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I. Introduction 

The 1983 Article IV consultation discussions and review under the 
stand-by arrangement were held in Honiara durinp the period October IB- 
November 1. 1983. The review included reaching understandings with the 
authorities with respect to the Government’s budRetary policy for 1984 
as well as the quantitative performance criteria for the period January- 
June 19R4. 

The Solomon Islands representatives were led by the Minister of 
Finance and the Governor of the Central Bank of Solomon Islands and 
included other officials of the Ministry of Finance, the Central Bank 
of Solomon Islands, and other government ministries and agencies. The 
staff team consisted of Messrs. llyong C. Kim (Head), Shopo Ishii. 
Roger Nord (EP) (all ASD), Ms. Caroline Atkinson (EP-ETR) and Ms. J.ilian 
Knausrdrr (ASD). 

Solomon Islands has accepted the obligations of Article VIII. 
Sections 2, 3. and 4. 

A stand-by arrangement covering the period June 22, 1983- 
.lune 21, 1984 for an amount equivalent to SDR 2.4 million (75 per- 
cent of quota) was approved by the Executive Board on June 22, 19R3 
(EBS/83/41). Under the arrangement, Solomon Islands has made two 
purchases totaling SDR IO.96 million and as of the end of October 1983. 
Fund credit extended amounted to 105.O percent of Solomon Islands’ 
quota. 

The third purchase under the stand-by arrangement (SDR 0.48 mil- 
lion) was to have hecome available after October 31, 1983. However, 
this purchase has not been made because the ceiling on net credit to 
the Government has not been observed since July (Table 1). Total 
domestic credit, on the other hand. has been well below the program 
ceilings. In the attached letter dated December 1, 1983, the 
Minister of Finance and the Governor of the Central Bank of Solomon 
Islands request modifications to the performance criteria for October- 
December 1983 that raise the subceiling on net credit to the Government 
and lower the overall ceiling on total domestic credit. The attached 
letter also describes the program for the period January-June 19R4. 

fin the assumption that Solomon Islands purchases the full amount 
under the stand-hy arrangement, Solomon Islands’ use of Fund credit 
would increase to 151~1.i? percent of quota (inn.0 pet-cent 0f qu0ta, 
e:.:cludinp the purchases under the CFF) (Table 2). However, in the light 
of the favorahle balance of payments 0utlook for 1983 and the prospect 
nf achieving 3 small surplus again in 1984, the Solomon Islands autho- 
rities bavc informed the staff that they do not intend to make use of 



Table I. Solomon islands: Quantitative Performance Criteria 
and Actual Developments Under the Current Stand-by 

Arrangement, April-December 1983 

1983 
April June Sept. Dec. 11 - 

Total domestic credit 
Ceiling 
Actual 

Net credit to Government 
Ceiling 
Actual 

External borrowing contracted and/or 
guaranteed by the Government ?f - 

l- to I?-year maturity 
Ceiling 
Actual 

@f which: 
1 to 5-year maturity 

Ceiling 
Actual 

(In millions of S.1. dollars: 
outstanding at end of period) 

35.5 35.5 37.0 . . . 
34.4 33.2 33.4 34.0 

2.5 2.5 2.0 . . . 
3.1 2.5 3.9 3.n 

(In millions of U.S. dollars) 

5.0 5.n 5.0 5.n 
-- -- -- -- 

-- 
-- -- -- -- 

Source: Data provided by the Solomon Islands authorities. 

11 Staff estimates. 
T/ The external debt ceiling applies to calendar year 19t?3. - 
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a Table 2. Solomon Islands: Projection of the IMF 
Position. 1962-64 

1982 1983 1964 11 
Dec. June Aug. Oct. Jan. April 

Purchases 

Credit tranches, regular 

Repurchases 

Use of Fund credit ?I 
(Excluding compensatory 

financing facility) 

Fund holdings of currency lf 
(Excluding compensatory - 

financing facility) 

(In millions of SDRs) 

-- 11.46 0.46 -- @.96 0.46 - _ ~ - 
-- @.46 II.48 -- C1.9h 0.48 

-- -- -- -- -- -- 

(In percent of quota) 

75.0 90.0 105.0 llI5.0 135.0 150.0 

(25.0) (40.0) (55.0) (55.0) (65.0) (11:ln.Q) 

174.4 189.4 204.4 204.4 234.4 2h9.4 

(124.4) (139.4) (154.4) (154.4) (184.4) (199.4) 

source: International Monetary Fund. 

11 Includes purchases allowed under the stand-by arrangement. However, the 
authorities do not intend to make these purchases. 

21 End of period. 
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additional Fund resources in the remaining period of the stand-hy 
arrangement. Further information on Solomon Islands’ relations with 
the Fund is presented in Appendix I. 

II. Background 

The Solomon Islands economy is heavily dependent on external 
developments. It has a narrow export base and is particularly vul- 
nerable to external terms of trade variations. In the three years 
1980-82, the terms of trade deteriorated by close to 40 percent. This 
significantly eroded the profitability of many enterprises and led to 
the curtailment or postponement of much new private investment. Other 
private demand, and hence output, was adversely affected by the impact 
of weaker export prices on incomes from primary production. Government 
investment also fell in 1982 because of a shortage of skilled manpower 
for project preparation and execution. The shortage of such personnel 
became more acute following the dismantling of the Central Planning 
Office Ln late 1981. Real GDP declined over the three years 1980-82. 
The external current account deficit (excludin): grants) rose sharply 

in 1980-61, averagi”R about 25 percent of GDP. By 1982, however, the 
weakness of the economy, in particular a sharp decline in imports of 
investment goods, led to a marked improvement in the external current 
account position. 0” capital account, inflows of external Rrants and 
concessional loans, which are tied to speciffc projects, declined after 
a change in the method of payments by major donors from a system of 
advance payments to one of reimbursement after expenditures have been 
made. There has also been a shift from prant aid to concessional loans 
since 1981. These two developments have led to considerable administra- 
tive delays in collecting aid reimbursements. 

When the stand-by program was formulated, the authorities believed 
that if the trend of depressed investment and economic activity con- 
tinued in 1963, the productive base of the economy would he seriously 
weakened. Therefore, their strateRy for 1983-84 was to promote a 
recovery in economic activity, particularly through investment in 
export industries, to strengthen the balance of payments over the medium 
term. In 1iRht of relatively weak external demand conditions, the 
resumption of Investment and associated import requirements were expected 
to lead to a widening of the current account deficit of the balance of 
payments in 1983. He"Ce, the objective of economic policy in 1963 and 
1984 allowed for a current account deficit of the balance of payments 
of 17 percent of GDP in 1963 (compared with 13 percent in 1962) and 
15 percent of GDP in 1984, while bringing investment and economic 
activity back to normal levels. This was t” be achieved by limiting 
the overall budget deficit to 10 percent of GDP in 1963 as in 1982, 
hut with an improvement in current operations and a shift in expendi- 
tures toward investment; by maintaining a flexible exchanee rate policy; 
and by increasing: interest rates significantly. It was expected that 

l 
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real GDP growth of 3 percent during 1983-64 and a reduction in the 
rate of inflation from 13 percent on average in 1962 to 10 percent in 
1983 and to about 6 percent in 1964, would be consistent with these 
objectives. 

III. Recent Developments and Performance Llnder the 
the Stand-by Arrangement 

The implementation of the policy measures described in the 
following sections, together with favorable external developments, has 
led to the achievement of the 1963 program objectives for the current 
account of the balance of payments and inflation and to a resumption 
of real economic growth. The overall budget deficit for 1983 is 
expected to be on target. The ceilirxs on external debt have also 
been observed. While total domestic credit has remained substantially 
below the program ceilinKs, net credit to the Government, since July, 
has exceeded the ceilings established under the stand-by arrangement. 

