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Executive Summary

Introduction
The SAMOA Pathway, the Sustainable Development Goals (SDGs) and the 2015 Paris
Agreement to tackle climate change all frame Pacific island countries’ sustainable development efforts over the next 15 years.
It is widely acknowledged that implementing these important international agreements will require unprecedented domestic and international investments in areas
such as poverty reduction, health and education, infrastructure development, peace
and security, environmental protection and measures to tackle climate change. The
capacity to deploy every dollar effectively will also be needed, as well as advances in
technology.
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Mobilizing adequate financing for sustainable development will be a challenge for all
countries, but will be particularly difficult for Pacific Small Island Developing States
(PSIDS) where financing needs for sustainable, climate-sensitive development are estimated to be among the highest in the world when measured as a proportion of national output. They are also set to rise with the predicted impacts of climate change,
which is expected to increase the frequency and severity of extreme weather events in
the Pacific. Indeed, for some Pacific island countries, climate change poses an existential threat. Pacific SIDS will need to secure more finance to not only invest in long-term
development, but to address sudden major shocks such as extreme weather events,
and to plan for and adapt to climate change.
While Pacific SIDS and their development partners should not underestimate the scale
of the challenges ahead, there is also much cause for optimism. There is much diversity
across the Pacific, but many countries have made important strides over recent years
to reduce poverty, protect their natural environments and mobilize more revenues for
development – for example through fisheries, tourism and the extractive industries.
Overseas investment has increased in many countries and Pacific SIDS can – on the
whole – count on committed development aid partners for financial and technical
support. South South cooperation has also expanded.
Further increases in external finance can also be expected over the next few years from
a variety of sources. These include: climate finance, substantial increases from several multilateral development banks, continued increases in South-South Cooperation,
and Foreign Direct Investment Flows (FDI), especially from Asia. Innovative development finance actors and instruments have also emerged and become more prominent
over recent years. These developments offer opportunities to leverage new and additional sources of development finance and are complemented by Pacific SIDS’ ongoing
efforts to strengthen the effectiveness and impact of domestic and external financing
flows, through processes such as the Forum Compact on Strengthening Development
Coordination in the Pacific, an initiative of the Pacific Islands Forum Secretariat (PIFS).

Challenges remain however. Climate finance remains complex to access and many Pacific SIDS remain heavily reliant on accredited intermediaries to submit applications
for resources. The effectiveness of public expenditures remains mixed, with poor results especially evident in outer islands and rural areas. While the increase in resources
from some multilateral financial institutions is welcome, there is also a risk that in the
scramble to deploy these increased resources, projects will need to be found quickly,
will be ill defined and not contribute substantively to national sustainable development needs. The concessionality of this finance will also be key to ensure that debt
remains sustainable in small vulnerable economies. There is also a lack of information
and knowledge about many new innovative finance instruments which may be beneficial to the Pacific. Pacific SIDS also remain extremely vulnerable to economic and
environmental shocks and often lack the resources and capacities to effectively plan
for and respond to disasters.
UNDP’s report examines how Pacific SIDS – at the frontline of climate change – can respond to a dynamic development finance landscape and most effectively plan for expected increases in development finance. It explores what financing for development
currently looks like in the Pacific and analyzes the steps countries have already taken to
mobilize different sources of development finance – domestic and external, public and
private – and to strengthen the effectiveness of public expenditures. It asks whether
there are opportunities to leverage innovative finance. Are there lessons learned from
other countries, in particular other Small Island Developing States (SIDS)? How can
PSIDS and their development partners make sure that future increases in finance can
be absorbed and made truly transformative, and are supplied on terms and conditions
that are appropriate for small vulnerable economies?
The report covers 15 Pacific island countries, specifically: the Cook Islands, Fiji, Kiribati,
the Republic of the Marshall Islands, the Federated States of Micronesia, Nauru, Niue,
Papua New Guinea, Palau, Samoa, the Solomon Islands, Timor-Leste, Tonga, Tuvalu and
Vanuatu.
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It is informed in part by the results of a questionnaire survey issued to Pacific SIDS in
2016 and 2017. The survey, carried out jointly by UNDP and the Pacific Islands Forum
Secretariat, sought to explore Pacific SIDS’ experiences with various forms of finance,
understand successes and challenges, and identify countries’ priorities for the future.
It also asked them to articulate their key messages on development finance to the
international community.

Financing for development in the Pacific: a snapshot
UNDP’s survey on development finance in the Pacific revealed that while all Pacific
SIDS have some form of national sustainable development strategy or plan in place,
only some have elaborated a financing strategy linked to that plan. Where financing
strategies do exist, several key themes and priorities emerge. The survey showed for
example that Pacific island countries attach a high level of priority to increasing both
Official Development Assistance (ODA) and financing for climate change adaptation,
as well as attracting more foreign direct investment. Other major priorities include
deepening South-South Cooperation, more effective domestic resource mobilization
and exploring innovative finance options.

Pacific SIDS have in many cases already taken a number of policy measures to realize
these priorities. These include, inter alia: investing in technical capacity to access vertical funds (e.g. climate funds); developing sector specific plans to attract resources and
guide the allocation of domestic and external funds; investing in public financial management systems and strengthening the effectiveness of public expenditures; better
alignment of national development plans with national budgets and foreign aid; and
implementing credit guarantee schemes to support local private sector development.
While several countries reported successes across several of these areas (e.g. national
budgets and overseas aid are now more aligned with national development priorities,
more aid is now delivered on-budget and public financial management systems have
in many cases been strengthened), they also described continued challenges. These
include, in particular, limited options to expand domestic resources, technical and administrative capacity constraints and a lack of understanding of new and innovative
financing instruments. These challenges are compounded by perceived complex application and reporting procedures for different sources of official bilateral and multilateral finance, especially climate finance.
In addition to carrying out the country level survey, UNDP’s report analyzed key data
on development finance in the Pacific. The key trends are summarized below:
Public revenue and domestic resource mobilization in the Pacific
Domestic resources will be critical for Pacific SIDS to achieve the SDGs and many have
made progress to mobilize more domestic resources over recent years. The relatively larger
economies – Fiji, Papua New Guinea, the Solomon Islands – have a comparatively broader
economic base, land-based natural resources (e.g. oil, minerals and timber) and are able to
mobilize independent sources of financing. Fiji has also managed to achieve some successes in export diversification.
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Fishing license revenues have significantly expanded incomes in several Pacific SIDS over
recent years (up from US$ 100 million to US$ 430 million over the past five years). The
World Bank moreover estimates that fisheries could generate more than US$ 345 million
per year in additional revenue by 2040 and significantly boost incomes in Kiribati, Tuvalu
and Micronesia.
Revenues from tourism have also expanded incomes and are particularly important in several Pacific SIDS, such as Fiji, Palau, Samoa and Vanuatu. Innovative fees or taxes associated
with tourism have also been tried in a few countries. The most notable is Palau’s “Green
Fee”, a US$ 50 charge levied on overseas visitors to fund national conservations efforts. It
has thus far raised over US$ 3 million in revenues. Further tourism expansion could mobilize an additional US$ 1.87 billion in revenue and create an additional 127,000 jobs in Pacific SIDS by 2040, according to World Bank estimates. Some Pacific SIDS are now exploring
the potential of deep-sea mining as a potential source of sustainable revenue in the future,
though caution is urged as to possible negative environmental and social impacts.
PSIDS continue to have particular domestic resource mobilization constraints however. Especially in the Pacific microstates, independent financing options are much more
limited and a high degree of dependency on external aid persists. The report points to
considerable revenue volatility in Pacific SIDS, especially for those countries that are dependent on commodity exports.

Challenges in domestic resource mobilization are compounded by the problem of socalled illicit outflows of capital. Estimates by Global Financial Integrity put the amount
lost to the practice of trade mis-invoicing at US$ US$ 224.7 million per year in Vanuatu
and US$ 145.4 million per year in Samoa for example.
Many Pacific SIDS also have high recurrent costs in their national budgets, which tilts
public expenditure towards recurrent outlays rather than capital investments. Capital
spending in Pacific SIDS has averaged less than 20 percent of government spending over
the last decade compared to 32 percent in low-income countries as a whole. The weak
effectiveness of public expenditure, especially in rural areas and outer islands, remains a
continued challenge. Boosting the effectiveness and impact of public finance, especially
in key public policy areas such as education, health, infrastructure development and adaptation to climate change will be critical for SDG achievement in the Pacific.
Sovereign Wealth Funds in the Pacific
Sovereign Funds (SFs) are another potentially important source of financing for sustainable development in the Pacific. It is estimated that over US$ 7 billion is held by
the region’s superannuation and trust funds (Timor-Leste excluded). SFs in the Pacific
are among the longest established in the world and are often the largest single asset
owner and investor. For example, Timor-Leste’s Petroleum Fund is the largest Sovereign Wealth Fund in Pacific SIDS. At the end of 2015, its assets were US$ 16.2 billion.
The income stream from these funds can be a large part of fiscal revenues.
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Most SFs in the Pacific do not have an explicit economic development purpose and
there are few macroeconomic stabilization funds despite the considerable levels of
macroeconomic instability, as well as their exposure to disaster risks. Yet there are also
high opportunity costs associated with building fiscal buffers in a context where development needs are high and capital expenditures are low.
UNDP’s survey indicated considerable interest in the Pacific in exploring how the value
of National Sovereign and Trust Funds can be better captured to support national sustainable development priorities. The Pacific Islands Forum Secretariat (PIFS) proposes
a ‘Regional Finance Facility for the Pacific’ as one way to mobilize this wealth in support of social and economic development. According to the proposal, the creation of
a regional bond market would allow countries with excess liquidity or investible funds
(revenue windfalls, savings etc.) to make them available to neighbouring countries for
development initiatives. While there is there is keen interest in carrying out further
analytical work as to the proposal’s feasibility, the lack of experience of many Pacific
countries with complex financial instruments as well as the lack of investible projects
in some countries present ongoing challenges.
Official Financial Flows to the Pacific
Concessional financial flows from official donors are key sources of external finance
for most Pacific SIDS and all countries are recipients of such flows. The total amount
of Official Development Assistance (ODA) received by Pacific SIDS nearly doubled in
volume terms between 2000 and 2012, from US$ 915 million to almost US$ 2 billion.
In 2014, ODA declined slightly to US$ 1.69 billion.

Dependency on official finance varies significantly amongst countries however, and
despite overall increases in official flows to the Pacific over the last 15 years, they constitute a decreasing proportion of overall financial resources available to Pacific SIDS
for sustainable development. Between 2000 and 2014, ODA as percentage of Pacific
SIDS’ GDP declined from 12.5 percent to 6.3 percent. This partly reflects improvements
in the development levels and income status of many countries, as well as increases
in other external financial flows, such as foreign direct investment and non-OECD DAC
donor finance.
The picture however remains mixed and some countries remain heavily aid dependent. In Kiribati and the Federated States of Micronesia for example, aid totalled almost
40 percent and 31 percent of GDP respectively in 2015. Pacific SIDS as a whole register
ODA per capita levels of US$ 154 per person, which is higher than Caribbean small
states at US$ 55 per capita.
Most ODA continues to be allocated to the social sectors (47 percent in 2015), though
the share allocated to infrastructure investments has increased in recent years (17 percent for the same year) and also the environment (16 percent in 2015). Priorities such
as competitiveness, economic infrastructure and export diversification have become
more prominent with both Pacific SIDS and their development partners. Financing for
disaster preparedness and response has also picked up significantly over recent years.
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While the donor base is relatively narrow in Pacific SIDS, it is a committed one. Progress has been made to deliver more aid on-budget, to align aid with national development plans and to improve aid management and coordination. The challenge however is that while the largest development partners deliver the majority of finance, the
remainder is delivered via a multitude of small often uncoordinated projects which
stretches countries’ administrative capacities, exacerbates fragmentation and reduces
effectiveness. For some countries, ‘projectized’ aid is the only aid received.
Important rises in several sources of official finance are predicted for Pacific SIDS over
the next five years. Pacific SIDS received about US$ 2.5 billion in total official concessional financial flows from bilateral and multilateral development partners combined
in 2015. Over the next five years, this could increase to as much as US$ 3.5 billion annually. These increases are expected from: (i) the Asian Development Bank (from about
US$ 400 million per year to up to US$ 750/800 million by 2020); (ii) the World Bank
(under IDA 18 resource allocations will increase from about US$ 200 million per year
to up to US$ 450 million annually by 2020); (iii) the Green Climate Fund (GCF), which
could provide up to US$ 200 million annually in financing to the Pacific. South-South
Cooperation is also on the rise in the Pacific. Between 2006 and 2015, China provided
US$1,78 billion in aid to the nine Pacific small island countries with which it has diplomatic relations. China has become the fourth largest donor to the Pacific. As a result,
the capacity of Pacific SIDS to absorb and use this financing in effective and transformative ways will be critical. The level of concessionality associated with this finance is
also key to maintain debt sustainability in small vulnerable economies.

Climate finance in the Pacific
Climate change represents an existential threat to many Pacific island countries and
they urgently need to secure increased finance to adapt to its impacts. For many, finance for climate change adaptation and mitigation has (positively) increased over
recent years. The flow of climate finance to the Pacific totalled US$ 748 million committed for the 15 PSIDS from 2010-2014. Recently, a couple of Pacific island countries (Fiji,
Tuvalu) have leveraged large amounts of funding from the Green Climate Fund. Most
has been in the form of grants with just under 60 percent allocated to adaptation, 36
percent to mitigation and 5 percent for both. Climate finance is complemented by new
innovative insurance mechanisms such as the Pacific Catastrophe Risk Assessment and
Financing Initiative (PCRAFI) to support countries to manage environmental shocks.
While a few Pacific countries are building capacities to access climate finance ‘directly’
from bilateral and multilateral climate funds (e.g. the Cook Islands), most remain heavily dependent on accredited institutions and technical assistance to develop project
proposals and access funds. Pacific SIDS face a complex web of eligibilities and variable application requirements that can be difficult to fulfill (due to limited technical
and administrative capacities and/or co-financing requirements), and they often lack
expertise and capacity to develop high-quality “bankable” projects for investment. National public financial management systems and institutions also vary in their strength
and effectiveness.
Pacific SIDS are strategically well-placed to access more climate resources in the future but will continue to remain heavily dependent on accredited entities to support
them to access it. And while climate finance is on the rise, the share of loans in climate
finance is expected to rise in the future, especially for the higher-income Pacific countries. Pacific SIDS are keen to emphasize that this finance should be in the form of
grants, not loans.
Mobilizing domestic and international private finance for development
in the Pacific
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Domestic revenues and official external finance are both critical to support Pacific SIDS
to meet the SDGs. However, it is widely acknowledged that these sources alone will
be insufficient and that much more private finance – from both domestic and external
sources – will need to be mobilized by Pacific SIDS.
In most Pacific SIDS, domestic financial systems that can mobilize domestic savings for
sustainable development are underdeveloped. The development of the local private
sector, in particular, is dependent on its ability to secure appropriate finance to start
and expand businesses. Access to affordable credit is low, although there have been
some improvements in financial inclusion over recent years due to initiatives such as
the Pacific Island Financial Inclusion Programme (PFIP) which has now reached over
1.5 million unbanked citizens in the Pacific. Guarantee schemes for small and medium-sized enterprises have also enjoyed some successes in increasing access to finance
for some target businesses/sectors though most have been relatively small (e.g. Samoa). Private insurance markets are also underdeveloped.
Attracting FDI is a key priority for most Pacific SIDS. Net FDI inflows, have increased
since from US$ 258 million in 2000 to US$ 629.8 million by 2015 and are an important

source of external private finance for long-term investment in physical capital, job
creation, skills and technology transfer. FDI inflows have increased in particular from
Asia and there have been some increases in inter-Pacific FDI. Most is concentrated in
the extractive sectors (e.g. oil, minerals, palm oil, timber and fisheries), but it has also
diversified into construction and services, such as real estate, the financial sector, business service, retail, and infrastructure. FDI flows exhibit considerable volatility in Pacific
SIDS and there are significant revenue leakages associated with it, due in large part to
generous tax incentives. The ‘enabling environment’ for FDI in the Pacific (e.g. weak
infrastructure, communications and transportation links, political instability, access to
land etc.) remain some of the most important constraints to FDI reported by investors
to the Pacific.
Remittances are also an important source of household income and foreign exchange
in some countries (e.g. Tonga), and remittances amounted to on average 7.6 percent
of GDP in 2016, an amount higher than for the Caribbean (at 5.5 percent of GDP). Remittances may be even higher due to unrecorded transfers. This has prompted some
countries to take an interest in initiatives that incentivize diaspora communities to invest a proportion of their wealth ‘back home’. The recent withdrawal of correspondent
banking relationships is however a new challenge for the Pacific and may further increase already high remittance transfer costs as well as undermine recent progress in
financial inclusion.
Private Development Assistance (PDA) and impact investment are growth areas internationally and are also on the rise in the Pacific, though finance from these sources
remains small overall (and data is weak). According to SDGfunders.org, between 2002
and 2013, a total of US$ 59.34 million in PDA was channelled from external sources to
Pacific SIDS for development-related activities. Most has focused on the environment,
health and disaster relief. Little to none is channeled via national budgets and instead
is distributed via NGOs, religious organizations and other entities.
Pacific SIDS and debt sustainability
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Debt financing will make an important contribution to financing the SDGs in Pacific
SIDS. In the Pacific SIDS, public debt ratios remain fairly low overall and averaged 37
percent of GDP in 2015. Most of this is concessional debt from official lenders. Pacific
SIDS are moreover much less severely indebted than their counterparts in the Caribbean where public debt ratios averaged 71 percent in 2015.
Nevertheless, debt risks remain elevated. Out of 10 Pacific countries, the IMF categorizes four as at high risk of debt distress, four at moderate risk and just two at lowrisk due to narrow export bases and a large exposure to economic and environmental
shocks. The rising share of loans in ODA, especially for higher-income countries, may
also increase some Pacific SIDS’ debt burdens in the future while some South-South
Cooperation providers are also supplying more loan financing to some PSIDS. This is
combined with increases in loan finance from some multilateral lenders in the future.
Debt management capacities have improved in some Pacific SIDS but PSIDS will still be
constrained in the amount of debt they can take on, and the level of concessionality of
loan financing will be an important determinant of future debt sustainability.
UNDP’s survey showed that innovative finance modalities, such as debt-for-nature
swaps which have been implemented by some small islands (such as the Seychelles),

and are now under active discussion in a few Pacific SIDS (e.g. Palau) are of broader
interest to the region as a tool to increase financing for environmental interventions.

Selected ways forward and recommendations
When it comes to financing for sustainable development, Pacific SIDS share many commonalities, such as high capital investment needs, narrow revenue bases, an underdeveloped domestic private sector and dependence on development aid. But UNDP’s
study also showed that the picture varies considerably from one Pacific island country
to the next – from dependence on ODA or remittances, to the ability to attract private
investment to the effectiveness of public expenditure. This means that domestic and
external resource mobilization strategies – and the institutional reforms and public
policies that will be needed to leverage and effectively use various sources of finance
– will vary from one country to the next and there will be no ‘one size fits all’ strategy.
Despite these differences, a number of key themes have emerged from this study’s
analysis and some possible ways forward can be identified – for both Pacific SIDS and
their development partners.
Domestic resource mobilization
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There are opportunities in many Pacific SIDS to expand domestic resource mobilization over the next few years but tax reforms always need to be tailored to a
specific country’s circumstances. Substantial additional domestic revenues are possible from fisheries, tourism, natural resource extraction, and (possibly) deep-sea mining. ‘Green’ fees or other innovative fees levied on the tourism sector can also provide
complementary and sustainable sources of finance, especially as tourist numbers are
predicted to rise with a positive impact on public revenues.
Progress is needed in many countries to further expand tax coverage (with a possible focus on larger taxpayers) to better harness revenues from natural resource extraction, redirect state subsidies to activities with positive externalities, strengthen
administrative capacities and improve the efficiency of public expenditures overall.
Improved stewardship of natural resource income in particular will be critical. Reform
of state-owned-enterprises has also had a positive impact on public finances in some
countries and should be continued. To strengthen the effectiveness and impact of
public finance, tools such as UNDP’s “Development Finance Assessment” (DFA) can be
useful. The DFA helps countries to understand their current financing landscape, look
at how different flows are currently managed and their effectiveness/impact, and identify opportunities for reform.
In some countries, tax exemptions and incentives result in considerable losses in revenues from overseas investors yet it is not always clear that they are effective in attracting investment. A focus on other factors such as the quality of infrastructure, and macroeconomic and political stability may be more influential in the long-run. To reduce
illicit outflows of capital, initiatives such as the joint OECD-UNDP programme, ‘Tax Inspectors Without Borders’ (TIWB) may be useful to help increase domestic resources.

More research is also recommended into how the wealth invested in Sovereign Wealth
and Trust Funds can be more effectively leveraged, including the proposal for “Regional Financing Facility for the Pacific”. This should seek to understand how individual countries will be impacted and in particular who would stand to benefit (lose) the
most from the proposal and propose how any undesired impacts might be mitigated
against.
Official financial flows
Even with improved domestic resource mobilization, concessional development
assistance will remain critical to most Pacific SIDS to enable them to not only deliver adequate public services, but to invest in critical infrastructure and to plan
for and adapt to climate change. New increases in concessional finance from some
multilateral development banks, climate funds and also South-South Cooperation
providers are welcome and will provide much-needed additional financing for capital investments in the Pacific. UNDP’s study underscores that this finance must be as
concessional as possible so as to preserve debt sustainability in a context where debt
vulnerabilities remain elevated.
PSIDS will need to plan early for expected increases in financing in order to identify
priority investments, ensure projects are aligned with national development plans,
and secure the technical advice and implementation support they need. This is critical
since the impacts of ‘failure’ can be ‘amplified’ in the Pacific due to countries’ small size.
PSIDS will need coordinated donor support to develop a ‘bankable’ project pipeline.
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Official finance can be used more strategically to leverage or ‘crowd-in’ finance from
the private sector, especially in the area of infrastructure, or in other sectors where
there are expected economic returns. Projects supported with blended finance arrangements for example could be implemented and/or scaled-up in some countries
in the Pacific. Areas that could be explored will vary from country to country but could
include, inter alia: maritime infrastructure investments (e.g. ports, harbours, shipping
and fisheries); improved water and sanitation facilities; development of the local private sector; aquaculture; renewable energy; improvements to national road networks
and improved climate resilience.
Access to, and eligibility for, concessional finance continues to be a major issue for
all SIDS. The study urges the international community to acknowledge that income
per capita is an inadequate – and indeed sometimes misleading – measure of a country’s overall development level, its economic and environmental vulnerabilities and
its financing needs. The international dialogue on eligibility criteria for concessional
finance – especially for middle-income SIDS – must continue with a specific focus on
how vulnerability can be used to inform concessionality levels. The report invites Pacific SIDS and their development partners to take into consideration the work being
prepared by a working group co-chaired by UNDP and the World Bank on small states’
access to development finance.
Pacific SIDS indicated a clear preference for more resources to be channelled via budget support and multi-year arrangements. Greater use of sector wide approaches and
direct budget support could help to build the longer-term capacities of PSIDS’ administrations as well as support more resilient core expenditure, and strengthen country
ownership. It can also help to reduce fragmentation. Pacific SIDS need to continue to

improve planning, budgeting, public financial and aid management to build further
trust and confidence in their governance of concessional finance. Donors should consider further ways of pooling resources to reduce countries’ reliance on a single source
of concessional finance and improve predictability. This can also help to reduce fragmentation and enhance coordination amongst development partners in a context of
overall increasing resources.
Accessing climate finance
PSIDS are strategically well-placed to leverage additional climate finance from
the international community and some progress has been made. Application processes remain complex however and other challenges remain, in particular weak technical capacity. Pacific SIDS and their development partners must continue to advocate for special access to climate finance resources for the Pacific, for procedures to be
simplified, and continue to strengthen domestic capacities in this area. Development
partners have a role to play in supporting Pacific SIDS to build capacities to access
climate finance on their own.
Climate finance funds often look favorably on a multi-partner proposal. Pacific SIDS
must therefore be proactive in developing partnerships with accredited entities and
supportive bilateral donors to submit timely and high-quality project proposals since
those entities can provide the appropriate technical advice and support. Countries
that have successfully accessed climate finance to date have invested in forming these
partnerships.
Pacific SIDS could also explore the potential for joint-country project proposals to access GCF and other climate resources as a way to support improved Pacific integration,
share technical expertise and personnel, and lower costs.
Pacific SIDS can learn from those SIDS that have enjoyed recent successes in accessing
climate finance – both within and outside the Pacific. The Pacific South-South mentorship/attachment programme recently established by PIFS in the area of public financial management could be potentially expanded to the climate finance arena to build
domestic skills to navigate the complex architecture of climate finance funds and application processes. The World Bank’s Small States Forum could also be used to foster
these types of partnerships, possibly with other SIDS outside the Pacific.
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Leveraging private finance in the Pacific
Some Pacific island countries have been successful in leveraging increased FDI
flows and further increases are expected, e.g. in the fisheries and tourism sectors.
Further increases in FDI are also anticipated from Asia. Yet the impact of FDI on
development in the Pacific is often weak. Limited absorptive capacities, concentration
of FDI in one or two sectors and poor business environments are some of the factors
that reduce the positive overall impact of FDI on Pacific economies.
Pacific SIDS need to focus carefully on the quality and impact of FDI and in particular
its alignment with the SDGs. This includes evaluating FDI next to key indicators, such
as its impact on job creation, environmental impact, and its contribution to exports
and fiscal revenues, amongst other indicators. Pacific SIDS should in many cases seek
to leverage FDI to move up the value chain, i.e. to build a low-carbon, environmentally

sustainable economy (e.g. through investments in renewable energy technology, water purification, etc.); build key infrastructure (ICT, roads, transport, water, etc.); and
a knowledge based economy that provides high quality employment opportunities.
Pacific island countries also need to focus on strengthening the enabling environment
for business and on overcoming some of the barriers to investment, such as burdensome and complex administrative procedures, weak infrastructure (and in particular
poor transportation links), political instability and a poorly trained local workforce.
Tax and import duty exemptions and other tax incentive schemes for overseas investors are prevalent in the Pacific. Yet in many cases, they are leading to considerable
revenue losses. In many countries, a case can be made to review investor incentives.
Concessions for international investors is an area that may also warrant a region-wide
response.
Local private sector development is also identified as a key priority for many
PSIDS, yet many continue to struggle despite the successes of some credit guarantee schemes and financial inclusion initiatives. Many Pacific island countries see
merit in further improving and expanding credit guarantee schemes for small and
medium-sized enterprises which are most useful when accompanied by business advisory support and technical assistance in financial literacy and education. Equity investment in Pacific SMEs could also be further explored and is relatively uncommon at
present. This area may also be of particular interest to impact investors.
There is also a high level of interest in innovative insurance schemes as a tool to
strengthen the local private sector, reduce risk, and to build resilience to shocks and
stresses of various kinds (such as weather-related risks, particularly cyclones, typhoons,
floods and drought). Crop, livestock and/or fisheries insurance should be further explored in the Pacific and initiatives such as the Caribbean Ocean and Aquaculture Sustainability Facility (COAST) may be of interest. COAST proposes an innovative insurance mechanism to promote the resilience of the small-scale fisheries sector in the
Caribbean against increasing climate-change related disaster risk.

2 1 | E X E C U T I V E S U M M A RY

Recent challenges relating to the withdrawal of correspondent banking relationships
in some small states across the Pacific could undermine recent progress on financial
inclusion in the Pacific, as well as further raise the costs of remittance transfers. This
underscores the importance of development partners continuing to invest in lowering
the costs of remittance transfers, through for example targeted advocacy with banks
and financial awareness campaigns.
There is also a keen interest in exploring the potential of innovative finance
schemes in the Pacific as a means to source new and additional funds, especially
for environmental interventions. Innovative development finance modalities, such
as schemes that target the diaspora, debt-for-nature swaps and impact investment
represent additional and complementary sources of development finance that can be
further explored by the Pacific. The emerging concept of the ‘blue economy’ in particular could be used to leverage impact investment (and other private sector capital) in
initiatives that support e.g. sustainable fisheries management and sustainable aquaculture. Schemes to incentivize the diaspora to invest ‘back home’ could also be considered, such as ‘SDG Funds’ and initiatives that aim to connect the diaspora with local
businesses and investment opportunities in their countries of origin.

Information on the potential of many so-called ‘innovative finance’ schemes is weak in
the Pacific, in particular how to design and implement different financing mechanisms
and where to source technical expertise. Moreover, it should be noted that innovative
finance schemes typically represent complementary sources of development finance
and are unlikely, in the main, to provide finance at any real scale. Development partners have a key role to work with national authorities to identify innovative finance
ideas with promise, facilitate connections with relevant technical experts and impact
investment communities, devise project proposals and provide co-financing/guarantees in some cases. UNDP’s ‘Financing Solutions for Sustainable Development’ provides information on a range of innovative finance mechanisms (such as social impact
bonds, debt-for-nature swaps, environmental trust funds, payment for ecosystems
services, environmental levies, impact investment and more), shows how they have
been used, outlines their pros and cons. This platform may be of interest to Pacific SIDS.
Preserving debt sustainability
Increased financing from some multilateral and bilateral development partners, combined with the use of blended finance arrangements and increased South-South financing imply that loan financing will rise for many Pacific island countries in the future, especially the higher-income economies. Despite overall low debt ratios in many Pacific
island countries, debt vulnerabilities remain high. This finance must therefore be extended on highly concessional terms so as to minimize future risks of debt distress.
Innovative lending instruments such as countercyclical loans implemented by the
French Development Agency and other variations on state contingent debt instruments – which see debt service fall when a major shock occurs – may be useful to the
Pacific to help reduce macroeconomic risks. More limited variations include ‘hurricane’
or ‘cyclone’ clauses in loan contracts. The benefits would be more widely felt the larger the number of official finance providers extend such loans. Development partners
should therefore explore the use of such innovative debt instruments to all Small Island Developing States.
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Given the interest shown by Pacific SIDS in debt-for-nature swaps to help fund local
conservation efforts, more work could be undertaken by Pacific SIDS and their development partners to look at the potential of debt swaps for the Pacific – even where
debts are not considered technically unsustainable. Thus far, political support for debt
swaps has remained muted. Yet they could help mobilize additional finance for critical
conservation efforts.
UNDP’s report sets-out how Pacific SIDS (and their development partners) can maximize the opportunities presented by a dynamic and changing development financing
landscape. The key challenge is now to put some of these ideas into practice. This is
essential if we are to remain true to the SDG promise to “leave no-one behind”.

Introduction

“[F]inancing from all sources, domestic and international, public and private, the development and transfer of reliable, affordable, modern technology […], capacity-building assistance and enabling institutional and policy environments at all levels are critically important means of advancing sustainable development in small island developing states.”
The Samoa Pathway, 20141
The Samoa Pathway, adopted by 115 Heads of State and officials of small island developing states (SIDS) and other countries in Apia, Samoa in 2014 outlines an action plan
for the sustainable development of all small island states and reinforced international
recognition of SIDS as a special case for development. The Samoa Pathway outcome
document recognizes that, to achieve sustainable development, actions will be required across many different areas: from addressing climate change and protecting
oceans and the seas to improving health and education, creating employment opportunities and building resilience to shocks and disasters (amongst many other areas).
Partnerships – between SIDS authorities and their development partners and between
public and private actors – will be essential to achieve these aims, as well as capacity
development support and the mobilization of more (and better) financing.
The Samoa Pathway is complemented by the Sustainable Development Goals (SDGs),
adopted by world leaders in September 2015 and the 2015 Paris Agreement to tackle
climate change.2 The former set out ambitious aspirations to eradicate poverty, protect
the planet and ensure peaceful and inclusive societies everywhere; the latter commits
the international community to limit the temperature rise to well below 2°C this century (with a preference for 1.5°C), essential for the survival of many Pacific SIDS.
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Implementing these important international agreements will require unprecedented
investments in areas such as health and education, infrastructure development, peace
and security, environmental protection and climate change adaptation and mitigation. This will require, in turn, commensurate financial and technological resources, as
well as the capacity to deploy every dollar effectively.
The Addis Ababa Action Agenda (AAAA), adopted during the Third International Conference on Financing for Development in July 2015 outlines a series of commitments
from the international community to ensure more public and private resources support sustainable development.3 In the AAAA, the international community pledged

1

United Nations (2014), Small Island Developing States Accelerated Modalities of Action (Samoa Pathway): https://sustainabledevelopment.un.org/sids2014/samoapathway

2

United Nations (2015), Sustainable Development Goals: https://sustainabledevelopment.un.org/sdgs
and United Nations (2015), Paris Agreement: http://unfccc.int/paris_agreement/items/9485.php

3

United Nations (2015), Addis Ababa Action Agenda on Financing for Development:
http://www.un.org/esa/ffd/wp-content/uploads/2015/08/AAAA_Outcome.pdf

to mobilize more domestic resources for development and to use those resources
transparently and effectively, to allocate more public finance to social protection, agriculture, research and new technologies, and to put in place policies and legislation to
attract more private finance flows and ensure that they are aligned with public policy
aims. The AAAA also recognized the special development challenges facing small island developing states and called on the international community to ensure that SIDS
(and other countries in “special” development situations) are able to access the finance
they need, on appropriate terms and conditions, to support investments in sustainable
development.4
Mobilizing adequate financing for sustainable development will be a challenge for
all countries, but will be particularly difficult for Pacific small island developing states
(PSIDS). While it is acknowledged that there is much diversity in PSIDS – from states
that have land-based natural resources and/or oil and more opportunities for private
investment and a diversified economy (e.g. Fiji, Papua New Guinea, Solomon Islands,
Timor-Leste), to micro/atoll states (Cook Islands, Kiribati, Tuvalu) that have very small
land areas and rely on one or two economic sectors for income (e.g. fisheries, tourism)
– there are also many commonalities that bind these island states. These include a
disproportionate exposure to climate change and a vulnerability to external shocks,
remoteness and isolation, small market size, as well as a need to reduce poverty and
improve infrastructure and economic opportunities for their peoples. These structural
characteristics can make domestic resource mobilization more difficult (in a context
where per capita service delivery is typically more expensive) and also constrain private sector investment. Some PSIDS, especially the smallest, remain heavily dependent on external sources of finance and in particular development aid and migrant remittances to fund development and boost households’ incomes (in Tonga for example,
remittance inflows amounted to almost 25 percent of Gross Domestic Product (GDP)
in 2015).5
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PSIDS’ financing needs for sustainable, climate-sensitive development are difficult to
quantify but are estimated to be among the highest in the world when measured as a
proportion of national output. They are also set to rise with the predicted impacts of
climate change, which for many poses an existential threat. While improved domestic resource mobilization will be central to PSIDS’ efforts to meet the SDGs (as well as
more effective deployment of those resources), domestic finance alone will also be
insufficient. External public and private financing will also be needed to not only support Pacific SIDS’ long-term development, but to address sudden major shocks such as
extreme weather events, and to plan for and adapt to climate change.

