is running with positive
yields, the focus should turn to building secondary markets in
Government paper. This could be assisted by requiring banks
to act as market makers. Interest rates on two- to six-year bonds
should also eventually be set under market conditions, so that
a continuous yield curve throughout the short- and mediumterm range can occur. The major priority for the development
of a secondary market in Government and quasi-Government
bonds is an improvement in the management of Government
finances, central bank regulation, and banking competition.
Development of a market in corporate securities is a very longterm proposition.

Consider participating in a regional venture capital fund and
stock exchange, if and when these develop.
The concept of a venture capital fund had been raised in
Solomon Islands prior to the outbreak of ethnic tensions. Such
a fund should be established on a regional basis. Similarly, it
has been suggested that a regional stock exchange facility be
developed (see volume one of these reports). The latter would
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require the Government to address a range of issues, including
the foreign exchange control implications.

Promote a policy and regulatory framework for microfinance
development.
Activities that would promote microfinance development
include
(i)

a review of policies and regulations that may hinder
the development of microfinance, especially the
involvement of NGOs and the restriction on the interest
rate that credit unions can charge on loans to members;
(ii) a review of policies and regulations that may impede
the development of microenterprises (e.g., business
licensing, health regulations); and
(iii) formulation of a policy and legislative framework for
microfinance through proper consultation with all
stakeholders.
A national conference could initiate action on these matters.
In addition, a coordinating mechanism for microfinance
and related schemes (grants and credit schemes sponsored by
Government and donors) should be established. This could be
initially assumed by CBSI, since it already carries on the
monitoring and supervising of nonbank institutions.
Eventually, establishing a coordinating or microfinance unit
outside Government machinery could be explored, where
responsibilities encompass other support services.
Social preparation and mobilization activities should be
conducted to create awareness of the benefits of savings and
good credit discipline. This could be done through the media
and community workshops. Group formation and strengthening
should also be undertaken for potential clients who
demonstrate a capacity to undertake projects by mobilizing
their own resources.
Poverty mapping to identify areas of demand for
microfinance and cash-earning opportunities should be
undertaken, building on ongoing work by the Government in
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partnership with UNDP. DBSI, the Business Development
Division of the Department of Indigenous Business
Development, and other small business support providers
should be involved. The Commodity Export Marketing Agency
has a potential role to play, since it is active in rural areas
and could provide a means of ensuring loan repayment
through assignment of crop proceeds.

228

Financial Sector Development in the Pacific Developing Member
Countries: Country Reports

TONGA

229

Tonga
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BACKGROUND
The five main island groups of the Kingdom of Tonga have
a total land area of about 750 square kilometers and are spread
across 360,000 square kilometers of ocean. The population in
2000 was an estimated 100,000, two thirds of whom live on the
main island of Tongatapu, which contains the capital,
Nukualofa. Substantial net outward migration keeps the
population growth rate down to about 0.3 per cent per year;
and Tongans living in New Zealand, Australia, and the United
States are a source of substantial remittance flows.
Tonga ranks fourth amongst PDMCs on the Human
Development Index scale, and lowest in terms of the Human
Poverty Index (ADB 2001). GDP per capita was US$1,510 in
1999/2000. Life expectancy is 68 years; the adult literacy rate
is 99 percent; and the infant mortality rate is 19 per 1,000.
Primary education is compulsory and virtually universal, and
a large proportion of children proceed to secondary and tertiary
education. The extended family is the cornerstone of Tongan
society, which has a common language and customs and is
hierarchically structured.
Tonga is a constitutional monarchy. The constitution was
promulgated in 1875 and last amended in 1974. It calls for the
separation of the legislature, the executive, and the judiciary.
The King, as head of State, appoints the members of the Privy
Council from among members of the Cabinet and the Governors
of Vavau and Haapai; they assist him in running the country.
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The Cabinet consists of the prime minister and nine ministers.
The unicameral Legislative Assembly is composed of the
members of the Cabinet, the other privy councillors, and
representatives of the nobles and the people. The 33 hereditary
nobles elect nine among themselves to the Assembly, and the
people vote for nine of their own representatives.
Landholding in Tonga has several unique features that
differentiate it from other Pacific island nations. In the late
19th century, there was a major reform of the land tenure
system in which land was distributed to selected chiefs, who
became hereditary nobles, and to adult male commoners. The
reform guaranteed all adult males about seven acres of land,
which could be passed on to the eldest son. Large estates were
allotted to the nobles, out of which future land allocations
would be made. This feature is now voluntary, rather than a
mandatory obligation on the nobility. A central feature of
customary tenure is that land cannot be alienated by private
sale. Although the reform was equitable at the time,
population growth has been such that over 30 percent of adult
men are now without land. They are thus dependent on
landholding members of their families for access to and use
of land. At the same time, Tongans who are resident overseas
hold substantial amounts of land, much of which is idle. The
practice has developed of leasing customary land in exchange
for cash payments, but many leases are informal, and the
Constitution prohibits leases longer than 20 years. In addition
to customary land, there is Government land that can be leased
on longer terms of up to 50 years.

THE MACROECONOMIC ENVIRONMENT
Tongas economy is the second most vulnerable of the
PDMC group after Vanuatu, according to the Composite
Vulnerability Index reported in Commonwealth Secretariat/
World Bank (1999). Domestic drought, cyclones, and external
economic shocks have caused considerable volatility in
agricultural production and export of a small number of
products: squash, vanilla, and fish account for more than three
quarters of total exports. The economy remains highly
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dependent on foreign aid and private transfers, the latter
amounting to an average 25 percent of GDP.
Real GDP at market prices grew at an average annual rate
of about 1 percent in the late 1980s and early 1990s. In the latter
period, there was a short boom in squash exports to Japan, but
this ended due to foreign competition and production and
marketing problems. After growth at the modest rate of 2.9
percent in the fiscal year ending June 1995, the economy
stagnated in the next two years, and registered a growth rate of
only 1.6 percent in 1997/98. The inflation rate during these years
hovered around 3 percent (Table 7.1).
Agricultural output was affected adversely by Cyclone
Cora in December 1998, but processed food and building
materials production expanded significantly, and real GDP
increased by 3.1 percent in 1998/99. The economic growth rate
accelerated to 6.2 percent in 1999/2000. This largely reflected
expansion in the primary sector (especially fishing), which grew
at 10.8 percent after two successive years of decline, and despite
the collapse of squash prices; and in the commerce, restaurants,
and hotels sector, which grew at 17.9 percent, due in part to
millenium celebrations. The tertiary sector as a whole grew by
5.6 percent, while the secondary sector expanded by 3.0 percent.
There was also strong growth in private remittances. The
inflation rate rose to 5.3 percent as a result of higher world
prices for imports.
For the fiscal year ending 30 June 2001, it was projected
that real GDP at market prices would increase by 3.0 percent.
The expected growth slowdown was attributed to a drop in the
primary and tertiary sector growth rates to 1.3 and 3.2 percent,
respectively. Government services were projected to expand
by 10 percent as a result of a 20-percent cost- of-living
adjustment, but reduced activity in the commerce, restaurants,
and hotels sector was likely to offset this. Growth in the
secondary sector was projected to accelerate to 5.4 percent as
construction activity picked up. The inflation rate for the year
was projected to rise to 7.0 percent on the back of higher oil
prices and nominal depreciation of the paanga, the Tongan
currency (T$).
Fiscal policy in the 1990s was prudent, in that aggregate
fiscal discipline was maintained, although allocative efficiency
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Table 7.1
Macroeconomic Indicators for Tonga, 1994/951999/00 a

Output and prices
Real GDP
Consumer prices
(period average)
Central Government Finance
Revenue b
Grants (cash only)
Current expenditure
o/w Wages
Development expenditure
(cash only)
Overall Balance
Financing
External loans (net)
Tonga Trust Fund drawings
Domestic financing
Banking system
Other
Money and credit (end period)
Broad money (M2)
Total domestic credit
Private sector credit
Average deposit interest rate
(end of period)
Base lending rate (end period)
Balance of Payments
Exports, f.o.b.
Imports, f.o.b.
Private Transfers (net)
Current account balance c
(incl. of official transfers)
(in percent of GDP)
Overall Balance
Gross International Reserves
Official Reserves (US$mn)
In months of imports
of goods
External Debt
External Debt/GDP
Exchange Rate
Paanga/US$ (period average)
Real effective
exchange rate 1990=100

19941995

19951996

2.9

-0.2

0.4

2.8

26.6

22.9


26.4

24.4



-3.5
3.5
3.6
0.7
-0.7
-0.1
-0.6


0.8
-0.8
0.0
0.1
-1.0
1.0
-2.0

17.1
39.3
38.2

2.8
13.8
9.5

19981999

19992000

3.1

6.2

3.9

5.3

26.1
0.5
26.7
14.9

26.9
0.4
27.0
14.2

1.3
-0.2
0.2
1.4
0.1
-0.3
-0.3
0.0

1.3
-0.4
0.4
1.2
0.4
0.3
0.3
0.0

15.0
1.6
2.1

8.3
8.8
7.0
4.6
9.0

17.1
-73.8
32.1

4.9
5.1
5.1
4.8
9.0
9.0
9.0
9.0
(in millions of US dollar)
12.7
13.2
11.9
12.1
-66.5
-59.9
-78.9
-55.5
36.3
36.5
37.7
37.4

10.9
-62.6


-22.1
-13.2
-9.6

-10.7
-5.9
0.6

-1.5
-0.8
2.4

-19.3
-11.1
-12.1

-1.0
-0.6
7.2

-10.1
-6.3
-5.9

23.5

24.2

26.2

14.2

21.4

15.6

3.8

3.8

3.3

2.3

38.1

33.6

3.2
2.4
(in percent)
36.2
38.6

43.8

43.7

1.28

1.26

1.23

1.35

1.58

1.64

103.6

105.2

109.6

111.9

101.1

103.0

4.8
9.0

19961997

19971998

(percent change)
-0.1
1.6
2.0
3.0
(in percent of GDP)
29.5
28.8
1.9
1.6
28.1
29.3

15.1
8.1
4.6
-4.8
-2.5
4.8
2.5
-0.1
1.5
0.5
2.4
0.5
-0.2
0.5
-0.2
0.0
0.0
(percent change)
14.1
2.4
14.8
20.0
11.4
21.0
(in percent)

 Not available
a. Tongas fiscal years are July to June
b. Revenue includes transfers from revolving funds, local community contributions
and others
c. Includes current official transfers
Source: NRBT 1999; IFS
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was not. The Government adhered to an implicit fiscal rule of
achieving a zero recurrent balance, with limited reliance on
domestic bank financing and drawdowns from the Tonga Trust
Fund. Financing of capital expenditure generally came from
external concessional loans. The overall fiscal deficit fell from
4.8 percent of GDP in 1996/97 to 0.2 percent in 1998/99, and
then increased slightly to 0.4 percent in 1999/2000. However,
the deficit increased to an estimated 2.6 percent in 2000/2001.
Revenue was below the budget estimate, while pressure on
the expenditure side was created by the civil service wage rises,
a capital injection for a public enterprise, and payments to a
foreign telecommunications company. Consequently, there was
unusually heavy reliance on domestic bank financing, and
nonwage expenditure was compressed further, compromising
allocative efficiency. There was in addition an estimated T$30
million unfunded liability arising from the civil servants
retirement scheme introduced in 1999.
The National Reserve Bank of Tonga (NRBT) has pursued
the twin objectives of maintaining gross foreign reserves at
three months of imports or more, and inflation at less than 3
percent. It monitors private sector credit growth and has used
both indirect and direct monetary policy instruments, with
the emphasis recently shifting to direct controls because of
the weakness of NRBTs balance sheet (see below). The
inflation target was met up until 1998/99, and the foreign
reserves target until 1997/98. In recent years, inflation has
accelerated because of drought, higher world prices, and
currency depreciation. In 1998/99, foreign reserves recovered
from the 1997/98 drop because of a tightening of monetary
policy and increased aid flows; but fell again the following
year, because of a widening trade deficit and a decline in
capital flows. Gross official foreign reserves in mid-2001
covered less than two months imports of goods and services.
The balance of payments had deteriorated, largely because
of a turnaround in the net services account from surplus to
deficit, reflecting a decline in tourism receipts, a rise in
transportation costs, and the impact of payments by the
telecommunications sector. The capital account surplus also
fell because of outflows of private capital and a decline in
official concessional loans.
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Broad money increased by 15.0 percent in 1998/99 and 8.3
percent in 1999/2000, largely because net foreign assets built
up as NRBT contained domestic credit growth (Table 7.1). Money
supply growth rose to an estimated 35.8 percent in 2000/2001.
The latter increase was driven by a 42-percent rise in domestic
credit. Net credit to the Government rose rapidly in line with
financing of the fiscal deficit, while credit to the private sector
grew by around 26 percent. Net foreign assets declined.
Monetary policy had been tightened early in the year in response
to declining foreign reserves: NRBT raised the reserve
requirement ratio from 12 to 15 percent and the minimum
lending rate from 9 to 12 percent. Credit ceilings were also
approved by the Privy Council in July 2000. However, monetary
policy eased during the latter half of the fiscal year.
Since July 2000, the paanga has been pegged to a basket
of currencies that includes the Japanese yen in addition to the
US, Australian, and New Zealand dollars. From mid-1998, the
exchange rate was allowed to depreciate. The real effective
rate depreciated by about 11 percent to the end of 1999, but
appreciated slightly in 2000 because of Tongas accelerating
inflation rate. Tonga has an open current account. Capital
account flows have to be reported to NRBT and approvals
depend on the level of foreign reserves. Banks are permitted
to offer foreign currency accounts to depositors.
Tonga is heavily dependent on external savings, which take
the form of private remittances and official development
assistance. These transfers have allowed Tonga to maintain
high levels of consumption and negative domestic savings,
estimated at 15.1 percent of GDP for 1994/95 (the latest
recorded figure). Gross domestic investment was estimated at
13.7 percent of GDP in that year, so that on the available data
Tonga faces a substantial savings-investment gap of around
30 percent of GDP. To reduce this heavy reliance on external
transfers and aid, Tonga needs to promote more domestic
savings. A more efficient financial system would assist in this
process. Public enterprise reform would also help. There are
more than 35 public enterprises, many of which are involved
in commercial activities. Only four pay dividends to
Government and a number receive budget support.
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Early in 2000, the Tongan Cabinet committed itself to the
design and implementation of a comprehensive reform program
aimed at promoting private sector-led economic development.
This will involve tax and tariff reform, improving the enabling
environment for the private sector, and reform of the civil service
and public enterprises with a view to increasing the efficiency
and effectiveness of the public sector. If the reform program can
be implemented successfully within a stable macroeconomic
environment, economic growth at a sustained rate of 3 percent
or more can be expected. This in turn will stimulate financial
sector development.