The Government’s excess borrowing in 1983 has not jeopardized the 
achievement of the program targets for the balance of payments and 
inflation. It was accompanied by much slower than expected growth in 
private sector credit demand, reflecting generally sluggish economic 
activity. The authorities are taking immediate measures to reduce 

l 
their borrowing from the banking system this year and their 1984 fiscal 
policy will further limit the Government’s recourse to the banking system. 

1. Production and prices 

Preliminary estimates suggest that real GDP. after a small decline 
in 1982, will increase by about ? percent in 1963 (Table 3). due largely 
to an increased fish catch. Total fish exports rose by 50 percent, with 
the return of warm ocean temperatures and a normal fishing season. Copra 
production for the year as a whole fell substantially, reflecting a 
severe cyclone in April. In the second half of the year, however, pro- 
duction recovered sharply in response to a rise in producer prices. l! 
International prices of vegetable oils have surged since the middle of 
1983 largely because of a severe drought in the Philippines. Timber 
production declined sliphtly in 1963. as land tenure disputes reduced 
the production of some companies and one company declared bankruptcy 
and ceased production. 

l/ The Copra Board has a monopoly over buyinfi and marketing copra. 
For its price support program, the Board accumulates reserves when world 
market prices are high and uses them when world market prices are 
depressed to provide price support to domestic producers. 
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Table 3. Solomon Islands: Selected Economic and Financial Indicators. 19RI-R4 

1981 i9e2 1983 
Revtsed 

Program Estimate 

Output and prices 
GDP at constant prices 
Consumer prices (annual average) 
GDP def later 

Money and credit 11 
Total ltquidity- 
Domestic credit 

Government 
Private sector 

Velocity (GDP/liquidity) 21 

Budget 
Domestic revenue 
Total expenditure 
Overall deficit (-) 

Grants 
Forelxn horrowinr: (net) 
Domestic financing 

Of which: banking system 

Halance of payments 
Current account (excluding rrrants) 
Current xcount (Including. grants) 
Overall halancr 

In millions of SDRs 
Public external debt 
Debt service rati” 31 
Gross official reseyves in months 

of imports of coods and services 

Nominal effective exchange rate 41 -4.2 -R.4 
Real effective exchange rate 41 - 2.3 -4.” 
Exports. i.“.h. -3.4 -h.? 
Export ““llrme 9.7 -4.9 
Imports. f.o.h. 13.11 -1h.9 
Non-nil imports. f.“.h. 3 . :, -14.11 
I”““,-t vol”mr -2.1 -19.11 
Terms of trade h/ -21.4 -2.7 

- 

1.5 -0 . 3 3.” 2.n 5.0 
16.4 13.0 10.0 P . 111 6.C’ 
16.4 13.n 10.0 R .I1 5.0 

-14.1 
20.5 

R.? 
12.3 

4.1 

22.5 14.5 2O.P 
14.5 15.5 11.7 
10.7 ?.? T.? 

3.3 13.3 6.5 
4.5 4.3 4.1 

(As percent of GDP) 

13.4 
IO.3 

2.1 
R.2 
3.R 

22.h 
35.3 

-12.A 
5.R 
2.3 
4.7 

(?.?) 

-27.2 
-1h.4 

-8.9 
11.4 

I.? 

2.h 

22.5 21.6 .2l.h ??.R 
32.1 31.7 31.7 30.7 
-9.5 -10.0 -10.1 -7.9 

3.3 5.7 3.6 2.R 
3.1 3.1 3.8 3.6 

2, (:I::, 2.6 1.5 
(1.2) (0.5) 

-13.4 -16.8 -13.6 
-6.2 -7.4 -6.0 

4.6 -2.5 1.9 
21.3 26.3 2h.5 

3.6 3.9 2.7 

4.7 4.5 5 . (-1 

-11.5 
-5.1 

l.? 
?7.5 

3.5 

4.7 

(Percentage change) 

1984 

Program 

(Percentage change; in SDR terms where applicable) 

. . . -7.9 51 . . . 

. . . -5.3 3 . . . 
- 2.5 7.4 21.5 

Y.0 5.x 14.5 
R.h ?.I 1h.C) 

II.? 1.5 17.11 
11~1.: ‘r . n u . /I 
-3.5 3.1 __ 

-.-.- 
sources: Data provided by the Solomon Islands a!lthoriLies; and staff estimates. 
‘1 Percenca~e change in relation to stock of liw~idley at hertnnine of period. 
?I The ratio is calculated on the hasis of an annual average liquidity. - 
31 Interest plus amortisation on public debt as ratio of exports of poods and service% 

an? private rransfers. 
41 Positive numbers imply appreciation. 
31 August 1983 over December 1982. 
%I P!eeatlve numbers imply a deteriuration. - 
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The expected strong recovery in investment envisaged under the 
program did not materialize in 1983. Imports of investment goods are 
estimated to have risen significantly less than forecast under the 
program, bank credit to the private sector increased only modestly, and 
government investment has remained virtually unchanged in nominal terms. 

The rate of inflation, as measured by annual average changes in 
retail prices in Honiara, is expected to decelerate from I3 percent in 
1982 to about 8 percent in 1983, 2 percentage points below the program 
target. A decline in prices of main domestic agricultural products and 
of some imported food items including rice and sugar contributed to this 
deceleration. During January-August 19R3, retail prices in Honiara were 
on average 7 percent higher than a year earlier. 

2. Public finance 

The overall budget deficit (excluding grants) is expected to meet 
the program target of 10 percent of GDP in 1983 (Table 4). However, 
this masks a change in the composition of spending and a consequent 
shift in financing from foreign to domestic sources that has pushed 
the Government’s net borrowing from the domestic banking system above 
the program ceiling since July. At the end of September 1983, net credit 
to the Government amounted to SIS3.9 million, compared with the July- 
September ceiling of SIS2.0 million. 

Current expenditures have been higher than the programmed level, 
leading to a current budget deficit rather than a surplus. Government 
revenue has been less than expected largely because of a shortfall in 
revenue from import duties. Capital goods for new investment were 
partially exempted from duty and a change in the duty rates on fuel 
resulted in slightly lower receipts. Export duty receipts have risen 
in 1983, mainly because of the reimposition of export duty on copra in 
September. Expenditure on goods and services exceeded the level set by 
the Minister of Finance early in the year when he instructed all govern- 
ment ministries to cut nonstatutory spending by 10 percent. Wage and 
salary payments also rose by more than envisaged. Established workers 
are subject to a wage agreement. 11 However, about half of total govern- 
ment employees, including school reachers, are not covered by the agrre- 
ment and in 1983 their wages and salaries increased by more than those 
of established workers. In addition, special benefits and allowances 
for all public employees increased substantially. 

