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I. Introduction

The 1982 Article IV consultation discussions with Solomon Islands
were held in Honiara during July 19-20, 1982. The Solomon Islands dele-
gation was headed by Mr. A. V. Hughes, Chairman of Solomon Islands
Monetary Authority, and included officials from the Ministry of Finance,
the Solomon Islands Monetary Authority, the Central Planning Office,
and Ministries of Natural Resources, Agriculture and Land, and Trade,
Industry and Labor. The staff representatives also met with the
Minister of Finance, Mr. B. Ulufa'alu. The staff team consisted of
Messrs. H.C. Kim, J. Healy, Z. Khan (all ASD), Ms. W. Tseng (ETR), and
Mrs. G. Martin (ASD, Secretary). Mr. A.R.G. Prowse, Executive Director
for Solomon Islands, attended some of the meetings as observer.

Solomon Islands has accepted the obligations of Article VIII,
Sections 2, 3, and 4, and mainiains an exchange and trade system free
of restrictions on payments and transfers for current international
transactions.

II. Background

Solomon Islands is a small, open economy. An archipelago of
widely scattered mountainous islands in the southern Pacific Ocean, the
country has a population of about 230,000 and a land area of about 29,000
square kilometers. Agriculture, fishing, and forestry are the principal
economic activities, with some 40 per cent of total output being derived
from subsistence agriculture. The monetized sector of the economy mainly
produces copra, timber, fish, and palm oil, largely for export. Exports
and imports are equivalent to about 45 per cent and 50 per cent of GDP,
respectively. Formerly a British protectorate, the country attained
full independence in July 1978.

During the 1970s, the economy achileved raprid growth, averaging about
8 per cent annually, while broadening and deepening its productive base.
The main impetus to growth came from a sustaired expansion of exports,
increased import substitution in food production, and high levels of
private and public lnvestment financed by capital inflows and foreign aid.
The diversification of the export base, which throughout most of the
19608 had relied almost exclusively on copra, was the major economic
development during the decade. Timber emerged as an important export
toward the end of the 19608, followed by the development of the fishing
industry during the early 1970s and of the palm oil industry in the
second half of the decade. The attainmant of near self-sufficiency 1in
food productinn was annther important achievement. This economic pro-
gress was accompanied by reasonable domestic price stability and overall
balance of payments surpluses through 1979.

After an exceptionally good year in 1979, in which the terms of
trade improved by 25 per cent and the volume of exports rose by 27 per
cent, the economy suffered a setback in 1980. Real GDP declined by 5 per
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cent, inflation accelerated to 16 per cent, and the balance of payments
position swung into a substantial deficit. These adverse developments
were due to a sharp deterioration in the terms of trade, compounded by
declining export volumes in some major commodities—-copra and fish.
Although investment continued to increase, real consumption expenditure
fell as a consequence of the fall in agricultural income and a reduction
in real wages in the government sector. The acceleration in inflation
largely reflected movements in import pricea. The current account
recorded a deficit of about SDR 9 million (8.5 per cent of GDP) in 1980,
due to the weakened export performance and the lagged outflow of remit-
tances of profits and dividends generated during 1979. The overall
balance of payments registered a deficit of SDR 5 million; this was
largely financed by a decline in gross official reserves which, at
end-1980, amounted to SDR 23.2 million, equivalent to about four months
of imports.

III. Performance Under Stand-By Arrangement

The economic program for 1981 was formulated to mitigate the effects
of the sharp deterioration in the terms of trade on the balance of pay-
ments, while sustaining investment for steady growth over the medium
term. The program was supported by a one-year stand-by arrangement from
May 1981 in an amount equivalent to SDR 1.6 million (50 per cent of quota).
Policy measures were designed to expand exports, restrain less essential
imports, and mobilize domestic resources; these measures included a
6 per cent devaluation of the Solomon lslands dollar in March 1981, a
continuation of wage restraint for government employees, and a substantial
increase in import duties. The program was broadly successful in achieving
ite targets for the current account and for inflation (Table 1 and Chart 1).
Real growth resumed in 1981, following a sharp decline in 1980, although
the growth was considerably below the medium—-term objective. Only half
of the total amount available under the stand-by arrangement was pur-
chased, because the subceiling on net credit to the Government was
exceeded during most of the period due to an unexpected delay in foreign
financing of an investment project. The authorities did not request an
adjustment of the ceiling. All other performance criteria were observed
(Table 2).