4

SIDS as a special development case have long been recognized within the United Nations. SIDS were
first recognized as a distinct group of developing countries at the United Nations Conference on
Environment and Development in 1992. This was followed in 1994 with the 1st UN Global Conference on SIDS in Bridgetown, Barbados which led to the adoption on the Barbados Programme of
Action (BPoA), a document that outlines a strategy for SIDS’ social and economic development. It
was followed 10 years later by the Mauritius Strategy of Implementation, which details progress and
constraints experienced in achieving the BPoA, and puts forward actions and strategies to accelerate
progress. It was then followed in 2014 by the SAMOA (Small Island Developing States Accelerated
Modalities of Action) Pathway. For further information, see: UN Sustainable Development Knowledge
Platform (SIDS): https://sustainabledevelopment.un.org/topics/sids

5

IMF (2016), Tonga, Article IV Consultation

Some of this much-needed external financing is on its way: climate finance is on the
increase (especially via the Green Climate Fund – GCF), and following a difficult start
several Pacific SIDS are now successfully accessing these funds, either on their own or
in collaboration with multilateral organizations; large increases in finance from several
multilateral development banks and in particular the Asian Development Bank and
the World Bank are expected over the next five years; South-South Cooperation, while
currently still small, is also on the increase from some providers. Foreign Direct Investment flows (FDI) have also risen in some Pacific countries, and this investment is also
projected to rise, especially from Asia.
In parallel, many Pacific SIDS have made substantial progress in improving the ways in
which they use domestic and external resources, assisted by processes such as the Forum Compact on Strengthening Development Coordination in the Pacific, an initiative
of the Pacific Islands Forum Secretariat (PIFS).6 Improved public financial management
systems, better parliamentary and civil society oversight, and an openness by several
key donors to provide aid in more flexible ways and in ways that strengthen national
ownership and capacity have all helped to improve the effectiveness of much development spending over the last five years. Technology also offers important opportunities
to overcome some of the challenges of remoteness and to provide key services in new
and innovative ways – for example in the areas of banking and telemedicine.
But while there is much to build on, many challenges remain. Financing needs, especially for infrastructure investments and adaptation to climate change are high. Pacific SIDS’ capacities to absorb significantly increased financing flows (from all sources)
remains an open question, in particular in the smallest Pacific countries. The ability
to leverage private sources of finance remains weak in many countries and (despite
recent improvements) the effectiveness of public expenditures is mixed, especially in
outer islands.

25 | INTRODUCTION

This paper explores how Pacific SIDS – at the frontline of climate change – can most
effectively respond to a dynamic development finance landscape. What does financing for development currently look like in the Pacific? What steps have countries taken
to mobilize more resources for sustainable development as well as to strengthen the
quality of public expenditures? What new opportunities may there be to harness and
make effective use of various sources of public and private finance, as well as leverage
innovative new financing opportunities? Are there lessons learned from other countries, and in particular other SIDS? How can PSIDS and their development partners
make sure that future increases in finance can be absorbed and made truly transformative? How can development partners ensure that finance is supplied on terms and
conditions that are appropriate for small vulnerable economies?
To help answer these questions, UNDP has analyzed key data and trends on development finance in the Pacific over the last 15 years. It explores their implications for
the financing of the SDGs and the SAMOA Pathway, and looks at whether there are
development financing opportunities that could be further explored or expanded. The

6

For further information on the Cairns Compact on Strengthening Development Coordination in the
Pacific (Forum Compact), see: Pacific Islands Forum Secretariat (PIFS):
http://www.forumsec.org/pages.cfm/strategic-partnerships-coordination/pacific-principles-on-aideffectiveness/forum-compact/cairns-compact-1.html?printerfriendly=true

paper also looks at the development finance experiences of other small island states,
especially with respect to leveraging new and innovative sources of finance.
The paper has also been informed by Pacific island countries’ own views and experiences
of different sources of development finance. In 2016, in partnership with the Pacific Islands Forum Secretariat, UNDP issued a questionnaire survey to the 15 PSIDS covered by
this study to gather information about development finance priorities and experiences
in different Pacific island countries.7 Their responses are reflected in this study.
The paper concludes with a set of recommendations on selected ways forward for
both Pacific SIDS and their development partners, and aims to stimulate debate about
how Pacific small island states can meet the challenge of financing the SDGs and the
SAMOA Pathway.

7

UNDP and PIFS Questionnaire Survey (2016), Financing the SDGs in the Pacific Islands: Challenges,
Opportunities and Way Forward. A total of 7 countries (out of 15) responded to the survey. They are:
the Cook Islands, Kiribati, Palau, Federated States of Micronesia, Samoa, Tonga, Tuvalu. UNDP would
like to thank them in advance. A full detailed report on the results of the questionnaire survey is
available on request.
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Financing for development: a dynamic and
evolving international landscape
Over the last fifteen years, the development financing landscape has become
much more complex and diversified. New funders – public and private – have
emerged and/or expanded their international development cooperation activities. They include South-South Cooperation providers, new bilateral and multilateral climate and biodiversity funds, new public-private health initiatives, social
and environmental impact investors, philanthropic actors and more.
In parallel, new financing instruments have emerged, both within and in addition to Official Development Assistance (ODA). These include: green and blue
bonds; diaspora investment schemes; debt swaps/ buy-backs; Islamic financing
instruments; lending in local currencies, and more. Financial instruments that can
help countries manage volatility and vulnerability to shocks and stresses have
also become more sophisticated, and include countercyclical loan type contracts
(where debt service is allowed ex ante to fall to zero when a major shock occurs)
and weather/catastrophe insurance schemes. The development dividend from
enhanced regional integration and options for “pooling” national savings and
channelling them into long-term regional investment schemes is increasingly
being explored.
Traditional development aid is also being used in different ways at the country
level. For example, “blended” finance (where concessional resources supplied
by a donor are blended with non-concessional public or private finance) has
become more prominent, especially to fund infrastructure investments. Direct
budget support, sector-wide or programmatic interventions, and policy-based
financing are also increasing in prominence alongside project-based finance.
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Development finance is a dynamic field that continues to evolve rapidly and
partnerships between public and private finance providers to build essential
infrastructure and to deliver basic social services have become more commonplace. For PSIDS, this more diverse and sophisticated international financing
“landscape” may offer new opportunities to leverage additional public and private finance in support of national sustainable development strategies, as well as
hedge their exposure to different kinds of risk such as extreme weather events or
commodity price volatility.
But there are also challenges. Many new financing approaches are complex to
understand, design and/or implement, especially where capacity is constrained
and oversight weak. They may also increase transaction costs, lead to fragmentation, reduce transparency and increase public debt burdens. Absorptive capacity
in small states (especially the very smallest) is a key challenge. Information is often scarce. Their advantages and limitations for countries with particular structural characteristics are not yet clear. UNDP’s questionnaire survey revealed that
experience with ‘innovative’ financing schemes is extremely weak in the Pacific.
In this context, this paper also seeks to understand and evaluate which financing
possibilities will be most relevant to the Pacific.

© Gail Hurley, UNDP - Fiji, Suva municipal market
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Pacific SIDS*
Cook Islands

Nauru

Solomon Islands

Fiji

Niue

Timor-Leste

Kiribati

Papua New Guinea

Tonga

Republic of the Marshall Islands

Palau

Tuvalu

Federated States of Micronesia

Samoa

Vanuatu

* Alliance of Small Island States (AOSIS) list8

Pacific SIDS share many commonalties but are also a heterogeneous set of countries.
While Pacific SIDS share many characteristics (such as small size, remoteness and isolation from markets, high transportation costs, vulnerability to shocks and climate
change, dependence on narrow range of exports etc.), they are also a heterogeneous
set of countries. PSIDS comprise relatively larger countries with land-based natural resources and/or oil wealth such as Fiji, Papua New Guinea, the Solomon Islands and
Timor-Leste and also ‘microstates’ such as Palau, Nauru, Niue and Tuvalu with fewer
than 20,000 inhabitants and fewer opportunities for economic diversification. The fifteen Pacific SIDS have a combined total population of more than 11.2 million people
(a 70 percent increase since 1990), spread across thousands of islands and scattered
over an area equivalent to 15 percent of the world’s surface. This structural characteristic results in a high per capita cost of public service provision as compared to other
countries which means their sustainability is constantly challenged.
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Population growth is high in the larger Pacific SIDS, notably Papua New Guinea,
Timor-Leste, the Solomon Islands and Vanuatu which have large youth populations.
The Melanesian countries are also projected to witness continued population growth.
In others, typically smaller Pacific SIDS, populations are increasing more slowly with
ageing populations an issue in Samoa and Tonga. At the opposite end of the spectrum,
years of outward migration, in part due to the free association agreement with New
Zealand, has shrunk populations in countries such as the Cook Islands and Niue.
Papua New Guinea is by far the largest PSIDS with a population of 7.6 million (80 percent of the total Pacific island population) and an annual nominal Gross Domestic
Product (GDP) of US$ 16.8 billion in 2015. Fiji is the next largest economy with an annual GDP of US$ 4.5 billion (2015). These countries (and also the Solomon Islands) have
a broad range of natural resources across minerals, hydrocarbons, forestry, agriculture

8

Alliance of Small Island States (AOSIS): http://aosis.org/
There are 15 Pacific SIDS out of a total of 39 AOSIS members.
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Tasmania
Poverty and income levels vary
across PSIDS. In 2016, five PSIDS were classified by the
United Nations as “Least Developed Countries” – Kiribati, Solomon Islands, Timor-Leste,
South
Tuvalu, Vanuatu.10 This means they fulfil at least two
of Island
the following three criteria: an
annual per capita income below US$ 1,242; poor health and education indicators as
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For further information on the UN’s classification of “Least Developed Countries” (LDCs), see: UN
DESA: http://www.un.org/en/development/desa/policy/cdp/ldc/ldc_criteria.shtml

11

GNI per capita based on the World Bank Atlas method.
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Some PSIDS have made important strides to reduce poverty, improve health and
education and protect the environment. Palau for instance (with a per capita income
of over US$ 12,000 in 2015) is now one of the most prosperous countries in the Pacific, based in part on strong performance in the tourism sector.12 Fiji has managed to
reduce the share of the population living below the national poverty line from 39 percent in 2000 to 28.4 percent in 2014.13 Samoa has reduced the poverty rate from 26.9
percent in 2000 to 18.8 percent in 2014.14 Life expectancy at birth has also increased,
in some cases significantly. In Timor-Leste for example, life expectancy increased from
59.3 to 68.2 years over the Millennium Development Goal (MDG) period (2000 – 2015).
Similarly, Samoa’s life expectancy increased from to 69.4 to 73.5 years.15 Samoa has
also managed to reduce the share of children out of school (as a percentage of primary
school age children) from 8.4 to 2.6 percent in only 15 years.16
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Pacific SIDS overall have mixed ‘human development’ scores. UNDP’s Human Development Index (HDI) which measures average achievements in key dimensions of

12

See: Asian Development Bank (2015), Policies for Sustainable Growth Revisited: A Private Sector Assessment for Palau: http://media.wix.com/ugd/b54070_2dde20bcb79640fe953726ee6a0c0929.pdf

13

Fiji National Development Plan (Fiji’s 20 year and 5-year National Development Plan: A Better Fiji for All)

14

UNDP (2016), Samoa Hardship and Poverty Report: Analysis of the 2013/2014 Household Income and
Expenditure Survey

15

World Bank (2016), World Bank Development Indicators:
http://data.worldbank.org/indicator/SP.DYN.LE00.IN

16

East West Centre (2013), Education in Pacific Island States: Reflections on the Failure of Grand Remedies: http://www.eastwestcenter.org/sites/default/files/private/pip008.pdf

human development, namely educational attainment, life expectancy and income
(standard of living) rank four Pacific SIDS as having ‘high’ human development, four at
‘medium’ and two at ‘low’ (for countries where data is available).17
Human Development in Pacific SIDS

HDI Country
rank

Human Development
Index (HDI)

Life
expectancy
at birth

Expected
years of
schooling

Mean
years of
schooling

GNI per
capita

Value

(years)

(years)

(years)

(2011 PPP $)

60

Palau

0.780

72.7

13.7

12.3

13,496

90

Fiji

0.727

70.0

15.7

9.9

7,493

100 Tonga

0.717

72.8

14.7

10.7

5,069

105 Samoa

0.702

73.4

12.9

10.3

5,327

0.640

69.1

11.7

9.7

3,432

133 Timor-Leste

0.595

68.2

11.7

4.4

5,363

134 Vanuatu

0.594

71.9

10.6

6.8

2,803

137 Kiribati

0.590

66.0

12.3

7.8

2,434

123

Fed. St.
Micronesia

156

Solomon
Islands

0.506

67.9

9.2

5.0

1,540

158

Papua New
Guinea

0.505

62.6

9.9

4.0

2,463

Source: UNDP (2015)18
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Over the last 15 years, Pacific SIDS have experienced relatively rapid economic
growth. Between 2000 and 2015, PSIDS as a whole achieved an average GDP growth
rate of 4.4 percent annually. This is 1.6 percentage points higher than the world average, and 2.1 percentage points higher than that in Caribbean small states over the
same period.19

17

Author’s elaboration based on UNDP HDI (2015) data. For further information, see: UNDP, Human
Development Index (HDI): http://hdr.undp.org/en/content/human-development-index-hdi

18

Author’s elaboration based on results of UNDP’s, Human Development Index (2015):
http://hdr.undp.org/en/content/human-development-index-hdi Most data is for 2014.
Key: dark green denotes countries with ‘high’ human development; light green with ‘medium’ human
development; white with ‘low’ human development. Data not available for some countries.

19

World Development Indicators (2016)
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Nevertheless, this growth is highly variable across Pacific countries. Much of
the recent growth was driven by the three largest PSIDS, namely Papua New Guinea, Timor-Leste and the Solomon Islands. Between 2000 and 2015, the economies of
Papua New Guinea and Timor-Leste’s grew at an average rate of 5.2 percent and 5.4
percent respectively. Fiji, the second largest economy in the Pacific, achieved an average growth rate of 2.5 percent annually over the same period and moreover has
accelerated its economic growth rate in recent years, with an annual economic growth
rate higher than 5 percent for three consecutive years since 2013.21 At the same time,
high rates of population growth in these countries (and in particular PNG, the Solomon
Islands and Timor-Leste) mean that although economies have been expanding, per
capita incomes have not necessarily been rising as strongly.
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Growth can be attributed mainly to expansion in the construction, agriculture
and extractives sectors. For example, between 2000 and 2014, the construction sector in Papua New Guinea (PNG) grew at 14.5 percent annually and the share of the
construction sector in PNG’s GDP increased from 6.1 percent in 2000 to 20.1 percent in
2014. In the Solomon Islands, the agricultural sector is the main driver. Between 2000
and 2014, the agriculture sector in the Solomon Islands grew at average rate of 5.8
percent annually and represented 53.7 percent of GDP in 2014 (up from 42.3 percent
in 2000). In Timor-Leste, the oil industry accounts for more than three quarters of GDP
and is the main driver of economic growth (however due to the fall in oil prices since

20

Key: CSS: Caribbean small states; EAP: East Asia and the Pacific; MIC: middle-income countries; PSS:
Pacific small states; SST: small states: FJI: Fiji; KIR: Kiribati; MHL: Marshall Islands; FSM: Federated States
of Micronesia; PLW: Palau; PNG: Papua New Guinea; WSM: Western Samoa; SLB: Solomon Islands;
TMP: Timor-Leste; TON: Tonga; TUV: Tuvalu; VUT: Vanuatu; PSIDS: Pacific SIDS

21

World Development Indicators (2016)

2013 the non-oil sector has also expanded recently). Fiji’s recent economic growth is
mainly driven by growth in agriculture, infrastructure and trade. The challenge is that
reliance on a few key economic sectors (and a few large firms) for a large proportion
of growth can make public revenues unstable and leave economies vulnerable to the
closure of specific firms/industries.
Growth is overall lower in the smaller Pacific SIDS. Most of the smaller Pacific SIDS
register annual growth rates of on average less than 2 percent annually. The Federated
States of Micronesia, in particular, has hardly experienced any economic growth over
the past 15 years. Low growth rates can be attributed to multiple factors, including: (i)
small domestic markets and remoteness from major markets; (ii) their undiversified
economies; and (iii) the frequent natural disasters experienced. These disadvantages
are compounded by weak and undeveloped institutions, and low capacities.
Growth is also volatile in many PSIDS. Growth rates have been especially volatile in
the Solomon Islands and Timor-Leste, but are volatile across PSIDS as a whole in part
due to some of the characteristics and vulnerabilities described above. In the Solomon
Islands, growth volatility can be attributed in large part to ethnic tensions in the early
2000s.
Boxplot: Annual GDP Growth in PSIDS (%), 2000-2015
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Source: World Development Indicators (2016)

Pacific SIDS’ economic bases vary considerably. Many – especially the smaller PSIDS
– are characterized by a large service (tertiary) sector (especially tourism), a relatively
stronger primary sector (fisheries and agriculture) and a weaker secondary sector (including mining, manufacturing, energy and construction sectors). Nauru, Papua New
Guinea and Timor-Leste in contrast are all characterized by large secondary sectors, in
particular construction and/or mining.
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Fisheries is an important economic sector for most Pacific SIDS, particularly in
the Northern Pacific and many are taking steps to manage it more efficiently and
sustainably. Many PSIDS are in fact large ocean states. Their vast ocean spaces comprise a significant portion of the world’s ocean – on average 28 times more than their
actual land space. For example, the Republic of Kiribati has the 13th largest exclusive
economic zone on the planet. Coastal and oceanic fishing industries represent an important source of nutrition, jobs and revenue for PSIDS, including revenues from the
issuance of fishing licenses to other countries. Through the Nauru Agreement (a regional agreement on fisheries among Kiribati, the Marshall Islands, Micronesia, Nauru, Palau, Papua New Guinea, the Solomon Islands, and Tuvalu), revenues from fishing
rights have increased fivefold over the past five years, according to the Pacific Islands
Forum Fisheries Agency.22
Tourism has also expanded over recent years and is a major economic sector for many
Pacific SIDS. PSIDS’ beautiful natural environments continue to attract business and leisure visitors from around the world. Between 2005 and 2014, tourist arrivals to the Pacific grew by 4.5 percent compared to a global average annual growth of 3.9 percent.23
New hotels and hotel facilities continue to be built, while port facilities and airport
infrastructure expanded. Tourism has many linkages with other economic sectors, and
when properly managed can contribute to growth in other critically important sectors
such as agriculture, fisheries, services and transportation. It is also a major employer in

22

BBC/PAC News (2015), Pacific islands want a bigger share of fishing income: http://www.pina.com.
fj/?p=pacnews&m=read&o=18015400765653aa3f01c30db6d942

23

World Bank (2017), Pacific Possible: Long-term Economic Opportunities and Challenges for Pacific
Island Countries: http://www.worldbank.org/en/country/pacificislands/brief/pacific-possible

some PSIDS. In Fiji, tourism contributed to 35 percent of total employment directly and
indirectly in 2015; in Vanuatu, the figure was 45 percent in 2015.24 Tourism is also important in Samoa and Tonga where the South Pacific Tourism Organization estimates
that employment in tourism amounts to 18 percent and 15 percent respectively.25
Despite important development progress in many Pacific SIDS over the last 15
years, important challenges remain. While extreme poverty (defined as US$ 1.90 a
day in 2011 constant dollars) is less widespread, in a few countries rates are above
10 percent. They include Kiribati and the Federated States of Micronesia (though data
is often unreliable).26 Many Pacific SIDS have considerable numbers of people living
below the national poverty line. In particular in the outer islands, poverty is structural
and persistent.
Share of population living below the national poverty line
(% of population, 2015)
Fiji

31

Papua
New Guinea

28

Samoa

26.9

Tuvalu

26.3

Tonga
Vanuatu

22.5
12.7

Source: Asian Development Bank
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Gender inequalities persist in access to education and in income, social protection, health-care and decision-making. Rates of violence against women are very
high in some countries. Some two-thirds of women in Kiribati (68 percent), Fiji (64 percent), and the Solomon Islands (64 percent) have experienced physical and/or sexual
violence by a partner. Rates are also high in Vanuatu (60 percent) and the Republic of
the Marshall Islands (51 percent). Beyond the devastating human costs, violence and
inequality incur major economy-wide costs such as additional expenditure on service
provision, foregone income for women and their families and decreased productivity.

24

World Travel and Tourism Council (WTTC) (2016), Economic Impact Reports: http://www.wttc.org/
research/economic-research/economic-impact-analysis/

25

World Bank (2017), Pacific Possible: Long-term Economic Opportunities and Challenges for Pacific
Island Countries: http://www.worldbank.org/en/country/pacificislands/brief/pacific-possible

26

World Bank (2016), Engagement with Small States: Taking Stock: http://www.worldbank.org/en/
country/smallstates/publication/engagement-with-small-states-taking-stock

© Tom Perry, World Bank - Nukua'lofa, Tonga

Women’s representation in politics at the national and local levels is also very low in
most PSIDS with the exception of Timor-Leste where nearly 39 percent of parliamentarians are women.There are currently no female parliamentarians in the Federated
States of Micronesia, Tonga and Vanuatu.27
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Public health is also a critical issue in all PSIDS. In particular, non-communicable diseases (NCDs) impose large financial and economic costs on many islands. For instance,
NCDs accounted for 70 - 75 percent of all deaths in Pacific SIDS in 2012.28 Obesity

27

Asian Development Bank Gender Statistics, The Pacific and Timor-Leste (2016): https://www.adb.org/
publications/gender-statistics-pacific-and-timor-leste

28

World Bank (2014), Non-Communicable Disease (NCD) Roadmap Report: http://documents.worldbank.org/curated/en/534551468332387599/Non-Communicable-Disease-NCD-Roadmap-Report
The four main types of non-communicable disease are: cardiovascular diseases (e.g. heart attacks
and strokes); cancers; chronic respiratory diseases (e.g. asthma) and diabetes.

(as well as diabetes) is one of the leading causes of preventable death in the Pacific
Rim, with women particularly affected. Chronic diseases lead to a considerable loss in
productivity and consume a large percentage of the already limited public resources
available for diagnosis, treatment and rehabilitation.29 The World Bank estimates that
without targeted preventative measures (such as tobacco control and reducing the
consumption of unhealthy foods), Pacific countries could lose between three to ten
percent of GDP by 2040.30 Leaders in the Pacific have committed to preventative policy
actions such as enhanced tobacco control, and salt and sugar reduction. But if more
is not done to respond to the rise in non-communicable diseases, they may quickly
undermine Pacific authorities’ efforts to increase public revenues.
PSIDS are also extremely vulnerable to disasters and the impacts of those disasters are disproportionately high in PSIDS. PSIDS’ extreme vulnerabilities to extreme weather events such as Cyclones are well known. In 2015, Cyclone Pam inflicted
damages amounting to an estimated 60 percent of GDP in Vanuatu. The category-five
cyclone claimed 11 lives, displaced one-fourth of the country’s population and destroyed a large share of Vanuatu’s housing stock, infrastructure, tourist facilities, crops
and livestock.31 In 2016, Cyclone Winston struck Fiji and resulted in damage estimated
at over 30 percent of GDP.32 While the monetary value of damage from natural disasters may be higher in other countries due to the accumulation of valuable assets, the
relative damage in SIDS is much larger as a percentage of national output. According
to the World Bank, natural disasters in the Pacific cause damage every year on average
of nearly 2 percent of GDP (about US$ 248 million). Vanuatu and Tonga, for example,
experience annual losses estimated at 6.6 and 4.4 percent of GDP, respectively. 33
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Natural disasters and climate change pose severe macroeconomic challenges to
Pacific island countries. In addition to the devastating human cost, natural disasters
and climate change can destroy or damage essential infrastructure and other capital,
and mean that states can essentially “pay twice” for some infrastructure; they borrow
once to fund investments in, say, a water and sanitation facility, then have to borrow
again to replace the same facility when it is destroyed by an extreme weather event.
Natural disasters also contribute to higher revenue volatility and can damage both
short-term and long-term economic growth prospects. Natural disasters often expand
public debt by triggering more borrowing owing to lower revenues and/or increased
spending, thus intensifying balance of payments pressures. A reliance on imported
materials and the logistical challenges of reaching remote and dispersed populations
further increase the costs of coping with – and coming back from – disasters compared
to other countries.

29

UN DESA (2014), Trends in Sustainable Development. Small Island Developing States (SIDS): http://
sdg.iisd.org/news/desa-analyzes-sids-sustainable-development-trends/ and World Bank (2014),
Non-Communicable Disease (NCD) Roadmap Report: http://documents.worldbank.org/curated/
en/534551468332387599/Non-Communicable-Disease-NCD-Roadmap-Report

30

World Bank (2017), Pacific Possible: Long-term Economic Opportunities and Challenges for Pacific
Island Countries: http://www.worldbank.org/en/country/pacificislands/brief/pacific-possible

31

IMF (2015), Vanuatu Article IV Consultation

32

Asian Development Bank (2017), 7 priorities for infrastructure investment in the Pacific: https://blogs.
adb.org/blog/7-priorities-infrastructure-investment-pacific

33

World Bank (2012), Helping Small Island States Cope with the Aftermath of Natural Disasters: http://
treasury.worldbank.org/web/documents/PacificIslands_PCRFIpilot.pdf

Climate change will further accentuate PSIDS’ vulnerabilities and is expected to
intensify the frequency and severity of extreme weather events as well as cause
other major (and costly) damages, such as sea level rise and harm to fisheries
and marine resources. Annual Average Losses (AALs) attributed to climate change
are much higher in PSIDS than in other countries, as illustrated in the chart. In part this
is because they are high cost economies.
Climate adaptation costs are high (and rising). The Asian Development Bank estimates that for Pacific countries as a whole, preparing for and adapting to the effects
of climate change may cost between 1.5-2.5 percent of GDP a year. While preparing
for climate change will involve both monetary and non-monetary interventions (e.g.
improving knowledge and local capacity to deal with climate uncertainties will be critical non-monetary preparedness actions), for many Pacific SIDS, the costs of climate
adaption cannot be met through domestic public resources alone and will require additional external public and private finance.
Countries worst affected by the consequences of climate changeby share of
GDP: Pacific countries
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Source: UN OHRLLS, 201534

In addition, infrastructure investment needs are extremely high across the Pacific. This includes in sectors such as water and sanitation, transport, information
and communications networks, trade and power. For example, household access to
electricity across the Pacific is low at 30 percent on average.35 Infrastructure services in

34

UN OHRLLS (2015), Small Island Developing States in Numbers: https://sustainabledevelopment.
un.org/content/documents/2189SIDS-IN-NUMBERS-CLIMATE-CHANGE-EDITION_2015.pdf

35

Asian Development Bank (2017), 7 priorities for infrastructure investment in the Pacific:
https://blogs.adb.org/blog/7-priorities-infrastructure-investment-pacific

© PACC - Marshall Islands
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rural areas and outer islands are particularly poor. The challenge is to bring coverage
to rural areas and the outer islands, including through off-grid electricity, powered by
locally abundant (and renewable) sources like solar and wind. Adequate infrastructure
is crucial to development and achievement of the SDGs and the SAMOA Pathway as it
helps people live healthy and productive lives and links them to services, markets and
jobs. As with adaptation to climate change, these “big-ticket” investments cannot be
met through domestic resources alone.
Despite recent improvements in sustainable fisheries management, difficulties
remain. To ensure the long-term sustainability of key fish stocks and in particular
tuna, members of the Pacific Islands Forum Fisheries Agency (FFA) have developed
and implemented a robust framework of monitoring, control and surveillance. These
efforts demonstrate the on-going commitment by leaders in the Pacific to manage
their ocean and coastal fisheries resources responsibly and to fight illegal and unregulated (IUU) fishing and other fisheries crimes. However IUU fishing, pollution, climate
change, siltation, landfill and habitat destruction near urban areas all continue to pose
considerable threats to Pacific SIDS’ natural environments. For example, the Pew Charitable Trusts estimates the total value of illegally harvested or transshipped tuna in the
Pacific at about US$ 616.11 million a year.

That equates to more than 12 percent of the US$ 5 billion that the Pew report estimates
was paid to fishermen for their tuna catches in the region in 2014 and represents a significant loss to fishing nations with limited resources and jobs.36
Another challenge is a weak domestic private sector. Many PSIDS have underdeveloped private sectors and struggle to provide adequate employment opportunities for
their peoples. It is estimated that less than 50 percent of PSID’s workforce is employed,
and in many countries employment levels have recently declined even further.37 The
problem is especially acute in outer islands. The public sector is as a consequence a major source of employment leading, in turn, to high current expenditures. While some of
the challenges of a weak domestic private sector can be attributed to structural constraints (e.g. distance from world markets, small market size and limited resources etc.),
others are related factors such as inadequate infrastructure, poor communications and
connectivity, limited access to financial markets (with a few exceptions), a weak regulatory environment and inefficient state-owned enterprises (SOEs). Indeed, the World
Bank’s most recent ‘Doing Business Report’ 2016 puts nearly all PSIDS in the lower half
of its annual ‘Easiness of Doing Business Ranking’.38 Some PSIDS economies, such as
Timor-Leste (ranked 175th/190th), Kiribati (152nd/190), and Micronesia (151st/190), are
even ranked close to the bottom of the league table. These factors combined lead to
high cost of doing business in many PSIDS and constrain private sector development.
PSIDS: Rankings in World Bank’s Doing Business Report 2016
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Source: World Bank, Doing Business (2016)

36

Pew Charitable Trusts (2016), Illegal Fishing Costs Pacific Islands Millions Annually in Lost Tuna
Revenue: http://www.pewtrusts.org/en/research-and-analysis/analysis/2016/05/02/illegal-fishingcosts-pacific-islands-millions-annually-in-lost-tuna-revenue

37

World Bank (2016), Engagement with Small States: Taking Stock: http://www.worldbank.org/en/
country/smallstates/publication/engagement-with-small-states-taking-stock

38

World Bank (2016), Doing Business: Measuring Regulatory Quality and Efficiency:
http://www.doingbusiness.org/~/media/WBG/DoingBusiness/Documents/Annual-Reports/English/
DB16-Full-Report.pdf

A lack of quality employment opportunities in many Pacific island countries, especially in rural areas and outer islands is a key challenge. Youth unemployment
is a particularly pressing problem as job creation has not kept pace with population expansion in some countries. While PSIDS need to take measures to boost skills
and create jobs at home, increased labour mobility will also be vital to the future of the
Pacific. Yet, the ability to access external labour markets varies significantly across the
Pacific. By and large, populations from the poorest Pacific countries have the fewest
opportunities to emigrate. High mobility countries include the Cook Islands, Fiji, Samoa and Tonga; low mobility countries are Kiribati, Papua New Guinea, the Solomon
Islands, Tuvalu and Vanuatu.39 The World Bank estimates that more integrated labour
markets with key labour-receiving countries (Australia, New Zealand and South Korea)
could create an additional 40-80,000 jobs and US$ 5 -10 billion in net income for peoples of the Pacific by 2040 with the benefits particularly high for those Pacific countries
with low labour mobility.40 With reforms undertaken in both sending and receiving
countries (e.g. reforms to seasonal worker programmes, Pacific Category visas, improving educational and technical skills etc.), higher rates of labour mobility, income and
remittances would be possible across the Pacific.
Acknowledging that Pacific SIDS are a heterogeneous set of countries, a number of key issues and challenges have emerged from this analysis: (i) Pacific SIDS’
categorization as middle-income countries masks their structural economic and environmental vulnerability to shocks. Climate change will further accentuate this vulnerability. Adequate preparation for – and responses to – climate change and shocks will
be critical in PSIDS but are extremely difficult with narrow, volatile and weak economic
bases; (ii) public health challenges, especially in the area of non-communicable diseases, threaten to undermine development progress and Pacific authorities’ efforts to increase public revenues; (iii) infrastructure investment needs are high across the Pacific
and will be critical to boost these islands’ economies. Infrastructure investment cannot
be me through domestic resources alone and will require external public and private
financing; (iv) a weak domestic private sector, unemployment and population growth
are interlinked and pressing problems in many Pacific island countries. Addressing
them will require targeted policy interventions and financing, and also policy reforms
in key partner countries.

4 3 | PA R T O N E

Financing needs across various dimensions of sustainable development are therefore
high in Pacific SIDS. The next section of the report considers the various sources of
finance that are available – or that could be made available or expanded – to meet
some of these key sustainable development challenges. It also looks at PSIDS’ experiences and priorities with different sources of development finance, including countries’ efforts to not only mobilize and attract different sources of finance, but to make
that finance effective. It also explores the role of Pacific island countries’ development
partners in this area.

39

It is estimated that about 16,000 Pacific Islanders leave their island countries annually, mainly for
Australia, New Zealand and the United States. United Nations Population Fund (UNFPA) (2014), Population and Development Profiles: Pacific Island Countries: http://countryoffice.unfpa.org/pacific/drive/
web__140414_UNFPAPopulationandDevelopmentProfiles-PacificSub-RegionExtendedv1LRv2.pdf

40

World Bank (2016), Pacific Possible. Labour Mobility: the ten billion dollar prize:
http://pubdocs.worldbank.org/en/555421468204932199/pdf/labour-mobility-pacific-possible.pdf

© Aleta Moriarty / World Bank - Solomon Islands
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Financing for Development
in PSIDS: a Snapshot
Introduction
All Pacific SIDS reported the existence of some form of national development plan in
their responses to UNDP’s questionnaire survey on development finance priorities in
the Pacific. Yet just 50 percent indicated they had developed a financing strategy associated with that plan. Where financing strategies do exist, a number of key themes and
priorities can be identified.
Countries were asked, on the one hand, about their priorities with respect to different
sources of finance, and on the other, about priority sectors or interventions for that finance. It revealed that Pacific island countries attach a high level of priority to increasing both Official Development Assistance (ODA) and financing for climate change adaptation, as well as attracting more foreign direct investment (FDI) (see table). Other
major priorities include deepening South-South Cooperation, more effective domestic
resource mobilization and exploring innovative finance options. In short, Pacific SIDS
are keen to explore the full range of financing sources available. When it comes to
thematic or sector priorities, education, health and transportation were cited as key
sectors covered by national financing strategies, in additional to international trade.
Pacific SIDS reported they had taken a number of policy measures to realize the priorities contained in their national development financing strategy. These include, inter
alia: investing in technical capacity to access vertical funds (e.g. climate funds); developing sector specific plans to guide domestic and external resource allocation; investing in public financial management systems and strengthening the effectiveness of
public expenditures; better integration of national development plans with national
budgets and foreign aid; and implementing credit guarantee schemes (see table).
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While several countries reported successes across several of these areas (e.g. national
budgets and overseas aid are now more aligned with national development priorities,
more aid is now delivered on-budget and public financial management systems have
in many cases been strengthened), they also described continued challenges. These
include in particular capacity constraints (both in terms of staff and technical knowledge), and a lack of understanding of new and innovative financing instruments.
These challenges are compounded by perceived complex application and reporting
procedures for different sources of official bilateral and multilateral finance.