Capital expenditure and net lending is expected to fall con- 
siderably short of the budgeted amount in 1983. This has not, however. 
reduced the Government’s need for domestic bank credit. Most capital 
projects are financed by a combination of external grants and conces- 
sional loans. The shortEal1 in expenditure was therefore accompanied 

11 This limits wage increases to half the rate of inflation in the 
preceding year plus l-3 percentage points. In 1983, basic wages rose by 
8 percent for established workers (permanent employers), 9 percent for 
nonestablished workers and 10 percent for teachers. 
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Table 4. Solomon Islands: Summary of Central Government Budget, 1981-84 l 

1981 1982 1983 1984 
Original Revised Program 

Budget Prog. Estimate 

Domestic revenue 
Tax revenue 

Tax on international 
trade 

Other revenue 

Current expenditure 

Current balance 

Capital expenditure and 
net lending 

Overall balance 

Grants 
Foreign borrowing 
Domestic financing 

(Bank financing) 

Revenue 22.6 22.5 20.9 21.6 21.6 23.0 
Total expenditure 35.3 32.1 37.4 31.7 31.7 30.7 
Overall balance -12.8 -9.6 -16.5 -10.0 -10.1 -7.9 
Domestic financing 4.7 3.1 2.0 1.2 2.6 1.5 
Domestic bank financing 2.3 2.2 0.8 0.3 1.2 0.5 

31.8 
24.2 

(13.4) 
7.6 

32.2 

-0.4 

17.6 

-18.0 

8.2 
3.2 

(In millions of Solomon Islands dollars) 

35.7 
29.4 

(17.2) 
6.3 

35.7 

-- 

15.3 

( 

37.1 
31.0 

(18.2) 
6.1 

37.4 

-0.3 

38.3 37.8 
32.2 30.9 

(19.4) (18.1) 
6.1 6.9 

37.7 39.9 

0.6 -2.1 

28.9 18.4 

-29.2 -17.8 

15.5 

-17.6 

15.2 10.2 6.3 
10.6 5.5 6.7 

(In percent of GDP) 

44.4 
36.9 

(23.1) 
7.5 

42.4 

2.0 

17.5 

-15.5 l 
5.5 
7.0 
3.0 

(1.0) 

sources: Data provided by the Saloman Islands authorities; and staif estimates. 
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* by a reduction in concessional aid flows. The reestablishment of the 
Central Planning Office in early 1983 has not yet provided a significant 
improvement in coordination and monitoring of project implementation. 

The Government has taken measures to reduce its borrowing from the 
banking system during the last quarter of 1983. These include halting 
advances to provincial governments; refraining from expenditures on new 
capital projects for which funding has not yet been secured; and 
reimposing the export duty on copra. In addition, measures have been 
taken to speed up reimbursement of aid payments from abroad, in parti- 
cular through the establishment by aid donors of revolving funds at the 
Central Bank. Some aid donors have agreed to set up such funds. Even 
with these measures, however, the Government would be unable to bring 
its net borrowing from the banking system to within the original October- 
December ceiling by the end of the year. The Government, therefore, 
requests a modification of that ceiling to SIS3.0 million, as indicated 
in the attached letter. 

3. Money and credit 

Monetary and credit developments in 1983 were influenced by the 
better than expected balance of payments outcome as well as by the weak- 
ness in private sector economic activity. Broad money growth decele- 
rated during January-June, when the overall balance of payments was in 
deficit (Table 5). However, liquidity growth accelerated sharply in 
the second half of the year as the overall balance of payments moved 
into a surplus. For the year as a whole, liquidity growth was expected 
to be faster than envisaged under the program when a balance of payments 
deficit was forecast. Total domestic credit is expected to be well 
below the program ceilings in 1983, despite the larger than expected 
increase in net credit to the Government, as private sector credit 
demand has been substantially less than was envisaged under the pro- 
gram. The Government therefore requests in the attached letter a 
lowering of the October-December ceiling for total domestic credit to 
SIS34.0 million. 

In 1983, the monetary authorities of Solomon Islands introduced a 
number of measures designed to help finance the expected upturn in 
economic activity within an environment of financial stability. Between 
February and April, interest rates on Treasury bills, passbook savings 
deposits, and time deposits of less than SI$25,000 were increased. 
Annual interest rates now range from 8.5 percent for 9@-day deposits to 
10.0 percent for deposits of 24 months, while interest rates on deposits 
in excess of SI$25,DDll are in the range of 11.25-11.5 percent. 11 
However, there has as yet been no clear sign indicating the impact of 
the interest rate adjustments on the growth of domestic financial savings. 

11 Interest income is exempt from income tax. - 
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Table 5. Solomon Islands: Monetary Survey, 1981-84 l 

1981 11 1982 A/ 1983 1984 - 
March .J"l-lEZ Sept. Dec. Dec. 

Prov. Staff Staff 
Proj. Proj. 

(In millions of S.I. dollars; outstanding at end of period) 

Net foreign assets 14.2 21.3 19.4 18.2 20.9 25.5 27.0 
Of which: Central Bank (13.6) (21.3) (19.3) (18.6) (20.5) (...) (...) 

Domestic credit 
Government 
Private sector 21 - 

Broad money 

Other items, net 

Domestic credit 3/ 20.5 14.5 21.9 14.9 16.0 11.7 10.3 
Government - (8.2) (10.7) (9.4) (7.7) (7.4) (5.2) (2.1) 
Private sector (12.3) (3.8) (12.5) (7.2) (8.6) (6.5) (8.2) 

Broad money -14.1 22.5 22.3 14.2 16.6 20.8 13.4 

24.6 29.3 

(-2.6) (0.9) 
(27.2) (28.4) 

32.8 40.2 

6.0 10.4 

32.8 33.2 33.4 34.0 39.0 

(2.1) (2.5) (3.9) (3.0) (4.0) 
(30.7) (30.7) (29.5) (31.0) (35.0) 

41.7 40.7 44.2 48.5 55.0 

10.5 10.7 10.1 11.0 11.n 

(Annual percentage change) 

sources : Data provided by the Solomon Islands authorities; and staff estimates. 

I/ Revised to reflect statistical adjustments. 
?I Includes statutory corporations. 
71 In relation to stock of broad money at the end of the same period in the 

preceding year. 
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In January 1983, the Central Bank introduced a refinancing facility to 
encourage commercial banks to lend to priority sectors. The use ai the 
facility has been limited, however. In October. the Government also 
introduced a small loan guarantee scheme to encourage lending to small 
borrowers in rural areas. Under the scheme, the Government provides a 
repayment guarantee of up to 80 percent on loans of SI$?5,OOQ or less. 

4. External developments 

&lance of payments developments were much more favorable in 1983 
than envisaged under the program. The external current account deficit 
for 1983 is estimated at SDR 19.4 million, equivalent to about 14 per- 
cent of GDP. This is considerably below the program target of 17 per- 
cent and is at the level which the authorities intended to achieve by 
1985. The external terms of trade have improved for the first time in 
several years (Chart 1) while the program assumed a further deteriora- 
tion. The improvement occurred in the second half of the year as inter- 
national prices of copra and palm oil rose sharply. Export volumes 
have also risen in 1983. largely because of the increased fish catch, 
although the increase was smaller than projected under the program. 
Lower than forecast exports of copra and timber more than offset the 
higher than expected volume of fish exports. However, imports rose by 
less than projected under the program, in both volume and value terms. 
Reflecting these developments, the trade balance swung from a deficit 
of SDR 0.8 million in 1982 to a surplus of SDR 2.0 million in 1983 
(Table 6). 

Inflows of official grants and loans in 1983 were less than 
envisaged under the program as capital expenditure fell short of the 
Government’s target. Private capital inflow was slightly more than 
expected largely because of a short-term capital inflow of almost 
SDR 1.0 million for the fishing company. The overall balance of pay- 
ments surplus is estimated at SDR 1.9 million. Gross international 
reserves are estimated to have reached SDR 41.0 million at the end of 
1983, equivalent to about five months of imports of goods and services. 
The increase reflects both the overall surplus and a drawdown of the 
last tranche (USS5.0 million) of the Eurodollar loan contracted in 1981. 
In view of Solomon Islands’ vulnerability to external developments, the 
authorities have aimed at maintaining a relatively high level of inter- 
national reserves, equivalent to 4-6 months of imports of goods and 
services. 