1. The balance of payments

The current account deficit of the balance of payments increased
from SDR 9.3 million (8.5 per cent of GDP) in 1980 to SDR 17.2 million
(12.4 per cent) in 1981, broadly in line with the expectations underlying
the program. The increase was due to a 19 per cent deterioration in the
terms of trade and a rise in the volume of oil imports related to expanded
fishing and logging activities. The increase in the deficit, however,
was only about half of what would have been expected from the deteriora-
tion in the terms of trade, implying substantial external adjustment.

The adjustment was achieved mainly by a 10 per cent expanslion in the
volume of exports. The current account target was achieved despite a



Table 1. Solomon Islands: Selected Economic Indicators, 1979-8§2
1979 1980 1981 1982
Actual Actual Program 1/ Actual Estimate
(In millions of SDRs)
Brlance of payments
Current account 8.0 -9.3 -15.7 =-17.2 -16.9
(As per cent of GDP) (7.9) (-8.5) (=12.4) (~12.4) (-12,1)
Overall balance 5.7 -5.2 -2.3 ~-10.3 -7.2
External borrowing
(1-12 year approvals) - - 40.0 17.4 -
(As per cent of GDP)
Budget — Revenue and grants 28.6 31.4 29.2 28.2 28.1
- Expenditures 31.0 34.2 35.9 35.0 35.4
~ Overall deficit (-) -2.4 -2.8 -6.7 -6.8 -7.3
Public external debt 2.7 5.3 12.4 9.8 20.0
Debt service ratio 2/ - - 1.7 1.0 3.5
{Percentage change)
CDP growth ar co...:tant prices 18.1 -5.5 5.0~ 6.0 3/ 0.6 -4.0
Consumer prices 9.7 15.9 12,0-14.0 14.6 14.0
Total liquidity 50.2 -8.7 2.5 -16.4 0.6 &4
Domestic credit 5/ 25.5 14.5 26.8 21 2 9.8 4/
Government 5/ =-2.5 -7.5 6.6 8.8 2.8 4/
Statutory corporations 5/ 10.2 5.8 2.4 1.5 0.6 4/
Private sector 5/ 17.8 16.2 17.8 10.9 4.6 4/
Real effective exchange rate
index 6/ 7.0 2.6 ces 3.8 ces
Export volume 26.6 4.4 13.0 9.7 0.2
Import volume 43.8 -2.4 1.0 0.7 -6.8

l/ The stand-bv arrangement extended onver the l12-month period ending May
1982, although all targets and policlies were based on figures fcc ¢ alandar year

1981.

were calculated using the former series.
2/ Interest plus amortization on public debt as ratio of exports of goods

and services.

3/ This is the med‘um—term growth objective.

%/ June 1981-June 1982,

The GDP series has been revised upward recently; the program targets

5/ Percentage change in relation to stock of liquidity at beginning of

period.

6/ Positive numbers imply appreciation.
7/ Negative numbers imply a deterioration.
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CHART 1
SOLOMON ISLANDS

SELECTED POLICY INDICATORS-TARGETS
AND OUTTURN, 1979-82
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shortfall in official transfers and a higher level of oil imports, because
the termes of trade deterioration was somewhat less than expected and
there was a substantial decline in imports of investment goode.

Total net inflow of normonetary capital was considerably less than
envisaged. Delays in project implementation resulted in a shortfall in
foreign financing. Direct foreign investment was also depressed due to
the uncertain export prospects. Consequently, the overall balance of
payments deficit of SDR 10.3 million was much larger than anticipated
(SODR 2.3 million), The overall deficit was financed, in approximately
equal proportiona, by a decline in gross reserves and drawings on a
Eurocurrency loan. Gross international reserves at end—-1981 amounted
to SDR 18.5 million, equivalent to 3.5 months of imports.

The contracting of external debt totaled SDR 17.4 million (f.e., the
Eurocurrency loan of USS$S20 million) during the program period, which was
within the program's ceiling of SDR 40 million on nonconcegssional external
borrowing. Mainly as a result of this loan, external public debt as a
proportion of GDP rose from 5 per cent in 1980 to about 20 per cent in
1982, On the basis of contracted external debt outstanding at end-1981,
the debt service ratio is projected to rise to about 5 per cent during
1985-87, when the grace period on the Eurocurrency loan expires.l/ The
program ceiling also provided for the contracting of SDR 20 million in
connection with the Lungga hydroelectric project; however, as explained
below, this borrowing was not undertaken due to the postponement of the
project.