THE STRUCTURE OF THE FINANCIAL SECTOR
AND INSTITUTIONS
The formal financial system of Tonga comprises NRBT, three
commercial banks, the Tonga Development Bank (TDB), four
life insurance firms, and three foreign exchange dealers. NRBT
was established in 1989 and performs the regular central
banking functions: the licensing of financial institutions,
prudential regulation and supervision of the licensed
commercial banks and TDB, implementation of monetary and
exchange rate policy, and management of the countrys foreign
exchange reserves. There is also a Civil Service Pension Fund
that was set up in 1999 to replace the previous noncontributory
pension scheme for public servants. Money and securities
markets are presently a small part of the financial system.
Informal financial enterprises also operate.
The Bank of Tonga (BOT) is a locally incorporated bank
established in 1974, owned by the Westpac Banking
Corporation (Westpac) (60 percent) and the Government (40
percent), and managed under contract by Westpac. The other
two commercial banks began operations in late 1993: the ANZ
Bank (ANZ) is a branch of the Australia and New Zealand
banking Group of Australia; and the MBf Bank is a locally
incorporated joint venture, with the MBf Finance Company of
Malaysia holding 91.25 percent of the shares and local
shareholders holding the remainder.
There is a bank branch or agency for every 8,300 people.
The use of banking services is widespread on Tongatapu and
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Vavau. However, in the more remote parts of Tonga (for example
the Niuas and many islands in the Haapai group), the use of
money in day-to-day transactions is less common. BOT maintains
its head office in Nukualofa and has branches elsewhere in
Tongatapu, and on Vavau, Haapai, and Eua. ANZ has its main
branch on Tongatapu and operates a branch on Vavau; and
MBf maintains its head office on Tongatapu with a branch on
Vavau. TDB maintains its head office on Tongatapu, as well as
branches on Vavau, Haapai, Eua, Niuatoputapu and
Niuafoou. In the semiformal sector there are 23 credit unions
covering the island groups of Tongatapu, Haapai and Vavau.
The assets of the three commercial banks constitute around
56 percent of the total assets of the financial sector, which reached
T$140 million in mid-2000 (Table 7.1). BOT is the largest bank,
with 31 percent of the total assets; ANZ has 20 percent; and
MBf has 5 percent. NRBT holds about 23 percent of total assets,
and TDB the bulk of the rest. TDB was established to develop
the agriculture and rural sectors, using resources obtained
mainly from concessional external borrowing and bilateral
assistance grants. It does not generally accept deposits, with
the exception of two branches on the remote Niuas, where it
took over from BOT.
An Interbank Payment System is functioning in
Nukualofa and representatives of the banks based there come
to NRBT at 12 noon each day to exchange checks. The net
amounts are settled through the NRBT accounts, which are in
ledger form. Banks in the outer islands have no form of
centralized clearing and their checks are sent by post to head
office of the relevant bank for clearing. This can take weeks or
even months. NRBT is aware of the situation and plans to
establish regional clearing facilities as a first step and then to
implement transfers electronically.
Credit Unions are covered by the Credit Union Act of 1977
and are registered with the Registrar of Cooperatives. They take
deposits from members and provide credit at low cost. The
members own and manage their own credit union and are
responsible for formulating their own policies. The act requires
that each union elect a board of directors of not less than five
members.
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Table 7.2
Total Assets/Liabilities of the Financial Sector, 19941999
(percent)

National Reserve Bank of Tonga
Commercial Banks
Bank of Tonga
Australia New Zealand Bank Ltd
MBf Bank
Nonmonetary Financial Institutions
Tonga Development Bank

1995

1996

1997

1998

1999a

25.0
51.9



23.1
21.3

24.4
52.5



23.2
21.6

22.7
54.4
34.9
13.3
6.2
22.9
21.4

22.6
56.5
30.8
20.4
5.3
20.9
19.5

23.6
57.9



18.5
15.2

Not available
a. As at September 1999
Source: NRBT 1999

PERFORMANCE OF COMMERCIAL BANKS
At the end of the 1999/2000 financial year, 97 percent of the
commercial banks outstanding portfolio was held with the
private sector, and 3 percent with the public sector (mostly
nonfinancial public enterprises). Forty-three percent of the
private loans were to the manufacturing, transport and
communications, commerce and trade, construction, and
services sectors; 32 percent were for housing; 5 percent were
for agriculture; and the rest was miscellaneous lending,
including to nonprofit bodies.
The commercial banks as a group showed a pretax profit
of 4.3 percent of average assets in 1998/99, compared with 2.9
percent in 1997/98 and 2.2 percent in 1996/97. Total operating
income in 1997/98 was 9.0 percent of average assets. The bulk
of this income came from loans, with net interest income
constituting 62.2 percent of total operating income. Foreign
exchange transactions accounted for 29.4 percent. The average
net interest margin for the commercial banks was 6.6 percent
in 1997/98.
There are major differences in the performance of
individual banks. Both BOT and ANZ have sound portfolios
and adequate capitalization and have been profitable,
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especially in recent years, since expenses were lowered and
portfolios improved through better risk assessment and lending
practices. In contrast, MBf has a large proportion of
nonperforming loans (about 40 percent in 2000), suffered losses
as a result of credit card fraud, and has never returned a profit.
TDB recorded low profits or losses through the 1990s and
towards the end of the decade began a major restructuring (see
below). The consolidated risk-weighted ratio for all commercial
banks of 33.7 percent at the end of 1999 therefore masks wide
disparities in the ratios of individual banks.

FINANCIAL DEEPENING AND INTERMEDIATION
There was some deepening of Tongas financial sector in
the 1990s.The ratio of broad money to GDP increased from 33
percent of GDP in 1994/95 to 37 percent of GDP in 1999/2000.
During the same period, the ratio of narrow money to broad
money fell from 35 percent to 29 percent, reflecting growth in
time deposits in particular. Within the narrow money category,
there was a shift away from holding currency toward using
checking accounts (Table 7.3).
Loans to the private sector grew from 18 percent of GDP
in 1993/94 to 33 percent in 1999/2000. The relatively modest
share of loanable funds used for private sector credit is also
reflected in the fact that total domestic credit accounts for only
around half of the total banking sector assets. The commercial
banks believe that the risks associated with many perceived
investment opportunities are too high.
Interest rates on both deposits and lending fell in the
1990s. The weighted average deposit rate dropped from 7.0
percent in 1990/91 to 4.8 percent in 1999/2000. The base lending
rate (lowest rate charged) fell from 12.5 percent in 1990/91 to
9.0 percent by 1992/93 and stayed at that level for the rest of
the decade. Both savings and lending rates have generally been
positive in real terms over the 1990s, except for 1990/91, when
both rates were negative, and 1999/2000, when the real deposit
rate became negative (Table 7.4). The net interest margin (net
interest income as a percentage of average earning assets) for
the commercial banks has averaged around 6 percent over the
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Table 7.3
Financial Intermediation Statistics, 1994/951999/00
19941995

Money Supply (M2)
Narrow Money (M1)
Currency outside banks
Demand Deposits
Quasi Money
Savings Deposits
Time Deposits

65.0
22.8
7.4
15.4
42.2
20.5
20.4

Growth of Demand Deposits
Growth of Time Deposits

23.2
29.9

Currency in percent of GDP
Narrow Money in percent
of GDP
Broad Money in percent
of GDP
Private Sector Credit
(percent of GDP)
Private Sector Credit
(percent of total credit)
Currency
(per cent of broad money)
Narrow Money
(percent of broad money)
Quasi Money
(percent of broad money)
Demand Deposits
(% of narrow money)
Total Domestic Credit/
Banking Sector
Assets

19951996

19961997

19971998

19981999

(in millions of paanga)
76.2
78.0
89.7
20.9
21.3
24.7
6.3
6.1
7.3
14.6
15.2
17.3
55.3
56.7
65.0
20.8
22.3
24.0
29.3
31.3
36.9
(in percent)
-12.3
8.1
4.1
13.8
24.5
15.4
6.8
17.9
66.8
20.4
6.9
13.5
46.3
20.7
25.4

19992000

97.2
27.8
8.0
19.8
69.4
24.6
40.8
14.5
10.6

3.4

3.0

2.7

2.5

3.0

3.1

11.5

9.8

10.1

9.7

10.4

10.6

32.7

31.9

36.7

35.6

37.8

37.2

24.4

25.7

28.3

32.9

32.9

33.1

102.7

98.8

95.9

96.8

97.3

96.6

11.6

10.4

8.9

8.1

8.5

8.2

35.1

30.7

29.4

28.4

28.8

28.6

64.2

69.3

70.6

71.6

71.2

71.4

67.5

66.2

69.9

71.4

70.3

20.4

41.7

45.5

49.3

54.3





 Not available
Source: NRBT 1999

past few years. The interest rate spread dropped in 1994/95
following the entry of ANZ and MBf into the market, and then
rose slightly to around 4 percent in the late 1990s. By PDMC
standards, this is relatively low, probably because of lower risks
and costs.
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Table 7.4
Nominal and Real Returns on Savings and Lending Rates

1990/91
1994/95
1995/96
1996/97
1997/98
1998/99
1999/00

Weighted
Average
Deposit
Rates

Average
Lending
Rate

Inflation
Rate

Real
Savings
Rates

7.0
4.5
4.9
5.2
5.3
5.0
4.8

12.5
9.0
9.0
9.0
9.0
9.0
9.0

13.0
0.4
2.8
2.0
3.0
3.9
5.3

-6.0
4.1
2.1
3.2
2.3
1.1
-0.5

Real
Lending
Rates
-0.5
8.6
6.2
7.0
6.0
5.1
3.7

Interest
Rate
Spread
6.5
4.5
4.1
3.8
3.7
4.0
4.2

Source: NRBT 1999

COMPETITION
Until 1993, the Tongan financial sector consisted of BOT
and TDB. As a result, there was little competition, with both
institutions enjoying attractive interest margins and
profitability. After 1993, competitive pressures increased with
the entry into the market of ANZ and MBf under Tongas open
entry system. ANZs entry brought in new products and BOT
improved its services and products in response. TDB took on
more commercial lending functions. The competition brought
a decline in lending rates; but rates subsequently stabilized,
as MBf s financial position deteriorated, and TDB reduced
its portfolio and raised interest rates to reflect the risks
involved in lending to agriculture. There has been little
competition on the deposit side because of the high level of
liquidity in the system.
The Tongan financial sector may not be able to support
more than two commercial banks, given the size of the market
and slow GDP growth. The restructuring of TDB, if it were
combined with higher growth in the economy, could over time
bring more competition, but TDB would need to upgrade its
services and products to compete successfully with the
commercial banks products. The setting up of several foreign
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exchange bureaus has markedly increased the competition in
foreign exchange transactions.
With excess liquidity in the system, only a few nonbank
financial institutions (NBFIs), and no securities market, there
is little competition for banking sector deposits. The demand
for financial services needs to grow in Tonga to encourage the
development of NBFIs and securities markets, in order to
broaden the range of services and stimulate competition.

NONBANK FINANCIAL INSTITUTIONS
Tonga Development Bank
TDB was established in 1977, taking over the
Governments Agricultural Credit Scheme, Fisheries Loan
Scheme, and Small Scale Industries Fund. Its mandate on
establishment was to service and respond to the needs of small
businesses, outer islands, and women and other disadvantaged
groups.
TDB has carried out this mandate by progressively
diversifying its products and services. In 1994, it went into
commercial lending and housing and personal loans. TDB also
considered setting up a separate banking subsidiary to provide
trade finance for import export business. There were several
justifications for these proposed moves. First, there was a
perceived need to serve clients who were seeking full banking
services and who might have been lost to competing banks.
Second, securities already pledged and held by TDB could not
legally be split with other banks. Third, commercial banks had
become active in lending to sectors traditionally served by TDB,
such as squash production and hotel and motel construction.
In addition, TDB moved from relying on low-cost aid
funding to partly funding its borrowing requirement from new
funding products. The Government guarantees all borrowings
and assumes the foreign exchange risk. TDB started issuing
TDB promissory notes to local investors in July 1993. The terms
ranged from 30 days to five years at rates ranging from 3.5
percent to 7 percent. Interest is paid out on maturity and
semiannually for terms greater than 180 days. At the end of
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1998, the total fresh funds raised from promissory notes since
1993 was more than T$18.4 million, but this has since been
reduced to an outstanding balance of around T$3.3 million. In
July 1994, TDB began issuing bonds with three-year and fiveyear maturities, at rates of interest ranging from 6.25 percent
to 7.25 percent. At the end of 1998, the total funds raised from
these bonds totaled T$7.0 million. The total funds raised by
TDBs domestic borrowings from its inception in 1993 to
December 1998 totaled T$55.5 million. These have included
fresh funds as well as rollover funds.
TDB was once considered to be one of the most successful
development banks in the region. However, during the late
1990s it became apparent that many of the loans on its books
were nonperforming. Profitability fell from a peak of T$667,000
in 1994 to a loss of T$3.8 million in 1998 (Table 7.5). The major
problem was that, in trying to compete with commercial banks,
TDB had taken on riskier lending, had neglected the quality
of its portfolio, and had taken insufficient action to collect on
loans. The increased cost of borrowing from the market had
also led to narrowed margins. In 1998, action was taken to clean
up the portfolio, which consequently fell to T$32.8 million by
the end of the year. Loan loss provisioning to large clients had
more than doubled and some debts were written off.
Some of TDBs arrears problems were related to its image
as a cheap source of finance and an institution that did not
need to make a profit because it was an instrument of the
Governments development policy. TDB had high risk, made
small loans with low interest rates, and was seen as different
from commercial banks that would take firm steps to get their
loans repaid.
A summary of lending by TDB indicates that it plays a
significant role in private sector development. It funded around
80 percent of all loans for agriculture and industry in the private
sector in the whole of Tonga for the period June 1990 to June
1998. Project finance was provided for squash and vanilla
production, fishing, hotels, motels, and retail and small
manufacturing businesses. Since 1998, TDB has started pricing
its loans according to risk, and providing incentives for
borrowers to improve their risk rating. In addition, it has been
reviewing procedures, streamlining administration, and
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Table 7.5
TDB: Operating Performance and Statistics, 19951999

Total Income (T$000)
Total Expenses (T$000)

1995

1996

1997

1998

1999
(proj.)

5,078
4,411

4,875
4,768

5,017
5,763

4,741
8,519

5,392
4,787

667

107

-746

-3,778

605

Net Profit/(Loss) Before Tax (T$000)
Total Assets (T$000)
Share Capital (T$000)
Shareholders Funds (T$000)

46,505 46,639 47,023 45,957 45,694
9,572
9,781
9,980 10,083 10,183
13,831 14,249 13,865 10,299 13,862

Provisions for Loan Losses (T$000)

-4,598

-5,464

-6,865

5.37
2.72

3.72
1.39

4.34
2.07

2.74
0.80

1.95
0.22

48

51

60

72

48

26

23

20

14

28

27

26

21

14

24

Capital Adequacy (percent)
Capital Adequacy Risk Weighted
(percent)

30

30

29

22

30

29

31

28

27

28

Profit/(Loss) to Average Shareholders
Funds

4.7

0.7

-5.3

-31.3

5.0

Interest Spread (percent)
Earnings Spread (percent)
Loan related Expenses to Total
Expenses (percent)
Staff Expenses to Total Expenses
(percent)
Administration Expenses to Total
Expenses (percent)

-9,965 -10,405

Source: TDB 1997, 1998

focusing on other ways to assist borrowers. Linkages with
complementary services are being established, such as with
business advisory services to help farmers and small
businessmen with bookkeeping, with the Ministry of
Agriculture to provide extension services, and with Tonga Trade
to help identify potential markets.
TDBs management is giving priority to improving the
arrears situation. In 1996, it established an Arrears Task Force
Unit, which led to some temporary improvement in the situation.
However, the amount in arrears deteriorated from 43 percent in
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1997 to 49 percent in 1998 (Table 7.6); in 1999, the Task Force
was replaced by a Recovery Unit with 16 staff.
One of the critical components of successful development
banking is the establishment and maintenance of strong
governance processes embodied in a strong board able to
provide support and guidance to senior management and to
set a clear direction. It is generally accepted that there is a
need for a balance between private sector input and expertise
and Government representatives reflecting the wishes of the
Government as 100-percent shareholder. The existing board
consists of seven directors including three Government
representatives (the Minister of Finance as the chairman, the
Minister of Labour, Commerce and Industries, and the Director
of Agriculture); three private sector representatives; and the
TDB Managing Director.

CIVIL SERVICE PENSION FUND
The Civil Service Pension Fund (CSPF) was established
under legislation passed in 1998 and became operative in 1999.
The CSPF board consists of the Prime Minister, the Minister
of Finance, the Attorney General, two members elected by civil
servants, and the chief executive of the scheme.
The first year of operations focused on building a database
of civil servants who will be contributors to the fund, and on
agreeing on the transfer value with the Government. The
transfer value is currently estimated at T$32.4 million for 4,300
people and is posing severe funding problems for the
Government. Starting in 1999, both the employee and employer
contributed 5 percent of earnings. The Fund amounted to T$3
million at the end of 1999. The employees may contribute more,
but any additional amount will not be matched by the
Government. Payment on retirement is through a lump sum,
but members are asking that arrangements be made for them
to draw a pension.
The next task is to determine an investment policy for the
CSPF, which will need to be approved by NRBT. Employees
will not be able to withdraw funds for direct investment, such
as house purchases, or for direct equity investment. The
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Table 7.6
TDB: Arrears Summary 19951998

No. of accounts in Arrears
Percent of No. in Arrears
Amount in Arrears (T$000)
Balance in Arrears (T$000)
Percent Balance in Arrears
Total Portfolio
Percent Hard Core Arrears

1995

1996

1997

1998

4,053
42
6,952
19,209
50
37,979
13.2

3,417
41
6,516
14,452
35
41,089
13.8

2,767
37
7,243
18,639
43
43,000
13.0

2,887
42
8,723
20,681
49
41,802
14.7

Source: TDB 1997, 1998

important requirement is to ensure that funds are well invested
and are available when contributors reach retirement age. It is
likely that management of the funds assets will be split up
and allocated to overseas fund managers. Considerable help
from AMP (an Australian firm) was received during CSPFs
establishment, so it is likely that its advice will be sought in
appointing investment advisors. The fund will also invest in
domestic Government and development bank bonds and notes
and will hold funds in local banks as term deposits. There are
no plans at present to invest in domestic equity, although this
would be possible, in the longer term, if suitable investments
were available.

