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ECONOMIC AND FINANCIAL ANALYSIS 
 
A. Overview 
 
1. This document elaborates on the economic and financial analysis for the Higher 
Education in the Pacific Investment Program. It considers the economic basis of the 
multitranche financing facility (MFF), its financial and budgetary affordability, and the long-term 
sustainability of The University of the South Pacific (USP) as a leading regional institution of 
higher education in the Pacific. 
 
B. Economic Analysis 
 
2. The loans will finance the upgrading and expansion of the USP Kiribati and Solomon 
Islands campuses and the enhancement of information and communication technology-based 
distance education. These investments will increase opportunities for higher education in the 
Pacific. USP estimates that its enrollment will increase from 20,000 students in 2010 to 25,500 
by 2020. It forecasts that at least 57% of newly enrolling students will be women (an increase 
from the current 54%). USP campuses in Kiribati and Solomon Islands anticipate greater rates 
of increases in enrollment compared with the other 12 USP campuses. The investments under 
the MFF will enable these campuses to better accommodate the demand for higher education. 
 
3. Economic benefits of the tranche 1 project derive mainly from increased employment 
and higher salaries commanded by USP graduates compared with the labor market outcomes 
expected for Kiribati youths without undergraduate education. The valuation of the increased 
likelihood of employment and higher salaries commanded by university graduates is based on 
historical graduation rates and the responses of recent USP graduates to postgraduation 
destination surveys. Historically, Kiribati students at USP have had high attrition rates. This has 
improved in recent years and the economic analysis assumes that one of the effects of 
upgrading the USP Kiribati campus would be to modestly reduce attrition (by 4.5%). This 
modest improvement represents a very conservative assumption in the economic internal rate 
of return (EIRR) calculation, since significant improvement in the completion rate of Kiribati 
students is one of the expected benefits of the investment program. Upgrading the existing USP 
campus in Kiribati is expected to enable the university to attract academically stronger students, 
improve the ability of campus staff to provide better support to students, and offer greater family 
oversight of new undergraduate students.1

 
 

4. Data on employment rates of USP graduates used in modeling the tranche 1 project’s 
economic benefits come from recent Graduate First Destination Surveys conducted by USP 
(2009, 2010, and 2011). Across the three surveys, 64%–71% of graduates reported being 
employed full- or part-time, with those employed part-time expressing no desire for full-time 
work following graduation. Accordingly, the base calculation of the EIRR assumes an 
employment rate of 64% for graduates. The estimates assume that nongraduates will be 
employed at a salary slightly above the average salary earnings of Kiribati households in the 
2006 household income and expenditure survey. Assumptions about the salaries commanded 
by university graduates compared with nongraduates are based on a conservative estimate of 
annual wage rates prevailing in major markets where Kiribati overseas workers are employed 
(e.g., Australia, Fiji, and the United States) and the average wages and salaries obtained by 

                                                 
1 With the existing facilities at USP Kiribati, students typically undertake remedial or predegree studies in Tarawa for 

a year or so before needing to relocate to Fiji to pursue studies at the main USP Laucala campus. With the campus 
upgrades proposed in the MFF, the Kiribati campus would expand its offerings of longer term degree-level 
programs. 
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Kiribati households in the South Tarawa area.2

 

 Employment options for university graduates 
outside the public sector in Kiribati are limited, and the country’s development strategy calls for 
increasing overseas employment and remittances of highly trained Kiribati workers in response 
to the limited development opportunities and rising environmental challenges (i.e., global sea 
level rise). 

5. Project’s economic benefits also include a modest estimate of the value of positive 
externalities to Kiribati society from having a more educated population (i.e., societies with a 
greater number of highly educated people tend to have more entrepreneurial activity, improved 
civil engagement and governance, and better public health outcomes, and promote the 
development of a network of educated Pacific islanders supportive of stronger regional 
cooperation). The economic analysis assumes this positive externality to be worth 5% of the 
value of higher earnings, while the actual value of intangible benefits of having a strong regional 
institution of higher education is likely much greater. 
 
6. The economic costs of the project consist of the cost of improving the Kiribati campus 
(investment costs) plus the annual costs of running that campus (e.g., faculty and staff salaries, 
insurance, cost of utilities, and standard maintenance), interest on the loan, and the value of 
depreciation of the physical plant and durable capital on the Kiribati campus. USP estimates 
annual financial surpluses in the range of $1 million–$2 million during the project period. The 
higher operating surplus is driven by increased enrollments and fees following the proposed 
expansion and upgrades in the Kiribati campus. USP expects that successful implementation of 
the first tranche of the MFF will foster implementation of subsequent tranches by demonstrating 
success in administrative and managerial requirements for the loan guarantees and loan 
implementation.  
 