2. Inflation and growth

Consumer prices, on an end-year basis, increased by 14.6 per cent
in 1981, compared with the target of 12 to 14 per cent. Inflation in
1981 was mainly attributable to a 21 per cent increase in the domestic
price of imports stemming from increases in supplier prices, the deval-
uation of the Solomon Islands dollar, higher shipping costs, and a sizable
increase in import duties levied at the beginning of the year; imported
goods have a weight of about 50 per cent in the consumer price index.
Other factors contributing to inflation were a sharp rise in domestic
food prices and wage settlements averaging about 15 per cent.

Real GDP increased by about 1 per cent in 1981, well below the 5 to
6 per cent growth targeted over the medium term. Weak external demand
conditions and the deterioration in the terms of trade adversely affected
profits and private investment. Although data on investment are not
available in the national accounts, indicators suggest that investment
in 1981 was well below the levels in recent years; imports of investment
goods in real terms declined sharply, bank credit to primary and manu-
facturing sectors fell by over 50 per ceant, and private direct invest-
ment from abroad virtually ceased on account of uncertain export prospects.

£7 As a ratio to GDP, interest payments on public debt are estimated at
about 1 per cent during 1985-87,



Consumption expenditure was also depressed as a consequence of a fall in
agricultural incomes and the stagnant level of real wages; food impcrts
declined by about 9 per cent in volume, and there was a marxed decelera-
tion in the imports of other consumer goods.

3. Domestic financial policies

The budgetary outcome was broadly on track, except for a shift from
project-related external financing to greater recourse to domestic borrow—
ing. The overall deficit of the government bhudget in 1981 was about
7 per cent of GDP (SI$9.6 million), which was the program target. Despite
the weak economy, domestic revenues rose by about 34 per cent during 1981,
largely on the basis of a substantial increase in import duties, signifi-
cant increases in fees and ~harges for government services, and more effi-
cient income tax collection. This revenue performance was substantially
better than had been anticipated in the program. However. recurrent
expenditures were also larger than anticipated and entirely absorbed
domestic revenue, leaving no current surplus to help finance the develop-
ment effort. Although the wage bill for public sector employees was in
line with program projections, other recurrent expenditures exceeded
original estimates; in particular, current expenditures relating to the
operation of the m-rine and shipping fleet, educational services, and
the provision of administrative capabilities for the provinces increased
considerably. Capital expenditures and net lending rose by only 6 per
cent in 1981, substantially less *han had been anticipated, reflecting
delays in project implementation. Accordingly, the related foreign
grants that finance a large portion of capital expenditures were also
less than envisaged.

In anticipation of external financing, the Government made infra-
structure investments on urban housing sites and related services for
the project staff in advance of the cons*ruction of the Lungga hydro-
electic plant. However, the project was postponed when unexpected compli-
cations bearing on its technical and economic feasibility emerged. As a
result, enternal financing was delayed for the infrastructure investments
that had already been made. While trying to arrange for alternative
external financing, the Government financed these expenditures through
recourse to the benking system and in co doing, exceeded the subcelling
on net credit to the Government during most of the program period.

Monetary developments during 1981 were substantially different from
what had been foreseen in the economic program. The program had assumed
that the sharp fall in business deposits with the banking system during
January-February 1981 would be reversed during the remainder of the year
as business conditions improved. Given a projected balance of payments
deficit, the expansion of domestic credit had been programmed to all »w
for this recovery in total liquidity. In the final outcome, the eco: ny
was weaker than had been envisioned, and enterprises cuntinued to der ete
deposits with the banking system to make foreign payments rather than
incurring additional debt, either foreign or domestic. At end-1981, *he
level of deposits had fallen significantly below the February level,



resulting in a 16 per cent decline in broad money. This development was
partially reflected in a substantial increase in the income ve.ocity of
money. The expansion of domestic credit was equlvalent to only 21 per
cent of the stock of broad money, compared to the program target of 26 per
cent, with the demand for private sector credit accounting for only about
half of the axpansion in domestic credit.