Tonga Trust Fund
The Tonga Trust Fund was established in 1989 with the
proceeds of passport sales to foreigners. It is an official account
held mostly offshore and separate from foreign reserves. It is
managed by a Board of Trustees chaired by the Prime Minister.
This board determines investment policy after consultation with
the Privy Council. An external investment adviser manages
the investment portfolio. The Fund is used to finance specific
public investment projects, and occasionally to fund current
budget expenditure. The Funds closing balance in June 1998
was T$33.5 million, of which T$32.3 million were invested
overseas.
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LEGAL AND REGULATORY FRAMEWORK AND SUPERVISION
NRBTs role, authority, and responsibilities are set out in
the National Reserve Bank Act of 1989 and the Financial
Institutions Act of 1991 (amended in 1998). NRBTs Board of
Directors consists of the Prime Minister, who is the chairman;
the Attorney General, who is deputy chairman; the NRBT
Governor; Her Royal Highness Princess Salote Pilolevu Tuita;
a representative of the private sector; and the Secretary of
Finance (ex-officio).
The development of a supervisory capacity in NRBT started
in 1993. The Financial Institutions Act pertains to licensing,
capital requirements, limits on lending to related parties, and
limits on risks to single borrowers. The 1998 amendment gave
NRBT the ability to flexibly issue prudential regulations, in
line with international standards. It follows the Basle core
principles in establishing the capital adequacy ratios required
for banking institutions, and has issued prudential guidelines
setting out broad policies that financial institutions are
required to adhere to. Regulations have been issued in line
with international practice on loan classification, loan loss
provisioning, and interest accrual. NRBT has also prepared
risk-weighted capital adequacy ratios of 15 percent for
commercial banks and 18 percent for TDB.
NBRT monitors and evaluates the overall strategies,
policies, and performance of financial institutions through a
regular reporting system. The banks are monitored for
compliance with the terms of their licenses and with
prudential standards, such as capital adequacy limits and
credit exposures. The majority of regulations are properly
functional and banks can generally comply. Off-site
supervision consists of the analysis of monthly reports that
banks are required to submit on their financial condition, and
some on-site supervision has been carried out. However, there
is a need to enhance the capacity of NRBT to conduct banking
supervision effectively. In particular, there is considerable
concern about the financial status of MBf, which recorded
ratios of nonperforming loans to total loans and total capital
of 26 percent and 167 percent, respectively, in 1997/98. It is
doubtful that the parent company will be able to support
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further injections of capital. Indeed, it appears that the parent
itself may file for bankruptcy in Malaysia. The performance
of MBf has brought to light the weaknesses in the existing
legislation dealing with insolvent banks.
NRBTs Financial Institutions Department is small, and
the average length of staff experience too short, to enable it to
operate efficiently. The department needs strengthening
through training.
At present, there is no legislation specifically regulating
foreign investment. Application of existing Licenses
and Industrial Development Incentives Acts has been
nontransparent and discretionary, and has therefore
discouraged foreign investors. However, the Foreign
Investment Advisory Service of the International Finance
Corporation and the World Bank has undertaken a diagnostic
review of these acts and made recommendations for the
introduction of foreign investment regulation.
Although only BOT offers some investment advisory services
at present, there are no guarantees that this situation will
continue. Without appropriate legislation and regulation, the
authorities may be unable to prevent fraudulent or inappropriate
behavior by unscrupulous organizations and individuals.

DEVELOPMENT OF MONEY AND BOND MARKETS
In the early stages of financial development, the central
bank usually relies on direct instruments of monetary policy.
As the market economy increases in sophistication, the bank
moves to greater reliance on indirect instruments, influencing
the level of bank reserves through financial markets. Tonga
made considerable progress in this regard during the 1990s:
interest rates were liberalized in July 1991; NRBT started
weekly auctions of its own notes in 1993, which were expected
to be the primary method for influencing banking system
liquidity; and a reserve requirement was introduced in 1993.
However, in the late 1990s, NRBT was compelled to use direct
monetary policy instruments to control money growth.
NRBT bills originally ranged in maturity from one to three
months and could be purchased by any domestic or foreign
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entity, though in practice most of them were bought by the
commercial banks and some by TDB. However, financial
constraints forced NRBT to stop issuing three-month bills at
5.5 percent in 1998, leaving only one-month bills at a belowmarket rate of 3.5 percent. The financial constraints arose from
the fact that the income position of the NRBT had worsened
since its establishment, because of a lack of financial support
from the Ministry of Finance and the gradual loss of foreign
reserves.21 At present, therefore, NRBT auctions one-month
bills on a weekly basis. It selects the quantity and takes tenders.
NRBT has an internal yield curve and sells at a price that meets
the yield curve where the amount required is sold. There are
no central or computerized systems to support the issue or
trading of these instruments.
The reserve requirement introduced in 1993 initially
required banks to place 5 percent of their domestic currency
deposits in a zero-interest account with NRBT. The requirement
was raised to 10 percent in December 1995, following a rapid
decline in foreign reserves that year, and was accompanied by
an increase in the minimum lending rate. The reserve
requirement was raised again to 12 percent in October 1998,
and to 15 percent in September 2000, to protect the level of
foreign reserves. The effectiveness of the reserve requirement
has been somewhat impaired because distribution of liquidity
across the banks is highly uneven, with most of it concentrated
in the BOT. Reserve requirements are also used for prudential
purposes.
NBRT also auctions five-year Government bonds. The
Government determines the quantity and offers are accepted
on a price basis. There is no regular program or auction: bonds
are issued as and when the Government needs the financing.
NRBT gives priority to private investors and there are
insufficient bonds available for commercial banks and
companies to purchase. At present, the Government is
redeeming bonds rather than rolling them over: T$10.4 million

21

When NRBT was established, the net foreign assets position was transferred
from BOT to NRBT largely by issuance of NRBT bills.
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was outstanding in mid-1999. There are no restrictions on
foreign ownership of bonds and to date an international issue
has not been tried. All processes in the bond market are manual.
The NRBT acts as registrar for the majority of issues and
provides a buy-back facility.
Because of the shortage of NRBT instruments and
Government bonds, there is no secondary market in these
instruments and they are held to maturity. This has prevented
the development of a proper yield curve, without which it is
difficult for companies and investors to price debt issues. TDB
issues Government-guaranteed bonds that are purchased by
the same persons and institutions as those buying Government
bonds.
NRBT started offering repurchase agreements (repos) on
its notes and Government securities in 1993 to assist banks
with their short-term liquidity needs. Repos are priced 2
percentage points above the minimum lending rate for the first
ten days and 4.5 percentage points above after that. The
minimum lending rate has been raised four times since 1995,
the latest from 9 to 12 percent in July 2000. Fluctuations in
liquidity have forced all banks to resort to this facility from
time to time over the 1990s.
NRBT is not yet able to rely completely on indirect
instruments for monetary control because of the abovementioned weakness in its balance sheet. It has frequently been
unable to sell the desired volume of notes to control liquidity,
and consequently has had to use direct instruments of control.
To contain the loss of foreign reserves in 1997/98, a 30-percent
deposit cash margin was imposed on new loans (except to the
export and tourism sectors); this remained in place until April
1999. In July 2000, the Privy Council approved the use of credit
ceilings. Reliance has also been placed on moral suasion.

DEVELOPMENT OF DEBT AND CAPITAL MARKETS
A new Companies Act, modeled on the New Zealand act,
was passed in 1999. It sets out the responsibilities of directors
and company secretaries toward the company and the
shareholders, and specifies the contents of the annual report
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and accounts. It does not, however, deal with the contents of
prospectuses or contain any requirement to issue one prior to
a public offer.
The act differentiates between domestic companies and
those that have more than 25-percent foreign ownership.
Domestic companies do not have to be audited, provided the
annual general meeting agrees. These companies also have
minimal reporting requirements. Companies with more than 25percent foreign ownership must file audited accounts.
The act makes it difficult for small companies to register,
as there are very stringent rules on who can be appointed as
the company secretary. None of the local accounting firms is
interested in undertaking this role, as the duties placed on the
company secretary are onerous. The new act requires
companies to reregister, and those that fail to register will
legally cease to exist. (The situation with regard to creditors of
the ceased institution is not clear). It is believed that many
small firms may not re-register as companies but will continue
to do business as sole proprietors or partnerships. Compliance
with the new Companies Act will be monitored by the Ministry
of Labor, Commerce and Industry, and the registrar will have a
team of company inspectors.
TDB insists on audited accounts for large loans and
approximately 40 percent of the companies on their books are
audited. However, the audits are not always timely: audited
accounts may be up to one year late. It appears that less than 2
percent of business customers (by number) provide audited
accounts. In general, small family businesses do not produce
good in-house financial information, and the first step when
the banks make a loan is to require them to produce profit and
loss statements. Commercial banks indicated that local
accounting firms are sound and standards are based on best
international practice. There are around 10 chartered
accountants practicing in Tonga. There is also a local society of
accountants, but this does not have international recognition
because it prefers to make membership inclusive of anybody
involved in accounting, even if they are unqualified.
Tonga has no securities law and no regulatory body
governing the issue of shares to the public by companies
registered in Tonga, or the provision of intermediary services
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and investment advice. The small number of companies that
have issued shares to the public apparently advertised on
television and through other media. While there is no reason
to believe that any representations made by these companies
were incorrect or fraudulent, there are no laws or regulations
governing the amount or accuracy of information provided. As
noted earlier, this lack of regulation of public issues could leave
Tonga open to the type of abuse that has occurred in some other
countries where fraudulent persons have established pyramid
selling schemes.
Proper laws and regulations relating to public companies
are critical to the proper operation of a stock exchange. These
laws and regulations should deal with (i) information to be
provided by companies that intend to issue shares to the public,
and the responsibility of directors for the accuracy of such
information; (ii) the protection of minority shareholders in the
event of takeover; and (iii) the barring of insider trading. Such
securities laws normally require the establishment of a
regulatory body to produce regulations and monitor the
implementation of the law. In Tonga, this role could be
delegated to the Registrar of Companies and the inspectors
established under the Companies Act.
In general, however, there are few public corporations,
because Tongan companies are family enterprises that would
often prefer to close down rather than appoint an outside
manager or try to attract outside shareholders. The taxation
system also discriminates against companies paying dividends
or building reserves. The personal tax rate is 10 percent,
whereas the rate on corporate profits is 15 percent, rising to 30
percent for profits over T$100,000. Companies that are owned
by their managers therefore tend to pay high wages, rather
than make profits and pay dividends. Companies also tend to
split into smaller units to avoid the higher rate of tax. This is
why there are so many groups in Tonga. The Government
has undertaken a degree of corporatization of State-owned
enterprises, but has not issued any shares to the general public.
In general, funds are available for companies with good
business plans and/or a good management track record. The
constraint is a lack of bankable projects.
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MICROFINANCE
Unemployment for men in the formal sector was estimated
at 15.2 percent in the 1996 census, and only one quarter of
school leavers are able to find work, Thus, the creation of
additional employment is a priority. Most of this will have to
be generated in the informal sector, and microfinance services
will need to be developed.

Informal Sector
The informal financial system is widespread in Tonga and
includes traditional savings clubs. The system complements
the formal system, and often acts as an intermediary in
collecting savings of members and depositing them in the bank.
There are an estimated 300 such schemes, mostly on Tongatapu.
Traditional savings clubs are based on church affiliation,
workplace groups, and community groups.
The informal financial system thrives because credit is in
demand for traditional, family, and religious purposes. The
system has low operating costs and meets the special needs of
members of a group, by being conveniently located in the
community and by providing a quick and simple service.
Traditional items are accepted as collateral. Interest charges
on loans are generally higher than those charged by formal
financial institutions, but people are willing to pay, because
they have a sense of ownership and because interest receipts
are shared among members. Anecdotal evidence suggests that
in most cases interest earnings are over 100 percent of the
member s contribution. The repayment rate is high and risk is
fairly low, since members know one another.

Tonga Development Bank
In addition to its normal lending activities, TDB has
operated two credit schemes for financing private sector
activities for people who have no ready access to finance and
business advice. These targeted women and low-income
households in the outer islands. The first, the Outer Islands
Credit Project was funded by the International Fund for

TONGA

253
Agricultural Development (IFAD), and operated over a fiveyear period that ended in December 1999. The total project cost
was T$6.9 million. The second, the New Zealand Overseas
Development Assistance (NZODA) Outer Island Revolving
Fund and Womens Development Fund (later re-named
Borrowers Diversification Fund) started in 1991 and is still
operating. Education of borrowers and staff training were
important elements of the project.
Total loan disbursements for the IFAD Project were T$3.15
million, with an average loan size of T$725. The NZODA
scheme has disbursed loans of T$195,392, with an average
loan size of T$1,033, to a total of 189 womens groups for
traditional handicrafts, retail shops, fishing, agricultural
projects, and boats. The loan terms and conditions were similar
for both the IFAD and NZODA schemes, except that the
NZODA scheme had a training prerequisite and focused on
women. The guidelines were flexible to suit the financial
needs of the target clientele. Both schemes accepted tapa or
mats, personal assets, houses, and vehicles as security. The
IFAD scheme had a maximum loan size of T$2,000, and that
of the NZODA of T$5,000, both repayable over 12 to 24
months. Interest rates were identical, initially set at 810.5
percent and, after the restructuring of TDB at the end of 1998,
13.515 percent. The loans were subject to standard TDB
processing, which many low-income households found hard
to comply with.

Nongovernment Organizations (NGOs)
The Langafonua Womens Revolving Fund, an NGO,
started in 1991 and is administered by a national association
of women. The scheme was aimed at helping women make
traditional handicrafts either for sale or for their own use. It
caters only to womens groups (of at least three members) in
Tongatapu, who must be endorsed by an extension officer as
creditworthy. Interest of 10 per cent of the loan is charged up
front, while each member must pay a T$6 membership fee.
There is no means testing to ensure targeting of loans to the
relatively poor. Loans are repaid monthly at T$50 per month
over a 10-month period, with no penalty for late payments. Total
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funds have now increased to T$11,032. In 1999, there was a
total loan portfolio of T$2,491.
The Tonga National Youth Credit Scheme was
implemented in cooperation with the South Pacific
Commission, the International Labor Organization, the
Regional Equitable Sustainable Human Development
Program of the United Nations Development Programme, and
the Government of Tonga through the Ministry of Education
and the Tonga National Youth Congress (TNYC). This scheme
was aimed at increasing participation of youth in incomegenerating activities and was launched as a pilot project in
September 1993 with seed funding of T$18,000. It commenced
with a program of business training and unsecured loans of
up to T$1,000 with interest of 10 percent annually. By the end
of 1999, 25 loans amounting to T$24,000 had been approved
for 24 groups with a total of 1,121 members. Ten loans had
been fully repaid, while 11 loans were in arrears and four
were current. A weakness of the scheme is that it is just one
of many activities of the TNYC, and members of the Credit
Committee are heavily committed to other duties.

Credit Unions
There are 23 active credit unions throughout Tonga that
provide credit and savings services to 911 members. Of these,
16 are based in Tongatapu and are mostly community-based,
while four are based in Vavau and three in Haapai. In 1999,
credit unions total shares amounted to T$383,973 and total
outstanding loans to T$223,897.
The credit union movement started prior to the enactment
of its act: the Act to Regulate Credit Unions No. 4 of 1977. The
first credit union was registered in 1980, and by 1990, the
movement had grown to 62. However, the apex body, the Credit
Union League, encountered management problems, and the
number of unions declined in the early 1990s. The movement
was revived in 1996 with the setting up of the new Credit Union
League, under the supervision of the Department of
Cooperatives and Credit Unions. The League has an office at
the department and receives support from five Government
staff, as well as the Credit Union Foundation of Australia and
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the Hans Seidel Foundation. Credit unions hold great potential
for reaching people in the outer islands.
NGOs, with the exception of Langafonua, are not involved
in microfinance. Most are actively involved in general welfare
and community projects.
With few employment opportunities in the formal sector,
peoples options are either to look for work overseas or engage
in self-employment and other informal sector activities. The
latter include women and men selling at the Tuimatamoana
Flea Market on Saturdays and the growing number of people
selling at the Talamahu market, as well as enterprising
households selling imported goods in front of their homes. This
rising informal sector activity requires support.

LAND OWNERSHIP STRUCTURE
Unlike the other islands states of the South Pacific, Tonga
has no land held by indigenous people in accordance with
traditional principles of land tenure, which usually provide for
joint ownership by kinship groups. Instead, all land is
theoretically owned by the King, who has granted out of that
land hereditary estates to individual nobles, and hereditary
allotments to individual commoners.

Crown Lands
According to the Constitution of Tonga and the Land Act,
the Crown is owner of all the land in the Kingdom. However,
the Crown is authorized to make grants of hereditary estates
to nobles, and although the interest of a holder of a hereditary
estate is described only as a life interest, in reality, since the
nobles estates are hereditary and not subject to forfeiture
(except for insanity or upon conviction of an indictable
offense), the estates of nobles are effectively removed from
the control of the Crown. Accordingly, it is usual to describe
Crown Lands as all those lands in the Kingdom that have not
been granted to nobles. These lands constitute about one third
of the total land area.
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Some of the Crown Lands are set aside as Royal Estates
for the ruling monarch. Certain other lands are set aside as
Royal Family Estates, and life interests in such land may be
granted to such persons as the monarch for the time being
appoints. The Minister of Lands, with the consent of the
Cabinet, is authorized to set aside such portions of Crown Lands
as are required for roads, cemeteries, school sites, playgrounds,
public health facilities, public ways, and commons, and for use
by Government departments or for other public purposes.
The Crown, with the consent of the Privy Council, may
compulsorily require any holder of land to give up possession
of land that is required for public purposes, provided that
compensation is paid. The Crown is prohibited by the
Constitution from selling land, but land that has been set aside
as Royal Estates and Royal Family Estates may be leased for
projects of general public interest and benefit.