Disbursed external public debt, including obligations to the Fund. 
is projected to rise from SDR 19.5 million In 1982 to SDR 32.5 million 
in 1983. With the exception of the Eurodollar loan, Solomon Islands’ 
external public debt is on highly concessional terms. The debt service 
ratio is estimated at slightly less than 3 percent in 1983 (5.5 percent 
including private debt). 

Following the 10 percent devaluation in August 1982, the exchange 
fate of the Solomon Islands dollar was depreciated substantially in both 



Table 6. Solomon Islands: Balance of Payments, 1981-86 

(In millions of SDRs) 

19Rl 
1983 

1982 Revised 1984 1985 1986 
Program Estimate Program Staff Projections 

'Trade balance 
Exports, f.o.b. 
Imports, f.o.b. 

Of which: Investment 

Services and private 
transfers (net) 

Current account balance 

Official transfers (net) 

Nonnonetary capital (net) 
Official 
Private 

Allocation of SDRs 

Errors and omissions 11 - 

Overall balance 

Memorandum items: 
Current account deficit 

as percent of GDP 
Solomon Island dollar 

per SDR 

43.7. 
56.2 

-64.4 
(-30.6) 

-0.8 - 
52.7 

-53.5 
(-21.2) 

-4.1 2.0 5.7 
54.0 56.6 hR.9 

-5R.I -54.6 -63.2 
(-26.3) (-22.8) (-27.1) 

4.5 - 
73.5 

-69.0 
(-30.(1) 

5.0 
80.0 

-75.0 
(-33.0) 

-29.2 

-37.4 

14.8 

5.8 - 
3.3 
2.4 

IO. 2 

7.7 

-8.9 

-19.0 -21.0 -21.4 -23.6 

-19.8 -25.2 -19.4 -17.9 

10.7 14.1 10.8 9.9 

10.8 8.6 10.4 9.2 
4.1 4.6 5.5 5.h 
6.1 4.0 4.9 3.6 

-26.0 

-21.5 

10.5 

11.0 
6.0 
5.0 

-28.0 

-23.0 

10.5 

12.5 
7.0 
5.5 

-- -- -- -- -- -- 

2.9 

4.6 

-- 0.1 

1.9 

-- -- -- 

-2.5 1.2 -- -- 

-27.2 -13.4 -16.8 -13.6 -11.5 -13.0 -12.5 

1.025 1.072 1.186 1.227 1.254 1.254 1.254 

Sources: Data provided by the Solomon Islands authortties; and staff estimates. 
11 Includes valuation adjustment. 

. 
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nc,minal atid real terms. In the 12 months to August 1983, the nominal 
rffrctivs exchange rate index declined by 14 percent while the real 
effective exchange rate index fell by 12 percent (Chart 2). 

IV. The Economic and Financial Program for 1984 
and Medium-Term Prospects 

A,winst the background of an improved balance of payments and a 
strongtzr reserves position, the objective of the Government’s economic 
policies in 1984 will be to increase real economic growth and investment 
while containing the current account deficit of the balance of payments 
to 12 percent of COP and achieving a further reduction in inflation. 
The policy elements of the program will comprise: (a) a reduction in the 
overall fiscal deficit (excluding grants) from the estimated 10 percent 
of GDP in 1983 to 8 percent in 1984 and a sharp cut in the Government’s 
recoursr to domestic bank financing; (b) maintenance of the flexible 
rschangr rate policy; (c) maintenance of key interest rates at positive 
levrls in real terms; znd id) limits on total domestic credit and net 
credit to the Governmrnt and on the contracting of public and publicly 
guaranteed nonconcessional external debt. Consistent with these 
policies will be a growth of real GDP of about 5 percent and a further 
reduction in the rate of inflation to about 6 percent (Appendix II). 

1. Investment and production policies 

The authorities will continue their efforts to stimulate private 
investment in export and import-competing industries in 1984. The 
authorities intend to simplify fiscal incentives and standardize them 
within each industry. At present, such incentives include a scheme 
under which imports “F capital goods are exempted from duty, if they 
constitute essential components of new projects. In October 19R3, 
foreign investment regulations were introduced to speed up investment 
approval and registration of projects. The recently introduced small 
loans guarantee scheme is expected to expand bank credit to small 
investors for rural developments. The authorities are aware of the 
problem of insufficient reafforestation and are studying ways of 
inducing private companies to engaee in replanting. so far, 
replanting has taken place only on government-owned land. which 
represents about 9 percent of total land used for timber production. 
Companies are offered a reduction in export duty on timber as an 
incentive for replanting. In 1984, the Forest Fund will be enlarged 
and used more actively to finance replanting by public sector agencies. 
The construction of a Fish cannery at Nor” will begin as soon as the 
necessary infrastructure is in place. 

Output of all major export cormnodities is projected to expand con- 
siderably in 1984. Timber production is expected to rise by 30 percent 
as a result of a sharp rise in timber licenses granted in 1982-83. 
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Total fish catch is expected to increase with the addition of two new 
boats. A coconut oil mill will commence operation in mid-1984. Cocoa 
production will rise in 1984, due In part to the expected doubling of 
production by a large plantation. Apart from these traditional crops, 
the Government will also promote production of nontraditional crops such 
as cardamom, coffee, and pepper under the small loans guarantee scheme. 

2. Fiscal policy 

The principal objective of fiscal policy in 1984 will be to 
contain the overall fiscal deficit to about 8 percent of GDP, a decline 
of ? percentage points from the estimated level of 1983. The Govern- 
ment will tighten its fiscal discipline 60 as to generate a current 
surplus and will continue efforts to improve the financing and imple- 
mentation of capital projects. Domestic revenue is projected to 
increase by 17 percent in 1984 (6 percent in 1983), and total expendi- 
ture by 8 percent (9 percent). 

The Government will strengthen its revenue efforts in 1954. 
Effective January 1, 1954, the export duty on timber will be raised to 
a uniform rate of 15 percent and a new levy on logs will be introduced 
for the operation of the Forest Fund. Government fees and charges will 
be increased on January 1, 1954 to levels reflecting actual costs in 
providing such services. The net revenue impact of the new measures is 
estimated at 1.4 percent of GDP. Efforts to improve tax administration 
and collection will be continued. Import duties are expected to 
increase by less than the growth rate of total imports mainly because 
of the exemption of duties on imports of capital goods. Income tax 
receipts are expected to rise by only slightly more than the rate of 
inflation. This reflects a general decline in prafttability in 1983 and 
business losses occurred in earlier years that can be offset against tax 
liabilities in 1984. 

Improved expenditure control, particularly through the introduction 
of timely monitoring of fiscal developments that was recommended by a 
recent FAD technical assistance mission, l/ will help limit the growth of 
current expenditures to 6 percent or about the projected t-ate of price 
increases. This will enable the Government to achieve a current budget 
surplus equivalent to about 1 percent of GDP in 1984. Priority wi 11 
be accorded to expenditures on education, health and natural resources. 
As devolution from the Central Government continues, transfers to local 

l/ A recent FAD technical assistance mission, following its review of 
the existing financial management system of the Government, recommended 
that the Government: (i) develo p and apply a macroeconomic framework for 
estimating important components of the budget and for assessing the 
budgetary impact on the economy; (ii) develop a fiscal reporting system 
for monitoring the overall position of government finance; and (iii) fur- 
ther strengthen the administrative capacity to manage external aid. 

l 

0 
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governments are expected to increase by about 10 percent. The present 
policy governing the disbursement of such transfers will br strictly 
enforced. Local governments are now given 90 days to settle their 
outstanding bills for purchases of goods and services from the Central 
Government. and any amount outstanding beyond that period is debited 
against the remaining monthly payments of annual grants. The Govern- 
ment intends to limit the growth of total public sector wages and 
salaries, including benefits and allowances, to about the projected 
rate of inflation. Other current expenditures will either be frozen at 
their 1983 levels or reduced in nominal terms. 