As deposit withdrawals were larger than the reduction in demand for
private credit, liquidity conditionr of banks tightened significantly,
particularly in the latter part of the year. Commercial banks raised
interest rates on short-term deposits by 0.25 to 0.75 per cent, and
lending rates, by 1 to 2 per cent. At vear end, the average deposit rate
stood at about 9 per cent. When adjusted for the rax-exempt character
of interest income, the yield on deposits was equivalent to about 14 per
cent.l/ Commercial lending rates ranged between 11 to 15 per cent. To
prevent a further liquidity contraction from disrupting normal economic
activity, the Solomon Islandc Monetary Authority (SIMA) introduced a
lending facility to commercial banks to provide supplemental funds for
investment projects and normal business requirements. SIMA also 1issued
credit guidelines to encourage banks to lend to priority sectors.

4. Investment and energy policies

An important objective of the economic program was the expansion of
exports through sustained investment. Despite the economic difficulties
in 1981, most major industries continued to implement investment projects
begun in earlier years. 1In the fishing industry, a new ship was added
to the fieet, and two additional ships are currently being built. Two
new timber projects have been licensed and are expected to raise log
exports by about 25 per cent in 1933, while investment in palm oil and
cocoa production has concentrated on increasing the area under culrci-
vation.2/ Investments in replanting coconut to increase copra production
have been made mainly by smallholders. Larger copra investments have
not taken place due to uncertain prospects for world prices in the near
term. Although domestic producer prices have been kept relatively stable
through price supporta, the continuing weakness of international copra
prices has depleted the Copra Board reserves to a level at which it may
not be possible to maintain support prices at the existing level for
domestic producers.

Imported oil provides the major source of energy in Solomon Islands
and accounted for about a quarter of total {mports in 198l. To reduce
the dependency on imported oil, the Government proposed a hydropower
plant near Honiara on the Lungga River with the capacity to meet the
expected electricity demand of the region through 1990. The Government

1/ Most time depoeits with the banking system are held by the National
Provident Fund and by a relatively sm:ll number of companies which are in
the 35 per cent income tax bracket.

2/ Moast of these projects are joint ventures in which the Government
i8 a sizable minority shareholder.



Corrected: 10/22/82

is reassessing the pioject hecause the final estimated cost vaes unaccept-
ably high. If the Govermment decides to shelve this project, a wood-
burning power plant will be developed instead. The feasibility of produc-
ing biowaste energy and solar energy economically is also being studied.

To encourage energy conservation, the Government's policy has been to

raise domestic energy pri-es in line with the import prices of oil;l/

the rates of taxation on imported petroleum products were more than doubled
in 1981, to a range of about 10 to 20 per cent. Retail prices for gaso-
line and electricity were increased by 19 and 25 per cent, respectively,
during the year.

IV. Economic Prospects and Policies

1. 1982 developments and outlook

The economic situation confronting Solomon Islands in 1982 remains
difficult. External demand continues to be weak, and a further deterio-
ration of 6 per cent in the terms of trade 1is projected. Reflecting
the external enviromment, private consumption ana investment remain
depressed. Preliminary estimates suggest that real GDP will decline by
4 per cent during the year. The rate of inflation is expected to be
about 14 per cent, largely :z=2flecting another substantial increase n
import duties at the beginnirg of the year and the 10 per cent devaluation
of the Solomon lslands dollar in August 1982.

The balance of payments projections for 1982 indicate a slight reduc-
tion in the current account deficit to SDR 16.9 million (12 per cent of
GDP). Total export receipts are projected to decline by 5 per cent,
mainly due to sharp reductions in the price and volume of fish exports
stemming from excess supply conditions in the North American market
(Table 3). With the exception of timber, prices for all major export
c.amodities are nrojected to decline. At the same time, irport payments
are projected to fall by 6 per cent mostly because of a 5 per cent
decline in the import volume associated with the depressed economy
(Chart 2). Net payments for services are forecast to declire substan-
tially, reflecting reduced remittances of profits and dividends and
lower payments for use of the fishing fleet due to a shortened season.
Inflows of official transfers are projected to fall, partly as a result
of a reduction in grants from the United Kingdom. Assuming a slight
increase in foreign loan disbursements, the overall deficit is projected
to decline to SDR 7.2 million in 1982. The deficit will be financed by
a drawdown of international reserves.