Pacific SIDS’ national financing plans

Specific thematic areas covered in the National Financing Plan
Develop domestic capital markets

33.3%

Increase finance for climate change adaptation

100.0%

Deepen South-South Cooperation

66.7%

Attract Foreign Direct Investment

100.0%

Enhance remittance inflows

66.7%

Establish/Operationalize climate insurance fund

66.7%

Disaster (risk/recovery) finance

33.3%

Increase Overseas Development Assistance

100.0%

Increase (or invest in) National Sovereign/ Trust Funds

66.7%

Effective domestic resource mobilization

66.7%

Exploring innovative finance options

66.7%

Trade Finance & Aid-for-Trade

66.7%

Other (please specify)

0.0%

Sectors Covered in Financing Plan
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Response
Percent

Response
Percent

Agriculture

33.3%

Education

100.0%

Health

100.0%

Infrastructure (transportation)

100.0%

Infrastructure (water and sanitation)

33.3%

Infrastructure (energy)

0.0%

Infrastructure (communications)

0.0%

International trade

66.7%

Manufacturing

0.0%

Private Sector/Entrepreneurship

33.3%

Social services

0.0%

Traditional Knowledge and intellectual property

0.0%

Gender, youth and sports

33.3%

Other (please specify)

0.0%

Steps the country has taken to realize the priorities contained within
the national development financing strategy
Answer Options

Response
Percent

Integrating national development plans with national budgets and foreign aid

100.0%

Utilizing sector-specific plans to guide domestic and foreign funding

100.0%

Using innovative development financing mechanisms

33.3%

Seeking (bilateral or multilateral) partnerships to securing additional financial
resources

100.0%

Ensuring political commitment to support envisaged development finance

100.0%

Actively using domestic resource mobilization strategies to raise additional
funds for development

33.3%

Investing in technical capacity to access global funds (e.g. climate funds)

66.7%

Engaging private sector in seeking innovative financial solutions for sectoral
development
Providing domestic financial guarantees for State Owned Enterprises (SOEs)
development

66.7%
66.7%

Providing domestic financial guarantees for private sector/SMEs development

66.7%

Seeking multilateral financial guarantees for attracting FDI

0.0%

Seeking greater grant financing for national budget expenditure

100.0%

Improving effectiveness of national expenditure

100.0%

Strengthening Public Financial Management Systems to leverage/secure
additional development funds

66.7%

Other specific measures not stated above (please state)

0.0%

Source: UNDP (2016)

This section explores trends in different public and private financing flows to the Pacific, and analyzes their implications for financing the SDGs and the SAMOA Pathway.
It looks at where there have been successes (e.g. to mobilize more domestic resources
or deliver official finance in more effective or catalytic ways) and asks how PSIDS might
harness new opportunities to their development advantage. It also explores the experiences of different countries both within and outside the Pacific.
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A. Trends in public revenue and domestic resource mobilization
Domestic resources will be critical for PSIDS to achieve the SDGs. Yet most PSIDS
have very particular domestic resource mobilization constraints. Compared with
larger economies, Pacific SIDS tend to have a higher degree of openness and are less
diversified, with a narrower resource base and relatively limited types of economic activities. Revenues can be volatile, especially where raw commodities exports are concerned. In Timor-Leste for example, petroleum revenues represent about 50 percent
of its revenues, with these revenues falling by 40 percent in 2015 mainly due to lower

© UNDP, Silke von Brockhausen - Tuvalu, port of Nui island

international oil prices.41 100 percent of Pacific island countries that responded to UNDP’s development finance questionnaire survey pointed to extremely limited options
for expanding the revenue base as a key challenge for domestic resource mobilization.
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The relatively larger economies – Fiji, Papua New Guinea, the Solomon Islands –
have a comparatively broader economic base, land-based natural resources and
are able to mobilize independent sources of financing. Fiji has managed to achieve
some successes in export diversification to include gold, pearls, crude petroleum, garments and textiles. For many Pacific microstates however, independent financing options are more limited and there is a high degree of dependency on external aid.
In the larger economies, specifically Fiji, Papua New Guinea, Samoa and the Solomon Islands, public revenue comes mainly from tax revenue. In these countries,
tax revenue typically amounts to more than 20 percent of GDP and accounts for the
majority of public revenues. For example, in the Solomon Islands, tax revenue amounted to 35 percent of GDP in 2015, and contributed 84 percent of public revenues.42 In
41

IMF (2016), Timor-Leste Article IV Consultation

42

Solomon Islands, Ministry of Finance (2016)

Fiji, tax revenue amounted to 26.3 percent of GDP in 2014, and contributed 89 percent
of its public revenue. In Papua New Guinea, tax revenue amounted to 23.5 percent
of GDP in 2014, and contributed 83.5 percent of public revenue.43 Tax reforms in the
Pacific over the last 10 years have attempted to bolster domestic resource mobilization and have seen a switch from import tariffs/duties to the introduction of Goods
and Services Taxes (GST) or Value Added Taxes (VAT), and a shift towards lower rate
and broader based tax regimes. Since 2000, all Pacific SIDS except Nauru have introduced some form of GST or VAT. Some have also introduced fringe taxes, such as tourist
turnover taxes or tobacco taxes (discussed later). Despite these reforms, the tax base
remains overall small in Pacific SIDS, especially those with large informal sectors.
In many Pacific SIDS, non-tax revenues, including mineral royalties, revenues
from fishing licenses and dividends are the primary source of public revenue. In
Timor-Leste, petroleum revenues contributed 85 percent of Timor-Leste’s public revenue in 2014. In Kiribati, fishing license fees contributed 76 percent of public revenue
in 2014. In Tuvalu, revenue from fishing license fees contributed around 26 percent of
public revenue in 2014.44
Composition of Public Revenue (% of GDP) in selected Pacific SIDS
Timor-Leste
Kiribati
Marshall Islands
Tonga
Vanuatu
Palau
Tuvalu
Micronesia
Samoa
Papua New Guinea
Cook Islands
Fiji
Solomon Islands
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Source: Asian Development Bank
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Source: Asian Development Bank (2016)
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Source: Asian Development Bank (2016)
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Fishing license revenues are a particularly important source of income for some
PSIDS and have risen sharply over recent years. These increases can be described
as a success story for the Pacific (see box) and more is possible. In Kiribati for example, in 2015, tax revenues amounted to US$ 30.9 million with development aid at US$
83.5 million. Fishing license fees, on the other hand, brought in over US$ 100 million.45
In Tuvalu, fishing license fees represented 32.8 percent of GDP in 2015, although the
figure has been as high as 45 percent in recent years.46 In the Republic of the Marshall Islands and Kiribati, the sector accounts for over 50 percent of export income
in both cases. The World Bank estimates that fisheries could generate more than US$
345 million per year in additional revenue by 2040 and significantly boost incomes in
Kiribati, Tuvalu and Micronesia (see table – though these estimates are subject to some
degree of speculation). These include through technology advancements to enhance
fishing efficiency, improved product quality and fisheries monitoring and surveillance,
as well as climate change impacts which will affect the migratory patterns of certain
fish species.47
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Revenues associated with fishing license fees can however be highly variable. For
example, in Kiribati, revenues from fishing license fees amounted to US$ 67 million in
2013, rising to US$ 103.3 million in 2014, before declining to US$ 75.5 million in 2015.48
Moreover Pacific SIDS are still not capturing as much of the value addition of fisheries
that is provided by e.g. the processing and canning of fish products.

45

IMF (2015), Kiribati, Article IV Consultation

46

IMF (2014), Tuvalu, Article IV Consultation

47

World Bank (2017), Pacific Possible: Long-term Economic Opportunities and Challenges for Pacific
Island Countries: http://www.worldbank.org/en/country/pacificislands/brief/pacific-possible

48

IMF (2015), Kiribati, Article IV Consultation

© Alex Baluyut / World Bank - Timor-Leste

Fisheries Exports: A Significant Source of Income for many PSIDS
Share of fish export in GDP (2013)
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UN OHRLLS (2015), Small Island Developing States in Numbers: https://sustainabledevelopment.

Parties to the Nauru Agreement (PNA): A success story in
regional cooperation
The Nauru Agreement, a regional agreement on fisheries among eight
Pacific island countries (Kiribati, the Republic of the Marshall Islands,
the Federated States of Micronesia, Nauru, Palau, Papua New Guinea,
the Solomon Islands, and Tuvalu), represents a success story of how
regional cooperation can mobilize more revenues through strengthening the bargaining power of license-issuing countries. Revenues
from fishing rights have increased from US$ 100 million to US$ 430
million over the past five years, according to the Pacific Islands Forum
Fisheries Agency.50
The Parties to the Nauru Agreement (PNA) controls the world’s largest sustainable tuna purse seine fishery and brought a paradigm shift
to an industry long-dominated by distant water fishing nations. PNA
supplies 50 percent of the world’s skipjack tuna (a popular tuna for
canned products). It has been a champion for marine conservation
and management, taking unilateral action to conserve overfished
bigeye tuna in the Western and Central Pacific Ocean though multiple
conservation measures to protect the marine ecosystem.51
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The introduction of the “vessel day scheme” (VDS) in 2013 which returns rents to Pacific SIDS as the resource owners via payment of access fees (largely by foreign vessels) has seen revenues increase significantly at the same time introduce caps on fishing activity that are
in line with scientists’ recommendations. Monitoring vessels and the
unintentional catch of juvenile fish remain ongoing challenges, but
these arrangements nevertheless represent an important step forward to mobilize larger sustainable revenues for development, create
jobs and maintain healthy oceans. In 2014, similar arrangements were
introduced for longline fisheries, under the Tokelau Arrangement.

un.org/content/documents/2189SIDS-IN-NUMBERS-CLIMATE-CHANGE-EDITION_2015.pdf
50

For more information, see: Parties to the Nauru Agreement: http://www.pnatuna.com/HomePage

51

World Bank (2017), Pacific Possible: Long-term Economic Opportunities and Challenges for Pacific
Island Countries: http://www.worldbank.org/en/country/pacificislands/brief/pacific-possible

Indicative Distribution of Net Economic Benefits of Fisheries to 204052
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Revenues generated by the tourism sector and tourism related activities represent another major source of income for some PSIDS; in others however it is more
underdeveloped. In 2014 for example, Vanuatu’s receipts from international tourism
amounted to 34.8 percent of GDP. Palau has successfully managed to increase income
from tourism by over 40 percent over five years; up from US$ 85.7 million in 2008 to
US$ 147.7 by 2014 and representing 52.2 percent of GDP.53 The World Bank estimates
that 11 Pacific SIDS welcomed almost 1.4 million overnight visitors in 2014, a record
number.54 On the other hand, PNG’s international tourism receipts amounted to less
than 0.1 percent of GDP. International tourism is also not significant in Timor-Leste, the
Republic of the Marshall Islands or Kiribati either, amounting to only 2.2 percent, 2.3
percent and 2.4 percent of their respective GDPs in 2013.55
52

World Bank (2017), Pacific Possible: Long-term Economic Opportunities and Challenges for Pacific
Island Countries: http://www.worldbank.org/en/country/pacificislands/brief/pacific-possible

53

IMF (2014), Palau, Article IV Consultation

54

World Bank (2014), Pacific Possible, Tourism:
http://pubdocs.worldbank.org/en/95491462763645997/WB-PP-Tourism.pdf

55

World Development Indicators 2016

Tourism offers PSIDS significant opportunities for development and is recognized as an important development strategy in the SAMOA Pathway. Global and
regional trends suggest that tourism will continue to increase in many Pacific SIDS,
with a positive impact on public revenues. International visitor growth is estimated
at about 4.5 percent a year with the market share of Chinese tourists in particular expected to increase substantially (beyond its current seven percent in PSIDS). 56 57 This
is combined with the increasing popularity of cruises, which can open up new destination across Pacific SIDS. The World Bank recently estimated that tourism expansion
could bring an additional US$ 1.87 billion in revenue and create an additional 127,000
jobs in Pacific SIDS by 2040.58
Several Pacific island countries have put in place levies that target overseas visitors in order to mobilize more domestic revenues for sustainable development.
Some also have an added objective of environmental conservation. For example, Fiji
and Vanuatu have imposed tourism turnover and departure taxes on visitors. Fiji imposed the tourism turnover tax at 5 percent in 2012 which was then increased to 10
percent in 2014. In 2014, this tax accounted for 2.7 percent of Fiji’s overall tax revenue. Since 2016, Fiji has also implemented an environmental levy. Palau’s departure
tax and “Green Fee” – a US$ 50 charge per person payable directly at the airport upon
departure – is by far the largest such scheme in the Pacific and raises approximately
US$ 3 million annually in revenues for Palau for local conservation efforts (see box for
further elaboration).59 Fiji, Palau and Vanuatu also charge visitors to visit certain marine protected areas or parks. These mechanisms have largely proven successful, albeit
revenues in most cases are small (Palau excepted). While there is undoubtedly room
for expansion or adoption in many other countries, there can also be compliance costs
to taxpayers and they can complicate revenue administration as well as lower a country’s overall competitiveness. These risks are probably fairly small in many PSIDS and
should be balanced against the possible gains from a reliable and sustainable form of
revenue.
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Revenue from tourism can also be volatile however, and subject to considerable
revenue leakages. Tourism is highly sensitive to economic conditions in major developed economies and visitors can also be deterred by extreme weather events, political
instability or other shocks. Tourism numbers can therefore impact a country’s ability
to collect revenues from targeted tourism taxes. Additionally, the tourism sector relies
heavily on imports of building materials, machinery, transport equipment and consumption goods. As a consequence, a significant share of the income generated by the
sector also flows out in the form of payments for those imported goods and services.
This is exacerbated by tax incentives provided by some countries to encourage foreign
direct investment (FDI) in the tourism sector and profit repatriation which also lower
revenues generated by the sector.

56

World Travel and Tourism Council (WTTC) (2016), Economic Impact Reports:
http://www.wttc.org/research/economic-research/economic-impact-analysis/

57

World Bank (2014), Pacific Possible, Tourism:
http://pubdocs.worldbank.org/en/95491462763645997/WB-PP-Tourism.pdf

58

World Bank (2014), Pacific Possible, Tourism:
http://pubdocs.worldbank.org/en/95491462763645997/WB-PP-Tourism.pdf

59

Palau PAN Fund: http://www.palaupanfund.org

In Fiji for example, for tourism related products and services, there is a 10-year tax holiday for new capital investments of not less than US$ 7 million, and an import duty
exemption on all capital goods. The Solomon Islands extends a five-year profit and
income tax exemption to some hotels and tourist resorts that meet certain requirements, and Samoa also has a tax incentive scheme for investments in first class hotel
accommodation. In Fiji, it is estimated that the leakages in the tourism sector amount
to 56 percent, implying that only 44 cents from every dollar spent in Fiji stays in Fiji.
In the Solomon Islands, the leakage is estimated at 43 percent.60 As a result, the multiplier effect of the tourism sector on the economy is weaker. Moreover, it is not always clear that investment incentives are effective in attracting investment, but can
be costly for governments in foregone revenues, especially where incentives turn into
permanent state subsidies. In the case of Fiji, it is estimated that total customs revenues foregone from all tariff concessions in the form of full or partial exemptions and
remissions stood at about 3 percent of GDP in 2014 which is significant.61 In Tonga this
figure is 4 percent of GDP for 2010/11.62
Large scale development of tourism may also negatively impact the very natural
and cultural environment that appeals to international tourists. PSIDS need therefore to pay careful attention to the balance between the volume and type of tourist
activity, and the sensitivities and carrying capacities of their natural environments to
ensure the tourism sector remains sustainable. Tourism and associated services must
also be arranged in ways that assure the widest possible economic benefits in terms of
job creation, revenues and investment.
60

Tourism Council of the South Pacific

61

World Trade Organization (WTO) Fiji, Trade Policy Review (2016)

62

World Trade Organization (WTO) Tonga, Trade Policy Review (2014)
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Environmental levies in the Pacific
Palau’s Environmental Impact (or “Green”) Fee
The PAN Fund is an independent non-profit corporation governed by a
Board of Directors from both private and public entities. It acts a financial trustee for the environmental impact fee or “green fee” levied by
Palau on overseas visitors, as well as all additional public and private
donations. These monies are used to finance conservation projects
in both terrestrial and marine environments in Palau. In 2006, Palau
joined the Micronesia Challenge (MC), an effort of the Marshall Islands,
Palau, Guam and the Commonwealth of the Northern Marianas Islands to promote and support conservation effort across Micronesia.63
Through the Micronesia Challenge initiative, Palau established a Micronesia Challenge Endowment Fund to provide additional financial
support Palau’s conservation sites. The PAN Fund contributes to the
Endowment Fund through an annual allocation of monies raised by
the green fee. The total contribution thus far to Palau’s MC endowment
account is approximately US$ 7 million, of which US$ 1.8 million has
been sourced from the “green” fee.64
Fiji’s Green Growth Framework
Fiji’s Green Growth Framework was introduced in 2014 and establishes a
benchmark for every development decision made by the Government.
The framework is a tool to accelerate integrated and inclusive sustainable
development in Fiji and is underpinned by a series of principles, including:
– Improving resource utilization and productivity (doing more with
less);
– Supporting the adoption of sound environment auditing of past
and planned developments, to provide support to initiatives which
not only provide economic benefits but also improve the environmental situation;
– Increasing the adoption of comprehensive risk management
practices;
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– Incentivizing investment in the rational and efficient use of natural
resources.

63

See: Micronesia Challenge: http://www.micronesiachallenge.org/

64

According to the PAN 2016 Annual Report, of the US$7 million allocated to the endowment fund,
approximately US$ 1.8 million was from green fees, US$ 1.7 million from the Global Environment
Facility (GEF), US$ 0.4 million from the Republic of Taiwan, and US$3 million from matching funding
programmes from both The Nature Conservancy (TNC) and Conservation International (CI). For
further information, see: Palau PAN Fund: http://www.palaupanfund.org/index.html

Within the tourism sector, the Government introduced an environmental levy in 2016, charged on visitors for certain services, the proceeds of which are to support environmental programmes. In the
2016-2017 financial year, the levy is expected to mobilize almost FJD$
9 million (US$ 4.3 million).65 Additionally, all tourism development
projects need to comply with the sustainability requirements within
the Green Growth Framework. It is complemented by the ‘Fijian Made’
or ‘Buy Fiji’ campaign in the manufacturing sector that aims to support
the production of items which are heavily imported but can be easily
produced or grown in the country using locally sourced raw materials
and lightweight packaging that result in lower emissions and waste.66

A few Pacific SIDS are heavily dependent on oil exports or land-based commodities for export income. These include minerals and timber. Timor-Leste in particular is heavily dependent on oil (which accounted for some 50 percent of its annual
revenues in 2015).67 In Papua New Guinea, the mining sector accounted for 12 percent
of GDP in 2014. Mining sectors tend to be capital intensive however, and have limited positive spillovers in the form of job creation. For example, in Timor-Leste, while
mining sectors accounted for 67 percent of GDP in 2014, they only accounted for 0.5
percent of employment. Other challenges related to these sectors include environmental damage and the sustainability of economies based on non-renewable mineral
resources.
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There is increasing interest in the potential of deep-sea mining as a future source
of public revenues in the Pacific. The seabed holds vast quantities of untapped
energy resources, precious metals and minerals. These include seafloor massive sulphides, polymetallic manganese nodules and cobalt-rich ferromanganese crusts. Advancements in technology now enable greater access to these potentially high value
minerals. Papua New Guinea, Tonga, Fiji and the Solomon Islands are among the first
countries in the world to have issued exploration licenses for companies to assess the
commercial feasibility of mineral resource development in their Exclusive Economic
Zones (EEZs). With the support of the Secretariat of the Pacific Community and the
European Union, a number of other Pacific island countries, including Tonga, Fiji, Cook
Islands, and Tuvalu have also enacted legislation for deep sea mining activities.

65

Fiji Budget Supplement 2016-17

66

Government of Fiji, Ministry of Strategic Planning, National Development and Statistics (2014), A
Green Growth Framework for Fiji. Restoring the balance in development that is sustainable for our
future: https://europa.eu/capacity4dev/intra-acp_gcca/document/green-growth-framework-fiji-restoring-balance-development-sustainable-our-future-2014

67

IMF (2016), Timor-Leste Article IV Consultation

While these activities may offer opportunities to increase public revenues in
the future, there are also important risks. These include possible negative environmental impacts, ‘Dutch Disease’ and the capacity to manage a minerals based
economy in ways that are transparent, fair and accountable. World Bank research
cites weak regulatory and institutional capacities, patchy traditions of transparency and stakeholder consultation, uncertainties about the economic potential and
limited understanding of the environmental and social risks as areas that require
further research and scrutiny as this avenue is explored.68 Additionally there may
also be risks to other key public revenue streams in the event things go wrong (for
example a negative impact on tourist numbers).
Tonga is also experimenting with a financial transactions tax as a tool to raise
public revenues from foreign exchange transactions. As noted in the box, the
measure has proved controversial with the financial sector. Many countries worldwide implement various forms of financial transaction or financial activities tax (e.g.
Colombia, France, India etc.) as a tool to raise resources and levy specific taxes on
the financial sector. Survey results indicated that such innovative tax policies had
not been widely considered or used in the Pacific.

Foreign Exchange Levy: Tonga
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Tonga’s foreign exchange levy came into effect on 1 June 2016
and its primary purpose is to assist the Government of Tonga to
finance the 2019 Pacific Games. The new legislation directs financial institutions, banks and money transfer operators to collect the
levy from every purchase or sale of foreign currency in Tonga and
pay this to the authorities on a monthly basis. The levy, although
small, has been met with strong resistance from the financial sector. The Ministry of Finance and National Planning have conducted
a number of consultations with key stakeholders to help financial
institutions and money transfer operators understand the objectives of the levy, and how to apply and collect it properly. The levy
is expected to be repealed at the end of the June 2020 following
the completion of the Pacific Games.

68

World Bank (2017), Pacific Possible: Long-term Economic Opportunities and Challenges for Pacific
Island Countries: http://www.worldbank.org/en/country/pacificislands/brief/pacific-possible

© UNDP Climate Change Adaptation - Papua New Guinea

Challenges in domestic resource mobilization are compounded in many PSIDS by
the challenge of so-called illicit outflows of capital (or illicit financial flows). The
term illicit financial flows is poorly defined but encompasses practices such as trade
mis-invoicing (where import and export invoices are manipulated so as to reduce taxation liabilities), theft, bribery and corruption. Illicit outflows of capital reduce the domestic resources countries have available to invest in sustainable development. The
scale of the problem in the Pacific is difficult to estimate (since methodologies that are
used to calculate such flows are disputed) but is considered significant.
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For the few Pacific countries where data is available and calculations have been
made, the problem of illicit financial flows is significant. According to Global Financial Integrity, which measures the scale of the problem of trade mis-invoicing only,
between 2004 and 2014, Vanuatu’s illicit outflows due to this practice amounted to on
average US$ 224.7 million per year; Samoa’s outflows amounted to US$ 145.4 million
per year over the same period; in the Solomon Islands, annual outflows amounted to
on average US$ 136.9 million; and in PNG, illicit outflows due to trade mis-invoicing
amounted to on average US$ 472.4 million per year.69 These are resources that could
instead be spent on sustainable development. In many cases, illicit outflows are larger
than inflows of ODA.

69

Global Financial Integrity (2015), Illicit Financial Flows from Developing Countries: 2004-2013:
http://www.gfintegrity.org/press-release/new-study-illicit-financial-flows-hit-us1-1-trillion-in-2013/
GFI’s estimates focus on two main channels of illicit financial flows: (i) the mis-invoicing of cross border trade, and; (ii) capital flight (KF). Trade mis-invoicing is measured as the difference between what
a country claimed it imported or exported, and what the rest of the world stated it imported from or
exported to this country. KF is measured as the unrecorded flows between a country and the rest of
the world, i.e. leakages from the balance of payment (BoP).

Size of Illicit Financial Flows in Selected PSIDS, 2004-2013
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Overall, Pacific SIDS face considerable revenue volatility. This is due to narrow
production bases, a dependence on commodities and also their exposure to
shocks. 100 percent of respondents to UNDP’s questionnaire survey pointed to revenue volatility and unexpected revenue shocks as key domestic resource mobilization
challenges. Large fluctuations in the prices of key commodities such as oil and minerals imply significant revenue volatility for states reliant on natural resource extraction.
According to the IMF, GDP per capita in Timor-Leste contracted 13 percent a year between 2012 and 2014 due to lower oil prices (but rebounded by 7 percent in 2015).
While net fuel and food importing Pacific island countries, such as Kiribati and Tuvalu
can benefit from lower commodity prices, they also face large uncertainties in relation
to the costs of their imports which can complicate planning processes. On the other
hand, farmers in Melanesia may benefit considerably from higher prices for their agricultural output. The effects across the Pacific are not, therefore, uniform across the Pacific when the prices of key commodities rise or fall. Disasters and in particular extreme
weather events such as Cyclones are another key source of revenue volatility. The IMF finds,
for example, that tax revenues in Pacific small states contract in the year of the disaster (but
rebound the following year).70
PSIDS typically lack the capacity to weather revenue volatility: first, because domestic banking systems are shallow, they cannot finance temporary fiscal shocks; second because they have limited (or no) access to international capital markets. While concessional
official finance flows have provided some countercyclical support during downturns (or
following a disaster), the volatility of revenue has typically resulted in volatile spending
patterns and procyclical fiscal policy in Pacific SIDS.71 One common feature to all Pacific SIDS is that public revenue and public expenditure are more volatile than GDP growth.
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IMF (2015), Strengthening Fiscal Frameworks and Improving the Spending Mix in Small States:
https://www.imf.org/external/pubs/ft/wp/2015/wp15124.pdf
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IMF (2015), Strengthening Fiscal Frameworks and Improving the Spending Mix in Small States:
https://www.imf.org/external/pubs/ft/wp/2015/wp15124.pdf

Challenges in domestic resource mobilization are accentuated by challenges related to public expenditures. Many PSIDS have a high level of public expenditure relative to the size of their economy. In 2014, central government expenditures in PSIDS
amounted to on average 46.3 percent of GDP. For microstates, this figure is much higher however. In Tuvalu, central government expenditure amounted to 81.3 percent of
GDP in 2013; in the Federated States of Micronesia, 53.6 percent of GDP; and in the
Republic of the Marshall Islands, 50 percent of GDP. For a few of the larger Pacific countries (Fiji, PNG, Solomon Islands, Tonga, Vanuatu), which account for the majority of
people in the Pacific, public expenditure levels are lower or similar to global norms.
The composition of public spending in PSIDS is moreover tilted towards recurrent outlays rather than capital investments. Government expenditure is driven by
chiefly by recurrent expenditures, covering mainly wages and salaries, and the purchases of goods and services. On average, in 2014, 81 percent of public expenditures
in PSIDS were allocated to recurrent expenditures, with only 19 percent allocated to
capital investments. Smaller PSIDS have an even larger share of public expenditure
allocated to operating expenditures. For example, recurrent expenditures accounted
for 99.8 percent of Tuvalu’s public expenditure, 95.5 percent of Tonga’s public expenditure, 94.1 percent of the Marshall Islands’ public expenditure, and 89 percent of Palau’s
public expenditure in 2014 respectively.72
This can be attributed, in large part, to the importance of the public sector as the
main employer in many countries. As a result, a significant proportion of recurrent
expenditure is allocated to personnel costs. For example, in Papua New Guinea around
a quarter of total public expenditure was used to cover employee costs in 2014.73 In
Fiji, the figure was 30 percent in the 2014/15 financial year.74 The share of personnel
costs in microstates’ budgets is even higher. For example, in Kiribati, around 40 percent
of government budgeted expenditure is allocated to personnel compensation for the
year 201775; in Vanuatu, it is 55 percent in 2017.76
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Public transfers to state entities (subsidies and grants), including State Owned
Enterprises (SOEs), also constitute a significant proportion of many PSIDS’ recurrent expenditure. Yet the financial performance of many SOEs is relatively weak. SOE
portfolios in eight Pacific countries (Fiji, Kiribati, Marshall Islands, Papua New Guinea,
Samoa, Solomon Islands, Tonga and Vanuatu)contribute between only 1.8 percent to
12 percent of GDP, despite having very large asset bases, on-going government cash
transfers and monopoly market positions, according to the Asian Development Bank.
The ADB said productivity levels of the SOEs are also well below that found in developed countries.77 Revenue from government shareholdings in SOEs is also low. Some
progress has been made over recent years to restructure/privatize some SOEs so as
to improve operational efficiency and reduce the risk of SOEs on public finances (e.g.
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Data from Asian Development Bank
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PNG 2016 National Budget

74

Fiji 2016-17 Budget Supplement

75

Kiribati 2017 Budget

76

Vanuatu 2017 Budget
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Asian Development Bank (2016), Finding Balance 2016: Benchmarking the Performance of StateOwned Enterprises in Island Countries: https://www.adb.org/publications/finding-balance-2016

the Solomon Islands and Tonga). Tonga has also become the first Pacific country to
publish detailed SOE performance results online. Nevertheless, 60 percent of countries
responding to UNDP’s questionnaire survey continue to cite the poor performance of
SOEs as an on-going challenge related to domestic resource mobilization.

SOE Performance in selected PSIDS, 2002-2014
Return on Asset (%)

Return on Equity (%)

Asset Utilization (%)

20022009

20102014

20022014

20022009

20102014

20022014

20022009

20102014

20022014

Tonga

3.8

2.6

3.3

6.4

3.9

5.5

29

36

32

PNG

3.9

1.3

2.9

6.7

2.4

5

63

47

57

Rep.
Marshall
Islands

-5.8

-3.7

-5

-13

-8.1

-11.1

40

52

45

Fiji

0.5

1.5

0.9

1

3.3

1.9

39

39

39

Solomon
Islands

-4.3

6.7

-0.1

-13

10

-3.2

74

86

79

Samoa

0.1

-0.3

0

0.2

-0.6

-0.1

31

20

27

Source: Asian Development Bank

The large share of recurrent expenditure introduces rigidities into the budget.
With limited fiscal resources, high recurrent spending can crowd out capital spending,
leading to underinvestment in infrastructure and other key areas. Capital spending in
Pacific SIDS has averaged less than 20 percent of government spending over the last
decade compared to 32 percent in low-income countries.78 This is despite IMF analysis
that suggests the impact of capital spending on growth is higher in small states than
in other country groups, and that the effect is even stronger in Pacific small states,
consistent with PSIDS large development needs.
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It is important to bear in mind however that donor preferences may also influence
domestic public expenditure patterns. Donors are often reluctant to pay for recurrent costs such as salaries and prefer instead capital investment projects; in this context,
PSIDS’ are not necessary ‘de-prioritizing’ capital investment but rather recognize that this
can be supported – at least in part – with resources from development partners, in particular concessional finance.

78

IMF (2015), Strengthening Fiscal Frameworks and Improving the Spending Mix in Small States:
https://www.imf.org/external/pubs/ft/wp/2015/wp15124.pdf
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A high per capita cost of public service delivery (e.g. health and education services) due to small populations highly dispersed over wide areas is an added
pressure on public expenditure.80 This challenge is compounded by the weak efficiency and effectiveness of public expenditure in many cases. These effects are further worsened in microstates. Public spending efficiency is lower in Pacific SIDS than
in many other small developing countries. In the Pacific islands, a large share of government spending (both current and capital) is allocated to health and education,
relative to other small states, consistent with these states’ large development needs.
However, relatively poor outcomes in terms of human development indicators have
been identified particularly in small remote islands. IMF analysis shows that high population dispersion is associated with lower efficiency education and health expenditure (measured as the ratio between education and health outcomes and the share
of health and education spending as a percent of GDP), which can be explained, in
part, by the high cost of providing these services in small remote islands. Boosting the
effectiveness and impact of public finance, especially in key public policy areas such as
education, health and climate change adaptation will be critical for SDG achievement
in the Pacific.

79

Note that the figures for Australia, New Zealand, East Asia and Pacific countries (EAP), and High
Income Countries cover both central and local government expenditures, while the figures for PSIDS
states cover only central government expenditures.
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IMF (2015), Strengthening Fiscal Frameworks and Improving the Spending Mix in Small States:
https://www.imf.org/external/pubs/ft/wp/2015/wp15124.pdf

Pacific SIDS report they are taking steps across a variety of policy areas to both
boost domestic revenues and to use them more effectively. All Pacific SIDS that
were respondents to UNDP’s financing for development survey reported that they
were taking measures to inter alia; build stronger national public financial management systems; strengthen tax administrations and tax compliance; improve coordination between ministries; and better link budgetary outlays to national development
plans (see table). Many are also taking steps to strengthen monitoring and evaluation
of public expenditures and to climate-proof future investments. With support from
the UN-system, the Commonwealth Secretariat and Australia, programmes aimed at
strengthening parliamentary oversight are also in place. The Forum Compact process,
established in 2009, is also widely regarded as successful in helping to focus policymakers’ minds on strengthening the effective use of domestic resources and external
aid, and provides a space to share experiences and best practices among Pacific countries (see box).
Challenges remain however in a range of areas. Public Expenditure and Financial
Accountability (PEFA) scores (the tool widely used to assess the quality of public financial management) are mixed across the Pacific.81 Procurement is recognized as a particularly weak area. Capacity constraints are also identified as an ongoing challenge;
when one experienced officer leaves, capacity in a particular specialized area can often
be halved.82
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In summary, while many PSIDS have made some important gains in domestic resource mobilization over recent years, due to e.g. increasing commodities revenues, increases in income from fisheries and tourism and – in some cases – the
introduction of different kinds of consumption taxes, challenges remain. These
include considerable revenue volatility associated with a narrow export base, high
recurrent expenditures and a weak effectiveness of public finance. Illicit outflows of
capital are also a problem in some Pacific SIDS. There may be scope to increase revenues in the future from a variety of sources, notably fisheries, deep-sea mining and
tourism. But these activities must be extremely carefully managed to ensure sustainability. There is a case for reviewing tax exemptions associated with some overseas investment (also discussed later). Green fees and other innovative finance levies remain
underexplored in the Pacific and represent opportunities for complementary and sustainable public revenues.
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Public Expenditure and Financial Accountability (PEFA): https://pefa.org/
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United Nations Development Programme (UNDP) and Pacific Islands Forum Secretariat (PIFS) Questionnaire Survey (2016), Financing the SDGs in the Pacific Islands: Challenges, Opportunities and Way
Forward

UNDP Country Survey on Financing the SDGs in the Pacific: Results
on Domestic Resource Mobilization
Measures Taken to Mobilize More Domestic Resources for Development
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Answer Options

Response Percent

Building stronger national public financial management systems

100%

Improving overall scores on Public Expenditure & Financial
Accountability (PEFA) Assessments

100%

Strengthening tax administration

100%

Strengthening tax compliance

100%

Improving coordination with line ministries in managing revenues/
expenditures

100%

Development of a PFM Roadmap with clear reform priorities and
expected achievements

80%

Strengthening monitoring and evaluation through Supreme Audit
institutions and parliamentary processes

80%

Debt management policy to improve fiscal space

100%

Building fiscal buffers for envisaged economic shocks (e.g.
international food & fuel prices)

60%

Adequate contingency fiscal plans for coping with catastrophic events
(e.g. disasters)

20%

Climate-proofing infrastructure projects

60%

Review of non-tax revenues and improving collection

60%

Instituting or moving towards medium-term expenditure framework

100%

Linking national budget to national plans

100%

Using innovative tax policies (e.g. financial transaction taxes)

20%

Supporting local and foreign investments through tax exemptions

40%

Supporting private sector/SME development through government
guarantees, financial support, etc.