Hereditary Estates
The Constitution of Tonga provides that the King may make
grants of lands to nobles, and to titular chiefs called matapules,
and such lands are to be held as hereditary estates called tofia.
The grants made by the Kings of Tonga before 1927 are set out
in Schedule I of the Land Act enacted in 1927, and the act
provides that the Crown may grant further hereditary estates
to existing estate holders and to any person who is granted a
title of honor. All hereditary estates must be registered by the
Minister of Lands in the Register of Tofia. The rules of succession
to hereditary estates are prescribed in the Constitution.
Hereditary estates are subject to allotments of land which
the Minister of Lands may grant in them for commoners (see
below), and holders of hereditary estates are prohibited from
ejecting a person who has been allocated an allotment.
Allotments to commoners must be made, if possible, out of the
estate in which the commoner resides, or some other estate
held by the same noble or matapule. Rent for allotments as
prescribed by the act are to be paid without deduction to the
noble or matapule from whose lands the allotment was made.
Hereditary estates, like all other land in Tonga, cannot be
sold to anyone. They can, however, be leased with the approval
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of the Cabinet, provided that sufficient land, in the opinion of
the Cabinet, is retained for allotments that will be required
within the term of the lease, and provided also that the leased
area is not more than 5 percent of the total area of that hereditary
estate. The consent of the Cabinet must be obtained for all
leases for up to 99 years, and the consent of the Privy Council
for leases longer than that period. Foreigners are not permitted
to lease land, or to occupy land, unless the Minister of Lands
has issued a permit allowing them to do so. All leases of
hereditary estates are to be signed by the Minister of Lands,
and countersigned by another Cabinet Member, and then
registered by the Minister in a Register of Leases. Documents
relating to a lease, such as assignments, grants of probate or
letters of administration, mortgages, and court orders, must
also be registered.
The holder of a hereditary estate may, with the approval
of the Minister of Lands, grant a mortgage over such parts of
the hereditary estate as have not been allocated for allotments.
This is subject to the provisos that the loan secured by the
mortgage is to be used for the improvement of the hereditary
estate; that the mortgage is for a period not exceeding 30 years;
that the mortgage is created by an assignment of lease; that
the total amount of land mortgaged does not exceed 5 percent
of the total hereditary estates of the holder; and that the
mortgage is in favor of the Government, the Bank of Tonga,
International Finance Services Ltd, or some other institution
approved by the King and the Privy Council. The mortgage
must be approved by the Minister of Lands, and, when
approved, it must be registered by the Minister in a Register
of Mortgages. Documents relating to mortgages, such as
assignations, grants of probate, letters of administration, and
court orders, must also be registered in a register of documents
affecting mortgages. If the mortgagor defaults in repayment of
the loan, the mortgagee may, after giving notice to the mortgagor
and the Minister, take possession of the mortgaged land, and
either occupy it, or sublease it for the unexpired period of the
mortgage lease.
The registered lessee of a hereditary estate may, with the
approval of the Minister of Lands, mortgage the whole or part
of the lands leased to him, provided that the mortgage deed is
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an assignation of lease, and the mortgage is for a period not
exceeding the unexpired period of the lease. The mortgage of
the lease must be registered by the Minister of Lands in the
register of documents affecting leaseholds.

Allotments
Since 1882, every male Tongan reaching 16 years of age
has been entitled, upon application to the Minister of Lands,
to receive two allotments of land, called apì. One is a town
allotment not exceeding 1,618 square meters; the other is a socalled tax allotment not exceeding 3.3 hectares outside any
town. Alternatively, a man may apply for a single allotment of
5 hectares of agricultural (bush) land in place of the two
allotments. Normally the allotments are to be allocated out of
the hereditary estates of the noble or matapule on whose estate
the appellant resides. But if there is no land available there,
then the allocation may be made out of the hereditary estates
of another noble or matapule who is willing for such allocation
to be made, or if not, then out of Crown Lands. However, for
several decades there has been no land available for allocation
for allotments, either in hereditary estates or in the Crown
Lands, so that no new allocations of allotments have been made.
Allotments are hereditary, in accordance with rules of
succession that are set out in the Land Act, except that the
widow of a holder has a life interest until her death, remarriage,
adultery, or fornication. If no claim to succeed to a tax or town
allotment has been made to the Minister of Lands within 12
months from the death of the holder, the land reverts to the
estate holder or to the Crown, as the case may be.
The holder of an allotment must pay an annual rent at the
rate of 40 cents per year for a five-hectare allotment, and 80
cents per year for a tax allotment. These rentals are to be paid
to the hereditary estate holder or the Crown. In addition, the
holder of a tax allotment is required to plant 200 coconut trees
within 12 months from receiving the allotment, and to keep
the trees reasonably clean and free from weeds. The holder of
an allotment may be ejected from it in proceedings brought
against him by the Minister of Lands in the Land Court.
Grounds for eviction are
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(i)

failure to keep the allotment in an average state of
cultivation for the preceding three years;
(ii) two convictions in the preceding three years for failing
to plant, or to keep clean, 200 coconut trees;
(iii) failing to pay the rent for two years;
(iv) failing to satisfy a judgment for rent within three months
of such judgment; and
(v) entry of judgment against him on three occasions in the
preceding five years for nonpayment of rent.
Town and tax allotments, like all other land in Tonga,
cannot be sold to anyone. However, the holder of a town or tax
allotment may, with the approval of Cabinet and subject to some
provisos, grant a lease of the whole or part of the allotment for
a period not exceeding 20 years. All leases must be registered
by the Minister of Lands in a Register of Leases. Not more
than 10 tax allotments may be leased at any one time by the
same person, nor more than five town allotments, and
foreigners are not permitted to occupy any land unless the
Minister of Lands has issued a permit to allow this.
The holder of a town or tax allotment may, with the
approval of the Minister of Lands, grant a mortgage over the
whole or part of his allotment, provided that the holder is not a
widow of the deceased holder, that the loan is to be used for
the improvement of the allotment, that the mortgage is for a
period not exceeding 30 years, and that the mortgage is created
by a mortgage lease. All mortgages must be registered in a
Register of Mortgages.
The registered lessee of a town or tax allotment may, with
the approval of the Minister of Lands, mortgage the whole or
any part of the lands leased by him, provided that the mortgage
deed is an assignation of the lease, and that the mortgage is
for a period not exceeding the unexpired term of the lease. The
mortgage must be registered by the Minister in a register of
documents affecting leaseholds.
Town allotments of not less than 1,618.7 square meters may
be subdivided on application to the Minister of Lands, so as to
provide allotments of not less than 752 square meters for the
sons, grandsons, brothers, or nephews of the holder of the
allotment. If the holder has no such family, he may surrender
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part of the allotment to the Minister, who can make it available
to others. Tax allotments may also be subdivided if the Cabinet
is satisfied that it is possible to do so; there is no requirement
that the subdivision be for the benefit of the family of the holder.
The Land Act prohibits Tongans from pledging or charging
growing crops of coconut, yams, or other produce.

Disputes
One of the most frequent causes of disputes relating to
allotments in recent years has been the practice of holders of
tax or town allotments, to allow other people, especially family
and friends, to come and occupy a part of the allotment, without
any formal lease or subdivision. In time, resentments and
disputes develop, and the problem becomes difficult to resolve
amicably and legally, especially when, as usually happens, the
occupants have built a house or a store on the part of the
allotment that they were allowed to occupy.
A number of disputes have been about the entitlement of
different persons to hold one allotment. Sometimes disputes
have occurred because an estate holder, or his predecessor, has
made promises or assurances about the same land to different
people. Sometimes disputes have occurred because the office
of the Minister of Lands has made errors as to the correct
designation or identification of allocated land, or as to the
signing and recording of the allocation.
As observed above, for many years there has been no land
available for allocation to male Tongans entitled to receive land
under the Constitution and the Land Act. A question must arise
as to whether such an entitlement should be continued if it
cannot be realized. Moreover, not every male Tongan would
be able to make effective use of such an entitlement: not all
male Tongans, for instance, can or want to be farmers. But the
present legal provisions hold out a promise, and an expectation,
of something that for decades has been unrealizable, and this
gives rise to discontent. At the same time, the number of
absentee holders of tax allotments is quite high, approximately
10 percent, and seems to be increasing.
In 1921, the Land Court was established to replace the
Land Commission that had previously dealt with disputes
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about land in Tonga. The Land Court has continued in
existence to this day and consists of a judge who presides, an
assessor, selected by the Judge from a panel of assessors, who
assists. The decision of the court is the decision of the Judge
alone; the assessor has no part in it. The judge and panel of
assessors are appointed by and can be dismissed by the Privy
Council. In recent years, a judge of the Supreme Court has
usually been appointed as judge of the Land Court, and
operates in both Courts.
Until 1990, all appeals from the Land Court had to be
determined by the King and the Privy Council, but in that year,
a Court of Appeal for Tonga was established. It has jurisdiction
to hear appeals of decisions of the Land Court, except those
relating to titles and hereditary estates of nobles, which
continue to be heard by the Privy Council.

KEY CONSTRAINTS ON FINANCIAL SECTOR DEVELOPMENT
Small Size, Isolation, and Vulnerability
Tongas economic development potential is constrained by
its small size, geographical isolation and fragmentation, and
vulnerability to climatic and external economic shocks. It has
demonstrated the capacity to occupy market niches in
agricultural production for export, but these markets are
volatile. The lack of surface water precludes livestock farming
except for pigs and poultry. These constraints have hindered
the growth of the banking and financial sector, partly because
of the high risk of funding agricultural projects.
Commercial and industrial development is limited by the
small domestic market, and has not occurred in a sustainable
way, despite years of promotional efforts under the Industrial
Development Incentives Act. As a result, there are only a
small number of bankable projects. The environment for
foreign investors has been more a disabling than an enabling
one: implementation of the business and development
licensing legislation is discretionar y, nontransparent,
sluggish, and costly. The difficulties of gaining access to land
and using land as collateral also constrain private investment
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(see below). Basic infrastructure serviceswater, power, and
telecommunicationsalso need to be improved.

Inefficient Public Sector, Ineffective Public Service
There is a general need for improvement in public sector
efficiency and effectiveness in service delivery. This must
encompass an improvement in public expenditure
management, so that resources can be allocated more efficiently,
away from meeting the relatively large civil service wage bill
toward essential current expenditure. It must also involve the
formulation and implementation of a plan for the reform of the
large public enterprise sector. Public enterprises operate under
a system of privileges, including Government subsidies and
access to development assistance, which gives them unfair
advantages over the private sector and seriously hinders the
latter s development and, in turn, the development of a growing
and healthy financial sector.

Cultural Concerns
There are conflicting views on the implications of Tongan
culture and traditional practices for the practice of business. A
study on entrepreneurship and business venture development
by the East-West Center concluded that the extended family
was not a major deterrent to business and that several familyowned and - operated companies were among the most
successful indigenous businesses. However, many observers,
including indigenous Tongans from all walks of life, confirm
the belief that cultural, family, and religious obligations
seriously affect the viability of businesses.
Dependence on foreign aid and transfers has allowed
Tonga to sustain high levels of consumption and negative
domestic savings, estimated at around 15 percent of GDP.
Expectations that remittances would decline over time have
proven incorrect. This has dampened the desire to promote
measures to increase domestic savings.
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No Freehold Land, Too Short Leaseholds
There is no freehold land in Tonga that can be bought and
sold, so access to land by nonlandholders for businesses or
investors has to be by way of a lease. This system is workable
but not always easy, as there are restrictions on the length of
leases (20 years for leases of tax allotments). Short leases
present a real deterrent to investments involving the erection
of large buildings, such as hotels. The commercial banks do
work within the system using leases as collateral, but this is
not always a sound security, as there are restrictions on the
transfers of leases to a financial institution. Unlike land, the
lease loses its value over time and therefore restricts the
maturity of lending instruments.
It is unlikely that significant changes to the land tenure
system will take place in the near future, so the challenge for
financial institutions is how to work within the existing system.
The key issue for the banking and financial system is how to
utilize land to provide greater security for investors and
lenders, possibly by extending the length of transferable leases.

Low Levels of Human Resources, Especially in Numeracy
Although Tonga has a high level of literacy, there is a
shortage of skilled human resources, particularly those
requiring numeracy and quantitative ability. A shortage of skills
in the private sector has been exacerbated by the emigration
of qualified people. In addition, the public service is held in
high regard socially and as a career offering job security;
therefore it has tended to attract the best graduates and most
highly skilled workers. On the other hand, the private sector
is able to attract some skilled people from the public service
by offering attractive salaries. Accountants and auditors are in
very short supply in the public sector for this reason.

Inefficient, Uncompetitive Financial Sector
In the financial sector itself, the small size of the market
prevents the development of a more competitive banking sector.
Other impediments to competition are the lack of efficient
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NBFIs, the lack of a fully functioning money market, and the
lack of a capital market. The extent of Government involvement
in the management and lending policies of TDB has been a
concern, but with restructuring under way the major constraint
affecting operations is a lack of capital.

Lack of Independence, Weak Income-Earning and Supervisory
Capacity at NRBT
Although NRBT has a range of central bank instruments
to conduct market-based monetary control, its freedom to do
so is constrained by its relative lack of independence and weak
income-earning capacity. In addition to being hampered in
carrying out monetary policy, NRBTs supervisory capacity has
been weak. It also lacks a system to project liquidity of the
financial system. There has been a need for more effective
coordination between the Ministry of Finance and NRBT in
order for monetary policy to become more effective.

No Ownership of Economic and Public Sector Reforms
A major constraint in bringing about economic and public
sector reforms in Tonga has been a lack of ownership and
willingness to take reform actions. Part of the problem lies in
political difficulties and part in poor coordination between
ministries and departments, with each acting very much on its
own initiative and with its own priorities. The renewed
commitment to economic and public sector reform made in 2000
provides a basis for future progress.

Subsidized Competition for Microfinance
Subsidized interest rates and grant funding have
contributed to a culture of cheap lending in the microfinance
sector. This has serious implications for sustainable
microfinance, where interest rates need to be relatively higher
than market rates of interest in view of the high risks and
transaction costs. Lack of collateral is a major constraint facing
women borrowers, who cannot use a town or tax allotment as
security. DBT and some informal financial institutions have
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accepted traditional goods such as tapa and fine mats in place
of physical collateral.

RECOMMENDATIONS
There is considerable potential for private sector-led
growth in Tonga. The agriculture, fisheries, and tourism sectors
offer opportunities that can be financed by the commercial
banks and TDB. Realization of the potential requires the
maintenance of a stable macroeconomic environment and the
implementation of economic and public sector reforms.

Maintain a prudent fiscal and monetary policy.
Prudent fiscal and monetary policy is a prerequisite for
economic growth and financial sector development. It is
especially important in Tonga because of the fragility of the
external accounts. Comprehensive tax and tariff reform is
expected to lead to budget restructuring and to facilitate private
sector development. Civil service rightsizing is also needed to
ensure fiscal sustainability and a more efficient allocation of
public resources. In order to make monetary policy more
effective by allowing greater use of indirect instruments, two
actions are needed:22 the first is a review of the NRBT balance
sheet with a view to recapitalizing the Bank; the second is the
taking over of the quasi-fiscal cost of monetary policy
implementation, either by an explicit budget allocation to cover
the interest costs of NRBT bills, or the issue of Treasury bills
by the Ministry of Finance in consultation with NRBT. The
operational autonomy of NRBT also needs to be enhanced so
that it can take decisive action in problem supervisory cases.
This should be supported by building supervisory capacity
within NRBT.

22

The suggestions are contained in the International Monetary Funds 2001 Article
IV Consultation.
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Create a more conducive climate for investment.
Development and business license requirements need to
be replaced by simple, clear, equitable, predictable and
transparent registration systems. Specific user-friendly foreign
investment legislation is needed, along the lines recommended
by the Foreign Investment Advisory Service. This will also aid
the development of the financial sector.

Develop a plan for public enterprise reform.
Such a plan would set a timetable for public enterprise
corporatization and privatization needs to be formulated and
implemented. This should build on the work already done by
the Government Investment Unit set up in the Ministry of
Finance in November 1999, with technical assistance from
New Zealand.

Grapple with Land Tenure Issues.
A conference/workshop involving representation from
Government, the private sector, NGOs, and civil society should
be convened to discuss land tenure issues, especially as they
affect private sector development. Specific issues that could
be discussed include
(i)

amendments to the Land Act to make land more readily
available, such as subdivision of allotments and
cancellation of allotments of absentee holders;
(ii) amendments to the Land Act to require decisions of the
Minister as to granting of allotments and approval of
leases and mortgages to be confirmed by the Land Court;
(iii) introduction of town and country planning legislation;
(iv) strengthening of record keeping capacity of the Ministry
of Lands; and
(v) appointment of a President of the Land Court separate
from the judiciary of the Supreme Court.