The sluggish economy in the first half of 198z was mirrored in
monetary and credit developments. Domestic credit to the private sector
rose only marginally, while the Governmment's recourse to bank credit
increased ronsiderably due to revenue shortfalls (Table 4). Business
deposits also appear to have increased slightly during the first half

l/ Petroleum products are impo-ted and distributed by a private com-
pany, and the Government does not provide any subsidy in the consumption
and distribution of petroleum products.



Table 3.

Solomon lIslands:

Balance of Payments, 1979-82

(In millions of SDRs)

1981 1982
1979 1980 Prograx Estimate Eest.
Trade balance 7.8 ~0.6 -10,1 -8.2 -7.2
Exports, f.o.b. 53.0 S56. 55.0 56.1 52.8
Ilportl, foO.bo -45.2 -56.9 -6501 -64.3 _60.0
(o11) (-5.8) (-9.1) (=-12.6) (-14.8) (~16.4)
Services (net) -15.2 -24.0 -24.2 =24.0 ~-18.9
(profits and dividends) -3.6) (-11,5) -8.7) (~3.0) (-1.0)
Transfers (net) 15.4 15.3 18.6 15.0 9,2
Official 13.6 14.7 i8.0 14.8 8.7
Private 1.8 0.6 0.6 0.2 0.5
Current account balance 8.0 -9,3 =1547 -17.2 -16.9
Nonmonetary capital 4.9 2.4 14.1 6.5 9.7
Private 3.1 -0.7 4.6 3.4 1.9
Government 1.8 3.1 9.5 3.1 5.8
Allocation of SDRs 0.2 iy 0.2 0.2 =
Errors and omissions 1/ =7.4 1.5 -0.9 .2 it
Monetary movements -5.7 5.2 ) 10.3 7.2
Monetary authorities (net)2/ -5.6 4.7 2.3 9.5 7.2
A.ﬂﬂetl -6.0 ang -4.5 4-7 -1.5
Liabilities 0.4 -0.2 6.8 4.8 8.7
Of which: Use of Fund
CEEdit - _—— 1.2 0-8 s e 0
Commercial banks -0.1 0.5 - 0.8 ~—
Memorandum item:
Gross international reserves
Amount outstanding (SDR mn.) 28.1 23.2 27.7 18.5 20.0
In monthas of imports 5. 4.3 4.0 3.7 3.7

Sources:
eatimates.

1/ Includes valuation adjustment.
2/ Includes Central Government.

Data provided by the Solnmon Islands Monetary Authority; and scaff
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CHART 2
SOLOMON ISLANDS

FOREIGN TRADE INDICES, 1977-82
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from the low levels of December 1981. Broad money rose by 10 per cent
during the period, mainly reflecting an increase in deposits of the
National Provident Fund.

Based on fiscal developments during the first half of 1982, the
overall budget deficit is expected to be SIS$l1ll.1 million (7.3 per cent
of GDP), compared to a deficit of SI$8.3 million (5.5 per cent) in the
original budget (Table 5). The larger-thaa—expected deficit is mainly
the result of a sizable shortfall in import duties and a modest overrun
in recurrent expenditures. In the 1982 bvdget, measures were announced
to raise revenues from import duties by 44 per cent, whereby such duties
would account for almost half of total tax revenue. The measures included
the imposition of duties ranging between 5 to 10 per cent on all previously
duty-free items, a sharp increase in duties on petroleum products, and
increases of 5 to 15 per cent on almost all other items. During the
first half of the year, however, import duty revenues were Substantially
lower than expected due to a decline in import volumes; an 18 per cent
increase in revenue from import duties is now expected in 1982, Export
duties have also been revised downward as a result of weak external
demand. Recurrent expenditures are projected to be 11 per cent higher
than in 1981, partly due to a 10 to 12 per cent increase in wage and
salary payments for government employees; no provision for an increase
in employee compensation had been made in the original budget. A 19 per
cent increase in capital expenditures is now estimated for 1982, which
represents a sharp downward revision relative to the original estimate.
Delays 1in the planning and execution of development projects account for
the revision. The estimate for foreign grants, which finance a large
portion of development expenditurer, has also been adjusted accordingly.
The authorities intend to finance the increase in the estimated budget
deficit, relative to the original budget estimate, largely through
domestic bank borrowing.