20%

Other policy measures-please state:

0%

Main Challenges Around Domestic Resource Mobilization (DRM)
Answer Options
Unreliable economic sector forecast for reliable revenue forecast

0%

Tax compliance & administration Issues

40%

Limited sources to expand the revenue base

100%

Limited revisions to non-tax revenues to cover administrative costs of
service delivery

40%

High dependence on grants (to fill revenue shortfalls)

40%

Substantial & long-term fiscal/tax incentives to Foreign Investment

0%

Substantial & long-term fiscal/tax incentives to domestic private sector
investment

0%

Unexpected revenue shocks (e.g. due to natural disasters)

100%

Poor performance of State-Owned Enterprises requiring government
financial support

60%

Limited focus on effectiveness of government expenditure

20%

Unexpected expenditure shocks (e.g. disaster recovery, health costs)

40%

Limited fiscal space due high debt ratios (resulting higher interest payments on debt)

20%

Limited investment enablers of DRM (such Financial Management Information System FMIS)

40%

Other constraints (please specify)

20%

Source: UNDP (2016)
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Response Percent

The Forum Compact and development effectiveness
in the Pacific
In 2009, Pacific leaders made a commitment to focus on issues of development effectiveness. The Cairns Compact on Strengthening Development Coordination in the Pacific (Forum Compact) reflects Pacific leaders’ aims to pay
more attention to the effective use of both domestic finance and aid flows in
support of development. The Forum Compact comprises various initiatives
including: peer reviews of national institutions, policies and systems; public
financial management (PFM) reforms; development partner reporting on aid
effectiveness commitments; strengthening climate change financing; and,
annual dialogues with the private sector.83 The Forum Compact process has
highlighted issues of systems and capacity constraints within Pacific SIDS administrations, as well as features of development partner practice that served
to undermine the effective use of resources (such as limited use of country
systems).
The Pacific Islands Forum Secretariat (PIFS) is tasked to report annually on
progress on Forum Compact commitments. Five years later, PIFS reports an
impressive level of commitment by both Pacific SIDS and their development
partners to the process.84 The Forum Compact has spread awareness of the
common difficulties faced by Pacific administrations and good practice in
managing these challenges. PIFS reports that the most tangible benefits todate have been:
– Moves to replace or review national development plans that were
seen as too general, insufficiently anchored in annual planning
and budgeting, and insufficiently monitored;
– An increase in flexible funding by some development partners
based on progress against a country’s own policy reforms;
– The development of aid policies that set out preferences for development partner behaviour and measures to better manage the
development partnership;
– Greater attention to public financial management.
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It also identified areas for further work. For example, capacity constraints continue to hamper further progress on development effectiveness, and developing a culture of results and accountability remains an important theme.
Aid fragmentation and donors’ bias towards projects and multiple missions
also implies a significant administrative burden for Pacific administrations.
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For further information on the Forum Compact, see: Pacific Islands Forum Secretariat (PIFS), the
Forum Compact: http://www.forumsec.org/pages.cfm/strategic-partnerships-coordination/pacific-principles-on-aid-effectiveness/forum-compact/cairns-compact-1.html?printerfriendly=true

84

See: Pacific Islands Forum Secretariat (PIFS) (2015), Five Years of Improving Development Effectiveness: http://www.forumsec.org/resources/uploads/memberdocs/Final_2015_tracking.pdf

© UNDP, Silke von Brockhausen - Vanuatu, Port Marvin

B. Sovereign Funds and Trust Funds in the Pacific Islands
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Sovereign Funds (SFs) are recognized as another potentially important source of
financing for sustainable development in the Pacific. SFs in the Pacific are among
the longest established in the world. For example, Kiribati’s Revenue Equalization
Reserve Fund (RERF) funded by income from mineral royalties (phosphate) was established in 1956. A core objective of Sovereign Funds is that they should enhance economic welfare over and above what would be achieved with alternative fiscal choices.85
Most SFs tend to be small in the Pacific in terms of assets under management
compared to larger more populous countries, but they can be very large relative
to Gross National Income. Indeed, SFs are often the largest single asset owner and

85

See: New Zealand Institute for Pacific Research (NZIER) (2015), The Role of Sovereign Funds in Pacific
Island Nations: http://www.nzipr.ac.nz/en/research/sovereign-wealth-funds-in-the-pacific.html

investor in the Pacific islands and the income stream from these funds can be a large
part of fiscal revenues. For example, Timor-Leste’s Petroleum Fund, established under the
Timor-Leste’s Petroleum Fund Law, is the largest Sovereign Wealth Fund in Pacific SIDS. At
the end of 2015, the Petroleum Fund’s assets were US$ 16.2 billion.86 Under the Petroleum
Fund law, Timor-Leste’s petroleum revenues are transferred to the Petroleum Fund and invested abroad in financial assets. The income stream is used to finance government expenditure. In 2015, the Petroleum Fund financed 82 percent of Timor Leste’s public expenditure.
Fiji’s National Provident Fund (FNPF), a superannuation fund, is also the largest financial institution in Fiji. As at 30 June 2015, FNPF’s total assets were valued at FJ$ 4.9 billion, or 28
percent of total financial sector assets and 57 percent of Fiji’s GDP in 2014.87 FNPF is a major
investor in Fiji and one of the country’s largest property owner. It is also the largest holder of
government’s domestic debt holding 57.8 percent of total government domestic debts at
the end of 2015.88
Sovereign Funds in the Pacific serve a variety of economic purposes, e.g. to provide
short-term macroeconomic stabilization and a source of inter-generational wealth
but the most common purpose is pensions reserves.89 It is important to note that Pacific
island pensions reserve funds are funded by individual member contributions, rather than
from general fiscal revenues or other government revenue sources.90 In practice, many SFs
in the Pacific perform multiple economic functions. For example, pensions reserve funds
play an important role in domestic development investment even though this is not their
primary purpose.
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Most SFs in the Pacific do not have an economic development purpose and there are
few macroeconomic stabilization funds despite the considerable levels of macroeconomic instability that many experience, as well as their exposure to disaster risks. Given mid to low levels of economic development, and sparse capital markets, there is a case
for broader adoption of funds with a macrostabilization and development focus, especially
in those countries that are larger and/or have rapidly rising populations.91 In a few very small
Pacific SIDS, reducing reliance on development aid and remittances is an explicit objective
of the Sovereign Fund – for instance in Niue, the Republic of the Marshall Islands and the
Federated States of Micronesia. In addition to these, there are also Compact Trust Funds in
Micronesia and the Marshall Islands established in 2004 and the establishment in law (but
not yet in practice) of a Sovereign Fund for Papua New Guinea.
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Timor-Leste (2015), Petroleum Fund Annual Report Financial Year 2015,
https://www.mof.gov.tl/wp-content/uploads/2016/08/Petroleum_Fund_Annual_Report_2015.pdf
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Reserve Bank of Fiji quarterly review, December 2015:
http://www.rbf.gov.fj/Publications-(1)/Quarterly-Reviews.aspx

88

Fiji Government (2014)
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Drew (2015) observes that there are five broad rationales for Sovereign Funds: (1) To diversify
government funding sources and the government balance sheet; (2) To respond to excessive macro
and fiscal account volatility; (3) To respond to Dutch disease and the broader revenue curse; (4) As a
response to concerns for inter-generational equity and risk concentration; (5) As a response to shallow and incomplete capital markets. For further elaboration, see: New Zealand Institute for Pacific Research (NZIER) (2015), The Role of Sovereign Funds in Pacific Island Nations: http://www.nzipr.ac.nz/
en/research/sovereign-wealth-funds-in-the-pacific.html
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New Zealand Institute for Pacific Research (NZIER) (2015), The Role of Sovereign Funds in Pacific
Island Nations: http://www.nzipr.ac.nz/en/research/sovereign-wealth-funds-in-the-pacific.html
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New Zealand Institute for Pacific Research (NZIER) (2015), The Role of Sovereign Funds in Pacific
Island Nations: http://www.nzipr.ac.nz/en/research/sovereign-wealth-funds-in-the-pacific.html

Selected Sovereign Funds in the Pacific
Fund size
(US$mn)

Fund
(% GDP)

Member
contributions

75

67 %

1966

Member
contributions

2,400

52%

Revenue
Equalization
Reserve Fund
(RERF)

1956

Mineral royalties
(phosphate)

680

209%

Nauru

Phosphate Royalties Trust Fund

1968

Mineral royalties
(phosphate)

70

Niue

Niue
International
Trust Fund

2006

Foreign donors

26

Papua New
Guinea

Mineral
Resources
Stabilization
Fund

1974

Mineral royalties

N/A

N/A

Solomon
Islands

Solomon
Islands National
Provident Fund

1976

Member
contributions

331

30%

Tokelau

Tokelau Trust
Fund

2000

Foreign donors

68

150%

Tuvalu

Tuvalu Trust
Fund

1987

Foreign donors
and internet domain licensing

142

190%

Timor-Leste

Petroleum Fund

2005

Mineral royalties
(oil and gas)

16,500

531%

Country

Fund name

Year est.

Funding sources

Cook Islands National
superannuation
fund

2000

Fiji

National
Provident Fund

Kiribati

(closed in
2001)
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Source: New Zealand Institute for Pacific Research (NZIER)92
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Adapted and expanded from: New Zealand Institute for Pacific Research (NZIER) (2015), The Role of
Sovereign Funds in Pacific Island Nations: http://www.nzipr.ac.nz/en/research/sovereign-wealthfunds-in-the-pacific.html

In practice, small size, limited resources, and lack of domestic financial markets
mean that the establishment of multiple funds may not be feasible. Moreover, the
dominant role played by (some) Sovereign Funds (e.g. Fiji’s Provident Fund) may raise a
number of challenges related to a lack of financial sector competition, governance and
transparency, and investment decision-making. As some Sovereign Funds are financed
through mineral royalties, their financial sustainability may also be an added concern.
Good governance matters. While Sovereign Funds of different kinds can help fund
development, smooth spending and/or enhance the management of natural resources, political pressures to spend in the face of large development and infrastructure
needs are also high. It is essential to ensure funds’ independence and that they are
well-managed. Most SFs in PSIDS have clear structures in place to help ensure this. For
example, in the Republic of the Marshall Islands, Micronesia and Timor-Leste, they require independent and internationally reputable auditors. Nevertheless, given PSIDS’
low capital spending levels relative to other developing countries, Pacific islands will
enjoy a particularly high rate of social return to capital, therefore the opportunity cost
of building fiscal buffers may be especially high.
Two thirds of countries that responded to UNDP’s questionnaire survey indicated
an interest in exploring how the value of National Sovereign or Trust Funds could
be better captured to support national sustainable development priorities. Hence
PIFS has developed a proposal for the deployment of these resources region-wide via
the creation of a ‘Regional Finance Facility for the Pacific’ (see box for further elaboration). The proposal has attracted interest among policymakers but further work is also
required to appreciate the costs-benefits – in particular for individual countries.

Mobilizing domestic wealth region-wide:
Proposal for a Regional Finance Facility
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Given the wealth held across the Pacific in various forms of Sovereign
Fund, the Pacific Islands Forum Secretariat (PIFS) has elaborated detailed technical proposals for a “Regional Finance Facility for the Pacific” which would serve as a vehicle to mobilize some of these funds,
and deploy them in support of social and economic development in
the Pacific.93
PIFS estimates that over US$ 7 billion is held by the region’s superannuation and trust funds, and suggests these resources are underutilized (Timor-Leste excluded). Limited investment opportunities at the
domestic level have led fund managers to invest assets in developed
countries overseas (which offer low financial returns) and/or onshore
in government bonds (which can accentuate risk).

93

Pacific Islands Forum Secretariat (2016), Developing a “Regional Finance Facility” for the Pacific:
From Concept to Design

Given large financing needs in the Pacific, PIFS proposes that a portion of these savings be mobilized for medium to long-term investment across the Pacific via a cooperative arrangement between countries. This will allow countries with excess liquidity or investible funds
(e.g. windfall revenues, savings) to make those resources available to
neighbouring countries, especially those with more limited financing
options.
To achieve these aims, the Regional Finance Facility envisages the development of a regional bond market for participating countries in the
Pacific. This aims to overcome the challenge of underdeveloped national financial markets, limited financial market participants, varying
degrees of individual country risk and diseconomies of scale. It would
benefit in particular those PSIDS that have extremely limited options
and probabilities to develop a national capital market for public and
private investors.
PIFS proposes that the regional bond market could supply financing
for both governments and the private sector. On the government
side, it could provide short or long-term financing in a variety of currency options, as well as make funds available for debt refinancing
(e.g. restructuring expensive debt and/or implementing innovative
instruments such as debt-for-nature swaps). PIFS also proposes that
the regional bond market utilize innovative bond instruments such
as GDP-indexation or ‘catastrophe’ clauses to act as a self-insurance
mechanism against shocks or economic downturns, as well as (eventually) issue green and blue bonds. On the private sector side, a regional bond market for the private sector could act as a platform to raise
funds for e.g. small and medium-sized enterprises (SMEs), and support
short and long-term financing for cashflow, capital investments and
the financing of mergers and acquisitions. It could allow SMEs to blend
debt market instruments with innovative sources of finance such as
blended finance, impact investment and venture capital.
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The potential benefits are described as: supporting deeper regional financial integration; enhancing the availability of long-term savings for
investment; supplying unconditional financing; reducing reliance on
external (donor) financing; supporting the SDGs; and providing funds
for macroeconomic stabilization.

There are also however a number of risks and challenges. These include: the harmonization of financial legislation and rules for market
development across countries; investor protection; the small number
of (high quality) domestic investments in many countries; the lack
of experience in many PSIDS of bonds and other complex financial
instruments; strict exchange control regulations in non-dollarized
PSIDS; the potential for contagion when shocks occur as economies
will be more closely interlinked; and the need to provide incentives to
promote trading among market players.
Political will and support is also critical for success. Many governments
have welcomed the proposal and value all policy ideas that aim to
reduce dependence on donor financing as well as find region-wide
solutions to common national problems. But they have also requested that further work be undertaken to assess the viability of the proposal and its possible implications for individual countries. There is a
key concern for instance that it may benefit just one or two countries
(potentially larger PSIDS), but be to the detriment of others (smaller
countries). This needs to be better understood.
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© UN Photo/Eskinder Debebe - Kiribati

C. Official financial flows to Pacific SIDS
Concessional financial flows from official donors are key sources of external finance for most Pacific SIDS and all Pacific SIDS are recipients of such flows. Some
Pacific islands are closely linked economically and politically to a major metropolitan
partner. For example, the Cook Islands, the Federated States of Micronesia, Kiribati, the
Republic of the Marshall Islands, Nauru, Niue, Palau and Tuvalu are all dollarized economies and rely heavily on aid finance from Australia, New Zealand or the United States.
Under the Compact of Free Association between the United States and the Federated
States of Micronesia, the Marshall Islands and Palau, the U.S. provides economic assistance in exchange for security and other services (though this assistance has declined
over recent years and will progressively decline until 2023).94 The “free association” of
the Cook Islands and Niue with New Zealand means that the nationals of these islands
also have New Zealand citizenship and there is a fairly fluid movement of people.
Dependency on official finance varies significantly however amongst countries and
despite overall increases in these flows over the last 15 years, they constitute a decreasing proportion of overall financial resources available to PSIDS for sustainable
development.
The total amount of Official Development Assistance received by Pacific SIDS
nearly doubled between 2000 and 2012 in volume terms. Between 2000 and 2012,
the total amount of ODA received by PSIDS increased from US$ 915 million in 2000
to almost US$ 2 billion in 2012. However, it has declined slightly since then to US$
1.69 billion by 2014.95 While ODA has increased, SIDS as a whole have seen the lowest
increase in ODA flows when compared to other developing countries. Between 2000
and 2015, ODA to SIDS increased by a factor of 3.19 but increased by a factor of 4.16 for
developing countries as a whole. 96
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ODA accounts for a decreasing proportion of overall financial resources available
to PSIDS for sustainable development. Between 2000 and 2014, ODA as percentage
of PSIDS’ aggregate GDP declined from 12.5 percent in 2000 to 6.3 percent in 2014.
This partly reflects improvements in the development and income status of many
PSIDS nations, as well as increases in other financial flows, such as domestic resources,
foreign direct investment and finance from non-OECD DAC donors. Nevertheless, all
respondents to UNDP’s questionnaire survey on development finance in the Pacific
indicated that further increasing ODA is a core pillar of their national development
financing strategy or plan.

94

United States, Compact of Free Association: http://uscompact.org/about/cofa.php

95

OECD DAC (2016)

96

OECD (2015), Small island developing states (SIDS) and the post-2015 development finance agenda:
https://www.oecd.org/dac/financing-sustainable-development/Addis%20Flyer%20SIDS%20FINAL.pdf
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Dependency on ODA flows varies considerably between Pacific countries. he largest
aid recipients in absolute terms are Papua New Guinea (at US$ 464 million of bilateral aid
in 2014), Timor-Leste (at US$ 183 million) and the Solomon Islands (at US$ 182 million).
But it is the smallest economies that are most aid dependent, when ODA is measured as
a percent of Gross Domestic Product (GDP) and on a per capita basis. In Kiribati and the
Federated States of Micronesia for example, aid (grants) totalled almost 40 percent and
31 percent of GDP respectively in 2015.97 On a per capita basis, the largest recipients of
bilateral and multilateral aid combined between 2010 and 2014 have been: Niue (US$
4,909 per capita per year during this period) and Tuvalu (US$ 1,300).98
ODA as a proportion of PSIDS’ GDP has declined in recent years. Overall the average level of ODA as a percent of PSIDS’ GDP dropped from 12.5 percent in 2000 to 6.3
percent in 2014.99 However, ODA levels are highly variable across PSIDS. For example,
very low levels of ODA as a percent of GDP are seen in some of the larger PSIDS (Fiji
at 2.1 percent of GDP in 2014 and Papua New Guinea at 3.4 percent in the same year).
On the other hand, several countries especially the microstates remain heavily ODA
dependent (such as Tuvalu, Kiribati, the Federated States of Micronesia and the Republic of the Marshall Islands with 30 percent or more of GDP being supplied as ODA
in 2014 – see table). As shown by the data, ODA exhibits a high degree of volatility in
some countries.

97

IMF (2015), Kiribati, Article IV Consultation and IMF (2015), Micronesia, Article IV Consultation

98

OECD and World Bank (2016), Climate and Disaster Resilience Financing in Small Island Developing States: http://www.oecd-ilibrary.org/development/climate-and-disaster-resilience-financing-in-small-island-developing-states_9789264266919-en

99

Calculations based on OECD DAC ODA data (2016)

ODA as percentage of GDP in PSIDS
2000

2005

2010

2014

Fiji

1.7

2.2

2.4

2.1

Kiribati

26.6

25.0

14.9

42.5

Rep. Marshall Islands

51.6

41.2

19.6

30.5

Fed. St. Micronesia

43.5

42.7

21.6

36.5

Nauru

-

-

56.4

18.8

Palau

26.2

12.3

15.5

9.3

Papua New Guinea

7.8

5.5

5.3

3.4

Samoa

10.1

9.4

22.5

11.6

Solomon Islands

15.7

48.0

50.7

17.2

Timor-Leste

62.8

37.6

30.9

17.7

Tonga

9.3

12.2

19.1

18.0

Tuvalu

29.3

42.1

41.9

92.3

Vanuatu

16.8

10.0

15.4

12.1

PSIDS Average

12.5

9.9

10.0

6.3

Source: Based on data from OECD-DAC
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On a per capita basis, the microstates are the most heavily ODA dependent. PSIDS
as a whole register ODA per capita levels of US$ 154 per person, which is higher than
Caribbean small states at US$ 55 per capita. But this hides wide variations across the
region. Tuvalu, Nauru, Micronesia, Palau and the Marshall Islands all received ODA in
excess of US$ 1,000 per capita in 2014.100 The Federated States of Micronesia, the Republic of the Marshall Islands and Palau in particular have traditionally been dependent on aid provided by the United States through the “Compact of Free Association”,
though this assistance has declined over the last few years (see figure). New agreements between the US and these three countries will see compact aid levels progressively decline from now until 2023.

100 Based on World Development Indicators and OECD DAC ODA data
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US ODA (US$ million) to Marshall Islands, Micronesia and Palau, 2002-2015102
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Source: OECD DAC database

101

Note that Pacific small states denotes those countries with a population of less than 1 million inhabitants therefore the larger Pacific SIDS, e.g. PNG and Timor-Leste are excluded.

102 Nearly all US ODA to Marshall Islands, Micronesia and Palau is provided under Compact Agreements.

PSIDS have a relatively narrow donor base. Historically, PSIDS’ most important bilateral development partners are Australia, New Zealand, the United States, Japan and
Portugal. More recently, China, Taiwan, the United Arab Emirates and Korea have increased their presence in the Pacific. On the multilateral side, the Asian Development
Bank (ADB), the European institutions, the Global Environment Facility (GEF), UNDP
and the World Bank are major partners. Australia and New Zealand provide almost
60 percent of aid from OECD countries and multilaterals to the Pacific.103 They also
provide financing to support to the Asian Development Bank, World Bank, UNDP and
other international organizations to operate in the Pacific.
Most Pacific SIDS are reliant on a dominant bilateral donor (for example Australia
in Melanesia; Australia and New Zealand in Polynesian states; the United States
for Northern Pacific Compact States). Australia is the largest single donor with over
US$ 850 million in aid provided across the Pacific annually; it has however been in
excess of US$ 1 billion in recent years. New Zealand and Japan provide about US$ 350
million annually. Australia and New Zealand’s support is multi-dimensional, and cuts
across poverty reduction, the social sectors, gender, governance, the environment,
sustainable energy, climate change adaptation, resilience and more. While dependency on the dominant donor(s) make some Pacific countries vulnerable to the shifting
priorities of the dominant development partner(s), these development partners are on
the whole committed and longstanding partners bound by geography, historical links
and long-term development programmes. Australia and New Zealand’s ODA increased
sharply over the 2000s, though it has plateaued somewhat in recent years. US support
to the Compact states has fluctuated more widely.
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“Graduation” from ODA-eligibility and from “Least Developed Country” (LDC)
status is an issue that several Pacific SIDS are grappling with. The Cook Islands and
Nauru are projected to exceed the US$ 12,745 GNI per capita ODA eligibility threshold
fairly soon.104 Vanuatu will graduate from the UN’s LDC category in 2020 (delayed from
2017 due to the impacts of Cyclone Winston).105 These developments – while positive
in the sense that countries’ incomes are rising – are also causing concern to the countries affected. In its response to UNDP’s questionnaire survey on development finance,
the Cook Islands indicated for example that it had secured technical assistance to assess the implications of ODA graduation and was actively exploring the extent to which
climate funds may act as an alternative source of finance. While the short-term implications of these changes are unlikely to be especially severe (e.g. more than 50 percent of
the Cook Islands’ assistance now comes from non-OECD DAC sources, specifically China, the Global Environment Facility and other international climate funds), they nevertheless require countries to plan carefully for possible changes in official financial flows
(e.g. a shift to loans being provided). Development partners must also ensure there is a
‘smooth transition’ where different forms of financial assistance are offered in the future.

103 Pacific Islands Forum Secretariat (PIFS) (2015), Five Years of Improving Development Effectiveness:

http://www.forumsec.org/resources/uploads/memberdocs/Final_2015_tracking.pdf

104 OECD DAC (2014), List of ODA Recipients:

http://www.oecd.org/dac/stats/documentupload/DAC%20List%20of%20ODA%20Recipients%20
2014%20final.pdf

105 See: UN Department of Economic and Social Affairs, Development Policy and Analysis Division, Grad-

uation for the LDC category: https://www.un.org/development/desa/dpad/least-developed-country-category/ldc-graduation.html Samoa graduated from LDC status in 2014.

ODA to Pacific (US$ million), 2010-2015
2010

2011

2012

2013

2014

2015

Australia

971.4

1119.8

1138.9

1034.3

863.6

850.6

New Zealand

130.6

148.8

170.8

155.5

191.6

181.5

United States

125.6

238.7

226.2

233.6

208.1

145.1

Japan

220.5

208.3

165.1

160.5

143.2

143.9

ADB Special
Funds

71.4

65.1

114.7

169.3

107.0

123.0

IDA

45.8

40.7

56.7

82.5

80.7

104.8

EU
Institutions

116.0

98.1

92.1

68.6

80.9

93.2

Global Fund

16.4

19.3

47.7

43.6

23.7

30.1

United Arab
Emirates

0.1

0.1

5.2

0.3

9.4

26.1

Global
Environment
Facility

6.6

5.5

8.6

10.8

24.7

26.1

1827.7

2086.2

2142.8

2082.7

1836.2

1854.3

Total
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Source: OECD DAC

South-South Cooperation is modest relative to ODA though is steadily rising in
the Pacific. Two-thirds of respondents to UNDP’s survey indicated that further deepening South-South Cooperation is a key priority for them. China and other emerging
economies such as Taiwan and the United Arab Emirates are becoming key partners
and important sources of development finance for many Pacific SIDS. Their contribution is also expected to further rise in the future. Between 2006 and 2015, China provided US$1,78 billion in aid to 218 projects in the nine Pacific small island countries
with which it has diplomatic relations.106 As a result, China has become the fourth
largest donor to the Pacific. Most of China’s aid to the Pacific is in the form of concessionary loans. Between 2006 and 2015, 76 percent of its assistance to the PSIDS
were concessionary loans, with the remaining 24 percent in the form of grants tied to
the purchase of Chinese goods and services. The contributions of Korea and the United Arab Emirates, are also on the rise though from modest bases. Between 2006 and
2015, Korea’s ODA to PSIDS increased from US$2.3 million in 2006 to US$17.3 million
by 2015.107 Geopolitical shifts and in particular the rise of China and other East Asian
economies may increase competition for positive relations with Pacific SIDS and translate into even more development assistance in the future.

106 Lowy Institute for International Policy: Chinese Aid in the Pacific:

https://www.lowyinstitute.org/chinese-aid-map/

107 OECD DAC ODA statistical database

Triangular cooperation (collaboration between an OECD DAC donor, a South
South Cooperation provider and a national authority) is also in evidence in the
Pacific. Examples include the Cook Islands-New Zealand-China water partnership (a
US$ 60 million blended finance partnership to improve water quality and address
sanitation issues in Rarotonga, the largest island of the Cook Islands)108 and the Australia-China-Pacific partnership on research on malaria, HIV/AIDS and water resource
management.109
On the multilateral side, the Asian Development, the World Bank, the European
institutions the Global Environment Facility and UNDP are key finance providers.
More recently the European Investment Bank (EIB) has increased its presence in
the Pacific. UNDP provides exclusively grant financing to the Pacific. The EU and the
GEF extend mostly grants but also blend some financing with concessional resources
from other official lenders (the EU provides assistance through a multi-year facility under the European Development Fund). With the multilateral development banks (MDBs),
most finance is extended on concessional terms to PSIDS. For example, despite higher income per capita levels, 10 PSIDS (Kiribati, Marshall Islands, Micronesia, Papua New
Guinea, Samoa, Solomon Islands, Timor-Leste, Tonga, Tuvalu and Vanuatu) have access
to IDA resources from the World Bank under its “small island exception”.110 For the Asian
Development Bank, three countries receive 100 percent grants (Kiribati, Marshall Islands
and Tuvalu). The remainder are eligible for a blend of concessional and non-concessional
loan resources.

108 For further information on this project, see: The Cook Islands Water Partnership
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– Triangular Cooperation between the Cook Islands, China and New Zealand: Lessons Learned:
http://www.oecd.org/dac/dac-global-relations/Session%202(cont)_presentation_Vicki%20Poole.pdf

109 Devex (2013), Australia and China: New partners in aid:

https://www.devex.com/news/australia-and-china-new-partners-in-aid-80684

110

The small island economy exception allows countries with a higher income per capita to nevertheless borrow from IDA on highly concessional terms where countries are small in size, highly vulnerable and where other borrowing options are limited. In practice, two PSIDS are “blend” countries
(Papua New Guinea and Timor-Leste) due to some creditworthiness and can therefore also borrow
from the World Bank on non-concessional terms. See: World Bank, Borrowing countries:
http://ida.worldbank.org/about/borrowing-countries

Asian Development Bank: Current lending terms for the Pacific
100% Grants

50% Grants

Blend:
concessional Asian

Ordinary Capital
Resources only

Development Fund
and Ordinary
Capital Resources
Kiribati

Fed. States
Micronesia

Palau

Fiji

Rep. Marshall Islands

Samoa

Papua New Guinea

Cook Islands

Tuvalu

Solomon Islands

Timor-Leste

Tonga
Vanuatu
(changed following
Cyclone Pam)
Source: Asian Development Bank

Grants and concessional loans remain the predominant financing modalities for
bilateral and multilateral finance providers combined. UNDP’s survey of Pacific
SIDS’ financing for development challenges and opportunities revealed that in addition
to grants and concessional loans, aid-in-kind and technical assistance are also widely
used by donors in the Pacific. Guarantees for loans and investment appear less widely
used. The survey also pointed to experiences with “blended” finance arrangements –
both grant-grant and grant-loan schemes (75 percent of respondents) and countries
indicated an interest in making greater use of such arrangements in the future.
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© Joe Hitchcock - Micronesia

Who are your main development partners - bilateral and
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While PSIDS rely on just a few donors for the majority of their external finance,
the remainder is delivered via many small projects from a multitude of sources.
While many donors are experienced in ‘niche’ areas and can thus provide specialized
support, many small projects can make donor coordination more difficult and also
challenges PSIDS’ administrative and absorptive capacities. Governments also have
to manage frequent multiple donor ‘missions’. Most PSIDS compile dozens of donor
reports every month, can receive several donor missions every week and deal with
multiple bilateral and multilateral donors every day. Lengthy and detailed processes
to access funds mean that delays are common and authorities find it difficult to spend
funds in a timely manner.111 Delays can also increase project costs.
Progress is being made however to improve aid management and donor coordination across the Pacific. Whereas just five years ago, aid or development cooperation polices were the exception rather than the rule, all Pacific SIDS now either have an
aid policy (Samoa, Cook Islands, Tonga, Micronesia, Tuvalu, Palau, Nauru) or are actively
working towards the development (Marshall Islands, Vanuatu, Niue) or finalization of
a national aid policy (Papua New Guinea, Solomon Islands, Kiribati).112 In addition, the
Cook Islands, Kiribati, Nauru, Samoa, Tuvalu, Tonga and Vanuatu have introduced mission free periods or are asking development partners for forward mission schedules.113
Samoa, Papua New Guinea, the Cook Islands and Palau have all reported a decline in
total mission numbers over the recent period. For example, Samoa’s mission count declined from 104 missions in 2009 to 32 in 2014. While other countries have not explicitly measured mission numbers, anecdotal evidence from aid officials in those countries
is that mission burdens are becoming more manageable, in part as a result of enforcing mission free periods.114
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Some of the largest bilateral donors also now deliver a high proportion of their
ODA to the Pacific on-budget, in particular Australia and New Zealand. From these
development partners, nine Pacific SIDS receive non-sector specific on-budget financial support and four have received this form of support for some time now – the Cook
Islands, Niue, Samoa and Vanuatu; five more since adoption of the Forum Compact
in 2009 – Kiribati, Nauru, Solomon Islands, Tonga and Tuvalu. Development cooperation from these partners is also relatively predictable. US Compact States also receive
a form of direct budget support, although some countries note that allocation and
reporting requirements make it, in effect, more like a series of annual projects.115

111

Comment made by a Pacific island official at a UNDP-PIFS workshop on financing for development in
the Pacific, Suva, Fiji, November 2016.

112

See: Pacific Islands Forum Secretariat (PIFS) (2015), Five Years of Improving Development
Effectiveness: http://www.forumsec.org/resources/uploads/memberdocs/Final_2015_tracking.pdf

113

Pacific Islands Forum Secretariat (PIFS) (2015), Five Years of Improving Development Effectiveness:
http://www.forumsec.org/resources/uploads/memberdocs/Final_2015_tracking.pdf

114 Pacific Islands Forum Secretariat (PIFS) (2015), Five Years of Improving Development Effectiveness:

http://www.forumsec.org/resources/uploads/memberdocs/Final_2015_tracking.pdf

115

Pacific Islands Forum Secretariat (PIFS) (2015), Five Years of Improving Development Effectiveness:
http://www.forumsec.org/resources/uploads/memberdocs/Final_2015_tracking.pdf

There have been efforts to strengthen public financial management systems in
the Pacific. Increased levels of aid on-budget is partly a response to steps taken over
recent years by many Pacific SIDS to strengthen public financial management systems,
often with support from the Pacific Financial Technical Assistance Centre (PFTAC) and
other development partners (e.g. Asian Development Bank, Australia, the EU, New
Zealand and the World Bank). In practice, some budget support arrangements involve
the negotiation of a “policy matrix” with the authorities, i.e. financial support is extended around commonly-agreed policy actions or reforms rather than focused on specific activities or projects. This has been considered a useful approach since it provides
for flexible funding into the government budget and encourages an open dialogue
focused on policy issues rather than on activities and projects. It can also support enhanced donor coordination and reduce transaction costs for Pacific countries. It has
also proven an effective way of dealing with the challenge of multiple “piecemeal”
projects.116 But it is also not a panacea. This approach often relies on a high degree of
capacity in host countries’ administrations. Acute capacity constraints persist within
most Pacific island administrations which can make compliance with the full range of
agreed policy actions a challenge in some instances. 100 percent of respondents to
UNDP’ development finance survey stated that staff capacity constraints were a key
difficulty; in two-thirds of cases, technical capacity constraints were also identified as
a barrier.
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Delivery mechanisms for concessional finance remain variable across countries
however, and most official finance providers continue to deliver project-based
financial support. The Pacific Islands Forum Secretariat reports that there is still a gap
between those countries that are able to negotiate a larger proportion of total aid
flows being channelled through sector and on-budget support, and those for whom
it supplements the project mode, which remains the primary delivery mechanism.117
The use of partner country public financial management systems by donors to deliver
aid (for both budget support and programme-based approaches as well as project
support) also reveals a mixed picture across the Pacific.