Capital expenditure and net lending together are expected to 
increase by about 13 percent in 1984. Government capital expenditure 
will concentrate on infrastructure in support of private investment, 
the construction of educational and vocational training facilities, and 
on a malaria eradication program. Net lending is expected to decline 
from SlS4.8 million in 1983 to about SIS3.5 million in 1984. As in the 
previous year, the bulk of net lending in 1984 will go to the Develop- 
ment Bank of Solomon Islands, the Government Shareholding Agency, and to 
the National Fishery Development Corporation. The authorities expect 
that the restoration of the Central Planning Office early in 1983 and 
hiring of more expatriates will help to improve the planning and implr- 
mentation of public projects in 1984. They are aware, however, that 
administrative problems in planning and financing public investment will 
continue until a corps of trained indigenous civil servants becomes 
available. 

In 1984, the bulk of the projected budget deficit will be financed 
by foreign grants and concessional loans. This will enable the Covern- 
ment to contain its recourse to domestic financing to SIS3.0 million, 
of which not more than SIS1.0 million will be provided by the banking 
system. AS in 19s3, the balance will be mainly financed by a loan from 
the National Provident Fund. 

3. Monetary and credit policies 

The authorities will continue to restrain credit expansion in 
support of the balance of payments and inflation objectives. Total 
domestic credit expansion in 1984 will be limited to about 10 percent 
of broad money outstanding at the end of 1983. This implies growth in 
total domestic credit of about 15 percent in 19R4. The Government’s 
commitment to limit its credit requirement will allow adequate room for 
the expansion of credit to the private sector. The pr~rnm ceilings 
on total domestic credit and net credit to the Government in the period 
January-June 1984 take into account some seasonality in government 
operations. The credit ceilings are consistent with a projected 13 per- 
cent annual zrowth of broad money, compared with an estimated rise of 
21 percent in 1983. This monetary policy is in line with the estimated 
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demand for broad money based on the projected nominal GDP growth, lowered 
inflationary expectations, and on the accumulation of deposits by the 
Copra Board. 

The authorities intend to keep interest rates positive in real 
terms so as to encourage the mobilization of domestic savings. In 
setting interest rates, the Central Bank will also take into account 
interest rate movements in neighhoring countries and their implica- 
tions for capital flows. In addition, the authorities will continue to 
expand banking services in rural areas and in outlying islands so as to 
promote domestic saving through the banking system. 

4. External prospects and policies 

Balance of payments projections for 1984 suggest that the external 
current account deficit will decline further to about SDR 18.0 million, 
equivalent to about 12 percent of GDP. The terms of trade, which 
improved in 1983, are expected to remain unchanged. A sharp rise in the 
volume of exports is expected, together with higher prices for some 
major export commodities. The expansion in volume will be particularly 
pronounced in timber and fish, which together account for more than half 
of total exports. Price increases are expected for timber, copra and 
palm "il. Overall, exports are projected to grow by ahout 22 percent in 
value and 15 percent in volume. Total imports are projected to increase 
by 16 percent in value and 9 percent in volume. Increased Imports of 
investment goods and a rebound in rice imports account for much of the 
projected rise in imports. Reflecting these developments, the trade 
balance will show a large surplus, which will more than offset a widen- 
ing of the deficit on the services account, that is largely due to 
rising costs of freight and insurance. 

The projected current account defictt in 1984 will be largely 
financed by inflows of official transfers and concessional loans. 
Solomon Islands has traditionally had access to foreign grants and 
highly concessional loans somewhat in excess of its capacity to 
identify and implement projects. This is expected to continue in 
19R4. Private nonmonetary capital inflow is forecast to decline, 
reflecting repayment by the fishing company of SDR 1.h million of a 
short-term loan. The overall balance of payments is expected t" be in 
surplus by about SDR 1.0 million. Gross official reserves at end-1984 
are expected to reach about SDR 42.0 million, equivalent to somewhat 
less than five months of imports of goods and services. 

The Government will continue to make use of concessional aid and 
to limit its borrowing from nonconcessional sources in 1984. During 
the remaining period of the stand-by arrangement from January to June, 
the contracting of new public and publicly guaranteed nonconcessional 
external borrowing with original maturities of between 1 and 12 years 
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will n,>t exceed lJSS5.l? million. There will he no contracting or 
e.uarantreinC of external debt by the Government with original maturi- 
ties of between 1 and 5 years. The authorities have not contracted any 
external debt of less than l-year maturity (apart from normal trade 
credits) in 1983 and they do not intend to do so in 1984. 

The exchange rate of the Solomon Islands dollar, measured against 
a trade-weighted basket of currencies, depreciated substantially in 1983 
in both nominal and real terms. In 1984, the authorities are committed 
to managing the exchange rate flexibly so as to preserve the profita- 
bility of exports and the competitive position of Solomon Islands. 
Solomon Islands does not maintain restrictions on payments and trans- 
fers for current international transactions. 

5. Medium-term prospects 

Over the medium term, the current account deficit of the balance of 
payments is expected to remain at about 12-14 percent of GDP, assuming 
no significant changes in the external terms of trade. Exports are 
assumed to rise by slightly more than the underlying rate of growth in 
the economy, as new investment increases export capacity. Imports are 
assumed to rise in line with economic growth. The deficit on the ser- 
vices account will increase, reflecting rising costs of freight and 
insurance and higher debt service payments. Real GDP is expected to 
increase by about 4 percent over the medium term, while inflation is 

expected to move in line with the rate of increase in import prices. 
These developments would be consistent with a flexible exchange rate 
policy that continues to aim at preserving export profitability and com- 
petitiveness. and with continued prudent fiscal and monetary policies. 

An external current account of up to 14 percent of GDP is considered 
sustainable by the authorities because of Solomon Islands’ acce’ss to con- 
cessional loans and Erants from overseas. Such aid flows are expected to 
amount to about lo-11 percent of GDP over the medium term. This assumes 
that aid inflows stabilize at slightly below their present level in 
relation to GDP, following the sharp decline that took place from 1980 
to 1982. The shift from grants to concessional loans that began in the 
early 1980s is expected to continue. The debt service ratio (on public 
debt) is projected to rise from about 3 percent in 1983-84 to about 
7-8 percent during 1986-87 when the grace period on the Eurodollar loan 
expires and repurchases in respect of the purchases from the Fund become 
due (Table 7). The ratio is projected to fall again afterwards, to 
about 4.5 percent in 1989 and less than 2 percent In 1990. 

Private capital flows of about 3-4 percent of GDP are expected 
“ver the medium term. Direct private investment is projected at 
1-2 percent of GDP, about the same as in the recent past, while private 
borrowing remains at about 2 percent of GDP. The bulk of private sector 



Table 7. Solomon Islands: External Public Debt Service Payments, 1982-1990 I/ 

(In thousands of U.S. dollars) 

Est. 

