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Research Update:

Papua New Guinea 'B+' FC Rating Affirmed;
LC Rating Lowered To 'B+' On Revised
Methodology; Outlook Stable

Overview

e Standard & Poor's affirmed its foreign currency long-termrating on Papua
New Qui nea (PNG at 'B+' and its short-termratings at 'B . The transfer
& convertibility assessnent (T&C) renmins 'BB'.

* W lowered our local currency long-termrating on PNGto 'B+ from'BB-',
based on our recently-revised sovereign rating nethodol ogy.

« The new net hodol ogy puts nore wei ght on the devel opnent of |ocal currency
debt markets, which are shallow in PNG This factor, in conbination with
very limted nonetary flexibility, requires an equalization of the | oca
and foreign currency ratings.

e The outlook is stable, which in our view, balances PNG s inproved
economi ¢ prospects with the challenges it faces in overconi ng weak
political and institutional settings, as well as infrastructure
short com ngs.

Rating Action

On Aug. 22, 2011, Standard & Poor's Ratings Services affirmed the foreign
currency long-termrating on Papua New Guinea (PNG at 'B+', and the
short-termratings at 'B'. W also |lowered the |ocal currency |ong-term
sovereign credit rating on PNGto 'B+ from'BB-'. The long-termrating
outlook is stable. The T&C assessnent remains 'BB' .

Rationale

Constraining the ratings on PNG is our opinion of the vulnerabilities
associated with the country's high dependence on its mnerals sector, conbined
with the country's fragnented political structure, public policy devel oprent,
and service delivery. In addition, there is a |lack of transparency in the
activities of statutory authorities, trust accounts, and ot her

gover nnent - owned or governnent-controlled entities contributing to PNG s

of f - bal ance-sheet liabilities. Further constraining the ratings are the

i nfrastructure shortcom ngs and security risks that inpede investnent required
to diversify the econony. However, the governnent's noderate fisca

flexibility and the strong potential of the mnerals and allied sectors to
boost economic growth support the ratings.

In our opinion, PNGs econony is likely to continue to benefit from favorable
commodity prices, a government conmitment to devel opment, and a financi al
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systemthat has no significant links to gl obal whol esal e fundi ng markets. W
expect the econony to expand by 4.2%in 2011 on a per capita basis, follow ng
growm h of 4.6%in 2010. Hi gh gold, copper, and oil prices and the construction
of a liquefied natural gas (LNG plant are supporting significant activity in
non-mning (mainly transport, storage, and comunication) sectors. The direct
and indirect effects of LNGrelated construction activity and public spendi ng
will likely add to the chall enges PNG faces in | owering persistently high CP
inflation. W expect consuner prices to rise by nore than 7% in each of the
next two years, in part reflecting substantial inflows of capital into the
country and emerging capacity constraints in |abor and product markets that
are associated with the LNG project construction. The banking systemis
largely insulated from gl obal markets, reflecting its predom nantly donestic
fundi ng base and |imted exposure to gl obal whol esal e fundi ng markets. Key
downside risks to PNG s outlook could arise frompossible delays in conpleting
the LNG project, a weakening in prices and demand for PNG s resources exports,
and a house-price correction in the main centers of Port Mresby and Lae.

O f-budget borrow ngs and expenditure undermine PNG s efforts to consolidate
its fiscal policy, and illustrate ongoi ng weaknesses i n governance and
transparency. An easing in constraints in off-budget trust account spending
led to a deficit of 9.7%in 2009, but there has since been some progress in
cont ai ni ng spending. W estimate the fiscal accounts to be broadly bal anced in
2010 and 2011. However, there is uncertainty on this due to the difficulty in
tracking the spending of windfall mning revenues fromearlier years from

of f - bal ance-sheet trust accounts; the governnent's aimof bal ancing its budget
in 2011 does not include spending fromthe accounts. Wile the government's
medi umtermfiscal strategy targets spending fromthe trust accounts at |ess
than 4% of GDP, an election due in 2012 raises risks of further unrestrained
spendi ng that nay add to demand and inflationary pressures. Wile the
governnent has borrowed US$1.1 billion (12% of GDP) commercially of f-budget to
fund its equity in the LNG project--and assumi ng our base case for the fisca
and external accounts hol ds--we expect the governnent to be able to carry such
debt at current rating levels so long as the project conmes on |line as
presently pl anned.