7. Comparing economic benefits and costs shows that tranche 1 of the MFF will satisfy the 
Asian Development Bank’s economic evaluation criterion, yielding an EIRR of 15.7%. This is 
broadly in line with analyses of rates of return for higher education, which show that individuals 
completing higher (university-level) education generally obtain, on average, private benefits of 
around 18%, compared with returns averaging 15% from secondary education.3

 

 Because USP 
has 14 campuses located in different Pacific island countries (with different income and 
education levels), and because of the paucity of data on household educational expenditure and 
income in the Pacific, it is difficult to run an economic analysis to determine the private/social 
rates of return from higher education for the overall MFF. Thus the private opportunity costs 
(and future incomes) for USP graduates differ across countries of origin, making the education 
rate of return for USP graduates difficult to model and to distinguish from those of other 
university graduates. However, the real rate of return for the USP system overall might well be 
higher than the EIRR estimate for tranche 1 and the general returns estimated for higher 
education in developing country settings. 

C. Sensitivity Analysis 

8. The EIRR estimate was subjected to sensitivity tests to examine project economic 

                                                 
2 According to the Household Income and Expenditure Survey Analytical Report, 2006, average annual household 

income in the South Tarawa group was $5,419. This was rounded to $5,500 for use as the reservation salary in the 
EIRR calculation. Wage and income surveys from Australia, Fiji, and the United States were examined, and a 
composite average salary around $33,000 is used as the indicative salary rate of graduates. Because the reference 
labor market and salary rates likely to be commanded by Kiribati graduates are unclear, this parameter is examined 
closely in the sensitivity analysis of the EIRR calculation. 

3 G. Psacharopoulos and H. A. Patrinos. 2004. Returns to Investment in Education: A Further Update. World Bank 
Policy Research Working Paper. Washington. 
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variability in the face of less favorable assumptions being applied in calculating the EIRR 
(Table). The baseline scenario incorporated conservative estimates of some key benefits of the 
project; thus the estimated EIRR could readily be higher than the baseline. For example, the 
assumed graduation rate of Kiribati students enrolled at USP was only 10%, which is higher 
than the 5.5% rate observed in recent student records.4

 

 However, conservative values of key 
parameters used in the EIRR estimate are warranted in light of the uncertainty about which 
labor markets will ultimately employ highly educated Kiribati workers and the worker’s labor 
market outcomes. Other assumptions applied in the baseline EIRR estimate are also set at 
conservative levels, and the outcomes of the sensitivity analysis can also be interpreted to 
highlight the large upside benefits of making more optimistic assumptions.  

Sensitivity Analysis 
 

Scenario EIRR 
(%) 

NPV 
($ million) 

Switching 
Value 

Baselinea 15.7 57.0 … 
1. Graduate employment prospects improved for 2 fewer  

years 10.7 29.2 10.9 years 

2. Wage difference between USP graduates and 
nongraduates reduced by 10%  12.0 36.1 (27.4%) 

3. No value of spillovers from having a strong regional 
institution of higher education 14.0 47.1  (23.7%) 

4. Cost of project increases by 10% 12.3 41.9 37.6% 
… = not available, ( ) = negative, EIRR = economic internal rate of return, NPV = net present value, USP = The 
University of the South Pacific. 
a Assumptions in the baseline include (i) graduates are able to command higher salaries (compared with 
nongraduates) in the labor market for 15 years, (ii) 64% of entering Kiribati students graduate, and (iii) salaries of 
graduates average $23,225 compared with $5,500 for nongraduates. 

  Source: Asian Development Bank estimates. 
 
9. Scenarios included relaxing the assumption that the skills obtained from USP education 
increase salaries for 15 years. This is assessed by (i) recalculating the EIRR with the benefits of 
higher education in the labor market accruing for only 13 years, rather than 15 years assumed 
in the baseline; (ii) reducing by 10% the salary premium commanded by USP graduates;  
(iii) assigning a zero value to positive economic spillovers from less tangible benefits of the 
project; and (iv) increasing project costs by 10%. Switching values on changes in these factors 
in determining the project’s EIRR further illustrate the robustness of project net benefits. The 
sensitivity analysis shows the project could maintain economic viability in spite of a decline in 
the number of years graduates benefit from training (to 10.9 years), a 27.4% reduction in the 
wage premium commanded by university graduates, negative externalities from the project of 
23.7%, or a 37.6% increase in project costs. 
 
D. Financial Analysis 
 
10. The financial analysis was prepared to present USP’s current financial position and 
future projections with the project. This analysis builds on USP’s recent financial forecast report, 
which was approved by USP’s Finance and Investments Committee meeting in April 2011 and 

                                                 
4 Student records likely understate true graduation rates over the long term due to increasing enrollment and the fact 

that many Kiribati students have been enrolled for less than 4 years, so would not be expected to graduate. 
Upgrades in the USP campus in Kiribati are expected to have a strong impact on graduation rates, since campus 
upgrading will enable students to stay in Kiribati where greater parental oversight and supervision are expected to 
reduce attrition during the initial years of study. 
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includes financial implications arising from the recent devaluation of the Fiji dollar, the 
establishment of the new information and communication technology center, and 
implementation of the USP Strategic Plan 2010–2012. 
 