116

Pacific Islands Forum Secretariat (PIFS) (2015), Five Years of Improving Development Effectiveness:
http://www.forumsec.org/resources/uploads/memberdocs/Final_2015_tracking.pdf

117

Pacific Islands Forum Secretariat (PIFS) (2015), Five Years of Improving Development Effectiveness:
http://www.forumsec.org/resources/uploads/memberdocs/Final_2015_tracking.pdf

Use of country systems
Budget

Financial
reporting

Auditing

Procurement

Cook Islands

100%

100%

1%

99%

Kiribati

16%

16%

16%

0%

Marshall Islands

93%

93%

93%

87%

Micronesia

80%

80%

80%

80%

Nauru

53%

53%

8%

34%

Samoa

81%

81%

81%

81%

Solomon Islands

65%

67%

67%

67%

Tonga

43%

43%

22%

43%

Tuvalu

57%

57%

57%

57%

Vanuatu

74%

74%

6%

37%

Country

Source: Pacific Islands Forum Secretariat118
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Concessional finance supports a variety of purposes in Pacific SIDS. When looking
at ODA disbursements by purpose, OECD DAC data shows that ODA is mostly allocated to the social sectors (47 percent in 2015); infrastructure (17 percent for the same
year); and the environment (16 percent in 2015) with the remainder spread between
energy, disaster response, administrative costs and other miscellaneous interventions.
While the social sectors claim the lion’s share of aid allocations, the amount allocated
has in fact diminished over recent years (down from 62.5 percent in 2007). Conversely, infrastructure and the economic sectors have increased in prominence. More recently, Australia and New Zealand have changed their policies and areas of focus to
emphasize economic growth and private sector development much more. There has
also been a focus on the aid for trade agenda as a means to strengthen overall competitiveness and aid regional integration. Priorities such as competitiveness, economic
infrastructure and export diversification have become more prominent. Similarly, environmental interventions, including ecosystem and land management also receive
more financing.119 South-South providers have tended to focus more on economic
infrastructure. For example, China’s aid focuses mainly on transportation and communications facilities, accounting for 44 percent of its total aid the Pacific.120

118

Global Partnership for Effective Development Cooperation (GPEDC) (2017) Second Monitoring
Round of the Global Partnership (country profiles): http://effectivecooperation.org/monitoring-country-progress/country-and-territory-monitoring-profiles/

119

OECD DAC data

120 China.aiddata.org (Tracking Chinese Development Finance): http://china.aiddata.org/#
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©UN Photo/Evan Schneider - Samoa, Apia

Development partners’ thematic priorities would seem to tally well with Pacific
SIDS’ stated priority sectors. According to the results of UNDP’s questionnaire survey
on development finance, the social sectors (health and education) and infrastructure
development (especially transportation) are the most important priorities in countries’
national financing plans where they exist. Building international trade capacities is also
cited as important by several countries.

Distribution of ODA to PSIDS (% of ODA), 2015

3%

6%

Social

5%

Energy
Disaster

16%

Budget support
Environment
and multisector
Economic
Infrastructure

6%

Administration
Debt and Others

17%

47%

Source: OECD DAC
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Multilateral lenders have prioritized larger investments in fewer countries. Some
Pacific SIDS report that some MDBs have a minimum loan threshold (e.g. loans must be
minimum US$ 10 million or more) and that this is still too high for some.121 Many MDB
investments target clean energy and resilient infrastructure. There is also a focus also
on contingent credit lines for disaster and shocks responses. Under the World Bank’s
IDA concessional loan window (IDA 17), resources were also allocated to region-wide
programmes. In 2015, six regional projects were supported focusing on regional aviation, disaster risk management, fisheries and ICT.122 Under IDA 18, key focus areas
will include interventions to tackle climate change, conflict and fragility and improved
governance.123 Many PSIDS receive financing from the multilateral financial institutions fairly consistently over time but the data also shows considerable variation yearto-year reflecting a few large one-off commitments. A couple of Pacific SIDS – notably
Nauru and Palau – have not benefited from IBRD or IDA resources from the World Bank.

121

Comment made by a Pacific island official at a UNDP-PIFS workshop on financing for development in
the Pacific, Suva, Fiji, November 2016.

122 World Bank (2016), Engagement with Small States: Taking Stock: http://www.worldbank.org/en/

country/smallstates/publication/engagement-with-small-states-taking-stock

123 World Bank (15 December 2016), Global Community Makes Record $75 Billion Commitment to End

Extreme Poverty: http://www.worldbank.org/en/news/press-release/2016/12/15/global-community-commitment-end-poverty-ida18

Infrastructure development in PSIDS has picked-up over recent years in PSIDS,
but infrastructure financing gaps remain high and the maintenance of key infrastructure remains a key challenge. Official development partners are the main providers of support for infrastructure development but for the multilateral financial institutions, there are typically higher transaction costs associated with relatively smaller
infrastructure investments. There are also challenges related to domestic capacities to
identify and develop high quality infrastructure investment proposals. Moreover, the
relatively high-costs of infrastructure maintenance mean that insufficient finance is
usually allocated to maintaining completed projects which often leads to a faster deterioration of the asset and a subsequent need for major rehabilitation. This behaviour
has been labelled the ‘build-neglect-rebuild’ paradigm. It is estimated that the cost of
maintaining existing infrastructure amounts to on average 6 percent of PSIDS’ GDP annually which is far more than that typically allocated within countries’ budgets. No Pacific island country has met the 25 percent of GDP target for investing in infrastructure
(Fiji excepted).
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New investment and technical assistance facilities have been established to help
the Pacific to address its infrastructure challenges. These include the Pacific Regional Infrastructure Facility (PRIF) which provides specialized technical support on infrastructure development.124 The PFIF provides project preparation, strategy and other
advisory services in the energy, telecommunications, water and sanitation, transport
and urban development sectors. The European Union has also established an “Investment Facility for the Pacific” (IFP) which has a major focus on infrastructure and ‘green’
investments, and employs blended financing modalities which are relatively new to
the Pacific. Blended financing arrangements – whereby grants from an official finance
provider are “blended” with loans from another public or private sector entity so as to
increase the resource envelope for the project and combine the expertise of different
actors – are increasingly common for infrastructure-type investments. 75 percent of
respondents to UNDP’s survey reported having made use of blended finance and are
keen to explore this avenue further still.

124 Pacific Regional Infrastructure Facility (PRIF): http://www.theprif.org/

Blended Finance and Infrastructure Investment in the Pacific
In 2012, the European Union established the “Investment Facility for the Pacific” (IFP) which “blends” aid resources from the EU with loan financing from
multilateral and bilateral European Finance Institutions (such as the French
Development Agency – AFD, the European Bank for Reconstruction and Development – EBRD, the European Investment Bank – EIB, and the German Development Bank – KfW), as well as Regional Development Banks (such as the
Asian Development Bank) together with contributions from individual partner countries to leverage more resources for investments in infrastructure and
other key development sectors.
Funded by the European Development Fund, the IFP promotes “green” investments in particular. The Facility intervenes in cases where the market fails to
offer sufficient or affordable financing. IFP contributions have so far supported
investments in projects located in: the Cook Islands, Federated States of Micronesia, Fiji, Kiribati, Marshall Islands, Nauru, Niue, Palau, Papua New Guinea,
Samoa, Solomon Islands, Timor-Leste, Tonga, Tuvalu and Vanuatu. Regional
operations are also eligible though identification of suitable projects has thus
far been a challenge. For the period 2014-2020, financial resources allocated
to the IFP amount to € 20 million. For the 2014-2020 phase of the IFP, support
for projects that aim to foster regional economic integration (i.e. trade and
private sector development), sustainable management of natural resources
and the environment (i.e. sustainable fisheries and waste management) are
being prioritized. IFP provides its support through: investment grants; technical assistance; risk capital and other risk-sharing instruments.

Projects supported by the EU’s Investment Facility
for the Pacific
Fiji: Technical Economic Feasibility Study for Lower Ba Hydropower
Development125
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Supported by the European Investment Bank (EIB) as lead financier, and the
European Commission and Asian Development Bank (ADB) as co-financing
institutions, the project is financing feasibility studies for a hydroelectric power scheme on the Lower Ba River, Fiji with a view to meet Fiji’s strategic renewable energy targets and to enable the country to reduce its dependence
on conventional thermal generation. In addition to funding the technical and
economic feasibility studies, the “aid” component will be used to help prepare
guidelines and bidding documents for the project which will be implemented
under independent power producer arrangements, as well as lower the costs
of private sector participation in the project.

125 European Commission, Investment Facility for the Pacific, Technical Economic Feasibility Study for

Lower Ba Hydropower Development (the TA Project):
http://ec.europa.eu/europeaid/blending/technical-economic-feasibility-study-lower-ba-hydropower-development-ta-project_en

Project Preparation & Implementation Programme for Timor-Leste126
The Timor-Leste Strategic Development Plan 2011-2030 defines an investment strategy ‘focused strongly on major infrastructure, skills, and other
structural gaps, seeking to generate increased and sustainable private sector investment as a means to enhance job opportunities and reduce poverty
for the people of Timor-Leste’. Led by the European Investment Bank with
the participation of the Asian Development Bank, World Bank and European
Commission, the project aims to prepare a number of investment proposals
for infrastructure and/or financial sector development, structured where appropriate to encourage private sector engagement in the implementation of
those projects. The “aid” portion is being used, inter alia: (i) to fund the preparation of a number of investment proposals eligible for subsequent financing
by the EIB and other donor agencies; (ii) to support the engagement of the
private sector in those projects; (iii) to help strengthen institutional capacity
of relevant government agencies and project sponsors; (iv) to support, where
required, the development of an appropriate enabling policy, legal and regulatory environment.

126 European Commission, Investment Facility for the Pacific, Project Preparation & Implementation

Programme for Timor-Leste (PPI Programme):
http://ec.europa.eu/europeaid/blending/project-preparation-implementation-programme-timor-leste-ppi-programme_en
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© UNDP Climate Change Adaptation - Papua New Guinea

Infrastructure Financing Challenges in Samoa:
A Case Study by UNESCAP and KVA Consult127
Samoa completed a national study in February 2017 with the support of the United Nations Economic and Social Commission for Asia
and the Pacific (ESCAP) in the area of meeting Samoa’s infrastructure
financing needs. Infrastructure needs in Samoa are estimated to represent about 9-10 percent of GDP and these needs are currently mainly financed through external assistance (both concessional loans and
grants). With Samoa’s graduation to a lower-middle income country,
the authorities are keen to explore alternative sources of finance to
compensate for possible declines in development assistance in the
future.
The ESCAP study highlights the following policy options so as to enhance infrastructure investment in Samoa:
Improving Public Expenditure Efficiency: A substantial portion
of public expenditure is allocated towards infrastructure. Therefore
major improvements to Public Finance Management (PFM) systems,
which are now in their third phase of reforms, can have a positive impact on infrastructure development. In addition, Samoa has developed a strong infrastructure planning process with a National Strategic Infrastructure Plan, Sector Plans and Medium Term Expenditures
Frameworks (MTEF), and Public Sector Investment Plan (PSIP). This
planning process is necessary to ensure that limited resources are allocated towards projects aligned with national priorities and that adequate funding is allocated to asset maintenance. The challenge is now
to implement these plans and coordinate the different agencies and
other stakeholders involved in infrastructure projects.
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Enhancing State-Owned Enterprises Performance and Accountability: State-Owned Enterprises (SOES) are active in infrastructure
development with companies such as Electric Power Corporation
(EPC), Samoa Water Authority (SWA) and Land Transport Authority
(LTA). However, the profitability of SOEs is minimal overall and the government is pushing ahead with reforms due to the potential impact of
SOEs on fiscal sustainability (contingent liabilities for the government
comprise implicit guarantees of around 17 percent of GDP in SOEs).

127 With thanks to UN ESCAP and KVA Consult for the material provided in this box. Adapted from:

UN ESCAP/KVA Consult (2017), Infrastructure Financing Strategies for Sustainable Development
in Samoa, National Study/Paper:
http://www.unescap.org/resources/study-infrastructure-financing-samoa

Mobilizing Domestic Resources: While grants, such as budget support, represent a significant part of public revenues (approximately
10 percent); the vast majority comes from taxes (about 80 percent).
Taxes have increased substantially over the last few years (up 22 percent between 2012 and 2015) and the tax to GDP ratio is well above
the Asia-Pacific average. Key reforms have been necessary to achieve
these results and fiscal policy continues to focus on reducing reliance
on international trade based taxes with the bulk of taxed revenue collected through Value Added Goods and Services Tax (VAGST) and other taxes. These efforts are critical to generate more resources for public
spending, including for infrastructure. In this respect, improving tax
enforcement and compliance, as well as effective and efficient revenue collection, can make a significant difference.
Involving the Private Sector through Public-Private Partnerships
(PPP): Private finance needs to complement public resources for infrastructure development. Samoa has experience with private finance
in different sectors. For example, the Sogi Water Treatment Plan was
developed through a 5-year Design-Build-Operate-Transfer contract
while Power Purchase Agreements (PPAs) were signed to support private investment in power generation. To facilitate private sector involvement, the government has put in place a PPP framework to guide
the role of public and private entities in developing bankable PPP projects as well as improving existing screening processes and regulatory
frameworks. A small PPP unit was also established in the Ministry of
Public Enterprises (MPE).
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Leveraging Climate Finance and ODA resources: The development
finance landscape has changed in the last decade with the growing
importance of climate related instruments. Samoa has been relatively
successful in seizing these opportunities with at least US$ 109 million
committed to date from these instruments. For example, Samoa was
granted US$ 8.7 million from the Adaptation Fund to enhance the
resilience of coastal communities and US$ 57.7 million from Green
Climate Fund (GCF) for an integrated flood management system. To
ensure the timely implementation of these projects, the absorptive capacities within the involved agencies need to be addressed as a matter
of priority.

©UNDP, Silke von Brockhausen - Tuvalu

Based on historical frequency, the IMF asserts that the probability of a natural
disaster averages more than 20 percent a year across all Pacific small states.128
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Financing for disaster response and other emergencies has also increased considerably over recent years. PSIDS typically lack the strong and stable revenues they
need to improve disaster-preparedness and to allocate funds to ex post relief and reconstruction. Disasters can also add to public debt burdens. In response, many bilateral and multilateral financial institutions have expanded both technical support and
financing facilities for these purposes over recent years. This support has taken a variety of forms and includes both ex post emergency/contingency financing and funds,
as well as ex ante schemes such as sovereign disaster insurance. 128
Examples include the FRANZ arrangement, under which France, Australia and New
Zealand coordinate disaster reconnaissance and relief assistance in the Pacific when
requested by partner countries. FRANZ is a civilian-led arrangement that is supported
by defence forces.129 Australia and New Zealand also provide additional logistical and
financial assistance in response to natural disasters. On the multilateral side, the Asian
Development Bank’s Asia Pacific Disaster Response Fund (APDRF) is a special fund
designed to provide aid resources to member countries impacted by a major natural
disaster. This was accessed by Samoa after the 2009 tsunami, Vanuatu after Tropical
Cyclone Pam, and Fiji in 2016 after Tropical Cyclone Winston. In December 2016, the

128 IMF (2015), Enhancing Macroeconomic Resilience to Natural Disasters and Climate Change in the

Small States of the Pacific: https://www.imf.org/external/pubs/ft/wp/2015/wp15125.pdf

129 The FRANZ Arrangement: https://www.mfat.govt.nz/assets/_securedfiles/Aid-Prog-docs/NZDRP-

docs/Franz-Arrangement-Brochure.pdf

Asian Development Bank also approved a US$ 10 million contingency credit line for
the Cook Islands that could be accessed within days of a disaster. 130
Macro-insurance and risk assessment facilities are also being rolled-out in the
Pacific. The Pacific Catastrophe Risk Assessment and Financing Initiative (PCRAFI)
managed and supported by a range of the Pacific’s development partners has recently
been established.131 Modelled in part on the Caribbean Catastrophe Risk Insurance Facility (CRRIF), the PCRAFI aims to provide Pacific SIDS with disaster risk modelling and
assessment tools as well as sovereign catastrophe insurance. It is therefore a technical
assistance programmes as well as a contingency financing facility. In March 2015, the
PCRAFI provided Vanuatu with a US$ 1.9 million cash infusion within 10 days of being
struck by Tropical Cyclone Pam. It also provided Tonga with more than US$ 1.2 million
following January 2014’s Tropical Cyclone Ian. Together, the Cook Islands, the Marshall
Islands, Samoa, Tonga, and Vanuatu have been able to secure aggregate insurance
coverage worth US$ 43 million against tropical cyclones, earthquakes and tsunamis.132
These initiatives demonstrate that donor subsidized insurance schemes can be a reasonable investment in economic resilience.

9 5 | PA R T T WO

Nevertheless, financing for disaster response can never meet all costs associated with a sudden and sever shock, especially when the many ‘hidden’ costs of
disasters are factored in. International responses to disasters can also be unpredictable with larger “newsworthy” disasters attracting larger external funding streams
than smaller recurrent ones. With the predicted impacts of climate change, extreme
weather events can be expected to become more frequent and more severe which
will require both national authorities and the international community to ensure that
adequate financing facilities are in place for both disaster preparedness and response.

130

Asian Development Bank, Asia Pacific Disaster Response Fund:
http://www.adb.org/site/funds/funds/asia-pacific-disaster-response-fund-apdrf

131

The Pacific Catastrophe Risk Assessment and Financing Initiative (PCRAFI) is a joint initiative of
SOPAC/SPC, the World Bank, and the Asian Development Bank with the financial support of the
Government of Japan, the Global Facility for Disaster Reduction and Recovery (GFDRR) and the
ACP-EU Natural Disaster Risk Reduction Programme, and technical support from AIR Worldwide, New
Zealand GNS Science, Geoscience Australia, Pacific Disaster Center (PDC), OpenGeo and GFDRR Labs.
For more information, see: Pacific Catastrophe Risk Assessment and Financing Initiative (PCRAFI):
http://pcrafi.spc.int/

132 PCRAFI Facility: Phase II Enhancing the financial resilience of Pacific island Countries against

natural disaster and climate risk:
http://pubdocs.worldbank.org/en/178911475802966585/PCRAFI-4-pager-web.pdf

ODA for Disaster Responses in PSIDS, 2002-2015
120
100
80
60
40
20
0

02

20

03

20

04

20

05

20

06

20

07

20

08

20

Emergency Response
Disaster Prevention & Preparedness

09

20

10

20

11

20

12

20

13

20

14

20

15

20

Reconstruction Relief and Rehabilitation
Total Disaster Management

Source: OECD-DAC

Looking forward, official financial flows are predicted to increase for many Pacific
SIDS from a variety of sources. PSIDS received about US$ 2.5 billion in total official
concessional financial flows from bilateral and multilateral development partners combined in 2015. Over the next five years, this could increase to as much as US$ 3.5 billion
annually. These anticipated large increases in financing are expected to come from three
principal sources: (i) the ADB (from about US$ 400 million per year to up to US$ 750/800
million by 2020); (ii) the World Bank (which is increasing the availability of concessional
resources for the Pacific in IDA 18 from a base of about US$ 200 million per year to up
to US$ 450 million annually by 2020); (iii) the Green Climate Fund, which could provide
conservatively up to US$ 200 million annually in financing to the Pacific.133 The level of
concessionality of these increased flows will be a critical issue, especially since some providers have recently increased non-concessional lending to some Pacific SIDS (e.g. the
Asian Development Bank and the World Bank have increased non-concessional lending
to Fiji, Papua New Guinea and Timor-Leste. This is combined with some non-concessional finance from China to some PSIDS).
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The capacity of PSIDS to absorb and use this financing in effective and transformative
ways will also be critical; there is the concern that in the scramble to deploy these increased resources, projects will need to be found quickly, will be-ill-defined and not contribute substantively to national sustainable development needs.

133

Asian Development Bank (2016 and 2017)

The hidden extra costs of disasters
Countries tend to focus on direct economic losses, many of which are
offset by donors but social and hidden costs are often larger if their impact on the national economy is taken into account. The World Bank
emphasizes that while direct economic losses from e.g. cyclones or
other disasters are at least partially offset by donors and other development partners (who typically offer more aid and/or concessional
loan finance), this is not true for some other significant costs such as
increased illness, lost work and school days, volunteer time to help out
etc. Opportunity costs too are rarely documented, e.g. a loss in income
due to a decline in tourism following an extreme weather event or a
reluctance to grow crops because of frequent damage due to cyclones
or flooding. These costs are borne almost entirely internally. Meanwhile,
countries have typically allocated only small contingencies for dealing
with disaster risks. While more developed economies within the region
are more highly exposed to wealth losses as a result of disasters, larger and more diversified economies can better absorb these shocks and
can use revenue from unaffected regions to subsidize affected areas.
Smaller countries, meanwhile, have less capacities to cope.
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Source: World Bank

The likely continued reliance on development aid and other official financial
flows in many Pacific island countries will continue to present challenges for
internal and external coordination and resource allocation. Major development
partners in the region still do not effectively coordinate their assistance in individual countries. Development partners are often very sensitive to each others’ interests,
and while many try to take a coordinated approach and link aid to agreed national
development priorities, some partners prefer to go it alone. This sometimes leads to a
discourse of politeness rather than serious engagement to enhance aid effectiveness
at the country level. Nevertheless, reducing aid fragmentation (e.g. through increasing

scale and complementarity of activities, extending finance over longer durations etc.),
programmatic and sector-wide coordination have all been features of donor efforts to
enhance the quality of aid and improve development effectiveness, and continue to
show promise in the Pacific.

D. Climate finance in the Pacific
“[W]e […] recognize that, at times, complex application procedures have prevented some
small island developing States from gaining access to funds that are available internationally [for climate change adaptation and mitigation]”
Samoa Pathway, 2014
Climate change represents an existential threat for many Pacific island nations.
It will affect both the severity and frequency of extreme weather events and will
worsen other environmental shocks such as droughts. This will have major consequences on key economic sectors and vulnerable populations in Pacific SIDS.
According to the UN, the total value of infrastructure, buildings and cash crops considered at some level of risk from climate change in the Pacific is estimated at over US$
111 billion. In the Pacific, the asset replacement cost is on average 4 times greater than
countries’ GDP (in 2013); for Timor-Leste the ratio of asset replacement cost is 14 times
their GDP. 134 The World Bank notes that the region has experienced about 2,400 tropical cyclones in the last 60 years and that their occurrence has increased over time.135
This underscores the urgency of international efforts to mitigate climate change.
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Pacific SIDS urgently need to secure finance to adapt to climate change yet many
countries have found it difficult in the past to access climate finance. 136 UNDP’s
survey results indicated that 80 percent of respondents have found it difficult to access
climate finance; 20 percent found it extremely difficult. The survey results indicate that
limited local limited technical and administrative capacities and/or co-financing requirements, opaque and poorly understood application processes and requirements
of different funds constitute the main concerns of Pacific SIDS. Climate finance is delivered across a large number of bilateral and multilateral players that has resulted in
a complex architecture of funds and providers. As a consequence, PSIDS’ face a complex web of eligibilities and variable application requirements that can be extremely
difficult to fulfill. Other challenges mentioned by respondents included: insufficient
technical support from accredited international agencies; weak proposal writing skills;
and the identification of relevant projects or programmes; and lack of data.

134 UN OHRLLS (2015), Small Island Developing States in Numbers: https://sustainabledevelopment.

un.org/content/documents/2189SIDS-IN-NUMBERS-CLIMATE-CHANGE-EDITION_2015.pdf

135

IMF (2015), Enhancing Macroeconomic Resilience to Natural Disasters and Climate Change in the
Small States of the Pacific: https://www.imf.org/external/pubs/ft/wp/2015/wp15125.pdf

136 Pacific Islands Forum Secretariat (2016), Opportunities for improving access to Climate Change

Finance: http://www.forumsec.org/pages.cfm/fpr-updates/from-paris-to-marrakesh-beyond-opportunities-for-improving-access-to-climate-change-finance.html

What is your country’s experience with
accessing climate finance?
Extremely difficult
to access

20%

Difficult to
access
Satisfactory
Accessible
Easily
accessible

80%

Source: UNDP (2016)

Main Challenges in Accessing Climate Finance
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Answer Options

Response Percent

Opaque application processes & requirements of different climate
funds

80.0%

Limited local capacity (e.g. technical staff )

100.0%

Limited technical/financial support from accredited international/
regional implementing agencies

80.0%

Identification of relevant projects/programmes

40.0%

Grant & proposal writing skills

40.0%

High cost of investment in processes and procedure

20.0%

Weaknesses in national public Financial management systems

0.0%

Limited support from development partners

0.0%

Limited support from Global Climate Funds for readiness
programmes

0.0%

Limited support for accredited national implementing agencies

20.0%

Other (please specify)

0.0%

Source: UNDP (2016)

Despite these ongoing challenges, most Pacific SIDS have nevertheless secured at
least some climate-related finance. 100 percent of respondent countries to UNDP’s survey indicated they had accessed climate finance, with the Global Environment Facility and
the Green Climate Fund the most ‘utilized’ multilateral funds to date. The Stockholm Environment Institute (SEI) estimates that the flow of climate finance to the Pacific totalled US$
748 million committed for the 15 PSIDS from 2010-2014. The bulk of funds were grants
with almost 60 percent allocated to adaptation, 36 percent for mitigation and 5 percent for
both. At least 72 percent were from bilateral sources.
Technical assistance has played – and continues to play – a key role in leveraging climate finance. Presently, most climate finance to the Pacific is channelled through accredited
multilateral intermediaries which provide much-needed technical support to develop and
implement high-quality climate-related projects in a context of low capacity. In their survey
responses, Pacific SIDS indicated they had benefited from technical assistance provided by a
range of development partners, namely the Asian Development Bank (in 60 percent of cases),
the Secretariat of the Pacific Regional Environment Programme (SPREP) (used by 20 percent
of countries), UNDP (used in 60 percent of cases) and the World Bank Group (also at 60 percent). UNDP, SPREP and the Asian Development Bank are all accredited international entities
with strong connections to the Pacific. Increasingly, key development partners to the Pacific
are teaming up to leverage each others’ strengths and to support Pacific SIDS to unlock more
climate finance. For example, New Zealand provides practical support to PSIDS to access the
GCF through a technical assistance programme which has made available engineers and
other highly qualified technical specialists on water, flood management and drainage to the
Republic of the Marshall Islands, Papua New Guinea, Samoa and Tonga. They have then partnered with a UNDP led project design team to develop‘fit for purpose’proposals to the GCF.137
This includes the recently approved US$ 65 million integrated flood management project in
Samoa.138 This project will strengthen adaptive capacity and reduce exposure to climate risks
faced by vulnerable communities and infrastructure in the Vaisigano River catchment. GCF
grants will be used to leverage additional financing from the Development Bank of Samoa.
Global/Multilateral Climate Funds Accessed
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Answer Options

Response Percent

Green Climate Fund

80.0%

Global Environment Facility

100.0%

The Adaptation Fund

40.0%

Asian Development Bank

40.0%

European Investment Bank

20.0%

World Bank Group

40.0%

Other (please specify)

0.0%

Source: UNDP (2016)

137

UNDP (2017), UNDP Ramps up Support to Vulnerable Pacific Islands with Financial and Technical Assistance from New Zealand: http://reliefweb.int/report/samoa/undp-ramps-support-vulnerable-pacific-islands-financial-and-technical-assistance-new

138 UNDP, Integrated Flood Management to Enhance Climate Resilience of the Vaisigano River Catch-

ment in Samoa: http://adaptation-undp.org/projects/gcf-samoa

Most Pacific SIDS are nevertheless keen to secure ‘direct access’ to climate finance
resources in the future. In response, several climate funds have introduced the “direct
access” modality to make financing directly available to partner administrations. In the
Pacific, the GCF has provided “readiness support” funds (resources that aim to ensure
countries are able to effectively access and deploy resources directly from the GCF),
namely the Cook Islands, Federated States of Micronesia, Niue, Palau, and Vanuatu.139
Fiji is now in the pipeline.140 Overall however, accreditation processes remain slow due
to complex and extensive requirements and limited human resources and capacities
in PSIDS.141

The Green Climate Fund and PSIDS: the story so far
Fiji and Tuvalu were the first two countries in the Pacific to access project funding from the new Green Climate Fund. Tuvalu’s US$ 36 million
coastal adaptation project with UNDP was approved in June 2016,
while Fiji’s US$ 31 million urban water supply and wastewater management project in partnership with the Asian Development Bank
was approved in November 2015.142
The GCF promotes ‘blended’ finance through the use of four financial
instruments: concessional loans, equity, grants and guarantees. All
GCF projects approved so far are also co-financed by the national authorities and involve partnerships with other official financial institutions. As an example, in the case of Fiji’s water supply and wastewater
management project, the total investment is of US$ 222 million from
four sources: US$ 31 million in grant financing from the GCF; US$ 67.7
million in loan financing from the ADB; US$ 38 million in loans from
the EIB; and US$ 85.3 million in national co-financing from the Ministry of the Economy. In the case of Tuvalu, a US$ 36 million grant is
being made available by the GCF with US$ 2.6 million in co-financing
from the Government of Tuvalu for a coastal adaptation project.
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Other GCF funded interventions and activities in the Pacific include
“readiness support” programmes in the Cook Islands and the Pacific.

139 Green Climate Fund: http://www.greenclimate.fund/home
140 Green Climate Fund (2017), Progress and outlook report of the Readiness and Preparatory Support

Programme: https://www.greenclimate.fund/documents/20182/584114/GCF_B.16_Inf.05_-_Progress_and_outlook_report_of_the_Readiness_and_Preparatory_Support_Programme.pdf/
cd3a49cc-6d5e-49a1-b5b2-e429351e1012

141 OECD and World Bank (2016), Climate and Disaster Resilience Financing in Small Island Develop-

ing States: http://www.oecd-ilibrary.org/development/climate-and-disaster-resilience-financing-in-small-island-developing-states_9789264266919-en

142 Pacific Island Forum Secretariat (2016), Opportunities for improving access to Climate Change

Finance: http://www.forumsec.org/pages.cfm/fpr-updates/from-paris-to-marrakesh-beyond-opportunities-for-improving-access-to-climate-change-finance.html

The Cook Islands’ readiness support agreement was signed with GCF
in January 2016 with the aim of strengthening the capacity of the
National Designated Authority (NDA) to engage with the Green Climate Fund. The budget allocated was US$ 150,000 over 12 months.
The intervention also intends to enhance the capacity of the Ministry
of Finance and Economic Planning (MFEM) as the delivery partner to
further access and manage climate finance. A core output has been
the assessment of the country’s climate priorities in line with the principles of the GCF, identified through stakeholder consultations.143
Vanuatu’s readiness support programme was developed with the support of the South Pacific Regional Environment Programme (SPREP)
and was approved in May 2016 with a total budget of US$ 137,000
over 5 months. The primary purpose of the Readiness Proposal is to
determine the Climate Information and Services (CIS) needs of policy developers, planners and decision-makers in a vulnerable Pacific
country – Vanuatu. In doing so, the proposal will foster the delivery of
tailored climate and weather information and services for the issues
and sectors most in need. The support is now complete and has led to
the completion of the full GCF proposal entitled: Pacific Climate Adaptation Policy and Planning Support through Applied Climate Information Services (Pac CLIM APPS), which aims to develop integrated,
fit-for-purpose, climate information to support climate resilient development in Pacific Island Countries. The full proposal US$ 23 million
has now been approved by the GCF Board.144
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Additionally, a project proposal was submitted at end 2016 for the
“Pacific Islands Renewable Energy Investment Program” in partnership with the Asia Development Bank for US$ 17 million over 15 years.
The programme covers Cook Islands, Tonga, Republic of Marshall Islands, Federated States of Micronesia, Papua New Guinea, Nauru and
Samoa. Power costs in these countries are among the highest in the
world because of their reliance on imported diesel, along with high
transportation costs from distributing the diesel to often highly dispersed populations. If approved, the programme will support a paradigm shift from diesel power generation to renewable energy across
solar, wind and hydropower generation in seven Pacific Small Island
Developing States and place the SIDS on a sustainable, climate resilient development pathway.145

The vast majority of climate finance is delivered as project-based support in the
Pacific. Climate finance is splintered in a myriad of projects. The OECD and World Bank
report that even microstates (countries with populations of less than 200,000) have
had to manage large numbers of climate-related projects from 2011-14, with Samoa
at 75 projects, Tonga at 52 and Kiribati at 48.146 The challenge is that this finance is
off-budget, subject to vertical fund rules and procedures, and is run through parallel
governance structures and ‘focal points’ that are often not the aid coordinating authority, with weak links to countries’ budgets and planning.
Looking forward, climate finance is on the increase though some of this rise is
expected to be in the form of loans, especially for the higher-income countries.
There is a significant growth in resources from climate-dedicated funds, as well as
from bilateral donors (such as Australia, the European Union, Japan and New Zealand) and Pacific small islands are strategically positioned to secure further access to
these funds. Developing capacities to design, apply for and manage projects and the
complexity of application and reporting requirements remain key challenges for the
Pacific however. A thorough understanding of vertical funds’ (and bilateral donors’)
rules and requirements in terms of data, quality standards and risk are often lacking,
while information requirements on donors’ sides are stringent with little flexibility.
Baseline data is often weak and national governance arrangements underdeveloped.
Even where funding is approved, recipient governments can often lack the capacity
to implement the project. If larger shares of donor finance are allocated to climate
and environment-related priorities in the future, both Pacific SIDS and donors must
ensure this finance is not only supplied on terms and conditions that are appropriate
for their circumstances, but has linkages to countries’ broader sustainable development priorities, i.e. ensure that climate finance also supports a country’s job strategy
or agriculture in a changing climate.

143 For further information, see: Green Climate Fund (2016), Progress and outlook report of

the Readiness and Preparatory Support Programme: https://www.greenclimate.fund/
documents/20182/184476/GCF_B.12_Inf.06_-_Progress_and_outlook_report_of_the_Readiness_
and_Preparatory_Support_Programme.pdf/29400a6a-8b3d-46a9-9b4b-e7faeb916835
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144 South Pacific Regional Environment Programme (SPREP) (2016), Vanuatu and Samoa amongst new

Green Climate Fund grants for the Pacific: http://www.sprep.org/climate-change/vanuatu-andsamoa-amongst-new-green-climate-fund-grants-for-the-pacific

145 Green Climate Fund (2016), Funding Proposal, FP036: Pacific Islands Renewable Energy Investment

Program: https://www.greenclimate.fund/documents/20182/574760/Funding_proposal_-_FP036_-_
ADB_-_Cook_Islands.pdf/591a93b0-66b3-4b29-af2e-6859ac8b4615

146 OECD and World Bank (2016), Climate and Disaster Resilience Financing in Small Island Develop-

ing States: http://www.oecd-ilibrary.org/development/climate-and-disaster-resilience-financing-in-small-island-developing-states_9789264266919-en

© Tom Perry / World Bank - Tonga, Nuku'alofa
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E. Private financial flows: Mobilizing domestic and international
private finance for development
Domestic revenues and official external finance are both critical to support Pacific SIDS to meet the SDGs. However, it is widely acknowledged that these financing sources will be insufficient and that more private finance – from both
domestic and external sources – will need to be mobilized by Pacific SIDS. Many
Pacific SIDS are already taking measures to leverage more finance from private sources.
For example, UNDP’s survey showed that several countries are implementing government credit guarantee and partial-guarantee schemes for small and medium sized enterprises (SMEs). Many have taken measures (e.g. tax incentives) to attract foreign direct
investment and are beginning to (or are seeking to) leverage Public Private Partnerships
(PPPs) for infrastructure development and/or to deliver key social services, such as water
and sanitation services. Financial inclusion initiatives have also shown some successes
across several countries.