1982 19R3 1984 1985 1986 1987 1988 1989 1990 

Amortization 
Concessional loans 21 
Commercial borrowing 3/ - 
IMF 41 

Interest 
Concessional loans 21 
Commercial borrowings 3/ 
IMF 41 

- 
- 

Total 
As percent of exports 

of goods and services 

Total (excluding Fund 
obligations) 

As percent of exports 
of goods and services 

12 13 373 i-T 
Ti 

163 3,055 6.096 
413 413 

-- -- -- 2,222 4,444 
-- -- 210 420 1,239 

2,330 2,070 2,700 2,805 2,268 
272 300 370 615 602 

2,000 1,600 2,100 1,983 1,517 
58 170 230 207 149 

2,342 2,083 3,073 5,860 8,364 

3.3 2.7 3.5 6.2 8.2 

2,284 m 2,h33 5,233 6.976 6,630 6,366 6,364 1,757 

3.2 2.5 3.0 5.6 6.8 5.9 5.1 4.6 1.1 

6,323 5,531 5,719 1,253 
547 772 775 1,253 

4,444 4,444 4,444 -- 
1,345 315 -- -- 

1,715 1,159 649 508 -- 
590 560 527 504 

1,062 590 118 -- 
63 9 4 4 

I 

8,038 6,690 6,368 1,761 G 
I 

7.1 5.4 4.6 1.1 

Sources: Data provided by Solomon Island authorities; and staff estimates. 

l/ Based on outstandine. debt at end-September 1983, and projected debt 1984-1990. 
I/ Based on projected borrowing. 
?/ LIBOR is assumed to be 10 percent in 1983 and 9.5 percent in 1984-1990. The present Eurodollar 

10% is assumed to be the only commercial borrowing over the period. 
41 Assumes no further purchases under the stand-by arrangement. - 

l a 
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borrowing in the past has consisted of suppliers’ credits and loans 
from. or arranged by, parent companies. Much OF it is at concessional 
rates, with 15 percent of the SDR 14 million outstanding at end-1982 
bearing no interest at all. A shift towards higher interest borrowing 
is expected in the future as the economy develops. It is assumed that 
less than half of the new borrowing will be at below market interest 
rates ( compared with about 60 percent in the past. Even with the shift, 
the burden of private sector debt service is expected to remain modest 
over the medium term, at less than 5 percent. 

v. Performance Criteria and Proposed Modifications 

The quantitative performance criteria for the remaining’period of 
the current stand-by arrangement will include quarterly ceilings on 
total domestic credit of the banking system and net credit to the 
Government and ceilings DR the contracting and/or guaranteeing by fhe 
Government of external debt in the l- to lZ?-year maturity range and the 
l- and S-year maturity range, respectively (Table 8). In addition, the 
arrangement contains the usual performance criteria throughout the 
period relating to restrictions on payments and transfers for current 
international transactions, multiple currency practices, bilateral 
payments agreements with Fund members and import restrictions for 
balance of payments reasons. 

The ceilings on “et credit to the Government have been exceeded 
since July but total domestic credit has remained well below the program 
ceilings. Tne Government has taken measures to reduce its borrowing from 
the banking system. Moreover, performance in respect of the balance of 
payments and inflation in 1983 has been better than,envisaged under the 
program. Accordingly. the authorities request modifications of the 
ceilings on total domestic credit and “et credit to the Government for 
the fourth quarter of 1983. The proposed modifications would lower the 
overall ceiling on total domestic credit and raise the subceiling on net 
credit to the Government. 
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Table 8. Solomon Islands: ouantitative Performance Criteria, 
October 1983-June 1954 

1983 1984 
Oct. 1-Dec. 31 Jan. l- Apr. l- 

Prog. Proposed Mar. 31 June 30 

l 

(In millions of Solomon Islands dollars) 

Total domestic credit 
from the banking system 38.3 34.0 35.0 36.5 

Of which: 
Net credit to Government l.R 3.0 2.5 3.0 

(I" millions of U.S. dollars) 

New external borrowing 
contracted and/or guaranteed 
by the Government 

1 to l?-year maturity 5.0 5.0 11 5.0 5.0 - 21 

Of which: 
1 to !-year maturity -- 11 -- 1, -- -- 2, 

- - 

a 

11 Cumulative from January 1, 1903. 
21 Cumulative from January 1, 1984. 
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VI. Staff Appraisal and Proposed Decision 

In 1983, Solomon Islands’ economic and financial performance has 
been broadly satisfactory. The authorities have taken a number of 
important steps in line with the economic and financial program in 
support of which the stand-by arrangement was approved. The exchange 
rate was depreciated substantially in both nominal and real terms. 
I+? interest rates were raised early in the year and have remained 
positive in real terms. While the overall fiscal deficit for 1983 is 
likely to be observed, there was an overrun in current expenditures 
and continued problems in the management of external aid inflows. 
As a result, Government recourse to bank credit has exceeded the 
program ceilings, a trend that it is important to reverse. 

To this end, for 1984, fiscal discipline has been strengthened. 
The policies outlined in the attached letter, together with the 
expected improvement in the external environment, will lead to a fur- 
ther reduction in the current account deficit of the balance of pay- 
ments in relation to GDP. Cautious wage and financial policies will 
help reduce the rate Iof inflation further from its 1983 level. A 
significant increase in the volume of exports and higher investment 
expenditure will contribute to faster growth in real GDP. 

To support the external adjustment, budgetary policy in 1984 
appropriately aims at reducing the overall budget deficit through 
raising revenues and restraining current expenditures. In particular, 
the wage formula should be applied to wages and allowances as the 
basis for determining the rate of increase in public sector wages. 
Revenues from export and import duties will rise as a result of higher 
international trade and the Government’s proposed increases in export 
duty rates. This will contribute to achieving a current surplus to 
supplement the inflow of external resources, so that the authorities 
can continue their efforts to speed up the implementation of capital 
projects on a sustained basis. 

The stance of monetary policy in 1984 is in line with the adjust- 
ment stratqy of the authorities. The Government’s excess borrowing 
from the banking system in 1983 did not appear to have crowded out 
private sector credit demands, as these remained weaker than expected. 
I” 1984. however, the Government’s access to bank credit should be 
limited to the level envisaged under the new program in order to achieve 
the balance of payments and price objectives while providing sufficient 
credit to the private sector. The Government’s interest rate policy 
should foster the mobilization of domestic resources and improve their 
allocation. 

The further reduction in the current account deficit of the balance 
of payments projected for 1984 is a welcome objective to which flexible 
management of the e:xchange rate and continued adherence to a liberal 
trade and exchange system will contribute. A current account deficit 
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equivalent to about 12-14 percent of GDP is considered sustainable, 
given the projected availability of sustained external grants and con- 
cessional loans to the Government. These aid flows are equivalent to 
at least lo-11 percent of GDP and they are expected to be supplemented 
by direct private investment projected at l-2 percent of GDP. However, 
the availability of concessional resource transfers does not diminish 
the need to make effective economic use of such resources. 

The staff believes that the proposed modifications of credit 
ceilings will not jeopardize the inflation and balance of payments 
objectives of the original proyrram. In addition, the 1984 program 
includes measures that will reduce the overall fiscal deficit and limit 
the Government's recourse to the banking system. The staff, therefore, 
recommends that the Executive Board approve the modifications of the 
credit ceilings as of the date of the Executive Board decision, in 
line with the proposal in the letter to the Managing nirector dated 
December 1, 1983 from the Minister of Finance and the Governor of the 
Central Bank of Solomon Islands. The staff also recommends approval 
of the performance criteria proposed for January-June 1984. 

In view of the scheduled general elections in February 1985, it is 
recommended that the next Article IV consultations with Solomon Islands 
be held in March-April 1985. 

l 



The following draft decision is proposed for adoption hy the Execu- 
t ive 53ard: 

I. Solomon Islands has cunsulted with the Fund in 

accordance with pararraph 3 (bl of the stand-by arrangement 

!EBs/J8?:81, ;/21;83) .and paragraph 19 of the letter from the 

Yinister of Finance and the Governor of the Central Bank of 

Solomon Islands dated April 21, 1983 attached thereto. 