Large current account deficits, related to the LNG i nvestnent, are partly
financed by foreign direct investnent (FDI) and will likely be temporary. W
expect the current account deficits to average over 20% of GDP in 2010 and
2011, reflecting LNG construction-rel ated goods and services inports and

i ncome deficits (due to incone paynents to foreign enpl oyees and divi dend
paynments to non-residents fromhigh mning profits). The FDI fl ows have
supported the accumul ati on of reserves to 3.6 nonths of current account
paynments in 2010, versus 2.3 nmonths in 2005. PNG s external position remains
noderate despite the additional borrow ngs associated with the LNG
project--with narrow net external debt of 16% of current account receipts
(CAR) estimated for 2011, while the country's net external liability position
is 74% of CAR

The country's political and institutional frameworks remai n weak, which pose a
key chal l enge as PNG effectively manages the large windfall gains fromthe LNG
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project. Anew Prine Mnister and mnisterial lineup followi ng the retirenent
of M chael Somare should inprove political certainty in the near term-albeit
the political settings follow ng general elections due in 2012 remain highly
uncertain. The continued use of off-budget borrow ngs and expenditure in
2010-eut si de of parlianentary approval and oversi ght—is synptomatic of the
weak transparency and governance. W al so note that previous gains in
political stability have not led to an appreciably better security environment
or inproved infrastructure, which are vital to boosting non-nmnera

i nvestnment. The quality of public services remains poor. W al so observe that
PNG has made little inprovenent in literacy and ot her human-devel opnent
indicators. In addition, information risk is a rating constraint. Al though
under standabl e for a country at this stage of devel oprment, significant

of f-budget transactions appear to be rising, and there are |long | ags and

i mportant gaps in coverage for the national income accounts, the internationa
i nvestment position, the fiscal accounts, and the nonetary survey.

We have equalized the I ocal currency rating with the foreign currency rating
because nonetary policy options, which underpin a sovereign's greater
flexibility inits own currency, are constrained by PNG s high inflation

rel atively undevel oped domestic debt markets, and credibility issues rel ated
in part to transparency shortfalls. Qur T&C assessnent is two notches above
the sovereign foreign currency rating to reflect our opinion that the

i kelihood of the sovereign restricting access to forei gn exchange needed by
PNG- based non-sovereign issuers for debt service is noderately | ess than the
i kelihood of the sovereign defaulting on its foreign currency obligations.
Wi le there are sone foreign exchange restrictions, the foreign exchange
regime is fairly open, and econom c policies are outward-oriented with regard
to resource devel opment.

Outlook

The stabl e outl ook bal ances PNG s i nproved econoni c prospects with the
chal l enges it faces in overcom ng weak political and institutional settings,
as well as infrastructure shortconmings, to raise the prospects of the largely
di senfranchi sed popul ation through mnerals sector revenue.

W woul d I ower the ratings if a weakening in global economc conditions
reduces demand and prices for PNGs mnerals exports, and in turn, worsens the
country's external position and governnent finances. Any material delay in the
LNG proj ect under construction would present sone short-termrisk of a | ower
rating due to the liabilities associated with the conmercial borrowi ngs to
fund the government's equity interest and conpletion guarantees to the
creditor and | andowners.

Upsi de potential to the sovereign rating could arise fromthe beneficial

i mpact of the LNG project on PNG s econonic prospects, governnent finances,
and external position. However, any such upgrade would likely occur closer to
around when the project starts earning revenue (estinmated to be 2014), given
t he project conpletion risks.
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Related Criteria And Research
* Sovereign Covernnent Rating Methodol ogy And Assunptions, June 30, 2011

Ratings List
Downgr aded; Ratings Affirnmed

To From
Papua New Gui nea (I ndependent State of)
Sovereign Credit Rating
Local Currency B+/ St abl e/ B BB-/ St abl e/ B
Rati ngs Affirned
Papua New CGui nea (I ndependent State of)
Sovereign Credit Rating
Forei gn Currency B+/ St abl e/ B
Transfer & Convertibility Assessnent
Local Currency BB
Papua New Gui nea (I ndependent State of)
Short-Term Debt (1 issue) B

Standard & Poor's (Australia) Pty. Ltd. holds Australian financial services licence number 337565 under the Corporations Act 2001. Standard & Poor's credit ratings and
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Act).

Conplete ratings information is available to subscribers of RatingsDirect on
the @ obal Credit Portal at www gl obal creditportal.com All ratings affected
by this rating action can be found on Standard & Poor's public Wb site at
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