Specific Measures Taken to Mobilize More Private Sector Financing
for Development

Answer Options

Response
Percent

Promoting venture capital development

0.0%

Developing options for innovate private sector financing,
e.g. crowd funding

0.0%

government guarantees schemes for SME credit

100.0%

Contingent loan guarantees for quasi-private sector (such as SOEs)

33.3%

Promoting Public Private Partnerships (PPPs)

33.3%

Enhancing the role of private sector in climate finance for infrastructure
and resilience

33.3%

Policies to promote financial deepening and widening through capital
markets (e.g. stock trading & listing, private sector participation in
secondary market for government bonds)

0.0%

Coordinating private sector financing with its enablers, such as financial
inclusion and financial sector development

33.3%

Source: UNDP (2016)

UNDP’s survey also revealed a keen interest among respondents to explore the
potential to leverage ‘innovative’ sources of finance, such as impact investment,
debt-for-nature swaps and schemes that target the diaspora. Yet few countries
have implemented such approaches in practice, and knowledge and information
about innovative finance modalities remains weak in the Pacific.
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Despite some notable successes, there remain many key constraints to mobilizing more
private sector financing in support of sustainable development in the Pacific. This section analyzes key data on private financial flows to the Pacific and reviews PSIDS’ recent
experiences in mobilizing both domestic and external private finance in support of
development. This includes efforts to support local private sector development, promote financial inclusion, attract foreign direct investment, leverage remittances and
build relationships with private aid providers (e.g. philanthropic foundations) and the
impact investment community.

Mobilizing domestic private finance for development
The development of domestic financial systems that can mobilize domestic
savings for sustainable development is critical. Domestic financial systems include financial institutions (e.g. banks and insurance companies), financial markets
and financial instruments. A well-developed financial system can support economic
development by providing incentives to save and by channelling those savings to
productive activities. The development of the local private sector, in particular, is
dependent on its ability to secure appropriate and affordable finance to start and
expand businesses. UNDP’s survey revealed that several Pacific countries are keen
to support local private sector development and entrepreneurship and to develop
domestic capital markets more actively.
Financial systems in PSIDS exhibit varying degrees of development and sophistication. Both Fiji and Papua New Guinea have a well-developed domestic banking
and insurance sector, especially when compared to other Pacific SIDS. In addition,
both countries have set up their own capital markets, though this is still at an early
stage (there are currently only two stock exchanges in the Pacific: the South Pacific
Stock Exchange (SPSE) in Fiji and the Port Moresby Stock Exchange (PMSE) in Papua New Guinea, both of which have extremely limited trading). In most Pacific SIDS
however, domestic capital markets are non-existent and domestic financial systems
are dominated by a few commercial banks. This ‘concentration’ in the banking sector
(combined with small-scale, low institutional quality and vulnerability to shocks) limits competition, and increases risk and costs. This leads to a high cost (and thus low
take-up) of credit in many countries (see chart).
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In a few PSIDS, non-bank financial institutions (credit institutions, development banks, pension funds, insurance companies, insurance brokers, microfinance institutions, etc.) have expanded in recent years. This can especially be
seen in the larger PSIDS such as Fiji, Papua New Guinea, the Solomon Islands and
also Samoa. In Fiji, non-bank financial institutions provided 22.6 percent of Fiji’s domestic credit to the private sector in 2015 with a similar level also seen in Papua New
Guinea (at 21 percent). In Samoa, 40 percent of domestic credit to the private sector
was provided by non-bank financial institutions, and 60 percent by banks in 2015.
While non-bank financial institutions can complement traditional bank services (e.g.
they can provide alternative channels to transform an economy’s savings into investments), there are also some risks (e.g. a risk of low quality lending). Overall however,
the breadth of the financial system in many PSIDS states is narrow. In Micronesia,
Timor, Tonga and Vanuatu, the role played by non-bank financial institutions is still
marginal for example.147
Private insurance markets are also limited in PSIDS. Insurance markets in the Pacific Islands are under-developed in large part due to insufficient market infrastructure, incomplete legal frameworks and a lack of consumer protection regimes. The
transaction costs of coverage are also high because of the relatively small amount of
business brought to the reinsurance market. There is overall a low access to insurance
by most populations. A lack of insurance means that people may be reluctant to start

147 World Development Indicators (2017)

or expand a business or make other long-term spending decisions because of the
risks involved. Moreover, in the absence of well-functioning domestic catastrophe
insurance markets, governments and households bear most of the economic losses
associated with shocks, typically with a disproportionate impact on the poor.
Domestic credit to the private sector (% of GDP) in selected PSIDS, 2015
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Source: World Development Indicators (updated January 2017)148

148 Note that small states also includes some high-income small states such as Bahrain, Cyprus, Estonia,

Iceland and Malta etc.

Lending and Deposit interest rate (%) in selected PSIDS, 2015
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Domestic savings rates are low on the whole in the Pacific. In 2014, gross domestic
savings rates in most PSIDS (except Vanuatu) were on average below 20 percent of
GDP, which is far lower than the average domestic savings rate in East Asia and the Pacific (at
45 percent of GDP).149 In a number of PSIDS, including the Republic of the Marshall Islands,
Timor-Leste and Tonga, gross domestic savings rates are even negative at -32.8 percent, -47.7
percent and -7.8 percent of GDP respectively, reflecting governments’ and households’ dependence on external sources of finance for consumption, including ODA and remittances. Low
savings rates lead to a limited availability of investable funds, and consequently low investment
and low growth. This in turn perpetuates low savings. It is a particular concern for small and
medium-sized enterprises who may find it difficult to access finance to boost investment.
Compared globally, investment levels in PSIDS are low. They are also volatile in a number
of countries, especially those heavily reliant on external finance. In 2014, gross capital formation
rates in five of six PSIDS for which data is available, were lower than average gross capital formation rates in East Asia and the Pacific (43 percent of GDP) and also in Caribbean small states
(at 23 percent of GDP). Only Vanuatu had a gross capital formation rate (at 26.4 percent of GDP)
higher than the world average (24.1 percent of GDP). The remaining five PSIDS – Fiji (18.4 percent), the Republic of the Marshall Islands (16.3 percent), Papua New Guinea (14.9 percent) and
Timor-Leste (15.2 percent) – all had a gross capital formation rate of less than 20 percent of their
respective GDPs in 2014.150
149 World Development Indicators (2016) and Asian Development Bank key indicators
150 World Development Indicators (2016) and Asian Development Bank key indicators

Gross domestic Saving (% of GDP) in Selected PSIDS, 2014
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Gross capital formation (% of GDP) in Selected PSIDS, 2014
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Financial inclusion is low in many countries. The provision of banking services to small
and sometimes widely dispersed populations is costly, and as stated earlier, many countries have a small and highly concentrated financial sector.151 For the smallest microstates,
financial inclusion – measured by the number of bank branches or deposit accounts per
capita – is low. In Papua New Guinea, the Solomon Islands, Timor-Leste and Kiribati, the
average number of commercial bank branches available to 100,000 population are 2.78
(PNG), 3.96 (Solomon Islands), 5.02 (Timor-Leste), and 5.7 (Kiribati) respectively, compared
with the world average of 12.7 commercial bank branches per 100,000 population.152 This
poses challenges for access to credit, especially for small and medium-sized enterprises,
with consequences for investment and economic growth. Better access to financial services can also enhance households’ resilience to shocks.
Despite challenges, several steps have been taken to expand financial inclusion in
the Pacific which have enjoyed some successes. Efforts include the Pacific Financial Inclusion Programme (PFIP) (see box). Moreover, due to PSIDS structural constraints, commercial banks have been developing a strong (and growing) mobile banking presence
across PSIDS. In the Solomon Islands for instance, mobile banking subscriptions have
experienced double digit annual growth over the last few years, overtaking other more
longstanding markets such as Tonga. Fiji and Samoa remain the largest markets for mobile
money transactions per 1,000 adults.153 Nevertheless, the operational costs for commercial
banks continue to be high and mobile banking still requires a minimum physical infrastructure (e.g. cell phone towers) to operate.
151

IMF (2015), Financial Inclusion in Small States:
http://www.imf.org/external/np/pp/eng/2015/030915.pdf

152 World Development Indicators (2016)
153

IMF (2015), Financial Inclusion in Small States:
http://www.imf.org/external/np/pp/eng/2015/030915.pdf
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The Pacific Financial Inclusion Programme154
The Pacific Financial Inclusion Programme (PFIP) is a Pacific-wide programme helping low-income households gain access to financial services and financial education. It is jointly administered by the UN Capital Development Fund (UNCDF) and the United Nations Development
Programme and receives funding from the Australian Government,
the European Union and the New Zealand Government. The primary
countries of focus of the PFIP are Fiji, Papua New Guinea, Samoa, Solomon Islands, Tonga and Vanuatu.
PFIP aims to add one million Pacific Islanders to the formal financial
sector by 2019 by supporting policy and regulatory initiatives, facilitating the development of financial services and products for low-income persons, providing financial literacy and education programmes
and technical assistance to domestic financial institutions.
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As at 31st December 2016, PFIP has enrolled a total of 1,505,917 clients, including 339,809 women, surpassing PFIP’s target of 1 million
clients by 2019. The second phase of PFIP has enrolled 818,297 clients since June 2014 through new partnerships with BIMA (mobile
microinsurance), SPBD (microfinance and solar loans), World Vision
(savings groups), MiBank (mobile banking) and ANZ (digital banking
linkage to coconut value chain), in addition to earlier grants to Digicel
(mobile money), BSP (branchless banking) and KlickEx (international
remittances).

The withdrawal of correspondent banking relationships is however a new added
challenge for some Pacific SIDS and may undermine recent progress in financial
inclusion. Recent Anti-Money Laundering and Combating the Financing of Terrorism
(AML/CFT) legislation and an international focus on tax transparency is leading some
banks to reevaluate correspondent banking relationships (CBRs). The added scrutiny
demanded by these processes combined with poor compliance by some money transfer operators (MTOs) in some small states is leading to the closure of the bank accounts
of some MTOs which typically act as intermediaries for remittance transfers and other
financial transactions. The typically small number of banks and other financial service
providers in small states mean that the consequences of CBR withdrawal can be extremely serious. They include disruption to remittance flows and loss/limitation of other financial services, especially those linked to international trade. This may undermine
financial inclusion efforts that have begun to bear fruit in the Pacific. Reduced competition is also likely to further increase costs. Many Pacific island countries are now
working to upgrade their AML/CFT frameworks to comply with international standards
and donor support may be needed for these efforts. The IMF notes however that these

154 Pacific Financial Inclusion Programme: http://www.pfip.org/

efforts may not be sufficient in many cases to halt or reverse a withdrawal of CBRs. It is
therefore exploring the potential of using blockchain technology/distributed ledgers
as a platform for the clearing and settlement of financial transactions, though these
ideas are still in the early stages of development.155

Expanding access to credit through guarantee schemes:
experiences in the Pacific
Guarantee schemes that aim to expand small and medium-sized
enterprises’ access to credit and other financial services are in place
across several Pacific SIDS. They have enjoyed some successes.
These include the Fiji SME Credit Guarantee Scheme managed by the
Reserve Bank of Fiji with funds provided by the Government totalling
FJD $4 million from 2013-2015. Approximately 850 SMEs in Fiji have
benefitted from the scheme where the maximum interest rate that financial institutions can charge is fixed at 10 percent per annum. Under
the scheme, the government also guarantees 50 percent of the loan
or FJ$50,000, whichever is lower, to the financial institution should the
SME default. In 2015, the default rate was less than 1 percent of total
loans disbursed and there is still room for further expansion.
In PNG, there is also a Small Business Credit Guarantee Scheme,
launched in 2006. Tonga and Tuvalu are also now implementing Government Credit Guarantee Schemes through their respective development banks.
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Additionally, Samoa has an ongoing credit guarantee scheme operated by the Small Business Enterprise Center (SBEC) which now has
over 20 years’ experience and success. Through the scheme, funds are
placed in the banking system, originally provided by the Governments
of New Zealand and Samoa which are used to partially guarantee
small-scale lending to small businesses in Samoa. It is accompanied by
financial and business development training and advisory support.156
In terms of providing access to finance for higher risk, lower socio-economic groups, the scheme has been particularly impactful.

155

IMF (2017): Challenges in Correspondent Banking in the Small States of the Pacific:
https://www.imf.org/en/Publications/WP/Issues/2017/04/07/Challenges-in-Correspondent-Bankingin-the-Small-States-of-the-Pacific-44809

156 For further information, see: Small Business Enterprise Centre: http://www.sbecsamoa.ws/index.php

The World Bank Group has also explored the viability of establishing
a regional SME finance facility. SME market assessment studies were
undertaken by the Bank in Vanuatu, Samoa, Tonga and Fiji, to explore
potential demand for finance amongst SMEs and assess the interest of
banks within these countries to participate in a regional SME finance
programme. The study concluded that there was not currently a major
interest in developing such a regional facility attributing this to limited size, the weak capacity of SMEs and poor financial infrastructure.157
Overall, government and donor-sponsored guarantee schemes have
enjoyed some successes in increasing access to finance for some target businesses/sectors in the Pacific. At the same time, they cannot
support more than a small proportion of credit in an economy and
cannot therefore be macro transformational. Some banks have also
not invested sufficiently in due diligence. However these also are micro-loans which means the economics do not stack up for commercial
banks. Nevertheless, these schemes when designed and managed
well can have important development impacts. They are most effective when accompanied by technical assistance in the areas of business development and other advisory support.

157

157

World Bank Group (2013), SME Risk Sharing Facility: Access to Finance for Small and Medium Enterprise Sector in the Pacific
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Mobilizing international private finance
Mobilizing foreign direct investment in the Pacific
Foreign Direct Investment (FDI) is a major source of external private finance for
long-term investment in physical capital, job creation, skills and technology
transfer. Attracting more FDI is a key priority for most Pacific SIDS highlighted by 100
percent of respondents to UNDP’s survey.
FDI is on the rise to the Pacific overall. Since 2000, the amount of net FDI flows to
PSIDS has been on the rise in volume terms. Total FDI inflows to PSIDS increased from
US$ 258 million in 2000 to US$ 629.8 million by 2015.158
FDI in Pacific Small Island States, 2000-2015
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Source: World Development Indicators

Compared with other small Island states however, FDI flows to the PSIDS are small
in absolute terms. In 2015, FDI flows to PSIDS were only 16.7 percent of the FDI flows
to Caribbean small island countries in volume terms. Relative to the size of the host
country’s GDP, FDI to PSIDS is on average higher than in many low income countries,
but is lower than the average in Caribbean small states. FDI flows have not particularly
increased over the last decade when measured as a proportion of Pacific SIDS’ GDP.

158 World Development Indicators (2016)

Net FDI to PSIDS (average % of GDP)
1990-1995 1996-2000 2001-2005 2006-2010 2011-2015 1990-2015
Pacific small
states

3.73

2.87

3.06

4.21

2.80

3.42

Caribbean
small states

3.51

5.41

5.92

6.76

6.12

5.47

Source: World Development Indicators (2016)

FDI flows are highly variable across the region. There are significant variations in
net FDI inflows between PSIDS. Fiji is the largest FDI recipient in the region in volume terms and as percentage of GDP. Between 2010 and 2015, total FDI inflows to Fiji
amounted to just over US$ 2 billion, accounting for 8.8 percent of Fiji’s GDP on average.
The Solomon Islands is the second largest FDI recipient in the region for this period,
with total FDI inflows between 2010 and 2015 of US$ 416.5 million, accounting for
8.4 percent of GDP on average. Other large FDI recipients in the region include Palau,
Timor-Leste and Vanuatu. On the other hand, total net FDI inflows to PNG and the Republic of the Marshall Islands are negative, suggesting that there are FDI outflows from
these countries. In Kiribati, FDI inflows are negligible, accounting for only 0.1 percent
of GDP between 2010 and 2015. FDI is also weak in Samoa, Tuvalu and the Federated
States of Micronesia, accounting for less than 2 percent of GDP on average between
2010 and 2015. It is worth noting that Papua New Guinea used to be the largest FDI
recipient in the Pacific, and registered higher FDI inflows between 1980 and 2001, with
FDI as percentage of GDP averaging 3.7 percent annually. Since 2002 however, FDI
as percentage of GDP dropped to 0.7 percent of GDP on average, and for the period
between 2010 and 2015, FDI inflows have been negative due to capital and profit expatriation.159 These variations reflect differences in the attractiveness of PSIDS for foreign direct investment, driven in turn by differences in natural resource endowments,
political and economic conditions, and the business environment.
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Net FDI to PSIDS (US$ million)
2010

2011

2012

2013

2014

2015

Total

Fiji

356.2

402.4

376

264.7

348

307.9

2055.2

Solomon
Islands

165.9

120.1

23.9

53.4

21

32.2

416.5

Vanuatu

63.1

61.1

60.4

59.4

13.3

31

288.3

Timor-Leste

30.3

49.1

40.4

55.9

33.9

43

252.6

Palau

2.7

8.3

21.6

18

39.9

34.6

125.1

Tonga

9

3.7

1.8

6.7

56

12.6

89.8

159 All data from World Development Indicators

2010

2011

2012

2013

2014

2015

Total

Samoa

-1.3

9

13.9

24.2

22.8

15.6

84.2

Micronesia,
Fed. States

0.8

0.8

1

0.8

20.2

0.8

24.4

Tuvalu

0.5

-0.1

1.3

0.3

0.6

0.6

3.2

Kiribati

-6.6

0.7

-3.4

1.2

8.3

1.7

1.9

Rep. Marshall
Islands

-9.4

-4.4

21.4

32.5

9

-53.7

-4.6

Papua New
Guinea

28.7

-309.8

-63.8

18.2

-30.4

203.5

-153.6

Source: World Development Indicators
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Net FDI to PSIDS: % GDP
2010

2011

2012

2013

2014

2015

Average

Fiji

11.3

10.7

9.5

6.3

7.8

7

8.8

Palau

1.5

4.2

10.1

7.9

15.9

12

8.6

Solomon
Islands

24.7

13.5

2.3

5

1.8

2.9

8.4

Vanuatu

9

7.7

7.7

7.4

1.6

4.2

6.3

Tonga

2.4

0.9

0.4

1.5

12.6

2.9

3.5

Timor-Leste

3.2

4.3

3.1

4.3

2.4

3

3.4

Samoa

-0.2

1.2

1.7

3

2.9

2.1

1.8

Tuvalu

1.4

-0.3

3.3

0.9

1.7

1.8

1.5

Micronesia,
Fed. States

0.3

0.3

0.3

0.3

6.4

0.3

1.3

Kiribati

-4.3

0.4

-1.8

0.6

4.4

1.1

0.1

Papua New
Guinea

0.3

-2.4

-0.4

0.1

-0.2

Rep. Marshall Islands

-5.7

-2.5

11.5

17

4.9

Source: World Development Indicators

-0.5
-29.9

-0.8

FDI in PSIDS exhibits volatility. For example, in the Republic of the Marshall Islands,
net FDI inflows amounted to 17 percent of GDP in 2013, but -29.9 percent of GDP in
2015; in the Solomon Islands, net FDI inflows amounted to 24.7 percent of GDP in 2010,
but dropped to 1.8 percent in 2014. In PNG, while net FDI inflows in 2015 reached US$
203.5 million, in 2013 the outflow of FDI was US$ 309.8 million.160 These variations
are due on one hand to the small size of most PSIDS’ economies and the discrete and
lumpy nature of investment, in particular fixed asset investment; on the other hand, it
is due to the changes in business confidence often resulting from political instability
and economic uncertainties over time.
FDI flows to PSIDS also exhibit procyclicality. For example, FDI volume and as percentage of GDP fell sharply in the aftermath of 9/11 in the United States, and then recovered to
US$ 744.6 million in volume and 5.1 percent GDP by 2009. FDI then fell again in 2010 and
2011 following the 2008 financial crisis, and have recovered only slightly since then to US$
629.8 million and around 2.5 percent of the combined GDP of Pacific SIDS by 2015.161
Natural resource extraction (e.g. oil, minerals, palm oil, timber and fisheries) dominate FDI, especially for the resource rich PSIDS, but FDI has also diversified more
into construction and services, such as real estate, the financial sector, business
services, retail and infrastructure. Fisheries, an important economic sector for many
Pacific SIDS has attracted significant foreign interests, including FDI in the sub-sector
of fish processing especially from Asian companies. In several Pacific SIDS, onshore
processing of the fish catch (e.g. canning) has been a key economic objective so as
to increase the value captured from the industry. Non-extractive industries have also
seen a rise in FDI. For example, in Fiji, between 2010 and 2015, FDI to tourism sector
accounted for 23.2 percent of Fiji’s FDI, followed by real estate (17.1 percent), electricity, gas and water supply (16.6 percent), and financial intermediation (11.3 percent). In
PNG, construction was the leading sector for FDI in 2013, accounting for 25 percent of
total FDI, followed by the financial service sector (20 percent). In the Solomon Islands,
in 2015, wholesale and retail were the leading sectors, accounting for 38 percent of
projected investment, followed by other services, mining and tourism.162
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FDI from Asia is on the rise. Data limitations prevent a detailed understanding of
FDI sources and flows for individual Pacific SIDS, but FDI from Asian economies to the
Pacific has been steadily increasing from a low base. Previously, major investors were
firms from Japan, the Republic of Korea, Malaysia, the Philippines and Singapore. Investments were focused on natural resource extraction (minerals, timber, palm oil, and
fish) and tourism; but over the past 5–10 years they have diversified into construction,
manufacturing, and wholesale and retail trade. More recently, China has become an
important investor in the Pacific. Asian FDI to the region increased fivefold between
2005 and 2010 and can be expected to further increase in the future.163

160 World Development Indicators (2016)
161

Asian Development Bank (2015), Pacific Opportunities, Leveraging Asia’s Growth: https://www.adb.
org/sites/default/files/publication/161895/adbi-pacific-leveraging-asias-growth.pdf

162 Data from World Trade Organisation (WTO)
163 Asian Development Bank (2015), Pacific Opportunities, Leveraging Asia’s Growth: https://www.adb.

org/sites/default/files/publication/161895/adbi-pacific-leveraging-asias-growth.pdf

China in particular has become an important investor in the Pacific over recent
years. The stock of China’s direct investment in the Pacific amounts to over US$ 2.5 billion.164 China has become the largest source of FDI for a number of PSIDS, including Fiji
and Samoa. In 2015, 41 percent of total investment projects registered in these Pacific
island nations were Chinese projects.165
Inter-PSIDS foreign direct investment and foreign portfolio investment (FPI) has
also been on the rise. Two large investors in the region are the Bank of South Pacific
(BSP), headquartered in PNG, and Amalgamated Telecom Holdings Ltd (ATH) based in
Fiji. BSP is currently present in six PSIDS: Fiji, PNG, the Solomon Islands, Samoa, Tonga
and the Cook Islands through a series of acquisitions. ATH, majority owned by Fiji’s National Pension Fund, has taken over telecom businesses in Kiribati, American Samoa,
the Cook Islands and Samoa, in addition to its business in Fiji. Recently, it has signed a
sale and purchase agreement to acquire Telecom Vanuatu Limited (TVL).166
FDI can have many positive impacts but the quality of FDI matters. The Asian Development Bank finds that the impact of FDI on growth in the Pacific is lower than in
other world regions. It finds that limited absorptive capacities and poor business environments reduce the positive effects of FDI on economic growth and that firms in the
Pacific are less able to compete with foreign companies such that FDI is more likely to
crowd out domestic investment.167 As the data shows, FDI can also be volatile and procyclical and produce future streams of financial leakages through profit repatriation.
A number of barriers constrain inflows of FDI to PSIDS. These include the regulatory environment for FDI (for example in some countries, certain economic activities are
reserved for citizens and others are restricted so as to ensure local populations are able
to retain a meaningful stake in the domestic business and economic sector. Examples
of restrictions include in the areas of land sales, local transportation, handicrafts and
food); a weaker business environment; vulnerability to environmental, economic and
political shocks; and the smallness and remoteness of PSIDS. These challenges can increase costs and inhibit both domestic and foreign investment.

1 1 8 | PA R T T WO

Tax incentives are also widely used across the Pacific as a means to attract more
foreign direct investment. According to UNDP’s survey on development finance,
supporting local and foreign investments through tax exemptions has been utilized
as a strategy by 40 percent of respondents – though the number of countries is in
practice higher. As discussed in the section on tourism – a sector where tax and import
duty exemptions and other incentive schemes are prevalent – it is not always clear
that those investment incentives are effective in attracting investment, but can be
costly for governments in foregone revenues. Tax incentives may also lead to revenue
loss through higher tax evasion. Unscrupulous investors may try to take advantage of
tax incentives even when they do not qualify. For instance, they could funnel profits,
through transfer pricing, from a profitable company through the ‘tax holiday’ company

164 China National Bureau of Statistics: http://data.stats.gov.cn/easyquery.htm?cn=C01
165 Fiji Sun online, November 27 2016, China Registers Highest Investors in Fiji,

http://fijisun.com.fj/2016/11/27/china-registers-highest-investors-in-fiji-koya/

166 Telegeography, 31 January 2017, Fiji’s ATH agrees to buy Vanuatu operator: https://www.telegeogra-

phy.com/products/commsupdate/articles/2017/01/31/fijis-ath-agrees-to-buy-vanuatu-operator/

167 Asian Development Bank (2015), Pacific Opportunities, Leveraging Asia’s Growth: https://www.adb.

org/sites/default/files/publication/161895/adbi-pacific-leveraging-asias-growth.pdf

and completely avoid all tax payments.168 Low tax rates for overseas investment also
means that local companies can pay more tax on income than do foreign owned companies. For example, the Samoa Observer found that in Samoa, local companies paid
an average 8 percent tax on income while foreign owned companies paid just 3 percent – less than half as much.169 While FDI can respond favourably to a low tax environment, tax incentives are not effective in compensating for a weak investment climate.
As shown in the table, a wide variety of reasons are cited by firms as obstacles to investment in the Pacific, including political instability, lack of infrastructure, inadequately
educated and trained workforce and access to finance. Concessions for international investors is an area that may warrant a review and even a region-wide response.

1 1 9 | PA R T T WO

Top Business Environment Obstacles to Firms in the Pacific
1st obstacle

2nd obstacle

3rd obstacle

4th obstacle

5th obstacle

Fiji (2009)

Political
instability
(44.4)

Labor
regulation
(8.8)

Crime, theft,
and disorder
(8.6)

Tax rate (8.0)

Access to
finance (6.3)

Micronesia

Inadequately
educated
workforce
(25.2)

Electricity
(15.8)

Transportation (12.6)

Tax rate (9.7)

Access to
finance (8.1)

Papua New
Guinea

Corruption
(18)

Political
instability
(13.8)

Access to
land (12.6)

Crime, theft,
and disorder
(12.5)

Practices of
the informal
sector (10.7)

Samoa
(2009)

Tax rates
(16.9)

Practices of
the informal
sector (13.8)

Crime, theft,
and disorder
(13.8)

Access to finance (13.3)

Inadequately
educated
workforce
(11.6)

Solomon Is- Corruption
lands (2015) (27.7)

Tax rates
(18.5)

Inadequately
educated
workforce
(12.1)

Access to
land (11.8)

Practices of
the informal
sector (6.3)

Timor-Leste
(2015)

Political
instability
(35.3)

Corruption
(21)

Access to
land (14.1)

Business
licences and
permits (6.1)

Crime, theft,
and disorder
(5.6)

Vanuatu
(2009)

Electricity
(15.7)

Access to finance (14.8)

Crime, theft,
and disorder
(14.3)

Inadequately
educated
workforce
(13.9)

Practices of
the informal
sector (9.5)

Source: World Bank Enterprise Survey

168 World Bank (2015) East Asia and the Pacific Economic Update 2015: Staying the Course: http://doc-

uments.worldbank.org/curated/en/303611468188349154/East-Asia-and-Pacific-economic-updateOctober-2015-staying-the-course

169 Pacific Islands Report (2014), Offshore Companies In Samoa Invested $1 Billion In China,

http://www.pireport.org/articles/2014/01/29/offshore-companies-samoa-invested-1-billion-china

Public private partnerships in the Pacific: opportunities and
risks
Public-private partnerships (PPPs) have recently been promoted in
some PSIDS as a vehicle to improve the delivery of key social and economic services, achieve better value for money, and facilitate access
to private expertise and finance. They have also been used to finance
resilience efforts (disaster risk insurance).
A number of PSIDS have recently enacted – or are in the process of
enacting – PPP acts. Many are intended to pave the way for increased
private sector participation in areas such as utilities, transport, tourism
and energy. For example, in Timor-Leste, PPPs have been implemented in energy, transport and ICT sectors. PNG enacted its first PPP law
in 2014 and there are now two PPPs underway in the utilities sectors
(water and sewage, and electricity). Samoa adopted a new PPP policy
in 2014, and examples of private sector participation can be seen in
industries such as aviation and public works projects (e.g. road maintenance). As at end 2016, Tonga had undertaken two PPPs in the energy sector and ICT. Fiji is perhaps the most advanced and enacted
its PPP act in 2006 in order to promote PPPs in capital project implementation. It has used PPPs to finance major infrastructure projects,
carry out civil works, operate ports and improve public enterprise
efficiency.170
Despite the current enthusiasm for PPPs among some policymakers,
a cautious approach is warranted in many Pacific countries. PPPs require a robust regulatory environment, effective oversight, the capacity to negotiate and manage contracts which serve the public interest,
while at the same time provide solid returns to investors in a context
where there are small populations, small markets and weak to non-existent competition. In Pacific countries, bid evaluation processes can
(and have) become politicized. The capacities to take forward PPP arrangements are lacking in many small economies, and PPPs are likely
to be more viable in the larger PSIDS and in towns with higher population densities.
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Many Pacific SIDS are nevertheless keen to explore more opportunities for PPPs, as expressed in UNDP’s development finance survey.

170 UNDP (2016), Fiji: Development Finance Assessment

Leveraging remittances and the diaspora in the Pacific
Remittances are an important and reliable source of foreign exchange in many
developing countries, including in many PSIDS. Fully two-thirds of countries that
responded to UNDP’s development finance survey stated that enhancing remittance
flows was a thematic area covered by their national development financing strategy.
The benefits of remittances in the Pacific are widespread. Migrants remit to their own
households, as well as to community organizations such as churches. Most is used for
household consumption, especially food expenditure but migrants also remit to invest for the purposes of accumulating financial or physical assets in their home countries. They can also serve as a buffer against adverse productivity shocks caused by
unexpected events, such as natural disasters or financial crises, especially for countries
where formal social security systems are underdeveloped. As such, the benefits of remittances go beyond the immediate beneficiary households to the wider community.
Globally, remittance flows are not only large, but have proven resilient during
times of crisis. While remittances decreased by 5.5 percent globally in 2009 following
the 2008 financial crisis, this fall was small compared to sharp declines in other sources
of external finance.171 Remittances are growing both globally and in the PSIDS region.
Remittances to the Pacific small island states are significant and have followed
a similar trend. According to estimates from the World Bank, remittances to PSIDS
increased fivefold between 2000 and 2015, reaching US $711 million in 2015.172

800

4.5

700

4.0

600

3.5
3.0

500

2.5

400

2.0

300

1.5

200

1.0

100

0.5

0

0.0

FDI (US$ of GDP)

FDI (US$ Million)

Personal remittances received in the Pacific, 1990-2015

00 001 002 003 004 005 006 007 008 009 010 011 012 013 014 015 016
2 2 2 2 2 2 2 2 2 2 2 2 2 2 2 2

20
1 2 1 | PA R T T WO

Remittance (US$ million)

Remittance (% of GDP)

Source: World Development Indicators (updated January 2017)
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Mohieldin, M and Ratha, D (2014), Bonds of the Diaspora: https://www.project-syndicate.org/
commentary/mahmoud-mohieldin-and-dilip-ratha-propose-a-new-way-to-channel-remittances-toward-development-goals?barrier=true

172 World Development Indicators (2017)

Compared with small states in general and Caribbean small states in particular,
remittances to PSIDS are more significant. In 2015, remittances to Pacific small island states amounted to on average 7.6 percent of GDP (when PNG and Timor-Leste
are excluded), higher than the level in small states in general (at 1.8 percent of GDP)
and Caribbean small states (at 5.5 percent of GDP). In some PSIDS, remittances constitute some of the highest proportions of GDP in the world, and are the single most
important source of national income. In fact, Tonga, Samoa and the Republic of the
Marshall Islands are among the top remittance receiving countries as a percentage of
GDP in the world (see table).173
Remittances may be even higher due to unrecorded transfers. Because the channels used for remittance transfer typically combine both formal and informal channels,
a significant portion of remittances are not recorded and official estimates may be underestimated. One survey for example found that only 21 percent of Cook Islanders,
Samoan and Tongan migrants in Sydney, Australia used formal channels for remittances.174 This is in part due to low levels of formal financial coverage in some PSIDS, but
is also driven by high transfer fees levied by many money transfer operators (MTOs),
which are amongst the highest in the world for Pacific countries.
Compared with the international average, the cost of sending money to PSIDS is
high. The average cost for sending remittances to Pacific island countries from Australia has been about 12-13 percent, and from New Zealand about 10-11 percent. This
is much higher than the world average at about 7.6 percent in 2015.175 By 2015, the
transaction costs to Fiji, Samoa and Tonga had been reduced, although were still at
least two percentage points higher than the world average and the Caribbean small
states average. For Vanuatu, the transaction costs were more than twice the world average. These levels are 5-10 percentage points higher than the G20 target of 5 percent
and way above the SDG target of 3 percent.176
A number of initiatives are attempting to deal with this problem but the recent
withdrawal of correspondent banking relationships risks undermining successes. “Send Money Pacific”, a website funded by the Australian and New Zealand aid
programmes, allows people to compare remittance repatriation costs across sending
options.177 Regulatory changes have also improved the bankability of small MTOs and

173

World Bank (2016), Migration and Remittances Factbook 2016, Third Edition: http://siteresources.
worldbank.org/INTPROSPECTS/Resources/334934-1199807908806/4549025-1450455807487/Factbookpart1.pdf Note that the definition of small states also includes several high-income small states
such as Bahrain, Cyprus and Iceland etc.