2. The letter from the Minister of Finance and the 

Coiremor of the Central Bank of Solomon Islands dated December 1, 

1983 shall be annexed to the stand-by arran,crment for Solomon 

Islands, and the letter from the Minister of Finance and the 

Governor of the Central Bank of Solomon Islands dated April ?I, 

1983 shall be read as supplemented and modified by the letter of 

Cecember 1, 19X3. 

3. Accordin.qly, the limits on total domestic credit of the 

hankinr system and net credit to the Government for the period 

October-December 1983 shall be those referred to in paragraph 3 

of the letter of December 1, I?83 in place of those referred to 

in paragraph 1L of the letter of April 21. 1983 and specified in 

the table attached to It. 
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Solomon Islands: Summary of the Financial Program i/ 

( In percent) 

Assumptions: 
(1984) 

Targets: 
(1984) 

Terms of trade 
(Export prices) 
(Import prices) 

Era1 GDP growth 

Inflation 

Ealance of payments 
Current account deficit 

No Change 
(6.0) 
(6.0) 
5 . 0 

6.0 

SDR 17.9 million 
(11.5 percent of GDP) 

overall surplus 

Principal elements of the program 

SDR 1.2 million 

1. Budget 

To reduce the overall deficit from ill percent of GDP in 1983 to 
8 percent in 1984, and to reduce domestic bank borrowing from 
SIS2.1 million in 1983 to SISl million. 

1. Eloney and credit 

To limit total credit expansion to 10.3 percent and net credit to 
the Government to 2.1 percent of projected stock of liquidity at end-1983 
and monetary expansion to 13.4 percent, with appropriate quarterly ceil- 
ings as performance criteria. To maintain key interest rates positive 
in real terms. The income velocity of money is projected to decline 
slightly in 1984. 

3. &change rate 

Flexible exchange rate policy aimed at maintaining export com- 
wtitiveness. 

4. Investment 

To encourage private investment through exchange rate policy and 
fiscal incentives. 

5. External borrowing 

To limit public and publicly guaranteed external borrowing with 
maturities of 1 to l? years to USS5 million and no borrowing in the 
l- and 5-year maturity range. 

Ii The financial pro~rem applies to the period January-June 19RS. 
~iajor policy assumptions and targets are, however, based on the calendar 
year 1984. 
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World Bank Group Operations in Solomon Islands 
(As of October 31, 1983) 

Summary 

Project Date of 
status Approval Beneficiary 

1. Approved March 1981 Development Bank 
of Solomon 
Islands (DBSI) 

2. Approved Feb. 1982 Government of 
Solomon Islands 

3. Proposed Dec. 1983 Government of 
Solomon Islands 

Project Description 

Purp?,e 

Relendingl 

Primary 
education 

Rural 
services 

Terms 

IDA 

IDA 

IDA 

1. The project will assist the DBSI in providing finance for investments 
in all sectors of the economy for the period 1981-83. The AsDB is the lead 
cofinancier for this operation. Its USS2.0 million credit became effective 
on May 21, 1981 and disbursements from the credit have commenced. DBSI 
operations are proceeding approximately as planned and disbursement requests 
for the IDA credit have also been received. 

2. The project supports government development plans in the education 
sector. IC assists the Government in helping provinces and communities 
increase access to primary schools by creating new, and upgrading estab- 
lished facilities, providing training to raise the quality of teachers, 
assisting in the development of more relevant curricula, and improving 
management. 

3. The proposed project, which is co-financed by the AsDB, concentrates 
on development in the rural areas. It will assist the Government in estab- 
lishing an agricultural infrastructure which would support the needs of the 
rural community. Its main objectives are to create an opportunity to develop 
land and to provide agricultural support services to small farmers. 

l 
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Honiara, Solomon islands l 
December 1. 1983 

Dear Elf. de Iarosiere: 

1. In our letter of April 21, 1983, we requested a stand-hy 
arrangement for a period of one year through June 21, 1984 in an 
amount of SDR 2.4 million. This request was approved by the Executive 
Board of the Fund in June 1983. It was agreed at that time that the 
authorities would review the developments under the program supported 
by the stand-by arrangement and would reach with the Fund before 
December 31, 1983, understandings regarding the Government’s budgetary 
policy as well as quantitative performance criteria for the remaining 
period of the stand-by arrangement. 

2. Performance under the program has exceeded expectations in 
respect of the balance of payments and domestic price inflation. A 
combination of external events and the policy measures we have under- 
taken in fiscal, monetary, and exchange rate management, has improved 
the external position more rapidly than we earlier forecast. We 
would, however, like the stand-by arrangement to remain in place 
until it expires in mid-1984. Subject to the modifications we request 
in this letter, we intend to continue to carry out our express commit- 
ments under this stand-by arrangement. 

3. Performance under the domestic credit ceilings has been 
below our expectations. Total domestic credit has not come close to 
the agreed ceiling, reflecting a rather quiet period in direct invest- 
ment and a wait-and-see attitude by existing enterprises in view of 
the recession in world trade. Net credit to the Government, on the 
other hand, has persistently pressed against the agreed ceiling and 
at the end of September stood at SIS3.9 million, against the anreed 
ceiling of SIS2.0 million. The level of the Government’s use of 
short-term bank financing has proved particularly resistant to the 
strenuous efforts by the Government to reduce it. It has arisen from 
the need to hridge the twin gaps between current revenues and expendi- 
tures and between aid receipts and development project outlays. We 
are now expecting a swing into current surplus in the last two months 
of the year, and a catching-up of aid receipts against expenditures, 
which we expect to reduce the Government’s use of bank credit to no 
more than SIS3.0 million by the end of the year. We therefore request 
a modification to the relevant performance criterion for the last 
quarter of 1983 from SIS1.8 million to SIS3.0 million. The corres- 
ponding ceiling on total domestic credit should be brought down from 
SIS38.4 million to SIS34.O million in recognition of slower than 
expected private borrowing, and the effects on broad money of the 
recent improvement in the external trade balance. 
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4. In 1983. we took important steps in line with the economic 
and financial program in support of which the stand-by arrangement 
was approved. Folluwinx the 10 percent devaluation in August 1982, 
the exchange t-ate has been depreciated steadily against the U.S. 
dollar, in order to achieve a rea1 depreciation against a trade- 
weighted basket of currencies. This has improved the profitability 
of Solomon Islands ’ exports and the prospects for private investment. 
Key interest rates wet-e raised in March-April 1983, and have remained 
positive in real terms. In order to improve the management of 
monetary policy, the Central Bank introduced a liquidity ratio require- 
ment of 15 percent for commercial banks in place of the 5 percent 
reserve requirement. It also opened a new lending facility to support 
l”ng-term lendinE “i banks to priority sectors. In the fiscal area. 
the Government has taken steps to speed up its implementation of 
capital pr”jects and improve the management of external aid inflows. 
Early in 1983, the Government resumed central monitoring and coordi- 
nation of its development budget with the re-establishment of the 
Central Planning Oifice. More recently, the Government has asked a 
number of aid donors to set up revolving funds in Solomon Islands in 
order to speed up aid reimbursement. Some donors have already agreed 
to do this and the Covernment expects more to do so during 1984. 

