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Foreword

Occasional Papers is a monograph series established as an avenue for the
publication of policy analyses and operational research undertaken in the Bank. As
the activities and experiences of the Bank broaden and deepen, there is greater need
and scope for such analysis as a basis for the discussion of issues and the
formulation of new operations and policies.

Occasional Papers is meant for distribution mainly within the Bank.
However, papers under this series are also available upon request to interested
readers outside the Bank.

This series is the fifth in the Economics and Development Resource
Center’s research monograph program which includes Economic Staff Papers, EDRC
Report Series, Statistical Report Series, and Special Studies. Separate titles for each
series are found at the end of this paper.

V. V. Desai
Director and Chief Economist
Economics and Development Resource Center
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Abstract

The paper undertakes an empirical investigation of key
macroeconomic factors affecting private investment in the South Pacific
developing member countries (SPDMCs), namely Fiji, Kiribati, Solomon
Islands, Tonga, Vanuatu, and Western Samoa. The study finds that
instability in the real exchange rate had a sizeable adverse effect on private
investment. This particular instability is a product of many uncertainties,
reflecting the SPDMCs’ structural rigidities as well as fiscal and monetary
imbalances. On the other hand, growth in output had an expansionary
effect on private investment, although of a low magnitude, while puhhc
investment had a contractionary influence. The SPDMCs’ macroeconomic
management needs vast improvements. Annual fiscal balances should be
reduced and rising recurring expenditures that encroach upon domestic
savings should be kept under control. These measures would contribute to
maintaining low inflation and reducing the variability in inflation and the
real exchange rate.



[. Introduction

Recent studies (McGregor et al. 1992; MacMaster 1993; World Bank 1993, 1995a) on
the growth and development of the private sector in the South Pacific developing member
countries (SPDMCs) have highlighted the dominance of the public sector. During the last
decade, investment in SPDMCs averaged about 29 percent of GDP, of which about
17 percent was by the public sector and 12 percent by the private sector. Various reasons
have been ascribed to this phenomenon. Foremost among them were the fact that SPDMCs’
private sectors lacked the financial, managerial, and technical capabilities to develop
opportunities, and a strong belief that without government investment efforts many new
industries and business enterprises would not be established (Jayvaraman 1995b).

Further, access to external expertise and capital provided by the bilateral donors and
multilateral agencies had encouraged the governments to play a lead role in the productive
sectors. However, these efforts failed to deliver the expected stimulus to private
mvestment. Poor performance by public enterprises led to a growing fiscal burden each
year, which proved to be a disincentive for private investment as price stability and
maintaining the competitiveness of their exports were adversely affected. As a result, the
annual average rate of growth of SPDMCs has been low, at only 2 percent.

The World Bank study (1995a) showed that while public investment displayed the
characteristics of lumpiness and a long gestation period as well as occasional
unproductiveness, private investment was found to be positively correlated with growth.
Accordingly, a growth-oriented strategy was recommended with a stress on limiting the
government role to provision of physical and social infrastructure in terms of power and
transport, communications, education and health, and appropriate administrative systems
and support services.

In addition, there has been & growing realization that a more conducive
macroeconomic environment is critical to ensure price stability and competitiveness of
exports, without which investments by the private sector are unlikely to be profitable and
hence sustainable. A study of the essential components of an enabling macroeconomic
environment is the focus of this paper. The objective of the paper, which is organized into
three sections, is to undertake an empirical investigation of key macroeconomic factors
affecting private investment in the South Pacific, The first section deals with the theoretical
aspects of an enabling macroeconomic environment and presents a survey of the empirical
literature; the second section examines trends in private investment in six SPDMCs, namely
Fiji, Kiribati, the Solomon Islands, Tonga, Vanuatu, and Western Samoa; the third section
outlines a simple econometric model for finding out the determinants of an appropriate
macroeconomic environment and testing certain hypotheses identified in the first section;
and the last section presents some conclusions and recommendations.




II. The Macroeconomic Environment: A Brief Survey

A. Two Main Challenges

A low rate of inflation and appropriate pricing of capital, labor, and land to maintain
international competitiveness are two of the main macroeconomic challenges facing
SPDMCs (World Bank 1995a). A high rate of inflation will tend to discourage private
savings and investment. This calls for responsible fiscal policies which avoid persistent
budget deficits as well as a disciplined approach to monetary policies, including self-denial
m resorting to domestic borrowing from monetary authorities (Fairbairn 1992).

Maintenance of international competitiveness requires proactive real exchange rate
management policies, Toward this objective, prudent public sector wage setting policies are
needed so as to set an example for wage fixation in the private sector. These will prevent
domestic resources from being overvalued and ensure that domestic investors are
discouraged from investing overseas while overseas investors are encouraged to make new
commitments (Siwatibau 1993).

B. Growth and Private Investment

Studies of investment behavior have shown that private investment responds
strongly to fluctuations in output (Blejer and Khan 1984, Greene and Villanueva 1991). In
countries where specific macroeconomic adjustment programs were implemented, private
investment behavior in response to downward adjustment measures was pronounced.
Recessionary developments triggered by demand management policies generally
contribute to pessimistic expectations. These lead investors to postpone investment until
recovery takes place. There is also a fear that such waiting may prevent the take-off of
investment, especially of projects of a short gestation period, and delay recovery itself, and
hence the economy might get trapped in a low-investment equilibrium (Serven and
Solimano 1993).

C. Macroeconomic Policies

. Monetary Policy. The user cost of capital is an important factor in investment
decisions by the private sector. When the user cost is generally raised by increasing the cost
of bank credit or by increasing the opportunity cost of retained earnings, which is the other
main source of investment financing, private investment declines. Findings of various
empirical studies are not, however, consistent. While the negative influence of interest rates
on investment is confirmed by certain studies (Greene and Villanueva 1991, Solimano 1992),
studies by others (Serven and Solimano 1993; van Wijnbergen 1985a, 1985b) have shown
that in the repressed financial markets, credit policy affects investment directly through the
stock of credit available to firms with access to preferential interest rates, rather than
through the indirect interest channel. Thus, the institutional setup of the financial markets
i5s an important factor for the transmission mechanism of the impact of monetary and credit
policies on private investment, The financial markets in SPDMCs are rudimentary except in
Fiji. Untl very recently, regulatory measures have also seriously distorted the incentives to
save and invest.