TONGA

267

Develop the Financial Sector So As To Improve Competition.
The financial sector is too small and too liquid to be fully
competitive. However, some actions can be taken to reduce
excess liquidity and to create more competition. These include
(i)
(ii)
(iii)
(iv)
(v)
(vi)

ensuring that NRBT is able to run an effective monetary
policy, thereby building primary markets for Government
and NRBT instruments;
promoting efficient interbank markets;
adopting a primary dealer system to facilitate market
making, or if this is not feasible, considering conducting
open market operations through repos and reverse repos;
restructuring TDB;
strengthening the credit union movement as an
institution; and
making provisions for monitoring fees and charges of
commercial banks.

Development of capital markets so that savers have an
opportunity to invest in equity as well as deposit products is a
long-term proposition. So too is the development of markets
in corporate debt.
The development of a secondary market is dependent on
the regular issue, by the Government or central bank, of large
quantities of high-quality, fungible bonds and bills, to provide
a continuous yield curve throughout the short and medium term
and, over time, into the longer term. The Government and
central bank must therefore take steps to make debt available.
It is recommended that Tonga continue to support the
process of regional co-operation and consultation in regulatory
and supervisory matters as begun by the Pacific Islands
Prudential Regulation and Supervision Initiative. Related to
this, a formal analysis is needed of the regulatory system and
supervisory practices of Tonga for their compatibility with
international accepted norms (Basle core principles), to lay the
foundation for the timely harmonization of financial sector
regulation and supervision on a regional basis.
It is recommended that the Government consider
participation in a regional stock exchange, should the option
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arise. It is also recommended that consideration be given to
participation in any new regional venture capital fund.
In regard to legislative changes, it is recommended that
the TDB Act be amended to ensure that the Minister of Finance
cannot remove a board member for reasons other than
nonperformance, ill health, or retirement, and to require
greater transparency of board decisions. Provisions of the NRBT
Act relating to on-site audits of financial institutions need
strengthening and enforcing.
Consideration should be given to allowing the CSPF to
invest part of its portfolio offshore, subject to an NRBT
assessment of the implications for foreign reserves. This would
allow diversification of risk and would also have the benefit of
allowing some liquidity to go offshore, thereby aiding NRBT
with its liquidity management. A feasibility study for the
introduction of a national pension fund for all employees in
Tonga has been conducted. Should a provident fund be set up
in Tonga, early consideration should also be given to allowing
a portion of it to be invested overseas. In addition, it is
recommended that benefits from any such fund should be paid
in the form of a pension, in order to ensure that a retiree has a
sustained income during retirement.

Develop microfinance and integrate it with overall
development strategies.
While recognizing that Tongas small population imposes
a constraint on microfinance development, a number of actions
are recommended:
(i)

Undertake a microfinance awareness and education
campaign, so that people and policymakers gain an
understanding of the potential role it can play in the
development process.
(ii) Gather relevant data on the informal financial system,
in order to establish its nature and extent, and to
formulate appropriate supportive interventions. NRBT
could coordinate this activity and results could be
presented at a national conference aimed at laying the
foundations for an action plan.
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(iii) The Government could consider establishing a revolving
fund to support microfinance services. The Government
could also facilitate the linkage of the informal sector
with commercial banks by establishing a credit
guarantee fund to help strong self-help groups to
borrow money against their bank deposits.
(iv) The Department of Co-operatives and Credit Unions
should encourage self-help groups to formally become
credit unions or cooperatives. Institutional capacity
building for the Credit Union League is needed to ensure
that it is able to provide effective supervision and advice
to affiliated credit unions. This should be done within
the context of a strategic plan.
(v) The Government, with donor assistance, should create
a policy and regulatory environment conducive to
microfinance. This could be done through establishment
of a legal framework enabling NGOs to engage in
microfinance activities, and through amendment of the
existing Credit Union Act to allow credit unions to
charge market rates of interest.
The Government should integrate the promotion and
development of microfinance into the overall development
strategies of the country.
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Vanuatu

&

BACKGROUND
Vanuatu is an archipelago of 80 mostly mountainous
islands with a total land area of 12,336 square kilometers and
an exclusive economic zone of around 700,000 square
kilometers. The population in 1999 was estimated at 188,000,
two thirds of them living on Espiritu Santo, Malakula, Efate
and Tanna, and around 80 percent engaging in subsistence
farming and supplementary cash crop production in rural areas.
Vanuatu is well endowed with natural resources, but the
scattered nature of the islands makes infrastructure
development difficult and costly.
The population has a low level of human development,
ranking tenth amongst 12 PDMCs on both the Human
Development Index and Human Poverty Index scales, ahead
of Solomon Islands and Papua New Guinea. The level of GDP
per capita was approximately US$1,200 in 1999, but this
average obscures considerable inequality of income
distribution: the richest 25 percent of the population (including
expatriates) earn 4.6 times as much as the poorest 25 percent.
Life expectancy is 66 years. The infant mortality rate is 45 per
1,000, and the adult literacy rate is just 34 percent overall and
30 percent for females (ADB 2001).
Vanuatu achieved its independence from the United
Kingdom and France in 1980. It is a Republic with a democratic
system of government based on a Westminster-style
constitution. There is a unicameral legislative chamber of 52
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members elected by universal suffrage for a four-year term.
The prime minister and eight or nine co-members of the council
of ministers comprise the cabinet. Vanuatus head of state is a
President, who is elected by an electoral college composed of
members of parliament and the presidents of the six provincial
governments. A national council of chiefs advises parliament
on all constitutional matters relating to Vanuatus traditional
customs.
Political instability has been a problem in recent years,
with many votes of no confidence in governments. Governments
have responded by reducing parliamentary sittings, or by
curtailing them; this has resulted in a backlog of legislation
awaiting approval. Another problem is that many senior officers
in the civil service are political appointees and when the
government changes, these appointees also change. This has
resulted on occasion in inexperienced and unqualified people
holding senior positions. Board members of public entities are
also political appointees and sometimes change when the
government changes. Corruption is also a problem in Vanuatu,
as evidenced by a number of Ombudsmans reports, and has
caused economic efficiencies and reduced business confidence.
The majority of land is owned and used by ni-Vanuatu
(indigenes) according to custom, and it is difficult for business
people to obtain leases. Large areas of customary land are in
dispute; and where leases are obtained, the commercial banks
are reluctant to accept them as collateral. The exceptions are
leases of government land, usually in the capital of Port Vila
on the island of Efate and the urban center of Luganville on
Espiritu Santo.

THE MACROECONOMIC ENVIRONMENT
Vanuatus economic growth rate since independence has
barely kept pace with the rate of population growth of almost 3
percent per year. In the late 1990s, there was a deterioration in
the growth performance. Real GDP fell by 2.9 percent in 1995;
recovered to grow by 4.8 percent in 1996; stagnated in 1997;
and then declined in each of the next two years (Table 8.1).
Activity in the offshore financial sector was weak in 1999
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because several major US banks banned US dollar transactions
with Vanuatu following allegations of money laundering. There
was an economic recovery in 2000, with estimated growth of
2.8 percent. This was led by tourism, which benefited from
political instability in the Fiji Islands, and construction. Exports
of kava, a regionally popular, mildly alcoholic beverage, also
grew. At the end of the decade, the service sector accounted for
65 percent of GDP, industry for 11 percent, and the primary
sector for 24 percent.
Modest and erratic growth partly reflects the fact that
growth is driven by tourism and a narrow range of primary
product exports (copra, beef, cocoa, coffee, kava) that is
susceptible to external shocks. It also reflects poor economic
management, weak governance, and political instability.
Tourism was affected by the declaration of a state of
emergency during the January 1998 Port Vila riots, which
occurred after the publication of an Ombudsmans report
questioning the soundness of investment decision making at the
Vanuatu National Provident Fund (VNPF). Following the riots,
the government of the day allowed unconditional withdrawal
of retirement savings from VNPF. Since VNPF itself could
provide less than half the required funds, the Government as
guarantor had to make up the shortfall. The consequent injection
of liquidity placed great pressure on the balance of payments,
and a new government had to raise interest rates and devalue
the currency (the vatu [Vt]). Similar pressure on the foreign
exchange market developed in late 1999 and early 2000 when
there was another change of government. On this occasion,
regulations restricting access to foreign exchange for capital
transactions that were removed in October 1999 were
reintroduced (in February 2000). These regulations specified
that requests for foreign exchange related to forward contracts
would not be approved if the Reserve Bank of Vanuatu (RBV)
deemed them to be speculative.
The inflation rate during the late 1990s was low, largely
tracking the Australian inflation rate because of the reliance
on imports from Australia and the pegging of Vanuatus
currency, the vatu to a basket of major trading partner
currencies. The slight jump to 3.3 percent in 1998 reflected the
one-off impact of the newly-introduced value-added tax.
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The twin objectives of the Governments monetary policy
are the maintenance of price stability and a viable balance of
payments position. The scope for independent monetary policy
is limited by the openness of the external accounts and the
exchange rate peg. However, RBV introduced its own monetary
instruments (RBV notes) in 1998, following the VNPF crisis.
The Bank is now running weekly auctions in order to control
monetary movements. RBV also runs auctions for government
bonds, although it has been difficult to place one- and twoyear Government instruments. Also in 1998, RBV replaced the
6-percent statutory reserve requirement (SRR) with a 16 percent
prescribed reserve asset requirement (PRA), toward which
banks could count their holdings of Government bonds. In late
1998, a repurchase facility covering short-term bonds and RBV
notes was introduced to facilitate liquidity management. In
April 1999, a 16-percent liquid asset requirement (LAR) was
introduced for prudential purposes, the PRA was abolished,
and the SRRwhich had been reintroduced in late 1998was
raised to 10 percent on average vatu deposits plus 50 percent
of foreign currency demand deposits.
Monetary policy was relaxed slightly in 1999 as economic
activity weakened. Nominal interest rates dropped as RBV
repurchased its notes and private sector demand for credit
slackened. Total broad money fell by 10 percent as a result of a
drop in net foreign assets (Table 8.1). The current account
balance shifted into deficit as agricultural exports and tourism
receipts declined. Import cover of foreign reserves still
remained above six months, however.
Fiscal policy has generally operated under the rule that
the recurrent budget should be balanced. This has usually been
achieved, although often without reference to allocative
efficiency. The same discipline has not always applied to the
development budget, however (ADB 1997). In the late 1980s,
there was a rapid increase in domestic debt issues to fund
development expenditure. The overall budget balance went
from an average surplus of 2.5 percent of GDP in 198689 to an
average deficit of 7.0 percent of GDP in 198992. The deficit
dropped to 2.9 percent of GDP in 199295, and then declined
until 1998, when the VNPF crisis caused it to blow out to 7.5
percent of GDP (Table 8.1). In 1999, the deficit was lower than
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budgeted: although revenue was below estimates because of
the recession, spending on infrastructure projects was delayed
and tighter control was exercised on current expenditure. By
contrast, an 8-percent deficit in 2000 was well in excess of the
budgeted deficit of 3 percent. This reflected the rollover of the
delayed infrastructure projects. The medium-term target is for
overall budget deficits of 2 percent, with recurrent budget
surpluses and external concessionary loans financing capital
expenditure.
Since 1997, governments have been implementing a
Comprehensive Reform Program (CRP) with support from ADB
and bilateral donors. The program encompasses governance,
fiscal management, public service reform, reform of public
financial institutions, improvement in the private sector
enabling environment, outer island development, and
mitigation of the social impact of reforms. The key theme of
the CRP is redefining the role of government and facilitating
an improvement in accountability, transparency and
performance of government.
Reform of the financial sector is central to the private sector
development component of the CRP, and focuses on the
restructuring and streamlining of government-owned financial
institutions and the enactment of related legislation to ensure
their sustainable effectiveness. Progress has been made, but it
has slowed down and much remains to be implemented.
Amongst other requirements, public expenditure management
needs to be improved and integrated with CRP, and a regulatory
framework established for the private utility monopolies.
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Table 8.1
Macroeconomic Indicators for Vanuatu, 19941999
1994

1995

1996

Real GDP growth
1.3
Change in CIP (period average) 2.3
Gross Domestic
Investment/GDP
26.8
Gross Domestic
Savings/GDP
19.7

-2.9
2.2

4.8
0.9

30.6

Output and inflation

23.8

Wages and Salaries/
current expenditure
Wages and Salaries/
total expenditure
Balance of Payments (Vt m.)
Exports, f.o.b.
Imports, f.o.b.
Services Net
Official transfers, net
Private transfers, net
Current Account
(exc. Private trsfrs)
(In percent of GDP)
Overall Balance
Gross Official Reserves
(US$mn)
(in months of imports
of goods and services)
External public debt (Vt m.)
(In percent of GDP)
Exchange Rate Vt /US$
(period average)

 Not available

1999

0.2
2.8

-0.1
3.3

-3.0
2.0

















12.7
22.2
10.7
12.6

-18.6
11.1
14.6
-9.2

(annual percent change)
-6.0
15.6
7.5
3.5

15.4
12.0
6.2
11.4

24.1
1.1
26.9
21.8
11.6
5.1
-1.6

23.8
2.9
29.5
21.7
12.0
7.7
-2.7

Central Government
Revenue
Foreign Grants
Total Expenditure
Current expenditure
o/w Wages and salaries
Capital Expenditure
Overall balance (incl.grants)

1998

(in percent)

Money and Credit
Net foreign assets
Total domestic credit
Private sector credit
Broad money

1997

7.3
12.9
8.0
11.1

-1.4
-1.1
-2.0
-0.3

(percent of GDP)
21.9
1.7
25.4
22.8
11.8
2.6
-1.8

21.2
2.0
24.0
21.8
11.5
2.2
-0.7

Estimate
23.4
1.3
32.2



-7.5

23.8
1.9
27.0



-1.3

(percent of current expenditure)
53.3

55.1

52.0

53.4





43.3

40.7

46.6

48.6





2,911
-8,687
816
3,474
-908

3,173
-8,900
964
3,595
-967

3,369
-9,359
4,882
1,045
-450

4,087
-9,371
3,771
1,248
-2,000

4,323 4,370
-9,745-10,150
6,987 4,967
1,541 1,652
-2,485 -2,493

-2,394
-9.7
-1,258

-2,135
-8.0
3,040

-513
-1.8
-640

-2,265
-7.7
-272

6 2 3 -1,653
2.1
-4.9
1,156
500

44

49

44

37

46

43

7.4

7.6

6.7

5.9

6.2

6.7

4,431

4,883

4,657

4,923
19.5

6,739
25.4

7,197
29.9

116.4

112.1

111.7

115.9

127.5

129.1
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STRUCTURE OF THE FINANCIAL SECTOR AND INSTITUTIONS
The financial sector comprises RBV, four commercial banks,
one finance company specializing in leasing equipment, five
trust companies, two insurance companies, VNPF, and around
46 credit unions. The Offshore Finance Center was established
in 1971 and includes around 50 banks with offshore banking
licenses. These banks are not allowed to accept local deposits
from Vanuatu nationals or to make loans domestically; but three
of them have been granted domestic banking licenses.
Three of the four commercial banks are foreign: ANZ Bank
(ANZ), the Bank of Hawaii, and Westpac Banking Corp.
(Westpac). The other bank is the Government-owned National
Bank of Vanuatu (NBV). The assets of the four commercial
banks accounted for just over 83 percent of total assets of the
financial sector in 1999. Foreign banks dominate the banking
sector. NBV accounts for less than 6 percent of total assets (Table
8.2). Commercial banks have increased their market share as
a result of the 998 merger of the Development Bank of Vanuatu
(DBV) into NBV and the VNPF payout of virtually all its
members contributions.
For the vast majority of ni-Vanuatu citizens, access to
financial services is poor. Urban areas are provided with much
better banking facilities than rural areas. Vanuatu has one
branch or agency for every 7,161 people; most of the outer island
branches are run by NBV. However, bank branches and
agencies have declined over recent years, particularly since
the closing of DBV.
Credit unions in Vanuatu are part of the semiformal system
and are covered by the Credit Union Act of 1999. They are
registered with the Vanuatu Credit Union League (VCUL). In
1996, there were 60 credit unions/savings clubs.