174 Brown, R., Leeves, G., Prayaga, P., (2012), An analysis of recent survey data on the remittances of Pacif-

ic island migrants in Australia: http://www.uq.edu.au/economics/abstract/457.pdf
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175

World Bank (2015), The Cost of Sending Remittances: June 2015 Data: http://www.worldbank.org/en/
topic/paymentsystemsremittances/publication/cost-sending-remittances-june-2015-data and IMF
(2017): Challenges in Correspondent Banking in the Small States of the Pacific: https://www.imf.org/
en/Publications/WP/Issues/2017/04/07/Challenges-in-Correspondent-Banking-in-the-Small-Statesof-the-Pacific-44809

176 Target 10c of SDG 10 (reduce inequality within and among countries), commits governments around

the world to: “[b]y 2030, reduce to less than 3 per cent the transaction costs of migrant remittances
and eliminate remittance corridors with costs higher than 5 per cent.” See UN Sustainable Knowledge
Platform: https://sustainabledevelopment.un.org/sdg10

177

See: Send Money Pacific: http://www.sendmoneypacific.org/

facilitated the entry of new agents which has made the market more competitive. The
recent strengthening however of Anti Money Laundering and Counter-Terrorism Financing (AML/FT) legislation in major remittance sending countries is however already
leading to increases in remittance transfer costs (and may drive more money through
less transparent informal channels). For example, PSIDS’ authorities recently reported
to the IMF that the cost of sending remittances to Fiji, Samoa, Solomon Islands, Tonga
and Vanuatu had already increased.178
Remittances as % of GDP in Pacific Small Island States, Caribbean Small States,
and Small States, selected years
2001

2005

2010

2015

Caribbean small states

5.25

6.03

5.35

5.46

Middle income countries

1.39

1.77

1.43

1.57

Pacific island small states
(excluding PNG and
Timor-Leste)

7.26

7.53

7.51

7.55

World

0.41

0.55

0.65

0.76

Sources: World Development Indicators
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Importance of remittances to PSIDS
Remittance
US$ mns
(2015)

Remittance
as % of GDP
(2015)

ODA as %
of GDP
(2014)

FDI as %
of GDP
(2015)

Fiji

251.3

5.7

2.1

7.0

Kiribati

16.0

10.0

42.5

1.1

Marshall Islands

26.9

15.0

30.5

-29.9

Micronesia

23.9

7.6

36.5

0.3

Palau

2.3

0.8

9.3

12.0

Papua New Guinea

10.5

0.1 (2014)

3.4

-0.2 (2014)

Samoa

154.2

20.3

11.6

2.1

Solomon Islands

18.6

1.6

17.2

2.8

Timor-Leste

61.6

4.3

17.7

3.0

178 IMF (2017): Challenges in Correspondent Banking in the Small States of the Pacific:

https://www.imf.org/en/Publications/WP/Issues/2017/04/07/Challenges-in-Correspondent-Bankingin-the-Small-States-of-the-Pacific-44809

Remittance
US$ mns
(2015)

Remittance
as % of GDP
(2015)

ODA as %
of GDP
(2014)

FDI as %
of GDP
(2015)

Tonga

117.6

27.0

18.0

2.9

Tuvalu

4.1

12.4

92.3

1.8

Vanuatu

24.1

3.2

12.1

4.2

Source: World Development Indicators and Pacific Islands Forum Secretariat179

Average Cost of Remitting (% of remittances) to PSIDS in 2011 and 2015
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Source: World Development Indicators

Remittance inflows do however vary considerably across PSIDS. For a few, they are
a major source of foreign exchange and a vital lifeline to many households. In Tonga
for example, remittances accounted for 24.7 percent of the country’s GDP in 2015; in

179 Pacific Island Forum Secretariat (2016), Remittances: De-risking and its impact on

Forum Island countries:
http://www.forumsec.org/resources/uploads/attachments/documents/Remittances_pdf.pdf

Samoa it was 18.8 percent in 2015.180 Remittances are also the single largest source of
foreign financial inflows for both Tonga and Samoa, higher than inflows of ODA, FDI
and export income. The amount of Fiji’s remittances also exceeds that of ODA from
OECD-DAC countries. However, in Palau and PNG, the size of remittances is insignificant, amounting to only 0.8 percent and 0.1 percent respectively of GDP in 2015.181
Remittances are more stable and resilient than other external financial flows such
as FDI and ODA. Between 2001 and 2015, on average, remittances to Pacific small island
states fluctuated between 6 and 8 percent of GDP, while ODA variations were between
9.5 and 14.1 percent of GDP and FDI oscillated between -1 and 11 percent of PSIDS’
GDP.182
ODA, FDI and Remittances as % of GDP in Pacific Small Island States
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Remittances to PISDS mainly originate from Australia, New Zealand, the USA and
Canada, combined with neighbouring richer Pacific countries. In 2015, remittances from Australia, New Zealand, the US, American Samoa and Canada reached US$ 183
million, US$ 181 million, US$ 172 million, US$ 39 million, US $33 million and US $32
million respectively, and accounted for 27 percent, 26 percent, 25 percent, 5.7 percent,
and 4.8 percent respectively of total remittances to PSIDS.183 This reflects the migration

180 IMF (2016) Samoa Article IV Consultation and IMF (2016) Tonga Article IV Consultation
181 World Development Indicators (2016) and Pacific Islands Forum Secretariat
182 World Development Indicators (2016)
183 World Bank Bilateral Remittance Matrices, 2010-2015: http://www.worldbank.org/en/topic/migra-

patterns of Pacific peoples, with Australia, New Zealand, the US and Canada the top migration destinations, and also richer neighbouring Pacific countries such as American
Samoa, Indonesia and New Caledonia.
Interest has increased in some developing countries – especially those with a
large overseas migrant stock – in the potential of the diaspora to contribute to
sustainable development “back-home”. Over recent years, several for-profit and
not-for-profit platforms have emerged that support the diaspora (and impact investors more broadly) to invest a portion of their wealth in businesses and development
projects “back home”. Investments aim to generate social and/or environmental benefits as well as a financial return for investors.184 The potential of “diaspora bonds” as a
possible means to raise additional capital for development has also aroused interest.
These have been inspired by India and Israel’s successes in this area.185 UNDP’s survey
revealed that further enhancing remittance flows and exploring “innovative” financing
schemes targeting the diaspora are of interest to many Pacific SIDS (two-thirds of respondents indicated an interest).
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Many Pacific islands have a large diaspora and the lure of the diaspora as a potential source of development finance is clear. This is particularly the case for the
smaller PSIDS that are more heavily dependent on remittances. Improved economic conditions in the US, combined with increases in New Zealand’s annual limits
on seasonal workers from the PSIDS and the relaxation of Australia’s rules on guest
workers from the Pacific may also help to foster more migration from the Pacific and
hence increase remittance flows in the future. However, leveraging diaspora wealth is
a relatively underexplored and untested area for the Pacific. Estimates as to the stock
of wealth held by the Pacific diaspora are not available. When it comes to diaspora
bonds specifically, the recent (less successful) experiences of Ethiopia and Greece also
show that success is not automatic. Often, the diaspora will invest in assets considered
‘safe’ such as property, even when expected returns may be lower than on other investments. With diaspora bonds, the main challenges are to understand the preferences of
emigrants, make credible and full disclosures about the projects to be financed, assure
the diaspora that the monies raised will be well spent and bond payments honoured,
to structure a viable deal assisted by technical experts and, if necessary, obtain additional credit from multilateral and bilateral organizations or raise domestic resources
(since funds raised from the diaspora are not likely to be sufficient to finance any large
activity in full). The transaction costs can therefore be substantial. Moreover, as the
experiences of Israel and India have shown, the “patriotic discount” – the difference
between the market interest rate for government debt and the interest rate diasporas
are willing to accept – is often small and does not always materialize.

tionremittancesdiasporaissues/brief/migration-remittances-data
184 Examples of such investment platforms include Movement Capital:

https://www.wearemovement.com/en

185 Reuters (2016), Countries look to draw expatriate cash with ‘diaspora bonds’:

http://www.reuters.com/article/us-emerging-bonds-diaspora-idUSKCN0XE0ID

Diaspora bonds in the Caribbean: A potential source of development finance?
The Inter-American Development Bank (IDB) has explored the extent
to which diaspora bonds could be used in the Caribbean. It concluded
that the Bahamas and Trinidad and Tobago had the highest potential
to use this financing modality based a set of “favourability factors” that
included: the size of the stock of emigrants; whether migrants have
above average median levels of income; sovereign credit ratings that
are above the speculative grade; lower perceptions of public corruption; and above average in global competitiveness and government
effectiveness. Based on this criteria, countries with fair chances would
be Barbados, Jamaica, and Suriname.186 For the Pacific, this suggests
that in the short-term, this may be a difficult strategy to pursue and attention may be better focused on initiatives such as building national
“SDG” funds that could aim attract or incentivize diaspora investment
for specific “SDG” related investments or efforts that aim to connect
diaspora entrepreneurs with businesses ‘back home’ (e.g. mentorship,
equity investment opportunities etc.).

186

Mobilizing impact investment and philanthropy in the Pacific
Philanthropy – which includes both domestic philanthropic and charitable entities as well as international private foundations – have a presence across many
PSIDS. In many PSIDS, there is a strong tradition of local giving, especially in supporting education, health and social services. Meanwhile “Private Development Assistance
(PDA)” – which includes all international concessional resource flows voluntarily transferred from private sources to international development activities – is also important
and on the increase.
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PDA providers, including trusts, foundations and corporate providers have all
become increasingly important players in development finance over recent years
– though are still small relative to official aid providers. In 2015, estimated PDA
from OECD DAC countries reached almost US$ 45 billion, 50 percent higher than in
2006 and one quarter of total ODA for the same year.187 The top source countries of
PDA are the US, the UK, Germany, Canada and Australia. PDA is also emerging from developing countries beyond the OECD DAC countries. It is estimated that four countries

186 Inter-American Development Bank (2015), Can diaspora bonds be used in the Caribbean?

publications.iadb.org/bitstream/handle/11319/7257/IDB-TN-875_Can%20Diaspora%20Bonds%20
be%20Used%20in%20the%20Caribbean.pdf?sequence=1

187 Development Initiatives (2016), Private development assistance: key facts and global estimates:

http://devinit.org/post/private-development-assistance-key-facts-and-global-estimates/

− China, Saudi Arabia, Turkey and the United Arab Emirates − collectively contributed
an estimated US$ 1.1 billion in PDA in 2011.188 Crowd-funding, whereby large numbers
of small, individual contributions are solicited for development assistance has also
emerged over recent years, as has impact investment (investments that aim to achieve
social and/or economic returns in addition to financial returns for the investor).
Private Development Assistance to PSIDS may have followed a similar trend
though data is weak. It is estimated however that despite recent increases, PDA
to PSIDS remains small overall. According to SDGfunders.org, between 2002 and
2013, a total of US$ 59.34 million in PDA was channelled from external sources to PSIDS
for development related activities. However, this accounted for only 0.17 percent of
total global PDA for the same period, and less than 1 percent of ODA PSIDS received
over the same period.189 The caveat is that there is no system to monitor or measure
these activities comprehensively so this number is almost certainly underestimated.
88 percent of PDA has been channelled to activities on environmental sustainability.
Projects supported rarely (if ever) channel funds directly to governments; rather NGOs,
universities, trusts and other institutes are typically the direct ‘beneficiaries’ (though
there is clearly a wider development impact).
Other PDA has focused on health, disaster relief and conservation. Sources based
on the International Aid Transparency Initiative (IATI) registry suggest that, between
2012 and 2016, PSIDS received a total of US$ 88.72 million in PDA from 14 international NGOs. Some of the larger ones include: Population Service International (US$
21.97 million); Australian Charities and Not For Profit Commission (US$ 19.77 million);
The Queen Elizabeth Diamond Jubilee Trust (US$ 15.6 million); Bill & Melinda Gates
Foundation (US$ 14.36 million); and World Vision International (US$ 11.06 million) for
these purposes.190
Financing from private sources such as philanthropists and impact investors is
likely to increase in the future. In 2016, impact investors provided capital of over
US$ 22 billion to a variety of projects around the world that aimed to achieve positive
social and environmental benefits in addition to financial returns; in 2017 this figure
is expected to increase by 17 percent to almost US$ 26 billion.191 Some investors seek
below market returns on their investments while the entry of large-scale financial firms
is also providing additional much-needed capital for development as well as further
professionalizing the nascent sector. Thus far, the Global Impact Investing Network
(GIIN) reports that just 3 percent of total worldwide impact investment flows to the
Pacific island countries.192 Key investment areas for impact investment have included
so far: housing (22 percent); energy (16 percent); microfinance (12 percent); financial
services (10 percent); food and agriculture (7 percent); and health (6 percent) – many
of which are well-aligned with Pacific SIDS’ sustainable development priorities. Impact
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188 Development Initiatives (2016), Private development assistance: key facts and global estimates:

http://devinit.org/post/private-development-assistance-key-facts-and-global-estimates/

189 SDGFunders. SDG Philanthropy Platform: http://sdgfunders.org/home/lang/en/
190 International Aid Transparency Initiative (IATI): http://www.aidtransparency.net/
191

Global Impact Investing Network (GIIN), Annual Impact Investor Survey:
https://thegiin.org/assets/GIIN_AnnualImpactInvestorSurvey_2017_Web_Final.pdf

192 Global Impact Investing Network (GIIN), Annual Impact Investor Survey:

https://thegiin.org/assets/GIIN_AnnualImpactInvestorSurvey_2017_Web_Final.pdf

investment is an area that is new to most Pacific countries, and the opportunities that it
may present are not yet well understood; no country that responded to UNDP’s development finance questionnaire survey reported any experience with the impact investment community. This is an area therefore where support from development partners
and impact investment networks to build links and capacities, and to understand possible opportunities for collaboration and finance would be beneficial.
In summary, Pacific countries continue to experience many constraints when it
comes to leveraging local and international private finance for development.
These include FDI that remains fairly concentrated in specific sectors, a weak
domestic private sector, low domestic savings and low levels of financial inclusion. Nevertheless, as this analysis has shown, progress has been made in several areas
(for example to increase financial inclusion and attract new FDI, especially from Asia.
Guarantee schemes have also enjoyed some successes). There may be opportunities
to leverage diaspora wealth and to engage the impact investment community in more
systematic ways in support of the SDGs in the future.

© UNDP, Gail Hurley - Sinalei, Samoa

F. Pacific SIDS and debt sustainability
Debt financing will make an important contribution to achieving the SDGs in Pacific SIDS. However, it is also clear that as small vulnerable economies, debt loads will
also need to be carefully managed to ensure they remain sustainable.
Public debt ratios (domestic and external) vary considerably across PSIDS but
Pacific SIDS have on the whole have fairly low debt ratios. Timor-Leste for example
has negligible public debt, while several others have ratios of above 50 percent of GDP
(e.g. Samoa). Pacific SIDS are much less severely indebted than their counterparts in
the Caribbean where public debt ratios averaged 71 percent in 2015 and commercial
debt restructuring has been commonplace over recent years. 193 In the Pacific SIDS,
public debt averaged 37 percent of GDP in 2015. Most of this is concessional debt.194
The composition of public debt across PSIDS is also variable. Two PSIDS, specifically
the larger more diversified economies of Fiji and Papua New Guinea have higher levels
of domestic debt relative to external debt. In 2015, Fiji’s domestic debt accounted for
32.3 percent of GDP while its external debt stood at just under 14 percent; for Papua New Guinea, domestic debt was 19 percent of GDP and external debt 8.8 percent.
While several other PSIDS do have small amounts of domestic debt (e.g. Tonga, Tuvalu
and Vanuatu), domestic capital markets remain severely underdeveloped and most
PSIDS rely on external official concessional and non-concessional loan financing to
help fund development and meet fiscal deficits.195
Selected PSIDS: Total public debt (% GDP)
2010

2011

2012

2013

2014

2015

-

52.6

51.7

49.5

47.7

46.1

Kiribati

8.5

8.1

7.5

8.5

8.7

12.7

Micronesia

29.4

29.1

27.7

27.1

26.4

26.5

Palau

28.9

29.7

26.4

24.6

21.9

20.9

Papua New
Guinea

-

23

26.7

34

35.6

39.4

Samoa

-

52

53.6

55

55.5

55.7

Solomon
Islands

-

-

17.6

15.5

13.3

10.4
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Fiji

193 World Bank (2016), Engagement with Small States: Taking Stock: http://www.worldbank.org/en/

country/smallstates/publication/engagement-with-small-states-taking-stock

194 For further elaboration, see also: UNDP (2015), Financing for Development and Small Island De-

veloping States: A Snapshot and Ways Forward: http://www.undp.org/content/undp/en/home/
librarypage/poverty-reduction/FfD-SIDS-UNDP-OHRLLS.html

195 IMF Article IV consultations

2010

2011

2012

2013

2014

2015

Timor-Leste

-

-

0

0.1

0.5

1.8

Tonga

-

43.6

48.7

51.4

45.8

49

Tuvalu

55.6

45.3

43

41.1

56.9

48.6

Vanuatu

22.4

23.7

24.6

23.3

24

30.1

Source: IMF

While the social and economic return on debt-funded investments can be very
high, especially in small countries, PSIDS’ capacities to bear heavy debt loads is
also limited. Despite lower overall debt ratios, debt vulnerabilities remain high in
PSIDS. The IMF has analyzed debt ratios in 10 PSIDS and suggested that debt vulnerabilities in many are high. Out of 10 countries, four are considered at high risk of debt
distress, four at moderate risk and just two at low-risk. 196 It is noteworthy that the two
countries considered at low-risk of debt difficulties are the larger economies rich in oil
and/or land-based natural resources, while those that are smaller and have a higher
dependence on ocean resources and tourism are considered economically more vulnerable to over-indebtedness.
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PSIDS: Risk of debt distress
Country

Risk of debt distress

Kiribati

High

Marshall Islands

High

Micronesia

High

Papua New Guinea

Low

Samoa

Moderate

Solomon Islands

Moderate

Timor-Leste

Low

Tonga

Moderate

Tuvalu

High

Vanuatu

Moderate

Source: IMF (2016)

196 IMF (2016), List of LIC DSAs for PRGT eligible countries. As at April 2016:

https://www.imf.org/external/Pubs/ft/dsa/DSAlist.pdf

Several PSIDS have restructured debts since 2000. These include Fiji, PNG, the Solomon Islands, Tonga and Vanuatu. In 2005, the Solomon Islands signed an agreement,
known as the Honiara Club Agreement, with 4 major creditors—Australia, the European Commission, the European Investment Bank and the International Fund for Agricultural Development, with the aim of bringing its debt position down to a sustainable and affordable level. Had debts not been restructured, debt service would have
consumed about 20 percent of domestically sourced revenues, a situation considered
unsustainable. In Tonga, the repayment of two large external loans from China’s EXIM
bank (contracted in 2007 and 2010) were rescheduled in 2013 with an additional
5-year grace period.
The rising share of loans in ODA, especially for higher income countries, may increase some PSIDS’ debt burdens in the future. Some South-South Cooperation
providers are also supplying more loan financing to some PSIDS. For example,
since 2006, China has provided US$ 359.8 million in development assistance to Fiji,
84.4 percent of which is low interest concessional loans; China has also provided US$
632.46 million in development assistance to PNG, 89 percent also being low interest
concessionary loans. In Tonga, China has provided US$ 172.6 million in assistance to
Tonga, 61.8 percent of which is concessionary loans. China now accounts for 63.9 percent of Tonga’s total external debt. 197

China’s development assistance (US$ million) to Selected PSIDS, since 2006
Total development
assistance

Concessional loans

Concessional loans
% of total development assistance

Cook Islands

49.86

28.38

56.9

Fiji

359.80

303.7

84.4

Papua New Guinea

632.46

562.10

88.9

Samoa

230.12

175.42

76.2

Tonga

172.06

106.29

61.8

Vanuatu

243.48

183.83

75.5
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Source: Lowy Institute for International Policy

Natural disasters and climate change can exacerbate public debt burdens. Disasters can expand public debt by triggering more borrowing due to lower revenues
and/or increased public spending thus intensifying balance of payments pressures.
Disasters may also divert more domestic and external resources to relief and recovery and away from longer-term investments in sustainable development. A reliance

197 Lowy Institute for International Policy: Chinese Aid in the Pacific:

https://www.lowyinstitute.org/chinese-aid-map/

on imported materials and the logistical challenges of reaching remote and dispersed
populations further increase the costs of coping with – and coming back from – disasters compared to other countries. An added challenge is that countries are often
taking on additional debt to restore (existing) capital stock rather than to upgrade capital stock. Increasing international reserves as a buffer against future economic and/
or environment shocks is one common strategy to reduce the risk of macroeconomic
instability, but authorities often face intense political pressure to spend these funds in
line with PSIDS’ high development needs. Climate change is expected to increase both
the frequency and intensity of extreme weather events such as cyclones which means
particular attention will need to be paid by Pacific countries and their development
partners to the concessionality levels of the debt they are taking on/providing.
Interest has increased in the potential of ‘state contingent debt instruments’ as
an innovative loan tool to help countries manage large external shocks such as
cyclones or commodity price declines. There are many variations on such instruments. Some link debt service to changes in economic output (GDP-indexation); some
incorporate ‘hurricane’ clauses such that there is a temporary moratorium on debt service when a major environmental shock strikes (recently negotiated by Grenada with
Paris Club creditors); others provide for a temporary suspension in debt service when
either a major economic (e.g. commodity price) or environmental (e.g. earthquake)
shock occurs. Research by UNDP and the IMF has recently found that, despite some
challenges with respect to instrument design (e.g. moral hazard, pricing etc.), a clear
case can be made for official lenders making greater use of such innovative lending
instruments, especially for small vulnerable economies.198
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Interest has also increased in debt-for-nature and debt-for-climate swaps as a
means to mobilize additional resources for investments in climate adaptation
and environmental protection while also reduce public debt. Debt swaps have
traditionally been used in cases where debt has become unsustainable (such as the
Seychelles – see box). However increased pressure to find innovative ways to support
small vulnerable countries mobilize additional resources for climate change adaptation and other critical environmental investments means that – in a few cases – their
use is being explored even where debt is considered sustainable. The Nature Conservancy, a US-based environmental organization, is for example, currently in discussions
with Palau, the Federated States of Micronesia and the Republic of the Marshall Islands
over debt swaps (with United States’ debt) but these remain in process. In the case of
Palau, the aim is to exchange certain external debt for investments in environmental
and conservation programmes, specifically a marine sanctuary. Currently no Pacific island country reported any real experience with debt swap arrangements, according to
UNDP’s questionnaire survey. They nevertheless indicated a strong interest in learning
more.
Debt swaps (or conversions) while useful can imply heavy transaction costs. They
can be complex to both negotiate and design, and require specialized technical assistance provided through experienced intermediaries. Debt swaps only make sense
198 UNDP (2015), Discussion Paper: Risk-Informed Finance for Development. Can GDP-linked official

lending to emerging economies and developing countries enhance risk management and resilience?
http://www.undp.org/content/undp/en/home/librarypage/poverty-reduction/discussion-paper--risk-informed-finance-for-development.html and IMF (2017), State-Contingent Debt Instruments for Sovereigns: http://www.imf.org/en/About/Key-Issues/state-contingent-debt-instruments

when the debt is sold at a discount. For commercial creditors at least, this means they
may only sell the debt at a discount where they suspect the debtor may not be able
to service the debt in a timely manner. Bilateral creditors may be persuaded to sell
their debt at a discount but this requires both political commitment on the creditor
side as well as a commitment on the debtor side to earmark funds for specific activities (and ensure that the use of funds can be transparently scrutinized, e.g. through
the setting-up of a special conservation trust fund). The debtor must also have the
fiscal capacity to meet debt repayments in local currency. These factors mean that,
notwithstanding the many possible benefits, transaction costs are high for what may
ultimately amount to a relatively small cash flow. Sometimes debtors conclude that it
is far easier to secure a new loan rather than “swap” old.

Debt swaps for SIDS: a subject of increasing
international focus
A number of Small Island Developing States, particularly in the Caribbean are severely indebted and some, such as Grenada, Jamaica and
the Seychelles have recently restructured portions of their official and
commercial debt to make it more manageable. Ongoing debt sustainability issues in some SIDS have promoted a fresh look at “innovative”
solutions such as debt swaps, that may help indebted countries to
both reduce debt burdens as well increase expenditures in important
sustainable development sectors.
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The World Bank has recently proposed a debt-for-nature-and-resilience financing facility for small states. Under the proposed facility,
the World Bank proposes to retire high-cost commercial or bilateral
debt, and allow the savings obtained through the debt reduction to
be absorbed by the national budget, creating additional fiscal space
to finance current or capital expenditure. To qualify, three criteria
must be met: (i) the country must be willing to implement policy and
institutional reforms for environmental management and climate resilience; (ii) there must be debt identified that could be bought back,
preferably at a discount and/or replaced by cheaper and longer-maturity debt; (iii) a donor (or donors) must be identified that can help
with additional funds for the debt buyback operation (in exchange for
policy reforms).199
The Commonwealth Secretariat has also developed a proposal for a
debt-for-climate swap facility for small vulnerable economies (many
of which are SIDS)

199

199 World Bank (2016), Engagement with Small States: Taking Stock: http://www.worldbank.org/en/

country/smallstates/publication/engagement-with-small-states-taking-stock

which, if implemented, could mobilize up to US$ 4.5 billion in additional financing for climate change adaptation across all small island
states.200 UNDP meanwhile has proposed “multi-creditor” debt swaps
as a tool to reduce heavy transaction costs and maximize development impact.201 The United Nations Economic Commission for Latin
America and the Caribbean (ECLAC) most recently proposed that
climate finance pledges be used to write-down the high debt of Caribbean countries in exchange for investments in climate adaptation
and mitigation by those countries.202

200201202

Case study: Debt-for-nature swaps in the Seychelles
The Government of the Seychelles has committed to the creation of 400,000
square kilometers of new marine protected areas (MPAs) – the second largest such network in the Indian Ocean – to improve resiliency of coastal
ecosystems.
To create a sustainable source of funding for managing this network of marine protected areas, the Government of Seychelles has reached a landmark
agreement with its Paris Club creditors and the Government of South Africa
that results in a US$ 30 million debt swap. The deal, which was designed by
The Nature Conservancy, enables Seychelles to redirect a portion of their
current debt payments to fund nature- based solutions to climate change.
This is the first debt swap designed explicitly for climate adaptation
and first to include impact investments. It is the first time that the Paris Club has supported a debt swap, thanks in great part to the leadership of the French government, and a first for the Government of
South Africa, making for yet another first: a South- South debt swap.
The combination of public and private funds – each leveraging the
other – creates a new model for co-investment debt swaps in other areas of the world, notably other Small Island Developing States.
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200 Commonwealth Secretariat (2013), Debt swaps for climate change adaptation and mitigation: A

Commonwealth Proposal: thecommonwealth.org/sites/default/files/inline/Debt%20swaps%20
for%20climate%20change%20adaptation%20and%20mitigation-%20A%20Commonwealth%20proposal%202015.pdf

201 UNDP (2010), Achieving Debt Sustainability and the Millennium Development Goals in Small

Island Developing States: http://www.undp.org/content/undp/en/home/librarypage/mdg/achieving-debt-sustainability.html

202 UN Economic Commission for Latin America and the Caribbean (ECLAC) (2016, ECLAC Presents a

Debt Alleviation Strategy Based on a Debt Swap Proposal at High-level Meeting in Saint Kitts:
http://www.cepal.org/en/pressreleases/eclac-presents-debt-alleviation-strategy-based-debt-swap-proposal-high-level-meeting

Design of the debt swap
This debt-for-climate-adaptation swap converts a portion of the Seychelles’ debt to other countries into more manageable debt held by a
local entity. To accomplish this refinancing, The Nature Conservancy
has provided $23 million in an impact capital loan and $5 million in
grants to buy-back $29.6 million of Seychelles debt at a 5.4 percent
discount.
The Government of Seychelles can now redirect this portion of their
debt service to an independent, nationally based, public-private trust
fund called the Seychelles Conservation and Climate Adaptation Trust
(SeyCCAT).
Debt service payments will fund three distinct streams: one to repay
impact investors, one to capitalize SeyCCAT’s endowment, and one to
fund work on the ground that advances marine and coastal conservation, including strategies for ecosystem-based climate adaptation and
disaster risk reduction.
The estimated amount to be invested in these conservation activities
and the endowment through the debt swap is US$13 million, with
nearly 70 percent of this payable in local currency rather than hard
currency, averting the extra cost of conversion.
In addition, the period for debt payment will be extended from eight
years to 20 years, reducing the government’s annual debt service by
over US$2 million annually, freeing up funds for other needs of the
citizens of Seychelles.
The Nature Conservancy will seek to transfer the impact investment
loan into the holding of another investor and put recouped dollars
into new projects, a proven approach that enables the Conservancy to
mobilize large sums quickly and extend conservation benefit globally.
Source: The Nature Conservancy203
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203 The Nature Conservancy (2016), Seychelles: Investing for Resilience.

3

The share of loans in ODA is expected to rise in the future for many PSIDS as they
increase their income per capita levels (and in some cases graduate from ODA-eligibility) but also as a result of increased finance from some multilateral finance
providers. Careful debt management and strengthened debt management capacities will be critical, and several Pacific islands have recently invested in improved debt
management capacities with technical assistance provided by the Commonwealth
Secretariat, the World Bank or other partners. Nevertheless, Pacific SIDS will still be
constrained in the amounts of debt they can take on and all lenders must be mindful
to extend finance on terms and conditions appropriate to the special needs and circumstances of small vulnerable economies (despite higher income levels).
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Selected Recommendations
and Ways Forward
As this study has demonstrated, Pacific SIDS have made – and continue to make –
considerable progress across various dimensions of sustainable development; from
improvements in human development indicators such as literacy and life expectancy,
to conservation and sustainable use of critical marine and coastal resources, to climate
change mitigation and adaptation efforts, disaster preparedness and more.
Yet this progress is also extremely fragile. NCDs represent a serious challenge in many
Pacific island countries, the need to deal with large population increases or declines is
also pressing. A warming planet represents an existential threat to many islands, with
the impacts already being felt. There is no doubt that climate change will increase the
costs of sustainable development in Pacific island countries.
When it comes to financing for sustainable development, Pacific SIDS share many
commonalities, such as high capital investment needs, narrow revenue bases, an underdeveloped domestic private sector, a lack of access (in most cases) to market finance and a reliance on aid. But as this study has also revealed, the picture also varies
considerably from one Pacific island country to the next – from dependence on ODA or
remittances, to the ability to attract private investment and the effectiveness of public
expenditure. This means that domestic and external resource mobilization strategies
– and the institutional reforms and public policies that will be needed to leverage and
effectively use various sources of finance – will inevitably vary from one country to the
next and there will be no ‘one size fits all’ strategy.
Despite differences, a number of key themes have emerged from this paper’s analysis
and some possible ways forward can be identified – for both Pacific SIDS and their
development partners. These are outlined in this section and some will require further
research.
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Additionally, via its survey, UNDP asked Pacific island countries to specify what main
messages they would like to send to the international community with respect to how
it could most effectively support Pacific SIDS to finance and achieve the SDGs and the
SAMOA Pathway. This showed that Pacific SIDS (80 percent of respondents) would like
to see more financial support delivered as medium-term budget support (as opposed
to annually), that aid should be aligned with national development priorities and
plans, access to climate finance should be made simpler and capacity-building support is appreciated. These themes are also reflected in the recommendations.

Domestic resource mobilization
There are opportunities in many Pacific SIDS to expand domestic resource mobilization over the next few years but tax reforms always need to be tailored to a
specific country’s circumstances. Substantial additional domestic revenues are possible from fisheries, tourism, natural resource extraction, (possibly) deep-sea mining,
and innovative ‘green’ or conservation fees, amongst other areas.
The relative importance and desirability of each will differ from one country to the
next. As indicated in the report, possible social and environmental impacts need to be
fully assessed when it comes to deep-sea mining. With respect to fisheries, a key focus
should be on moving up the value chain (e.g. fish processing and canning) so as to capture a larger share of the value added, and regional cooperation to maximize returns
to Pacific SIDS from fishing licenses. ‘Green’ fees or conservation fees of various kinds
may also be explored in many cases as an additional and complementary sustainable
source of development finance, especially as tourist numbers are predicted to rise with
a positive impact on public revenues.
Progress is needed in many countries to further expand tax coverage (with a possible
focus on larger taxpayers) to better harness revenues from natural resource extraction,
redirect state subsidies to activities with positive externalities, strengthen administrative capacities and improve the efficiency of public expenditures overall. Improved
stewardship of natural resource income in particular will be critical. SOE reform has
also had a positive impact on public finances in some countries with greater transparency an essential precursor to successful reform.
In some countries, tax exemptions and incentives for overseas investors result in considerable losses in revenues from overseas investors yet it is not always clear that they
are effective in attracting investment. A focus on other factors such as the quality of
infrastructure, and macroeconomic and political stability may be more influential in
the long-run.
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To reduce illicit capital flows and to support the development of an overall culture of
voluntary ‘tax compliance’ over the long-term, initiatives such as the joint OECD-UNDP programme, ‘Tax Inspectors Without Borders’ (TIWB) can help Pacific countries to
build the capacities of their tax administrations in the area of tax audits (see box). One
of the core aims is to tackle complex international tax arrangements and in so doing
strengthen domestic resource mobilization.
Sovereign Wealth and Trust Funds of various kinds also represent a significant portion
of Pacific SIDS’ wealth and a potential source of development finance, especially for
infrastructure. Yet most is currently invested overseas with low returns. More research
is recommended to explore ideas as to how this wealth could be most effectively deployed in support of sustainable development, including the proposal developed by
PIFS for a “Regional Financing Facility for the Pacific”. In particular, this should explore
how it would specifically impact individual countries and who would stand to benefit
(lose) the most from the proposal (and also propose how any undesired impact might
be mitigated against).

Tax Inspectors Without Borders204
Tax Inspectors Without Borders (TIWB) is a joint initiative of the OECD
and UNDP that aims to strengthen the capacities of developing country tax administrations in the area of tax audits. Tax administrations are
on the frontline in the battle against tax avoidance. Estimates vary and
are contested, but cross border tax avoidance impacting developing
countries is likely to exceed development aid by a considerable margin.
Tackling complex international tax arrangements, which divert profits
that are otherwise liable for corporate tax, calls for skilled tax auditors.
A well-trained tax audit team can identify high-risk cases and uncover
arrangements that strip much-needed tax revenue from governments.
The objective of the TIWB Initiative is to enable the sharing of tax audit
knowledge and skills with tax administrations in developing countries
through a targeted, real time “learning by doing” approach. Experts
work with local tax officials directly on current audits and audit-related
issues concerning international tax matters and specific cases. It is a
specialized area of tax audit assistance. Currently TIWB has 22 active
programmes, with one of those being a small island developing state
(Jamaica). There is scope to expand such specialized technical assistance in the Pacific as a tool to strengthen domestic resource mobilization and curb outflows of capital.
Source: TIWB

204
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Improving the effectiveness and impact of public finance, especially in key public policy
areas such as education, public health and adaptation to climate change will be critical
to boosting PSIDS’ economies. UNDP’s Asia-Pacific Development Effectiveness Facility
(AP-DEF) has recently devised the “Development Finance Assessment” (DFA) tool as one
way to support countries to leverage new finance and to link that finance with development results. 205 The DFA helps countries to understand their current financing landscape, look at how different flows are currently managed and their effectiveness/impact,
and identify opportunities for leveraging new financing flows and strengthening their
impact on sustainable development. DFAs have been carried out in a number of Pacific
island countries, and may be of interest to others (see box for further elaboration).