5. In spite of these administrative improvements, the fiscal 
elements of the program have not been wholly achieved. Current 
expenditures exceeded the original budget, despite efforts by the 
Government to reduce them administratively. This was due in part 
to lack a”f effectiveness in some of the control measures used, and 
in part to in-pipeline momentum of much of the Government’s expendi- 
tures on personnel and maintenance of economic infrastructure. 
Despite the reimposition of export duty on copra in September, 
government revenue was less than forecast because of a shortfall in 
import duties. These developments mainly accounted for the Covern- 
mrnt’s Rrrater than programmed recourse to domestic bank financing. 

b. Returnine to the external position, increased volumes of 
fish exports have helped to raise export earnings substantially 
above levels originally estimated, despite prices for fish and timber 
remaining relatively low. Improved prices for vegetable oils, and 
stability in the international prices of fuel and manufactures, have 
brought an improvement in the terms of trade for the first time in 
four years. Together with a lower level of imports than expected, 
this has narrowed the current account deficit of the balance of 
payments to an estimated SIS23.6 million, equivalent to 14 percent 
of GDP, which is the level we had aimed to achieve by 1QXS. The 
overall balance of payments position is estimated to be in surplus. 
Preliminary indications are that real GDP has increased in 1983 by 
2 percent. slightly less than we had envisaged, while inflation 
decelerated from an annual average of 13 percent in 1981 to about 
8 percent in 1983, a somewhat greater fall than we had foreseen. 
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7. Our main policy objective under the current program was to 
bring the current account deficit of the balance of payments down to 
a level at which it could he financed on a sustainable basis, while 
increased efforts would go into attaining a rate of real economic 
growth of 5 percent or more. In the light of the recession that had 
occurred in world trade, this objective required very substantial 
adjustment, along with some assistance from the more favorable external 
economic climate we foresaw. We have now attained what we regard as a 
sustainable level of current account deficit, provided that our access 
to grants and concessionary loans is continued and that the use of 
our increased financial resources is effectively channelled into 
productive purposes. Our economic policy objectives for 1984 are to 
achieve a real rate of growth of at least 5 percent, while reducing 
the current account deficit of the balance of payments to about 12 
percent of GDP. Our policies on prices and wages will aim to ensure 
as far as possible, by use of wages guidelines, price controls, and 
monetary policy, that domestic price changes reflect only the impact 
of changes in import prices of goods and services. Our present esti- 
mates indicate that this will mean an inflation rate in 1984 below 
that which we are currently measuring. 

8. The Government will continue its efforts to stimulate 
private investment in export industries in order to strengthen the 
balance of payments. It will continue to assist the private sector 
through its fiscal, monetary, and exchange rate policies. 1n 1983, 
foreign investment regulations were introduced to speed up invest- 
ment approval procedures and registration of projects. We have 
recently introduced a small loans guarantee scheme which will assist 
banks to provide credit to small investors in rural areas, and the 
scope for further institutional improvements is being studied. The 
Government is aware of the problem of insufficient reafforestation, 
which will pose a serious economic and environmental threat to the 
economy over the medium term. We are studying ways of inducing 
private logging companies to engage in replanting; and in 1984, the 
Forest Fund will be enlarged and used more actively to finance 
replanting by public sector agencies. 

9. Against a background of an improved balance of payments 
and a stronger reserves position, the main source of expansion in the 
economy will be the revitalized agricultural sector, and increased 
direct private investment in fisheries, manufacturing, agricultural 
processing and domestic transport. This will he financed by a blend 
of external and domestic bank resources. Expansion of credit to the 
private sector will be directed primarily to new investment and 
increased productive capacity. The Government's own financing needs 
will be kept under firm control. The 1984 overall budgetary deficit 
should be about 8 percent of GDP. The bulk of this will be financed 
by foreign grants and concessionary loans. Total current revenue of 
SIS44 million and expenditures of SIS42 million will provide a surplus 
on current account. This will enable us to contain the Government's 

l 
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recourse to domestic financing to SIS3.0 million, of which not more 
than SISl million will be provided by the banking system. Pleasures 
to ensure the improved control necessary to achieve this will include 
implementation of the administrative changes recommended by the recent 

Fund technical assistance mission. 

113. Total government revenue is expected to grow by 15 percent 
to SlS44 million. The projected revenue growth reflects the expected 
growth in international trade and the estimated impact of the revenue 
measures we intend to take in 1984. These include an increase in 
export duty on 10~s to a uniform rate of 15 percent, a special levy 
on timber exports for the Forest Fund and a number of adjustments in 
fees and charges for yovernment services. Copra export duty was 
reint reduced in September 1983. The additional eovernment revenue 
from these new measures is estimated at over SIS3.n million, or about 
? percent of estimated GDP. 

Il. The Rovernment budget provides for current expenditure of 
SIS4? million. This incorporates an increase in wages and salaries 
of h percent. bwer rates of nominal increase are allowed to low 
priority areas of the budget. Increases of 10 percent in nominal 
terms will be allowed to priority sectors including education and 
training!, health and the development of provincial Kovernment. In 
the development budjiet, government expenditure will concentrate on 

infrastructure in support of economic development, and on investment 
in education and traininzz. 

12. The main objective of monetary policy during 1984 will be 
to finance the investment and operatinE costs of the economy as it 
picks up speed to a growth rate of 5 percent or more, while guarding 
against any tendency to widen the balance of paFents deficit to 
more than 14 percent of GDP in the medium term, or to add domestic 
price pressures to the expected rise in import costs. To achieve 
this, the growth of total domestic credit of the banking system will 
be limited to 15 percent during 1984. This increase of SlS5.0 million 
in total domestic credit comprises SIS1.O million increase in net 
lendint: to the Government and SlS4.f) million to the private sector. 
Together with the projected increase in net foreign assets of the 
hanking system of SIS1.5 million, it is consistent with an estimated 
f!rowth of 13 percent in broad money during the year. To achieve the 
above objective, we will limit total domestic credit of the hankin)r 
system and net credit to the Government in the first half of 1984 as 
indicated in the attached table. The credit program takes into 
account the seasonal pattern we expect in economic activity. 

13. To promote the mobilization of savings through the financial 
system. the Central Bank will continue to maintain key intrr?st rates 
positive in real terms. In implementin,< this policy, the Aank will 
also take into account interest rate movements in neighboring countries 
and their implications for capital flows. In addition to interest rate 
policy. we shall rndeavor to develop the financial system and improve 
banking services to facilitate the mobilization of domestic savings. 
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14. We have implemented a flexible exchange rate policy in 1983. 
We remain committed to managing the exchange rate in 1984 so as to 
preserve the competitive position of Solomon Islands and the profita- 
bility of exports. 

15. The Government will continue a cautious policy in the 
management of external debt in 1984. In line with this policy, during 
the period from January 1, 1984 to June 30, 1984, the contracting of 
new public and publicly guaranteed external nonconcessional borrowing 
with an original maturity of more than 1 year and up to and including 
12 years will not exceed US$5 million. The Government will not 
contract any new public or publicly guaranteed external borrowing 
with original maturities of one to five years. 

Yours sincerely, 

lsl 

A.V. Hughes 
GOVernOr 
Central Bank of Solomon Islands 

Is/ 

Bartholomew Ulufa’alu 
Minister of Finance 

Attachment 

Mr. J. de Larosiere 
Managing Director 
International Monetary Fund 
Washington, D.C., 20431 
U.S.A. 
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Solomon Islands: Limits on Net Credit to Government and 
Total Domestic Credit Iof the Banking System 

January-June 1984 

(In millions of Solomon Islands dollars) 

Net credit to Total domestic 
Government credit 

During January l-March 31, 1984 2.5 35.0 

During April l-June 30, 1984 3 . II 36.5 