PERFORMANCE OF COMMERCIAL BANKS
The foreign commercial banks focus on low-risk lending
and foreign exchange dealings. The clientele is largely urbanbased and requires personal loans and overdrafts, trade finance,
fixed-term loans and housing finance. In the second quarter of
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Table 8.2
Total Assets/Liabilities of the Financial Sector, 19941999
1994
Reserve Bank
of Vanuatu
Commercial Banks
National Bank
of Vanuatu
ANZ Bank
Westpac Banking Corp.
Bank of Hawaii
Nonbank Financial
Institutions
Vanuatu National
Provident Fund
Development Bank
of Vanuatu

1995

1996

1997

1998

1999a

(in percentage of Total Assets/Liabilities)
15.3
78.6

15.2
78.0

13.2
79.6

13.0
79.4

15.2
83.5

14.6
83.3











4.5




3.5


22.5

5.4
31.7
22.8
23.7

4.8
32.4
22.4
23.7

6.1

6.9

7.1

7.6

1.2

2.1

6.1

6.9

7.1

7.6

1.2

2.1













 Not available.
a. To June 1999.
Source: RBV 1999b and commercial banks.

1999, the commercial banks outstanding portfolio comprised
95 percent private sector loans, of which 25 percent were for
housing and land purchases, 11 percent for personal loans, and
12 percent for distribution. Only 3 percent of loans were for
agriculture and fisheries.
Each of the three banks operates out of two offices in Port
Vila and Luganville, Espiritu Santo. The minimum loan size is
usually Vt100,000; and personal loans are usually no more than
5 percent of loans outstanding, secured against deposits for
terms of up to 12 months. Other forms of collateral for personal
loans could include vehicles, property, or guarantees. Interest
rates on personal loans are in the range of 16 to 21 percent.
Residential housing loans are usually for 15 years at 11 percent.
NBV was established in 1971 when it took over the assets
of the Vanuatu Cooperative Savings Bank Ltd (VCSBL). It was
set up to provide credit and banking services to ni-Vanuatu,
particularly in the rural areas and outer islands. NBV expanded
its operations rapidly in the first years of operation, but as a
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result of losses inherited from the VCSBL, start-up costs, and
the rapid rate of initial expansion, its capital base was
substantially eroded. NBV, with Government appointees on its
Board, lacked independence from the Government and had
serious management problems. A review undertaken by ADB
in 1998 found that NBV was close to insolvency, substantial
losses having been incurred as a result of a very high level of
nonperforming loans (70 percent of total loan portfolio), weak
local management, and poor banking and information systems.
As part of restructuring under the CRP, DBV was merged
with the NBV to create a commercially viable bank. This
process was facilitated by the transfer of DBVs good loans to
the NBV as of 30 October 1998 and of the bad loans portfolio to
an Asset Management Unit (AMU) created by an Act of
Parliament in June 1998 to manage and recover bad debts from
DBV, NBV, and VNPF. An externally recruited managing
director took up his post with the NBV in late 1998. NBV has
subsequently cleaned out its loan portfolio and profitability
has begun to improve. Its strategic focus is on serving niVanuatu clients.

FINANCIAL DEEPENING AND INTERMEDIATION
There was some reversal of financial deepening during
the 1990s. The ratio of broad money to GDP increased slightly
from 110.8 percent in 1995 to 111.6 percent in 1999, but this
reflects growth in mostly non-indigenous holdings of foreign
currency deposits. Broad money exclusive of foreign currency
deposits actually declined from 40.9 percent of GDP in 1995 to
38.5 percent in 1999; and the ratio of narrow money to broad
money (both in vatu) rose from 40.9 percent to 41.6 percent.
Time deposits in vatu grew at less than 1 percent per year during
this period, while demand deposits in vatu fell as a percentage
of narrow money, and currency in circulation correspondingly
increased (Table 8.3). All of this suggests a declining use of
the formal banking system by the ni-Vanuatu population.
Loans to the private sector grew from 36 percent of GDP
in 1995 to 43 percent in 1999, but again this largely reflected
growth in foreign currency lending. Commercial bank claims
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Table 8.3
Financial Intermediation Statistics, 19941999
1994
Money Supply (M2)
Narrow Money (M1)
Currency (outside banks)
Demand Deposits
Demand Deposits (vatu)
Demand Deposits
(foreign currency)
Quasi Money
Time Deposits (vatu)
Savings Deposits (Vatu)
Time Deposits
(foreign currency)
Savings Deposits
(foreign currency)

Private Sector Credit
(percent of GDP)
Private Sector Credit
(% of total credit)
Currency
(per cent of broad money)
Narrow Money
(percent of broad money)
Quasi Money
(percent of broad money)
Demand Deposits
(% of narrow money)
Total Domestic Credit/
Banking Assets

1996

1997

1998

1999

24,070 28,296
5,762
6,255
1,351
1,566
4,411
4,689
2,596
2,695

(Vatu million)
31,371 31,251 35,219 31,609
6,489
6,615
7,576
7,342
1,571
1,662
2,042
1,743
4,918
4,953
5,534
5,999
2,653
2,821
2,925
2,541

1,815
1,994
18,308 22,041
3,852
3,634
2,568
2,624

2,265
24,882
3,858
2,859

2,132
2,609
3,058
24,636 27,643 27,869
3,739
4,484
6,315a
2,570
2,650

11,769 15,705

18,079

18,218 20,404 18,496 b
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Growth of Demand Deposits
Growth of Time Deposits
Currency
Narrow Money
Narrow Money (Vatu)
Broad Money
Broad Money (Vatu)
Foreign Currency Deposits

1995

78
6.3
23.8

5.5
23.4
17.3
94.1
42.0
55.1

5.9
23.6
16.7
106.6
40.9
66.7

109

105

(in percent)
4.9
0.7
13.4
0.1

86

11.7
13.4

8.4


of GDP)
5.6
6.9
22.4
25.6
16.4
16.8
106.0
119.2
36.6
41.0
69.0
77.9

6.2
24.7
16.0
112.8
38.5
73.0

(in percent
5.6
23.1
15.6
111.6
38.9
72.3

(in percent)
34.9

35.9

35.2

32.9

36.3

43.4

115.9

109.3

104.9

103.9

94.1

94.8

5.6

5.5

5.0

5.3

5.8

5.5

23.9

22.1

20.7

21.2

21.5

22.9

76.1

77.9

79.3

78.8

78.5

77.1

76.6

71.3

72.7

73.9

73.8

73.2

24.9

25.1

26.2

24.1

28.3

28.1

 Not available
a and b:figures include savings deposits
Sources: RBV 1999b; IFS
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on the private sector in vatu terms increased from 31 percent
of GDP to 32 percent during the same period. This reflects a
fairly low level of financial intermediation.
Total domestic credit still only accounts for 28 percent of
total banking sector assets, primarily because of the relatively
modest share of loanable funds that is used for private sector
credit.
Weighted average deposit rates moved from 5.5 percent
in 1992 to 4.1 percent by mid-1999, while weighted average
lending rates increased from 13.3 percent to 14.1 percent. In
consequence, the nominal interest rate spread increased from
7.8 percent to 10.0 percent. Both savings and lending rates
remained positive in real terms (Table 8.4).
Table 8.4
Nominal and Real Savings and Lending Rates (percent)
Weighted
Average
Deposit
Rates
1994
1995
1996
1997
1998
1999

5.35
4.90
4.95
4.35
5.45
4.14

Weighted
Average
Lending
Rates

Nominal
Interest
Rate
Spread

Inflation
Rate

Real
Deposit
Rates

Real
Lending
Rates

13.80
12.70
12.70
13.20
15.00
14.10

8.45
7.80
7.75
8.85
9.56
9.96

2.3
2.2
0.9
2.8
3.3
2.0

3.1
2.7
4.1
1.6
2.1
2.1

11.5
10.5
11.8
10.4
11.7
12.1

Source: RBV 1999c.

COMPETITION
The interest rate spread is comparatively high by regional
standards and reflects Vanuatus high cost structure, a
relatively risky business environment, excess liquidity, and the
oligopolistic banking structure. Each commercial banks tends
to have its own group of clients and there is not much
competition. Interest rates have been inflexible and each bank
has pretty much the same rates, especially on the lending side.
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Much of the profits of the foreign commercial banks comes
from foreign exchange and relatively low-risk lending to
foreign companies doing business in Vanuatu. There is little
incentive for these banks to expand their lending into higherrisk areas, especially in the absence of political stability.
NBV is trying to compete with the other three commercial
banks for customers and for foreign exchange business by
upgrading its products and services, but to date this has made
little impact. The government needs to encourage the
development of nonbank financial institutions (NBFIs) and
financial markets in order to broaden the range of services and
to stimulate competition and efficiency. An encouraging
development in this regard is the introduction of a functioning
auction system for RBV notes and Government bonds. This has
helped mop up some excess liquidity, although it is important
that interest rates on RBV instruments be market-determined.

NONBANK FINANCIAL INSTITUTIONS
Vanuatu National Provident Fund
VNPF was established in 1986 under the Vanuatu National
Provident Fund Act, which specified the two potentially
conflicting objectives of investing contributions in the interests
of the members and assisting the economic and social
development of the country. VNPF grew to become a major
financial intermediary, but became highly politicized and
poorly managed. As a result, the return on members funds
frequently fell short of 3 percent (ADB 1997). In 1997, a report
issued by the office of the Ombudsman was extremely critical
of the returns being achieved and the investment practices of
VNPF. The events that followed were summarized above.
The new general manager who commenced duties in 1998
encountered a host of problems needing attention: members
records had not been reconciled for some time; the system for
recording members deposits and withdrawals was seriously
flawed; there was some evidence of deliberately fraudulent
entries being made; no inventory of equipment had been
undertaken; staff had been reduced from 43 to 26; and there
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were no experienced managers in place. The computer system
that had been installed in 1995 was not Y2K compliant. The
Fund had a deficit of Vt400 million due to investments in
overpriced properties, unauthorized loans, and an error in the
act that meant that interest was being paid twice when members
withdrew funds.
Following the review undertaken by ADB in early 1998,
the VNPF Act was amended in the November session of
Parliament in order to restructure and focus the Fund on its
main functions of contribution management and benefit
payments. The investment and administrative functions were
separated. The investment function has now been contracted
out; the nonperforming loans transferred to the AMU; and the
board restructured to allow for greater private sector
involvement, better transparency in decision-making, and
more accountability.
There are, however, a number of ongoing problems
resulting from the 1998 withdrawals of Vt3.4 million. VNPF
paid out only the capital and not the interest. The question is
whether members are now entitled to the interest in accordance
with the old law.
The change in the Act required 50 percent of members
funds to be invested abroad. An investment manager, a
subsidiary of the Bank of Hawaii, has been appointed. Initially
the overseas investments were to be invested in US
government bonds, as VNPFs board wished to adopt a
conservative investment policy. As of February 2000, no
investments abroad had been made due to lack of funds. At
the end of 1999, VNPFs investment portfolio stood at Vt1.2
million. Almost half of this was deposits with the commercial
banks, 39 percent were fixed assets, and the remainder was in
real estate and government bonds.

Development Bank of Vanuatu
DBV originated in the Development Bank of New
Hebrides, which was established in 1979. It became a statutory
corporation under the Development Bank of Vanuatu Act in
May 1983. DBVs goal was to promote economic development
of the natural resources of Vanuatu through provision of finance;
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equity participation; and technical, managerial and financial
consultancy services, including the identification and
promotion of projects. DBVs main source of income was to be
interest earned from lending and from funds placed on deposit,
as well as, potentially, dividends from equity projects. In the
event, funding support was provided in the 1980s from Caisse
Centrale and the European Investment Bank, and in the 1990s
from ADB.
DBV recorded consistent operational losses after its
inception because of bad lending practices and political
interference, especially in the 1990s. By 1996, it was
experiencing a liquidity crisis, meeting its operating expenses
from the cash inflows from loan repayments; arrears were
running at one quarter of loans outstanding; and the capital
base had been being seriously eroded (Table 8.5). In response
to its weakened financial position, management had closed
down many outer island offices and only operated in Santo
and Tanna, with the inevitable effect of undermining the
objective of supplying credit to agriculture and the rural areas.
The ADB review of NBV and DBV in early 1998 concluded
that there was no point in continuing to support both lossmaking institutions and recommended that DBV be merged
with NBV after hiving off nonperforming loans to the AMU.
Following the merger, there was little if any development
lending taking place. The management of NBV, as a commercial
bank, focused on the implementation of the strategic plan in
order to achieve a return to profitability.
The new Government that came to office in late 1999
determined that there was a need to reintroduce a development
bank. An alternative proposal was to establish a separate fund
for the purpose of lending to the rural sector, to be administered
through an existing agency such as NBV.

LEGAL AND REGULATORY FRAMEWORK AND SUPERVISION
RBV was set up under the Central Bank Act of Vanuatu in
1988, with an amendment to the law in 1989 stating that one
objective was to supervise and regulate domestic banking
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business and extend credit. 23 There was, however, little
effective banking supervision by RBV in the first half of the
1990s, as evident in the 1996 failure of one commercial bank
(Ohlilan Bank), the move into insolvency of NBV (established
as noted under its own act of parliament), and the demise of
DBV. The foreign commercial banks were subject to the
supervision of their head offices.
Following the withdrawal of Ohlilan Banks license, RBV
established a supervision unit. Then, with the passage of the
Financial Institutions Act in 1999, it converted the unit into a
supervision department. The new act formalized the RBVs
prudential guidelines and gave it the legal powers to protect
depositors of a troubled bank. ANZ, Westpac, Bank of Hawaii,
and NBV are all now incorporated under the Financial
Institutions Act, which provides that investments cannot
exceed 25 percent of capital; restricts unsecured loans to
directors and related parties to 1 percent of capital; and restricts
lending, guarantees, and other exposures to any one borrower
or group to 25 percent of capital. RBV conducts its supervisory
activities through both on- and off-site inspections.
Under the Financial Institutions Act, new domestic banks
(previously licensed by the Ministry of Finance) will be licensed
by RBV, which is responsible for entry and exit policy in
accordance with the Basle core principles. However, NBFIs will
continue to be supervised by the Ministry of Finance. The Financial
Services Commission (FSC) is responsible for supervising
insurance and trust companies and credit unions. The FSC is also
the registrar of companies and charitable associations.
The National Bank of Vanuatu Act of 1989 was amended
in July 1998 to allow NBV to sell its nonperforming loans to
the AMU. Other sections of the act prevent the Government
from changing the board and ensure that NBV devotes most of
its resources to loans. The changes were designed to protect

23

Offshore banks are governed by the Banking Act and subject to supervision by
the Financial Services Commission (FSC) as established by the Financial Services
Act 1993. The Commission consists of the Commissioner, the RBV Governor, the
Attorney General, and not less than two or more than four persons appointed by
the Minister of Finance.
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Table 8.5
Operations of Development Bank of Vanuatu, 19891996
(Vt millions)
1989

1990

1991

1992

1993

1994

1995

1996

759
300

793
257

811
412

737
373

888
302

890
190

932
145

896
140

409

409

450

450

450

450

535

535

-109

-152

-38

-77

-148

-260

-390

-395

459
84

536
75

399
69

364
111

586
203

700
293

787
394

756
431

354
21

422
39

296
34

238
15

283
100

132
275

102
291

68
257

758

793

811

737

887

890

932

895

529
18
60
39
14
98

531
3
60
59
11
129

474
15
60
91
36
135

502
0
50
30
66
89

622
0
60
43
91
71

703
0
10
15
93
69

758
0
10
5
88
71

613
37
10
3
84
148

Interest Received
65
Interest Expense
18
Operating Profit/(loss) -36
Interest Spread
8.2
Interest Margin
8.9
Arrears as percent of
total loans

67
24
-43
7.7
8.0

65
13
-22
10.2
11.0

63
13
-31
8.8
10.0

74
23
-38
8.0
8.2
27.2

126
29
-103
13.3
13.8
25.7

133
36
-80
12.8
12.8
22.4

61
29
-130
11.6
10.4
25.1

Liabilities
Equity
Capital issued and
reserves
Retained profits
(losses)
Term Loans
Government
International
Organizations
Other
Assets
Project Finance
Portfolio
Equity Investments
Government Bonds
Bank Deposits
Fixed Assets
Other

Source: DBV 1989>1996.

the tenure of the chief executive officer from political
intervention on any grounds other than performance. To date,
the changes to the act appear to have succeeded in preserving
the decision making processes of the board and management
from political intervention.
The Credit Unions Act of 1999 covers all aspects of credit
union activities, setting out detailed registration procedures
and establishing the legal basis for the credit union apex body,
the Vanuatu Credit Union League (VCUL).
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DEVELOPMENT OF MONEY AND BOND MARKETS
RBV began issuing its own monetary instruments (RBV
notes) in 1998 as a liquidity management tool. Tenders are
invited for specified amounts of bills with maturities of 28 and
91 days. Tenders are made on a discount basis and accepted by
RBV to the extent of the bills on offer, with each bank paying
the rate it tendered for the amount accepted. The tender is open
to everybody but in reality only the banks bid. The interest
rate was originally about 8 percent but has now come down to
around 3 percent. There is no secondary market for RBV notes,
though the RBV provides repurchasing and rediscount facilities
if the banks miscalculate their liquidity requirements.
The Government funds 80 percent of its borrowing from
overseas, where it can generally borrow more cheaply than
domestically, although account needs to be taken of the
exchange rate risk. Currently, domestic borrowing is short term
and the government rolls over bonds as they mature. There are
no plans for regular issues.
Government bonds are issued through RBV. RBV invites
tenders for a specified amount at a fixed price. If the full amount
cannot be sold on the market, they are bought by RBV, to the
maximum extent allowed by the Banking Act. The major
holders of government bonds are the commercial banks. There
is no secondary market in Government bonds and no other
Government, quasi-Government, or Government-guaranteed
bonds are currently on issue.