1. Current Financial Position 
 
11. USP’s financial position has improved as a result of rigorous restructuring efforts that 
included payroll cuts, faculty consolidation, and expansion and enhancement of revenue-
generating opportunities on USP campuses. The stronger financial position of the system has 
prompted increased financial support by major bilateral development partners, further 
strengthening the financial position of the USP system. Audited financial accounts for 2008, 
2009, and 2010 showed operating surpluses equivalent to about $3.4 million, $8.2 million and 
$2.5 million, respectively. These surpluses represented 4.0%, 12.4%, and 3.4% of total 
operating income for the 3 years, respectively. The positive financial outcomes are expected to 
continue, with USP’s operating surplus for 2011 estimated at $3.5 million. These positive 
financial outcomes stand in sharp contrast to the university’s financial outcomes earlier in the 
decade: financial audits from 2005, 2006, and 2007 showed that USP ran operating deficits of 
$0.6 million, $3.3 million, and $0.1 million in these years, respectively. 
 
12. The components of USP’s total annual expenditure are shown in Figure 1. USP’s cost 
base is stable and not subject to significant external volatility (e.g., rising oil prices). Therefore, 
given prudent financial management, it can be controlled. While subject to inflationary pressures, 
rising costs can be accommodated without adversely affecting the overall financial balance by 
matching increases in revenue. USP currently has no external borrowings and therefore pays 
no annual interest. The components of USP’s total annual revenue are shown in Figure 2. 
Government grants are set and have been approved for 3 years at meetings of the finance 
ministers of the 12 USP member countries upon the recommendation of the University Grants 
Committee and the USP council. Student tuition constituted about $16 million or 21% of USP 
revenue in 2009. USP expects that tuition income will increase by 2.7% from the 2009 level due, 
primarily, to an annual increase of 2%–3% in student enrollment. Aid and donations income 
received from development partners constituted 18% of total USP revenue in 2009; $5 million of 
the $13 million was from recurrent fund contributions from Australia and New Zealand, while the 
remainder was earmarked specifically for implementing various projects sponsored by 
development partners.  

 

  Source: The University of the South Pacific, Financial Statements 2009.  

Figure 2: Sources of Revenue, University of 
the South Pacific, 2009 ($ million) 

Figure 1: Annual Expenditure of the University      
of the South Pacific, 2009 ($ million) 
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2. Financial Projections 
 
13. The total cost of the Kiribati campus upgrades is $2.6 million. The campus is projected to 
generate a net operating surplus of more than $1 million per annum after the tranche investment 
is implemented. The financial projections indicate that the financial internal rate of return on the 
investment for the first tranche (Kiribati campus) is 13.0% over the expected working life of the 
campus. Projections are made in real terms and reflect the impact of debt service and net 
recurrent costs. The projections assume that (i) total borrowing will be $19 million for the overall 
investment program, (ii) interest during the 8-year grace period will be 1%, (iii) interest during 
construction will be capitalized, and (iv) repayment will be over 24 years with interest at 1.5% 
commencing in year 9. Projections for 2011–2022, based on the most likely budget scenario, 
indicate that USP should be able to consistently achieve annual surpluses of approximately $1.5 
million to $2.0 million per year over the next 12 years. 
 
14. For the MFF, USP will contribute $2.0 million over 8 years, while the governments of 
Kiribati and Solomon Islands will each contribute $1 million equivalent in the form of taxes and 
duties during project implementation. For the baseline scenario, the revenues are based on 
USP’s expectation of demand for higher education in the Pacific (2%–3% increases in higher 
education participation rates) and the corresponding growth in number of students on the 
project campuses. This financial projection assumes that development assistance will grow at 
7% starting at the 2009 level, which is conservative based on the growth trends over the last 
few years. A conservative estimate has been made for other income from short-term courses, 
conferences, and other related activities. The costs for the baseline scenario are based on 
current cost levels and adjusted for economies of scale, as appropriate.  
 
E. Sustainability of the Project 
 
15. USP has three major income sources: (i) government grants, (ii) tuition fees, and (iii) 
funding and donations from aid organizations. Though USP has less direct control over 
government grants, it has greater control over its tuition fees and other income streams. The 
project is expected to generate sufficient revenue to meet forecast operating expenditure. The 
tuition fees from the forecasted rises in enrollment will be the major source of funds in the future. 
It is also assumed that after 2015 the global economic situation will improve and will have a 
positive impact on the economic growth of the 12 USP member countries.  
 
F. Financial Management Assessment 
 
16. A financial management assessment of both USP’s financial management capacity and 
the investment program’s financial management arrangements has been completed. Current 
financial management arrangements at USP are judged to be sound and robust. At the project 
level, a dedicated project implementation team, which will include a financial specialist, will be 
established within USP’s Development, Marketing, and Communications Division. The team will 
cover technical, procurement, and payment approval processes. The Finance Section will be 
responsible for overall project accounting and reporting. The financial management 
arrangements will satisfy the Asian Development Bank’s fiduciary requirements.  