204 For further information on Tax Inspectors Without Borders, see: TIWB: http://www.tiwb.org/
205 UNDP (2016), Development Finance Assessments and Integrated Financing Solutions:

Achieving the Sustainable Development Goals in the Era of the Addis Ababa Action Agenda:
http://www.asia-pacific.undp.org/content/dam/rbap/docs/meetTheSDGs/Achieving%20the%20Sustainable%20Development%20Goals%20in%20the%20Era%20of%20the%20AAAA%20-%20DFAs%20
as%20a%20tool%20for%20Linking%20Finance%20with%20Results.pdf

Strengthening Integrated National Financing Frameworks in
the Pacific through Development Finance Assessments
Integrated National Financing Frameworks (INFFs), introduced in the
Addis Ababa Action Agenda at the Third International Conference on
Financing for Development, are the approach by which countries are
encouraged to link development finance with the 2030 Agenda for
Sustainable Development.
INFFs, explored for the first time in the AP-DEF-UNDP Report “Achieving the Sustainable Development Goals in the Era of the Addis Ababa Action Agenda” have the following key elements: 206
– A national development plan or vision, including a set of priorities
and results linked to the SDG agenda, with an associated set of
sequenced and costed targets and indicators;
– An overall financing strategy linking national development results
with sources of finance matched against expected annual, medium and longer-term results;
– Policies to effectively leverage particular financial flows, including
domestic and international public and private flows;
– A system for monitoring and evaluation of the use of finance for
results;
– An enabling environment for accountability and dialogue at political and technical levels.
UNDP with the Asia-Pacific Development Effectiveness Facility (APDEF) has developed the Development Finance Assessment (DFA), a
diagnostic tool to support governments to develop effective national
financing frameworks. 207
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The DFA provides a baseline assessment of financing and its impact/
effectiveness in a county and provides a roadmap for putting in place
the reforms, investments and capacity-building needed to both mobilize more resources as well as use it most effectively.

206207

206 UNDP (2016), Achieving the Sustainable Development Goals in the Era of the Addis Ababa Action

Agenda: http://www.asia-pacific.undp.org/content/rbap/en/home/library/democratic_governance/
achieving-the-sustainable-development-goals/

207 UNDP Asia-Pacific Development Effectiveness Facility. An Overview: http://www.asia-pacific.undp.

org/content/rbap/en/home/ourwork/democratic-governance-and-peacebuilding/ap-def.html

In the Pacific, DFA’s are underway or completed in Fiji, the Marshall
Islands, Timor-Leste, Papua New Guinea, Samoa and Tonga. They are
being used to develop targeted, evidence-based policies around financing for sustainable development. For example:
– In Fiji, the DFA presents options for attracting private and green
financing as a new area for exploration;
– In Timor-Leste, the DFA is informing how the government is developing strategies for diversifying the economy using concept of the
Integrated National Financing Framework.
The Marshall Islands is increasing its readiness for a changing financial landscape, in particular preparing for when the Compact with the
USA closes in 2023, and using the DFA to identify specific financing
strategies.

Official financial flows
Even with improved domestic resource mobilization, concessional development assistance will remain critical to most Pacific SIDS to enable them to not only deliver
adequate public services, but to invest in critical infrastructure and to plan for and
adapt to climate change.
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Increases in domestic resources will still not be sufficient to cover Pacific SIDS’ investment
needs in full. New increases in concessional finance from some multilateral development banks, and also South-South Cooperation providers are welcome and will provide
much-needed additional financing for capital investments in the Pacific.
With increased finance soon available from some development partners, especially the
multilateral development banks and some climate funds, projects will need to be very
carefully identified, designed and implemented. In the scramble to commit and deploy increased resources for Pacific SIDS, there is a risk that projects will need to be found quickly,
will be ill-defined and not contribute substantively to national sustainable development
needs. Quality could suffer and low value expenditure could lead to deteriorating balance
sheets over time. As UNDP’s survey illustrated, many PSIDS continue to have key technical
capacity constraints in this regard.
Moreover, the impacts of ‘failure’ can be ‘amplified’ due to countries’ small size. PSIDS will
need to plan early for expected increases in financing in order to identify priority investments, ensure projects are aligned with national development plans, and secure the technical advice and implementation support they need. PSIDS will need coordinated donor
support to develop a ‘bankable’ project pipeline.

Official finance can be used more strategically to leverage or ‘crowd-in’ finance from the
private sector, especially in the area of infrastructure, or in other sectors where there are
expected economic returns. Projects supported with blended finance arrangements for
example could be implemented and/or scaled-up in some countries in the Pacific, and Pacific island countries indicated an interest in this area in UNDP’s questionnaire survey.
Blended finance is typically most suited to high(er)-return investment projects which
target economic diversification and create value-added and linkages to other economic
sectors. Areas that could be explored will vary from country to country but could include,
inter alia: maritime infrastructure investments (e.g. ports, harbours, shipping and fisheries);
improved water and sanitation facilities; development of the local private sector; aquaculture; renewable energy; improvements to national road networks and improved climate
resilience.
Limited knowledge and awareness of blended finance instruments and programmes, as
well as limited technical capacities to structure, manage and execute these types of arrangement in ways that serve the public interest remain key challenges in the Pacific. However, constraints also exist on the private sector side. Often private investors will be slow to
invest in many Pacific SIDS due to a number of challenges linked to a lack of information,
high upfront costs, the small size of projects, uncertain returns, exposure to disaster risk etc.
In this context, the public sector and official finance have a key role at different stages of
the project cycle to try to mitigate some of these concerns, for example to support countries to assess the feasibility of projects, ensure blended finance projects are structured in
the public interest, assess expected returns, demonstrate the viability of markets and educate investors. The ‘aid’ component of blended finance projects can be used to inter alia:
provide technical assistance and other advisory services at the project outset; absorb transaction and project preparation costs; provide leverage; support innovation and risk-taking;
top-up private returns to competitive levels (in the short-term); insure against unforeseen
market and catastrophic events; limit downside loss exposure; eliminate funding shortfalls;
provide incentives for successful performance; and improve creditworthiness.
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Access to, and eligibility for, concessional finance continues to be a major issue for all SIDS.
The international community should acknowledge that income per capita is an inadequate
– and indeed sometimes misleading – measure of a country’s overall development level,
its economic and environmental vulnerabilities and its financing needs. The international
dialogue on eligibility criteria for concessional finance – especially for middle-income SIDS
– must continue with a specific focus on how vulnerability can be used to inform concessionality levels.
UNDP and the World Bank co-chair an informal working group on small states’ access to
development finance which convenes a range of multilateral partners. The working group
is looking at how vulnerability and other indicators (such as domestic resource mobilization capacities, creditworthiness, export concentration etc.) could be used to determine
the most appropriate level of concessionality. UNDP invites Pacific SIDS and their development partners to actively debate and consider the future recommendations put forward
by this group.208

208 Other international organizations involved in this work are: Asian Development Bank, Caribbean

Development Bank, Commonwealth Secretariat, IMF, OECD, UN DESA.

Finally, PSIDS indicated a clear preference for more resources to be channelled via
budget support and multi-year arrangements in their responses to UNDP’s development finance survey. Greater use of sector wide approaches and direct budget support could help to build the longer-term capacities of PSIDS’ administrations as well
as support more resilient core expenditure, and strengthen country ownership. It can
also help to reduce fragmentation in a context of overall rising aid resources from a
multitude of sources (e.g. climate funds; multilateral development banks, South South
Cooperation providers).
On the donor side, it is clear that development partners need to have confidence that
national development plans, receiving institutions and country systems (such as procurement and fiducial oversight) are solid. Pacific SIDS need to continue to improve
planning, budgeting, public financial and aid management to build further trust and
confidence in their governance of concessional finance.
Donors should consider further ways of pooling resources to reduce countries’ reliance
on a single source of concessional finance and improve predictability – in this area the
rhetoric is in front of the reality. This can also help to reduce fragmentation and enhance coordination amongst development partners in a context of overall increasing
resources.

Accessing climate finance
PSIDS are strategically well-placed to leverage additional climate finance from the
international community. Some progress has been made recently in accessing these
resources but application processes remain complex and other challenges remain. These
include weak domestic technical capacities, as illustrated by UNDP’s survey. PSIDS and
their development partners must continue to advocate for special access to climate finance resources for the Pacific, for procedures to be simplified, and continue to strengthen domestic capacities in this area. Development partners have a role to play in supporting Pacific SIDS to build capacities to access climate finance on their own.

1 4 6 | PA R T T H R E E

Pacific SIDS can learn from those SIDS that have enjoyed recent successes in this area
– both within and outside the Pacific. The Pacific South-South mentorship/attachment
programme recently established by PIFS in the area of public financial management
could be potentially expanded to the climate finance arena so as to build domestic skills
to navigate the complex architecture of climate finance funds and application processes.
The World Bank’s Small States Forum could also be used to foster these types of partnerships, possibly with other SIDS outside the Pacific.209
Climate finance funds often look favorably on a multi-partner proposal. Pacific SIDS must
therefore be proactive in developing partnerships with accredited entities and supportive bilateral donors to submit timely and high-quality project proposals since those entities can provide the appropriate technical advice and support. PSIDS who have successfully accessed climate finance to date have invested in forming these partnerships.

209 World Bank: Small States: http://www.worldbank.org/en/country/smallstates

International development partners meanwhile should use their influence to support
the adoption of streamlined approaches that encourage greater direct access to climate finance resources. Pacific SIDS could also explore the potential for joint-country
project proposals to access GCF and other climate resources as a way to support improved Pacific integration, share technical expertise and personnel, and lower costs.
Finally, while climate finance is on the rise, the share of loans in climate finance is expected to rise in the future, especially for the higher-income countries. Many PSIDS are
keen to flag that climate finance should be supplied as grants, not loans, especially for
adaptation to climate change (a problem they did not cause but are disproportionately impacted by).

Leveraging foreign direct investment flows
Leveraging foreign direct investment flows
Some Pacific island countries have been successful in leveraging increased FDI
flows and further increases are expected, e.g. in the fisheries and tourism sectors.
Further increases in FDI are also anticipated from Asia in particular. Yet the impact
of FDI on economic growth in the Pacific is lower than in other world regions. Limited
absorptive capacities, concentration of FDI in one or two sectors and poor business
environments are some of the factors that reduce the positive effects of FDI on economic growth.
As mentioned earlier, tax and import duty exemptions and other tax incentive schemes
for overseas investors are prevalent in the Pacific as a tool to attract more FDI. Yet in
many cases, it is not clear they have been successful in attracting foreign direct investment flows and are leading to considerable revenue losses. In many countries, a case
can be made to review investor incentives. Concessions for international investors is an
area that may also warrant a region-wide response.
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Critically, Pacific island countries need to focus on strengthening the enabling environment for business and on overcoming some of the barriers to investment frequently
cited by prospective investors. While they will vary from one country to the next, barriers include: burdensome and complex administrative procedures; weak infrastructure (and in particular poor transportation links); weak transparency; weak or slow
resolution of disputes; political instability; restrictions on land ownership; and a poorly
trained local workforce.
Pacific SIDS also need to focus carefully on the quality of FDI and in particular its alignment with the SDGs. Historically FDI has focused mainly on economic dimensions (extractive industries, tourism, exports etc.) sometimes at the expense of social and environmental considerations, and often at the expense of tax income. Other dimensions
are now gaining in prominence however, and in particular the importance of attracting FDI to support moving up the value chain; to build a low-carbon, environmentally sustainable economy (e.g. through investments in renewable energy technology,
water purification, etc.); to build key infrastructure (ICT, roads, transport, water, etc.);
and to build a knowledge based economy that provides high quality employment
opportunities.

To measure the quality and effectiveness of FDI, and its alignment with national sustainable development objectives, Pacific SIDS can evaluate FDI next to a range of indicators, as proposed by UNESCAP, specifically:
–

Economic value added: value added; contribution to gross fixed capital formation; export generation; total fiscal revenues;

–

Job creation: number of jobs created (directly and indirectly); wages – household
income generated; types of jobs generated;

–

Sustainable development: labour impact (employment of disadvantaged groups,
skills upgrading, occupational safety and health effects); social impact (no. of families lifted out of poverty, increased access to affordable goods and services); environmental impact (greenhouse gas emissions, energy and water consumption,
treatment of hazardous materials, enterprise development in eco-sectors); development impact (development of local resources, technology dissemination etc.).210

Despite opportunities to attract more FDI flows, it remains the case that some sectors
may be more amenable to leveraging private finance than others in the Pacific, e.g. leveraging private investment in areas such as ports and shipping may be easier, but may
be more difficult in e.g. water and sanitation where the charging of user fees is unlikely
to cover the investment and/or undesirable. Some realism is therefore required; remote
countries, islands or areas mean that private finance is unlikely to flow in any meaningful way in some instances, and better investment of public resources should be the key
focus, including the use of public resources to crowd-in private finance. In this case, the
balance of risks the private and public entities assume in the investment is critical for
sustainability.

Supporting local private sector development
Local private sector development is identified as a key priority for many PSIDS, yet
many continue to struggle despite the successes of some credit guarantee schemes
and financial inclusion initiatives.
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Survey questionnaire results indicate that several countries see merit in further improving and expanding credit guarantee schemes for small and medium-sized enterprises
which are most useful when accompanied by business advisory support and technical
assistance in financial literacy and education.
Equity investment in Pacific SMEs could also be further explored and is relatively uncommon at present. Where it does exist, it has tended to focus on larger firms. In addition
to capital, private equity investors bring knowledge and expertise to the companies in
which they invest. Impact investors, i.e. those investors that aim for measureable social
impact as well as a financial return may be particularly interested in supporting small and
medium-sized enterprises or family-owned businesses in a variety of industries.

210 UN ESCAP (2016), Sustainable FDI: Attracting FDI in support of SDGs

A 2013 study by the Asian Development Bank revealed there is consistent unmet demand amongst Pacific SMEs for equity injections in the US$ 250,000 – US$ 500,000
range. The study explored the potential for a Pacific equity investment fund with economic and pro-poor objectives, accompanied by a technical assistance facility.211 The
fund would be supported by donors. It suggested that lessons learned from recent
experiences with enterprise challenge funds in the Pacific (e.g. the Enterprise Challenge Fund for South East Asia and the Pacific funded by the Australian Government
between 2007 and 2013) could be incorporated, specifically that equity investments
need to be coupled with practical business management and development advisory
support to ensure success.212
Many SMEs in the Pacific are not familiar with private equity financing and/or may be
unwilling to cede some control to external partners. Risk profiles typically remain high
in the Pacific and the study is clear that transaction costs in establishing an equity
fund in the Pacific are high, including the crucial need for hands-on involvement in the
business to supplement local management capacities and to protect the investment.
Nevertheless, this approach warrants further exploration by Pacific SIDS and their development partners given the high level of interest shown by many countries.
UNDP survey results also indicate a high level of interest in innovative insurance
schemes, as a tool to strengthen the local private sector, improve burden sharing of
risk, and to build resilience to shocks and stresses of various kinds.
Weather-related risks, particularly cyclones, typhoons, floods and drought, are a frequent occurrence and affect crop yields, livelihoods and assets and the safety of vulnerable groups across the Pacific. The frequency with which these disasters occur often taxes the ability of such groups to rebound quickly, increasing their risk of hunger
and malnutrition. Low-cost agricultural insurance schemes are increasingly viewed as
mechanisms for providing social protection to the increasing numbers of people affected by such risks and in helping to lessen the impacts they suffer owing to such
shocks.
Agricultural, livestock and fisheries insurance schemes can have an important role in
helping individual farmers to manage climatic and natural risks. The Food and Agriculture Organisation (FAO) has explored the potential for indemnity based crop insurance
in the Pacific and has suggested there may be scope for coverage that insures against
key perils such as typhoons, excess rain (as a proxy for flood) and for rainfall deficit
(drought).213
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Trialling crop, livestock and/or fisheries insurance in the Pacific, with the support of
development partners, should be further explored in the Pacific. In this regard, initiatives such as the Caribbean Ocean and Aquaculture Sustainability Facility (COAST)

211

Hardin, J. (2013), SME Equity Investment Fund in Pacific Islands. Scoping study of potential demand
and recommended fund design:
https://docs.google.com/file/d/0B7AyHJwBvKZoUEV2UUhQU1Q2T1U/edit

212 See: Enterprise Challenge Fund for South East Asia and the Pacific:

http://www.enterprisechallengefund.org/

213 Food and Agriculture Organisation (FAO) (2011/12), Agricultural Insurance in Asia and the Pacific

region: http://www.fao.org/docrep/015/i2344e/i2344e00.pdf

may be of interest. COAST proposes an innovative insurance mechanism to promote
the resilience of the small-scale fisheries sector in the Caribbean against increasing
climate-change related disaster risk.

The Caribbean Ocean and Aquaculture Sustainability Facility
(COAST)
The COAST project (still in its design phase) proposes to create a platform for innovative insurance financing that also incentivizes small-island governments to support coastal management and reef restoration for climate resilience among other activities.
Belize, Grenada, Jamaica and The Bahamas are the first countries that
have expressed an interest in being part of the COAST project, with
scaled up activities and more countries possibly involved over time.
The Bahamas are vulnerable to an increase in tropical storms, both in
number and intensity. Grenada faces the strong possibility of land loss
from a rising sea, while Jamaica’s coastal infrastructure, from airports
to government buildings, will become increasingly threatened.
Insurance against disaster, incentives to rejuvenate the coast
Insurance premiums for disaster risk insurance would be co-financed
and discounted for the countries that incorporate climate resilience
and marine economy protection measures. Payouts would also be
supplemented for countries that commit to implement country-led
plans to ensure that small enterprises and smallholder fisher folk are
provided for after extreme weather events. The project is a joint initiative of the World Bank, US Department of State, FAO, the Nature
Conservancy and the Caribbean Catastrophe Risk Insurance Facility.
Source: World Bank214
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214

Finally, progress has been made to strengthen financial inclusion in the Pacific. Yet recent
challenges relating to the withdrawal of correspondent banking relationships in some
small states across the Pacific could undermine this and highlights the importance of
development partners continuing to invest in lowering the costs of remittance transfers,
through for example targeted advocacy with banks and financial awareness campaigns.

214 For more information on the project, see: World Bank (2016), As Climate Change Hits the Caribbean,

Partners Collaborate To Boost Resilience and Rejuvenate Coasts”:
http://www.worldbank.org/en/news/feature/2016/01/07/as-climate-change-hits-the-caribbean-partners-collaborate-to-boost-resilience-and-rejuvenate-coasts

Leveraging innovative finance in the Pacific
UNDP’s development finance survey revealed that very few countries had explored
or experimented with innovative finance schemes, such as initiatives that target the
diaspora, debt-for-nature swaps and impact investment. Most respondents saw value
in looking at these areas, especially to source new and additional funds for environmental interventions.
One area which holds particular appeal in the Pacific – as indicated in survey responses
– is the diaspora. While diaspora bonds have attracted interest (for example in Tonga),
the potential for these probably remains quite limited for most countries at present.
There are nevertheless other areas that can also be explored and which may help to
foster increased diaspora investment ‘back-home’.
These include encouraging the diaspora to make available their intellectual capital
and business networks to the home country through visits and consultancies etc., and
exploring financial incentives or innovative products that could be offered to incentivize the diaspora to invest. One such idea is “SDG funds” – which could be co-financed
by the diaspora with match funding provided by the national authorities and/or donors for specific sustainable development interventions. Initiatives that connect the
diaspora to local businesses can also be valuable.
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Impact investment is another area in which there is interest in the Pacific. The extent of
impact investment is unknown in the Pacific, but as it represents a growth area in the
field of development finance, Pacific SIDS may wish to explore how impact investors
could be encouraged and facilitated to support key national sustainable development
priorities. While the majority of impact investments have a value of under US$ 5 million they can also exceed US$ 50 million. Some SIDS outside the Pacific – e.g. Grenada,
the Seychelles and Mauritius – are actively exploring how they can capitalize on the
emerging concept of the ‘blue economy’ to leverage impact investment (and other
private sector capital) in initiatives that support e.g. sustainable fisheries management
and sustainable aquaculture (see box for examples).
Grenada’s “BlueNet” initiative is noteworthy in this regard. It aims to connect the impact investment community with vetted ‘blue’ investment opportunities in Grenada
and other SIDS (see box). It is also collaborating with UNDP on the development of a
‘blue’ social impact bond for coastal and marine conservation efforts, and sustainable
aquaculture. Social impact bonds are a form of ‘payment by results’ scheme where the
risk of non-performance is assumed by the impact investor rather than by the state/
donor.215 This example shows the value of countries collaborating with development
partners to facilitate connections with the impact investment community, devise appropriate project proposals for the attention of impact investors and develop innovative financing approaches.

215 For further information on social impact bonds, see: UNDP: Social and Development Impact Bonds:

http://www.undp.org/content/sdfinance/en/home/solutions/social-development-impact-bonds.html

Opportunities for financing the ‘blue economy’
The emerging concept of the ‘blue economy’ may offer Pacific SIDS
opportunities to catalyze new sources of finance for investments in
coastal and ocean health and ecosystems and to diversify their ocean
economies.
The “blue economy” is a term that is not well defined but is increasing
in momentum and is broadly understood as economic activity that is
in balance with the long-term capacity of ocean ecosystems to support this activity and to remain healthy and resilient. Blue economy
activities can include offshore renewable energy, sustainable aquaculture, deep seabed mining, marine biotechnology and ocean monitoring and surveillance, which all provide opportunities for economic
growth and more diversity in the ocean economy.
Properly planned and managed ocean and coastal spaces have the potential to mobilize public and private sector investment and generate
both strong returns and ecosystem benefits. Countries seeking to develop their ocean economies have acknowledged to varying degrees
the need for policies that can catalyze new investment in their seas but
in ways that maintain or even restore ocean health.
The challenge is to identify (catalytic) investment opportunities, new
and innovative investments in the blue economy as well as opportunities for established industries to transition to more environmentally
sustainable practices.
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Often there is limited awareness (and capacity) of the potential of blue
growth for business. These constraints are apparent on both the supply (i.e. investor) and demand (i.e. developing countries) side. Commercial investors remain cautious, and the majority of investments
targeted at ocean health to date have been financed by public-sector
institutions and multilateral development banks which have stepped
in to take on the associated upfront risk. Many public and private economic activities that could serve to generate blue growth and restore
ocean health will also carry higher upfront costs and returns that will
not immediately accrue to investors.
The challenge remains as to how to create predictable cash flows
for investors behind the valuable ecosystem services offered by the
ocean. On the opportunities side, heightened awareness of environmental and social risks and exposure to possible reputational risks has
encouraged investors to value sound natural resource management,
and may also imply an expanding pool of investors interested in activities where ocean development projects are aligned with sustainability.

There are also opportunities for the impact investment community
to become involved. PSIDS and their development partners could
seek to develop specific plans and strategies for the development of
a ‘blue economy’ approach which would likely involve strategies that:
(a) further support the development of existing sectors; (b) promote
investment and innovation in new sectors; (c) further develop forward and backward links in the value chains of existing sectors.216
The experience of Grenada is instructive in this regard (see box).

216

Established and emerging blue economy sectors
Established

Emerging

Capture fisheries and seafood processing

Marine aquaculture

Shipping and ports

Deep-water and
ultra-deep-water oil and gas

Shipbuilding and repair

Offshore wind energy

Offshore oil and gas (shallow water)

Ocean renewable energy

Marine manufacturing and construction

Marine and seabed mining

Maritime and coastal tourism

Maritime safety and surveillance

Marine business services

Marine biotechnology

Marine research and development and education

High-tech marine products
and services

Dredging
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Source: OECD217

216 See: World Bank (2016), Toward a Blue Economy: A Promise for Sustainable Growth in the Caribbean
217 OECD (2016), The Ocean Economy in 2030:

http://www.oecd.org/environment/the-ocean-economy-in-2030-9789264251724-en.htm

Blue Growth in Grenada
Grenada is one of the world’s first countries to develop a vision for its
“blue growth” economy. Grenada’s blue growth vision is to optimize
coastal, marine and ocean resources to become a world leader and
international prototype for “blue growth” and sustainability. Grenada’s
ocean space is 75 times larger than its land area. Beyond its 345 square
kilometres of land territory, Grenada has 26,000 square kilometres of
blue ocean space – an exclusive economic zone (EEZ). Such a large
space presents opportunities for the island to diversify its economy,
and by applying a “blue economy” approach, ensure that ocean development expands economic output, creates jobs, reduces poverty and
builds local skills while conserving the natural environment. Grenada
is the first country to initiate a national “Masterplan” for blue growth. It
identifies opportunities for blue growth development in areas such as
fisheries and aquaculture, aquaponics, blue biotechnology, research
and innovation.
The proposed “Blue Innovation Institute” is one key component of the
blue growth masterplan. The Blue Innovation Institute will aim to be a
centre of excellence and think tank on the blue economy, and will also
seek to develop innovative new “blue” financing instruments such as
debt-for-nature swaps, blue bonds, blue insurance and blue impact
investment schemes.218
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218 Source: Government of Grenada (interviews) and also Government of Grenada (2016),

Blue Growth and Coastal Masterplan: http://documents.worldbank.org/curated/
en/358651480931239134/Grenada-Blue-growth-coastal-master-plan

The Seychelles blue bonds initiative
The Seychelles is also utilizing the concept of the ‘blue economy’ to
leverage finance from international capital markets at a discount with
its new ‘blue bonds’ initiative.
Blue bonds are modelled on successful “green” bonds which have
been issued by multilateral financial institutions, sovereign states and
municipalities to fund investments in sustainable energy and clean
transportation projects. Often an interest discount can be obtained
from investors where there is a commitment to use the proceeds for
specific socially or environmentally responsible investments.
Blue bonds work in a similar way but are instead applied to oceanbased activities. They offer the opportunity for private capital firms
to diversify their investment portfolio into products that generate a
financial return as well as deliver environmental benefits.
They Seychelles will soon offer a sovereign blue bond to attract private capital firms to invest in fisheries management. The value of the
Blue Bond will be US$ 15 million with a 10—year maturity period. The
Government of the Seychelles will be responsible for the repayment
of the debt. The International Bank for Reconstruction and Development (IBRD) will provide a US$ 5 million guarantee and the GEF has
also offered US$ 5 million to help further reduce the risk to investors
and subsequently lower the rate of interest to between 2-3%.
Proceeds of the blue bond will be used as grants for fisheries management planning activities and as loans to encourage local public and
private investment in activities consistent with sustainable fishing,
such as post-harvest value adding opportunities, jobs and the protection of ocean resources. The blue bond proceeds will be disbursed on
a competitive basis through the Seychelles Conservation and Climate
Adaptation Trust (SeyCCAT) and the Development Bank of Seychelles,
as per the figure below.219
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219 Government of the Seychelles, UNDP and GEF (2017), Blue Bonds and their application in Seychelles,

Briefing Note

Flow of funds of the Blue Bonds

Investors
Blue Bonds

Repayments

Government of Seychelles

Development bank of Seychelles

SeyCCAT

Grants

Grants

Grants

Loans

Loans

Loans

Looking forward, innovative bond modalities such as “blue bonds”
may be of interest to some Pacific island countries in the future. They
may not be suitable for all, but could be piloted by one or two of the
larger Pacific SIDS in the first instance.
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© UNDP Climate Change Adaptation - Palau

The “Blue Network”
Founded in 2015, the Global Blue Network is a loose affiliation of
countries and international organizations – Grenada, Indonesia, the
Netherlands and the UN Food and Agriculture Organization (FAO) –
that are interested in supporting innovations and investments in the
ocean economy, especially by the private sector. One of the core aims
of the network is to catalyse investments in coastal and marine activities that can deliver on sustainable development. It is also a space for
countries to share experiences and lessons learned from those that
are attempting to unlock the value of maritime and coastal assets in
ways that are sustainable but also support economic development.
Specifically, the Blue Network aims to:
– Harness ocean-based investment initiatives into a coherent package of bankable projects.
– Identify partnerships for promoting bankable projects and secure
investment in priority sectors.
– Engage leaders in the private sector and financial institutions
to promote investment, innovation and to form public-private
partnerships.
– Implement innovative financial instruments such as Debt for Nature Swaps and impact investment to reduce climate change impacts and to promote ocean-based energy.
In 2016, the Blue Network organized “Blue Week” in Grenada which
was an opportunity to explore new investment opportunities and
collaborative partnerships for a sustainable ocean economy. A “Shark
Tank” type initiative provided local businesses with an opportunity to
pitch their investment ideas to private sector investors, and receive
feedback and in some cases financing. In total, US$ 109 million in
project ideas were pitched and several were funded in the areas of
sustainable aquaculture and fisheries.
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Membership is open to countries and organizations that are interested in attending Blue Network meetings and learning more about
strategies for investment in the “blue economy”.220

220

220 For further information, see: Blue Network: http://www.bluegrowth.org/

Additionally, a “BlueNet” project is currently under elaboration. Modelled on kiva.org, BlueNet will aim to connect local businesspeople
with investment capital (grants and loans) through an on-line platform focused exclusively on “blue” investment opportunities.221
As such, it aims to support small and medium-sized enterprises –
mostly in small island states – to access the finance they need to build
and expand their businesses.

221

Information on the potential of many so-called ‘innovative finance’ schemes is currently weak in the Pacific – in particular how to design and implement different approaches, where to source technical expertise and who to approach.
Development partners have a key role to work with national authorities to identify innovative finance ideas with promise, facilitate connections with relevant technical experts and impact investment communities, help countries to devise project proposals,
provide investors with assurances about the ‘quality’ of investment propositions and
also provide co-financing/guarantees in some cases. It should be noted however that,
on the whole, innovative finance schemes represent complementary sources of development finance; they are unlikely, in the main, to provide finance at any real scale.
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Finally, Pacific SIDS may find online platforms such as UNDP’s ‘Financing Solutions for
Sustainable Development’ useful. It provides a one-stop-shop for advice and information on a range of innovative finance mechanisms (such as social impact bonds,
debt-for-nature swaps, environmental trust funds, payment for ecosystems services,
environmental levies, impact investment and more), how and where they have been
used, and their pros and cons.

221 For further information, see: https://www.kiva.org/

Financing Solutions for Sustainable Development:
UNDP tool-kit222
A major task for policy-makers in financing the 2030 Agenda is to
devise financing solutions to attract and direct investments to areas
where greater co-benefits and multiplier effects can be achieved. UNDP’s on-line toolkit provides guidance to review and operationalize
those financing solutions that can enable the implementation of national sustainable development strategies.
The platform features instruments such as blended finance, development impact bonds, green bonds, trust funds, challenge funds, guarantees, impact investments, and many more.
It describes their potential, feasibility, advantages, disadvantages,
risks and characteristics. It also profiles case studies and refers to multiple external sources, including e-learning and advanced guidance
material, where available.
See: http://www.undp.org/content/sdfinance/en/home.html
Source: UNDP (2017)

222

Preserving debt sustainability in the Pacific
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Increased financing from some multilateral and bilateral development partners, combined with the use of blended finance arrangements and increased South South imply
that loan financing will rise in the future, especially for the higher-income Pacific countries. Despite overall low debt ratios in many Pacific island countries, debt vulnerabilities remain high. The concessionality levels of this financing will therefore be key, and
as much of this finance as possible must be extended on highly concessional terms so
as to minimize future risks of debt distress.
In this respect, innovative lending instruments such as countercyclical loans implemented by the French Development Agency and other variations on state contingent
debt instruments – which see debt service fall when a major shock occurs – may help
to reduce macroeconomic risks in small vulnerable economies, should lending to the
Pacific increase (see box). The particular vulnerability of Pacific SIDS (and indeed all
SIDS) makes such debt instruments not just a nice complement but an absolute necessity, and the benefits would be more widely felt the larger the number of official

222 UNDP, Financing Solutions for Sustainable Development:

http://www.undp.org/content/sdfinance/en/home.html

finance providers extend such loans. Development partners should therefore explore
the use of such innovative debt instruments to all small island developing states.
Given the interest shown by Pacific SIDS in debt-for-nature swaps to help fund local
conservation efforts, more work could be undertaken by Pacific SIDS and their development partners to look at the potential of debt swaps for the Pacific – even where
debts are not considered technically unsustainable. Thus far, political support for debt
swaps has remained muted. Yet they could help mobilize additional finance for critical
conservation efforts.
Improved contingency fiscal planning will also be required in parallel by Pacific SIDS,
and to integrate climate and disaster resilience into national development plans and
strategies. Macro-level pooled insurance schemes such as PCRAFI also have a role to
play to more effectively plan for, and respond to, risk.

Countercyclical loans: an innovative loan tool for the Pacific
The Commonwealth Secretariat has advocated that “counter-cyclical
lending contracts” (CCLs), implemented by the French Development
Agency – AFD – should be more widely rolled out to SIDS, particularly
by official lenders.
Under CCLs, it is agreed ex-ante that debt service will automatically
be allowed to fall, or become zero, in periods when external shocks
(measured in a particular way, for example a significant fall in the value
of exports or increase in the price of imports or a severe disaster) hit a
country.223
The basic idea behind the CCL is to ensure that debt service is counter-cyclical. The instrument aims to build flexibility ex-ante for borrowers, and thus reduce the likelihood of a debt crisis. This in turn helps
avoid a need for costly ex-post debt restructuring and may also reduce
the need for new liquidity facilities in the face of external shocks.
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For the debtor country these loans have the important advantages
of automaticity (implying no additional conditionality) and predictability (as the conditions under which debt service can be suspended
are established ex- ante). For lenders, where the risk of debt default is
reduced, it will help to prevent any eventual losses on their claims.224

223 Commonwealth Secretariat (2013), Analysis of instruments to help countries cope with unforeseen

shocks; the case of the CCL: http://www.stephanygj.net/papers/AnalysisProposalsInstrumentsHelpCountriesUnforeseenShocks2012.pdf

224 UNDP and AFD (2016), Financing the SDGs in the Least Developed Countries (LDCs): Diversifying the

Financing Tool-box and Managing Vulnerability: http://www.undp.org/content/undp/en/home/librarypage/
poverty-reduction/afd-undp-financing-sustainable-development-and-managing-vulnerab.html

The French Development Agency first used such instruments in 2007
and has extended them so far to six Least Developed Countries –
Burkina Faso, Madagascar, Mali, Mozambique, Tanzania and Senegal
for projects in the areas of: urban development and road infrastructure; electrification; access to water and sanitation; education and vocational training; and food security. But so far, this financing modality
has not been used by other bilateral lenders and has not been used
in any SIDS. “Hurricane” or “catastrophe” clauses in loan contracts are
more limited variations on this theme as utilized recently by Grenada.
Grenada’s “hurricane clause”, negotiated recently with bilateral Paris
Club creditors, allows for a moratorium on debt payments in the
event of a natural disaster.225

225

The SDG promise: Leave no one behind
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If the international community is to remain true to the SDG promise to ‘leave no one
behind’, it will be essential to address the needs and challenges faced by some of the
world’s smallest and most vulnerable countries. Political leadership, continued advocacy and effective coordination amongst development partners will be central to this
effort. This report has attempted to set-out how Pacific SIDS (and their development
partners) can maximize the opportunities presented by a dynamic and changing development financing landscape. The key challenge is now to put some of these ideas
into practice.

225 UNDP and AFD (2016), Financing the SDGs in the Least Developed Countries (LDCs): Diversifying

the Financing Tool-box and Managing Vulnerability: http://www.undp.org/content/undp/en/home/
librarypage/poverty-reduction/afd-undp-financing-sustainable-development-and-managing-vulnerab.html

© UN Photo/Martine Perret - Atauro Island, Timor-Leste
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