DEVELOPMENT OF DEBT AND CAPITAL MARKETS
The Companies Act requires that companies and business
names are registered with the Registrar of Companies, which
operates within FSC, and that a prospectus is registered before
a company can make a public offer. No such offers have been
made to date.
There is no domestic stock exchange and little potential
for listing: public enterprises that might be privatized are likely
to be more suitable for trade sale, and most of the 400 companies
that must file audited accounts are foreign or joint ventures
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that can readily raise finance from existing sources. There are
two licensed stock brokerage companies that trade for
individuals and groups on overseas stock exchanges. The
Prevention of Fraud Act requires that dealers in securities apply
for a license to the Ministry of Finance, through the FSC. The
existing dealers make annual returns to establish their capital
adequacy, but the regulator does not otherwise closely monitor
their activities.
There may be some interest in a regional stock exchange
facility provided
(i) the minimum investment levels are small;
(ii) the return is tax free (there are no company and income
taxes in Vanuatu);
(iii) the service is cheap to use; and
(iv) it is easy to access.
There would also have to be a greater willingness on the
part of the Government to allow foreign investment in domestic
companies.
Generally, the operative constraint on the development of
debt and equity markets is the lack of bankable projects in an
economy perceived as subject to political instability and
associated unpredictability in the policy and regulatory
environments.

MICROFINANCE
Like its Melanesian neighbors, Vanuatu faces the difficult
challenge of creating sufficient income-earning opportunities
for its rapidly growing population. Many new entrants to the
workforce must be absorbed into the semisubsistence sector
or join the informal sector in urban areas. In either case they
are likely to be underemployed. Open unemployment is the
fate of an increasing number. Private sector development is a
basic component of the CRP, and reforms are underway to
promote ni-Vanuatu-owned businesses, especially small
businesses in the rural areas. Microfinance can play a crucial
role in supporting these reforms.
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Formal Sector
The formal financial sector has limited outreach to rural
and remote areas. The three foreign commercial banks operate
in Port Vila and Luganville, while NBV has 19 branches in rural
areas. The minimum loan sizes for these banks is Vt100,000
(or Vt50,000 in the case of NBV loans for school fees); and
deposits equivalent to the loan size are required as security.
The foreign banks require minimum opening deposits of
Vt5,00020,000, while NBV requires Vt100 (but charges an
administration fee and pays no interest on accounts under
Vt5,000). The savings and credit needs of the vast majority of
the rural population therefore cannot be met by the banks.
The Ni-Vanuatu Smol Bisnis Development Center has
received a loan from the Peoples Republic of China to establish
a fund for lending to ni-Vanuatu small business. The minimum
loan amount is Vt50,000 and the maximum is Vt3 million. The
Center provides training and support services to small
businesses operated by ni-Vanuatu; and attendance at a
training course is a prerequisite to participation in the loans
scheme. At the time of the field visit for this study, the Center
had approved 2 out of 87 loan applications. Successful loan
applicants will be required to be audited annually by the
Department of Cooperatives.

Informal Sector
The usual sources of informal credit are friends and
relatives. The wantok (friends and family network) system is
well entrenched in the culture of Vanuatu. Moneylenders
usually operate in urban areas. According to the Department
of Cooperatives, there are around 10 operating in Port Vila,
who charge interest rates of about 10 percent per month.
Moneylending is not regulated, but the need for it is being
examined by the Department of Cooperatives.

Semiformal Sector
The semiformal financial system in Vanuatu comprises
savings clubs/credit unions, finance companies extending
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small-scale credit, and the only microfinance project: the
Vanuatu Womens Development Scheme (VANWODS).
Credit Unions. Credit unions were first introduced in
Vanuatu through the Roman Catholic Church in 1981. The
Vanuatu Credit Union League (VCUL), the apex organization
of credit unions, was formed in 1992 with 34 affiliated credit
unions. By 1997, there were 60 credit unions/savings clubs
established; but the number has dwindled since. At present,
there are 20 savings clubs being nurtured by VCUL for eventual
registration as credit unions under the 1999 Credit Union Act.
Of these, six are active, with 652 members.
Credit unions provide their members with savings services
and loans for provident or productive purposes. A few operate
their own small enterprises. Dividends are paid to members
out of surplus income and loans are usually secured against
deposits. Saving before borrowing is encouraged. Interest of 1
percent per month on a declining balance is charged on loans,
which are mostly for a term of 12 months. Pursuant to the new
act, a member should have at least a total investment in shares
of Vt1,000 in order to join a credit union. The act requires that
any 50 or more citizens of Vanuatu can join together and register
themselves as a credit union with the FSC, the registrar of
Credit Unions. A credit union must become a member of the
League within 28 days of being registered. Each credit union
has to establish a reserve fund representing 30 percent of the
credit unions gross income. Credit unions are owned and
governed by members and managed by a set of elected officers
who have been trained to manage the operations of their
individual credit unions.
The credit union movement has extended its outreach to
Pentecost, Ambae/Maewo, Paama and Ambrym, and has the
potential to extend it further, provided adequate training and
supervision is provided at the early stages of development, and
provided that adequate financial controls are put in place.
VCUL provides supervisory and auditing services, training,
and other support services to member credit unions/savings
clubs. The League is affiliated with the Oceania Confederation
of Credit Union Leagues, the regional credit union governing
body, which in turn is affiliated with the World Council of Credit
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Unions. VCUL also has received assistance from other
international agencies such as the Hans Seidel Foundation and
the Credit Union Foundation of Australia, and is now
establishing linkages with the Department of Cooperatives for
business training to credit union members and officials. VCUL
is, however, faced with manpower and financial constraints on
effective service delivery. These constraints need to be eased
through raising funds from user fees and from donors.
Finance Companies. Two finance companies extend small
loans. The Melanesian Co-operative Savings and Loans
Society (MCSLS) was formed in 1984 by a group of people in
Ambrym, who organized themselves into a cooperative in order
to have access to credit for agricultural development. In 1996,
the cooperative was registered as a finance company owned
and managed by private individuals. The main office is in Port
Vila, with one branch in Ambrym. The clients in Port Vila are
mostly government employees, while those in Ambrym are
usually farmers. Loans between Vt40,000 and Vt1 million are
offered against security of a 70-percent deposit for government
employees and 100 percent for all other borrowers (except that
for loans above Vt100,000 the deposit is negotiable). All loans
are charged interest of 15 percent per year on a monthly reducing
balance, and a loan approval fee of Vt5,000 is paid up-front
with the security deposit. Loans are for agricultural projects,
consumer durables, house repairs, education expenses, and
social obligations.
The Vanuatu Indigenous Melanesian Enterprise Business
Association (VIMELBA) Company was organized as an NGO
in 1997, with the assistance of the Government, to encourage
ni-Vanuatu to engage in business. Members pay an annual
subscription fee of Vt2,000 and a membership fee for life of
Vt2,500. Since the Charitable Trust Act precludes NGOs from
engaging in profit- oriented activities, VIMELBA was
transformed into a company in 1998. There are approximately
1,400 members, both men and women. VIMELBA operates only
in Port Vila and offers savings accounts of two types: a working
account for a minimum deposit of Vt500, and a savings account
for a minimum deposit of Vt500 with interest at 3 percent per
year. Loans are also offered for income-generating projects and
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to cover traditional and social obligations. The minimum loan
is Vt5,000. For business loans, a borrower must have a deposit
equivalent to at least 20 percent of the loan amount to act as
security for the loan, while for social loans a 5060 percent
deposit is required. Small loans are payable within 612
months, and larger loans within 24 months. Interest on loans
is 10 percent per year, with a loan fee equivalent to 1 percent of
the loan amount. There are no additional charges for default
as long as a loan is repaid within a year. VIMELBA works
closely with the Department of Cooperatives to provide
business training to members, and is seeking financial
assistance to augment funds and cover operational costs.
The finance companies provide both savings and credit
services for people with credit requirements below the minimum
loan sizes set by the commercial banks. However, the security
requirements can be very difficult for the poor to meet.
VANWODS. VANWODS is a Grameen Bank replication
scheme that targets poor women in Port Vila, especially those
residing in squatter settlements. The project is operated by the
Department of Culture, Religion, Womens Affairs and
Archives, with financial and technical support from the United
Nations Development Programme (UNDP).
The project adheres strictly to the Grameen methodology
of forming solidarity groups comprising five women members.
Solidarity groups federate into centers, and weekly meetings
are held to discuss problems as well as to collect weekly loan
repayments and individual and group savings. Groups are selfselecting and have to undergo training. Once a group passes
the test, it is recognized and a set of officers is elected. Loans
are disbursed to members of the group that have satisfactorily
completed the training. Each center has a chief, secretary,
treasurer, project manager, and auditor. The group and center
members guarantee the loans of the members. This
arrangement has proven effective, as evidenced by VANWODS
consistent 100-percent loan repayment. All transactions are
done at the community level.
Loans to members are provided on a progressive scale.
The first loan is at Vt15,000, and subsequent loans may increase
by Vt15,000 intervals. The first loan is payable in 24 weeks,
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while subsequent loans are payable within 50 weeks. Interest
on loans is 16 percent per year. Loans do not require any
collateral because of the group guarantee. Loan release is done
on a staggered basis, with two members receiving loans first
and the remaining three members receiving subsequent loans,
provided the first borrowers have good repayment performance
and the group has regularly attended the weekly meetings.
VANWODS has a built-in savings mobilization to
inculcate good savings habits among the members and to
provide cover for normal business risks and emergency needs,
such as death or sickness in the family. Each member saves
Vt100 every week and continues to do so while remaining an
active member. Five percent of the loan is automatically
deducted and added to each borrower s savings. This
constitutes the regular savings. Another 5 percent of the loan
is deducted for the center fund. Members savings cannot be
withdrawn unless a member leaves the group. No interest is
payable on the savings. Members can borrow from the center
fund upon the approval of other members and when the fund
has reached a specified level. Loans from center funds are to
be paid within five months.
VANWODS is in a transition stage to becoming an
independent NGO. As of December 1999, it had established
17 centers with 88 groups and 405 members. Of the total
members, 361 had current loans. Loans totaled 648, with a
disbursement of Vt11.2 million. Of those 648, 444 were regular
loans (for microenterprises), 12 were for housing
improvements, and 19 were for social purposes. VANWODS
has not yet achieved financial self-sufficiency, since income
does not cover operating costs: it is dependent on UNDPs
financial as well as technical support for survival. Its linkages
with the Department of Cooperatives need to be strengthened
so that training and advisory services can be provided to clients
on a regular basis.
There is a need to strengthen the institutional capacities
of VANWODS and the credit unions through provision of
medium- to long-term technical and financial assistance from
the Government and the donor community. Given the limited
entrepreneurial skills of microfinance clients, the minimalist
approach is not appropriate. There is a need to provide
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continuous support services to microfinance clients to enable
them to manage their microenterprises better. VANWODS and
VCUL therefore must build strong linkages with institutions
or agencies that can provide the required support services.
NGOS. With regard to NGOs in general, the enabling legal
framework is in place for them to become involved in
microfinance. The Charitable Association (Micro-Finance)
Regulations No. 41, issued by the Minister of Finance and
Economic Management in November 1999, declares nonprofit
microfinance schemes targeting poor and disadvantaged
people to have a charitable purpose. The regulations allow
nonprofit microfinance schemes to extend small loans at
reasonable, operational cost-covering rates of interest, and to
receive savings from clients. These savings may be deposited
in any bank or invested by on-lending to clients. Any surplus
of income over expenditure may be used to build up the lending
capital of the organization.
Microfinance development in Vanuatu cannot be achieved
in the short or medium term, given a high cost structure and
the low volume of clients that results from high population
dispersal and low population density. The timetables set by
donor agencies of 37 years for operational self-sufficiency and
510 years for financial self-sufficiency apply to highly
populated countries in Asia, Africa, and Latin America.

LAND OWNERSHIP STRUCTURES
Prior to independence, Vanuatu was jointly controlled by
the United Kingdom and France. The so-called condominium
administration recognized the indigenous population as the
owners of the land in accordance with rules of customary land
tenure. The condominium administration also recognized that
ni-Vanuatu could sell these rights of land ownership to
European settlers and to the condominium government; and it
passed a regulation permitting the compulsory acquisition of
land in the public interest.
At independence, foreign ownership rights to land were
swept away by the Constitution, which vested all land
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ownership in the custom owners and their descendants, except
that the Government could own land acquired in the public
interest, with appropriate compensation to the previous owners.
In 1994, legislation was enacted to permit indigenous citizens
who held leases of land in urban areas to apply to the Minister
of Lands for the grant of a freehold title to that land. This Act
has not been implemented, and no grants of freehold land have
yet been made.
Land ownership in Vanuatu thus effectively falls into two
categories: public land, which is owned by the government;
and customary land, which is owned by custom owners.

Public Land
Public land consists of all land that is not customary, i.e.,
declared to be public land, acquired with compensation to the
custom owners, and owned by the Government in the public
interest.
For some years after independence, there were continuing
complaints from the custom owners of the land on which the
two main towns of Port Vila and Luganville were established,
which had been declared to be public land but for which the
Government had paid no compensation. In the early 1990s, the
Government finally arranged to pay, and although there were
some grumblings at the time about its adequacy, these now
seem to have died away.

Customary Land
The great majority of the land is owned by indigenous niVanuatu in accordance with rules of customary land tenure.
The Constitution provides that where there is a dispute
concerning the ownership of land previously alienated by niVanuatu, the government shall hold the land until the dispute
is settled. In fact, large tracts of customary land, especially lands
of commercial significance, are under dispute, and so are held
by the Minister of Lands.
The Land Reform Act authorizes the Minister of Lands to
exercise powers of management and control over customary
land where the ownership is in dispute and to conduct
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transactions in respect of the land, including the granting of
leases. Accordingly, despite the large areas of customary land
where the ownership is disputed, leasing of that land can still
continue. Where the ownership of land is not in dispute, the
custom owners can themselves negotiate a lease with a potential
lessee. The one proviso is that, if the transaction is not in
accordance with custom, the Minister of Lands must approve
the potential lessee. Leases must be registered in the Land
Leases Register if they are for a period of three years or more.
Once registered, a lease may be mortgaged, and the leasehold
interest serves as a security for the loan. The mortgage operates
as a charge on the lease and not as a transfer of the leasehold
interest. If there is a default in the payment, the mortgagee
can apply to the Supreme Court for an order to authorize the
sale of the lease, or to enter into possession of the mortgaged
land and take any rentals payable in respect of the land, or to
vest the mortgaged land in the mortgagee.
No legislation regulates the way in which members of a
landowning group are to make decisions or to take action with
regard to customary land. The customs of most areas require
that such decisions and actions are unanimously supported.
Sometimes such unanimity is achieved under the dominance
of chiefs or members related to chiefs. Sometimes it is achieved
under pressure from the most forceful personalities of the group.
Also, uncooperative or fractious members of a group can block
a decision or action until their demands are fulfilled. Because
most landowning groups are families or kinship groups, the
resolving of differences between members of landowning
groups has been traditionally regarded as a family concerna
private matter, not of concern to the public or to the
Government. The larger groups often establish committees or
trustees to act on behalf of the groups, but these are established
on a voluntary, private basis, and are not regulated by
legislation.

Disputes
Nonetheless, there are widespread disputes about
ownership of customary land, and also disputes about title to
chiefly rank, which demand Government involvement.
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Legislation provides that disputes about ownership of
customary land are to be determined initially by Island Courts.
An Island Court is established in most of the larger islands,
and it normally comprises three justices knowledgeable in
custom, at least one of whom should be a custom chief residing
within the district of the court. When an Island Court is
adjudicating land disputes, the court must be presided over by
a magistrate nominated by the Chief Justice.
Appeals of Island Court decisions on land ownership
disputes are to be dealt with by the Supreme Court. However,
the latter has refused to hear appeals in recent years, on the
grounds that the three judges of the Supreme Court do not have
the time to hear land cases, which are usually very lengthy
and contentious. Since almost all decisions of Island Courts
on land disputes are appealed, the result is that no land dispute
can be resolved.
There is wide agreement that the Supreme Court is not
the most appropriate body to hear appeals on land cases. Not
only are proceedings expensive and lengthy, but the judges of
the Supreme Court have other important judicial functions to
perform and cannot hope to build up the requisite expertise in
customary land matters. There has been talk of the
establishment of a land court to replace the Supreme Court to
hear customary land appeals, but to date no action has been
taken. There is also a concern that Island Courts may not be
the most appropriate bodies to determine land disputes in the
first instance, because they have other judicial functions.
Central to the debate about the appropriateness of Island
Courts and the Supreme Court in relation to disputes about
ownership of customary land is the question of the role of the
chiefs. Chiefs, who are usually hereditary but sometimes
elected, have a very important role to play in the maintenance
of law and order. The Constitution recognizes the National
Council of Chiefs, which symbolizes the significance of chiefs
in ni-Vanuatu communities. Advocates of chiefs adjudicating
land disputes argue that the chief of the community within
which the land is situated should adjudicate the dispute, or if
the land is situated within more than one community, then the
chiefs of those communities should decide. Proponents of
chiefly adjudication contend that the decision of the local chief
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should be final. Others argue that there should be an appeal
in case of error or interest by the local chief, but the appeal
should then be dealt with by a meeting of three or more chiefs
from the area in which the land in dispute is situated.
Thus, although there is general recognition that the
existing Island Courts and Supreme Court do not provide an
appropriate structure for determining disputes about
ownership of customary land, there is no clear consensus as to
how best to replace them.
Because of the great significance attached to chiefs in
Vanuatu society, it is important that disputes as to who is
entitled to hold the position of chief be speedily and effectively
resolved. However, no legislation expressly authorizes a court
or any other body to fulfill this function. In some islands, chiefs
have claimed to establish custom courts for this purpose, as
well as to determine title to customary land, but these courts
have been challenged by other chiefs and their followers, and
the rulings of these custom courts have not been widely
accepted or respected.
The enforcement of mortgages of leasehold interests, by
way of entry into possession or sale of the lease, has not been
much disputed or resisted by kinspeople or neighbors, either
of the persons claiming to be owners, or of the lessees. However,
once it becomes clear who the owners of customary lands are,
it is quite likely that some resentment or hostility may be shown
towards mortgagees who enter into possession or to persons
who purchase a mortgaged leasehold.
No legislation in Vanuatu allows a mortgage or lien to be
placed over crops, trees or livestock, so that they can serve as a
security for a loan.

KEY CONSTRAINTS ON FINANCIAL SECTOR DEVELOPMENT
Slow Growth, Geographic Fragmentation, Limited Economic
Integration
The biggest constraint on financial sector development is
slow economic growth and the limited integration of the majority
of ni-Vanuatu into the money economy. As in other PDMCs,
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smallness, geographic fragmentation, and remoteness from
markets limit development options to those for which there is
strong comparative advantage. The population of 188,000 lives
on 69 widely dispersed islands, making it difficult to build
infrastructure, find and reach markets, and achieve the critical
mass of clients for microfinance. The primary products in which
the country specializes are subject to a long-term decline in prices
that also fluctuate substantially; tourism can be a fickle source
of growth. Nonetheless, the natural resource endowment is good
and must be seen as the basis for development.

Limited Human Resource Development
The human resource endowment is limited and constrains
economic growth. The literacy rate is just 34 percent and the
combined gross enrollment rate in schools only 57 percent
(ADB 2001). Of the 70 percent of young people leaving the
education system at the end of primary and junior secondary
school, most have insufficient skills to be employed and are
absorbed back into the rural sector. The few qualified and
skilled people are quickly absorbed into the private and
public sectors. Women are an underutilized human resource.
There have no control over land or other resources. They have
a relatively low level of education, and they are subject to
cultural restrictions that define them as homemakers. It is
therefore difficult for women to take a leading role in
business, although this is slowly changing.
The major constraints to small business development are
the lack of commercial and entrepreneurial skills, lack of
access to credit and, arguably, cultural attitudes. The wantok
system is often viewed as a deterrent to accumulating savings
and investment. However, some indigenous people have been
able to use the system to help them prosper in their business
enterprises.

Political Instability and Poor Governance
Private sector development in general is hindered by
political instability and a poor governance environment. The
key theme of the CRP has been redefining the role of
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Government and facilitating an improvement in its
accountability, transparency and performance, with the ultimate
objective of providing more effective public service. In the first
two years of implementation, simplification of government
occurred through a reduction in the number of ministries. In
addition, there was progress in the introduction of performance
measures and their monitoring in some departments. Public
servants autonomy and efficiency improved substantially
through the selection of directors-general on the basis of
competence and merit, and the good and independent
functioning of the Public Service Commission. Modernization
of formal rules and new legislation was extremely rapid
(Knapman and Saldanha 1999). However, there are concerns
over backtracking in respect of the autonomy of the public
service and public enterprise management; and major concerns
remain over effective, predictable, transparent, and fair rule
enforcement. Problems in the area of rule enforcement predated the CRP, and involve both public malfeasance and basic
law and order. The five key links in the enforcement chain are
the Auditor-Generals office, the Ombudsmans office, the
public prosecutor s office, the judiciary, and the police. All have
suffered from severe financial and human resource constraints.

Land Tenure Problems and Disputes
One specific issue that underlines the heavy pressures on
the judicial system is that of land disputes. As noted above,
large areas of customary land, especially those of current or
potential commercial value, are in dispute. Although the law
provides for these lands to be held by the Minister of Lands,
who can lease them, there may be some reluctance to do so
because this may be interpreted as favoring a particular side
in the dispute; and in any case, the existence of a dispute is
likely to give rise to nervousness on the part of potential
lessees. Accordingly, it is very important that ways be found
for adjudicating land disputes speedily and in a manner that
will find acceptance by indigenous ni-Vanuatu. At the present
time, however, the Supreme Court, which has the appellate
powers, has not heard appeals for several years; and the Island
Courts, which hear disputes at first instance, do not exist in all

VANUATU

301
islands and, where they do exist, are slow and lack public
confidence.
Where customary land is not in dispute, there is no legal
provision for land to be leased to the Minister of Lands or some
other authority, and then leased back to some or all of the
custom owners, so that they can use their leasehold interest as
a collateral security for a loan (as in Papua New Guinea). No
legislation in Vanuatu permits people to use growing crops,
trees, or livestock as security for a loan. Nor is there machinery
to review decisions made by ministers and staff with regard to
the leasing and mortgaging of customary land, except
investigations by the Ombudsman. Recent reports of the
Ombudsman have disclosed misuse of power by ministers and
staff, indicating the desirability of providing some established
independent means of review.

Poor Public Sector Performance
The public sector in Vanuatu is smaller than in most other
PDMCs; some community services that are in the public sector
in other PDMCs, such as electricity supply, have been
privatized. For these enterprises, the main concern is the
formulation of an appropriate regulatory framework. Only two
of the 20 or so public enterprises are profitable candidates for
privatization (Civil Aviation and the Post Office); but in the
absence of company tax, there would be a significant revenue
loss to the Government. The real need is to improve the
performance of the public enterprise sector by promoting good
corporate governance, sound management, and appropriate
pricing policies.

Small Financial Sector, Excess Liquidity
The size of the financial sector is a constraint to more banks
coming into the system and competing. Other impediments to
the system are the absence of efficient and competitive NBFIs,
the lack of a fully functioning money market, and the lack of a
capital market. The credit union movement and savings and
loan societies are too small to provide much competition. The

302

Financial Sector Development in the Pacific Developing Member
Countries: Country Reports

auction system for RBV notes is functioning on a weekly basis
and has mopped up considerable liquidity from the system.
Nevertheless, the money market is still very rudimentary: RBV
has difficulty placing all its notes because the banks do not
participate beyond what they need for to meet statutory reserve
requirements, and secondary market activities have not
occurred.

Inadequate Supervisory Framework
A supervisory framework for the financial sector is in place,
but is rather fragmented. The RBV supervises the commercial
banks under the Financial Institutions Act. The FSC supervises
offshore banks. The Ministry of Finance supervises VNPF.
These arrangements make it difficult for RBV to make a
complete assessment of the financial system. Effective
coordination and information sharing between the FSC and
RBV are needed; and it would be preferable for VNPF to be
supervised by RBV. There is a recognized need for institutional
strengthening of the RBV.
VNPF needs recapitalizing. Another constraint to its
operations is governments failure to pay its fund contributions
since the 1998 riot, to the amount of around Vt500 million plus
interest.
The merger of DBV into NBV has all but brought
development lending to a halt. NBV management is,
understandably, focused on being a commercial bank.

Lack of Legal and Policy Framework for Microfinance
Although there is considerable development potential in
the rural sector, microfinance schemes must be formulated in a
broad context that recognizes the need for marketing systems.
Legislation is in place that will allow NGOs to engage in
microfinance. Credit unions operate under the comprehensive
Credit Unions Act of 1999, although the Act specifies that 50
members are needed to establish a credit union a total of 50
members are needed, which may prevent some village
populations from involvement. However, there are legal
constraints affecting small and micro enterprises. A review of
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Vanuatu laws and regulations conducted by UNDP in 1998
(Eugenio 1998) found that current laws and regulations favor
formal businesses and fail to accommodate the special
requirements of small and microenterprises. Business license
fees are beyond the means of small entrepreneurs. The law
fails to take into account the fact that small and microenterprises
are often home-based. Some bureaucratic procedures and
requirements need to be streamlined. And microenterprises
tend to suffer from a relative lack of support services.

RECOMMENDATIONS
Continue implementing the CRP to ensure macroeconomic
stability and improved governance.
Continued strong commitment to the full implementation
of the CRP is essential if private sector-led economic growth is
to be facilitated. This encompasses further efforts to improve
the governance environment and ensure the maintenance of a
stable macroeconomic environment. It also includes
implementation of the Outer Island Infrastructure Development
Program, which is a major initiative in the 2001 CRP.

Provide legal machinery to deal with disputes over customary
land.
Urgent steps need to be taken to provide for legal
machinery that can speedily and acceptably adjudicate the
many ongoing disputes over ownership of customary land. It
is recommended that amendments be made either to the Land
Reform Act Cap 123, or to the Land Leases Act Cap 163, to insert
provisions empowering custom owners to lease their land to
the Minister or to some other body, which in turn can lease the
land back to some or all of the owners, so that the leasehold
interest may be used as security for a loan. It is also
recommended that legislation be enacted to allow people to
register charges or liens upon crops, trees, and livestock, so
that they can be used as collateral for a loan, as in the Fiji
Islands and Papua New Guinea.
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It is acknowledged that resolving land-related issues is a
sensitive, complex, and lengthy process. However, these issues
must be addressed in order to facilitate the commercial use of
land, including use of land as collateral. It is therefore suggested
as a first step that a conference/workshop be convened to discuss
and reach consensus on a range of issues, including what body
or bodies should determine disputes about ownership of
customary land; what body or bodies should determine disputes
about entitlement to chiefly rank; and what measures should be
instituted to regulate decision making by landowning groups.
Such a conference/workshop could be convened jointly
with the National Council of Chiefs or the South Pacific
Community, and should involve wide representation from niVanuatu society. A related conference/workshop should be
convened to discuss and disseminate knowledge about the use
of leaseholds as security for loans; the use of leaseback leases
to some or all custom owners, to provide them with an asset
that they can use as collateral; and the extent to which entry
into possession and sale of a leasehold interest are necessary
to enable a mortgagee to recover a loan that has not been repaid
by the mortgager. These conference/workshops could be linked
as part of a series concerned with issues relating to customary
land and development in Vanuatu.

Develop the financial sector.
The financial sector can be developed by
(i)

running a more effective monetary policy to mop up
liquidity, providing a wider array of instruments for
savers, and developing secondary markets for RBV
instruments;
(ii) ensuring that efficient interbank markets develop;
(iii) providing institutional strengthening for microfinance,
especially the credit union movement;
(iv) creating conditions for other NBFIs, such as unit trusts,
to provide greater competition for banks; and
(v) developing capital markets so that savers have an
opportunity to invest in equity as well as debt
instruments.
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Develop the money market through weekly auctions, repos.
To promote money market development, continue the
weekly auctions of central bank securities. RBV should also
build the capacity to conduct outright purchases and sales of
securities to adjust liquidity flows, as well as repurchase (repo)
operations for fine-tuning short-term operations. To aid
development of a secondary market, a primary dealer system
should be adopted to facilitate market making and to ensure
that there will be adequate demand for the securities. An
automated book-entry system for banks could also enhance
payments, interbank market activities, and open market
operations. As an alternative to the secondary market, RBV
could conduct open market-type operations through repos and
reverse repos.

Develop a corporate bond market.
The development of a primary corporate bond market is a
long-term proposition and requires at least
(i)

an active Government debt market to provide a yield
curve;
(ii) institutional buyers who need long-term, relatively riskfree investments;
(iii) a credit-rating agency to enable buyers to make
consistent decisions about the risk/reward ratio being
offered; and
(iv) banks or NBFIs that are prepared to place bonds with
their customers and to manage and underwrite bond
issues by their corporate customers.

Give RBV enough autonomy to perform its supervisory duties
efficiently.
RBV should be granted enough autonomy to perform its
supervision functions effectively. Its governor and members of
its board of directors should be left free of political influence.
RBV requires institutional strengthening and capacity building
in order to ensure that it fulfills its supervisory role effectively.
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Strengthen regional cooperation and consultation; consider
participation in a regional stock market and venture fund when
these develop.
The Government should continue to enhance and
strengthen the process of regional cooperation and consultation
in regulatory and supervisory matters, as begun in the recent
regional initiative by PDMCs to strengthen their financial
sectors through the Pacific Islands Prudential Regulation and
Supervision Initiative. Further, a formal analysis is needed of
the regulatory system and supervisory practices of Vanuatu for
their compatibility with international accepted norms, to lay
the foundation for the timely harmonization of financial sector
regulation and supervision on a regional basis.
The Government should consider participation in a
regional venture capital fund and a regional stock exchange
facility should the options arise. At this stage, the prospect of
getting companies to list does not seem good. Public
enterprises are loss making and seem to be more suitable for
trade sale than for listing in the medium term. There are few
incentives to form companies in Vanuatu and much local
business is undertaken under business names. This would
mean that to prepare an entity for listing would be a mediumterm objective. The issue of some foreign ownership (through
the purchase of shares by investors in other PDMCs) of
domestic Vanuatu companies would also need to be addressed.

Recapitalize and reimburse VNPF.
The government needs to recapitalize VNPF to reduce the
deficit of Vt460 million that is still left over from the payout in
1998. In addition, the Government needs to pay VNPF the back
contributions it owes, amounting to Vt500 million plus interest,
either by converting the contribution to bonds or by paying
cash. Technical assistance should be provided to improve
VNPFs organizational structure and operating systems. The
development of model investment criteria and members rules
on a regional basis would be useful. Thought should also be
given to paying most of the contributions in the form of a pension
rather than as a lump sum, in order to ensure that a retiree
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retains sufficient annual income flows to live on. Finally,
consideration should be given to placing VNPF under the
supervisory responsibility of RBV.

Revive development lending by establishing a development
arm at NBV.
Development lending is needed to provide funds for
riskier projects, which are not now covered by commercial
banks, and for which there is considerable demand. It is
therefore recommended that NBV establish a development
banking arm, as envisaged at the time of merger with DBV.
Strengthen microfinance and credit unions, lift restrictions
on microenterprises.
Microfinance schemes need to be owned by the people
and organized on a local basis through cooperatives, credit
unions, or the like. The institutional capacity of VANWODS
and the credit unions needs to be strengthened by supporting
VCUL in its role. VCUL is responsible for the organization of
credit unions, educating members in the use of money and
savings processes, and providing advice on accounting and
audits. It requires technical assistance and financial support.
Training should focus on
(i)
(ii)
(iii)
(iv)
(v)
(vi)
(vii)

organizational development and financial management
skills;
strengthening of outreach strategies and development
of innovative delivery approaches in targeting the poor;
social mobilization, especially in strengthening
solidarity groups and individual credit unions;
viability planning and portfolio management;
setting up of computerized management information
systems and training in their use;
development of innovative products and services; and
resource mobilization.

This is an opportune time to strengthen VANWODS, as it
is now in the process of transforming itself into an NGO; while
for credit unions, the enactment of the Credit Union Act ushers
in an opportunity to revitalize the movement.
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NBV should also be encouraged to open a microfinance
window through wholesale lending to VANWODS, VCUL,
Melanesian Cooperative and Savings, and VIMELBA. The
Government could explore the possibility of a credit guarantee
scheme under which it would guarantee the loans provided by
NBV to these institutions. Support services to microfinance
clients need to be enhanced by establishing linkages between
microfinance institutions and agencies that can provide
training, advisory services, market linkages and other
assistance to microentrepreneurs.
Means of lessening legislative and regulatory restrictions
affecting small and microenteprises should be explored.
Granting business license exemptions or reducing fees can be
an incentive for microentrepreneurs. Educational campaigns
on the merits of saving and credit discipline could be conducted
through the media.
Feasibility studies of innovative schemes to expand
microfinance outreach to rural areas (e.g., VNB wholesale
lending) should be undertaken. Studies are also needed on
potentially viable microenterprises, including linking them
with private entrepreneurs/exporters to market their products.
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