2. Longe' -term prospects and policy issues

Given the decline in real GDP in recent years, a principal goal for
1983 should be the resumption of export—-led growth. Solomon Islands has
conslderable potential for further growth through the development of 1its
natural resources. Although the copra industry is relatively mature,
expansion in exports could be generated by further investments in timber,
palm oil, and ¢isting. Cocoa is expected to emerge as an important ex—
port during the second half of the decade and experimental production
of coffee has also ylelded promising results. ™ eover, export produc-
tion could be spurred by the development of capaollities for processing
primary output, such as the new fishing cannery planned for 1985. Against
this background, the staff discussed with the authorities macroeconomic
targets and policies for 1983, focusing on t.uose which would provide
appropriate incentives for sustained investment in export industries,
while mobilizing domestic savings to a level consistent with a sustain-
able balance of payments position.
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Table 5. Solomon Islands: Summary of Central Government Budget, 1979-82

(In millions of Solomon Islands dollars)

1979 1980 1981 1982 (Estimate)
Program Prelim. Budget Revised 1/

Revermues and grants 32.2 3.4 39.0 40.0 51.3 42.9
Domestic revenue 19.5 23.7 26.8 31.8 37.3 34.1
Tax revemue 15.7 18.5 20,5 24.2 29.7 26.5
Income tax (5.0) (7.3) (8.5) (9.6) (10.3) (10.5)
Export duties (5.5) (4.4) (4.5) (4.1) (4.8) (3.8)
Import duties (4.4) (5.6) (7.1) (9.3) (13.4) (11.0)

Other tax revenue (0.8) (1.2) (0.5) (1.2) (1.2) (1.2)

Other revenues and fees 3.8 5.2 6.3 7.6 7.6 7.6
Grants 12.7 13.7 12.2 8.2 14.0 8.8
Expenditure and net lending 34.9 40,7 48.0 49.6 59.6 54.0
Recurrent 19.9 24,1 27.9 32,0 33.9 35.4
Capital 12,0 11.4 15.6 10.8 19.9 12.8
Net lending 3.0 5.2 4.6 6.8 5.8 5.8
Overall deficit -2.7 -3.3 -9.0 -9.6 -8.3 =11.1
Total financing 2.7 -3.3 9.0 9.6 8.3 11.1
Domestic 0.7 -0.1 3.0 6.4 0.8 3.1
Of which: Banking system (-0.7) (-3.1) (2.5) (3.3) (-=) (...)
Foreign borrowing (net) 2.C 3.4 6.0 3.2 7.5 8.0

Sources: Data provided by the Solomon Islands authorities, SIMA Annual Report,
1981, Ministry of Finance; and staff estimates,

1/ Staff estimate.
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Recovery in external demand would offer considerable scope for
an expansion in export volume. Given suitable folicies, a reduction
in the current account deficit from 12 per cent of GDP in 1982 to about
9 per cent in 1983 would be an appropriate target. A deficit of this
magnitude can be financed by the expected net inflow of capital, the
current level of reserves, and commercial borrowing which would be con-
sistent with maintaining debt service at about 6 per cent of exports of
goods and services over the medium term. Consistent with this adjustment,
a recovery of real GDP growth to a range of 4 to 5 per cent appears feas-
ible, as improved external conditions revive domestic investment, produc-
tion, and income. A substantial reduction in inflation to less than
10 per cent should also be an important policy objective,

a. Exchange rate policy

During the discussions, the authorities and the ataff shared the
view that export profitability had been impaired by the fall in interna-
tional commodity prices and by the appreciation of the Solomon Islands
dollar. Due to the sharp appreciation of the U.S. dollar against other
major currencies during 1981-82 and the relatively higher rate of
inflation in Solomon Islands, the trade—-weighted real effective exchange
rate index had risen by March 1982 to a level about 9 per cent higher
than the level of February 1981 (Chart 1.1/ A comparison of export
profitability by commodity in Solomon Islands with that in its main
competitor countries, based on exchange rate movements and domestic
costs, suggests that this appreciation had eroded relative export
profitability. According to indicators constructed by the staff,
export profitability in Solomon Islands had deteriorated by 1 per cent
in copra and 6 per cent in fish in relation to its competitors during
the period March 1981 through Decemher 1981, the latest date for which
data are available.2/ On average, a 4 per cent deterioration in export
profitability was indicated. Discussions with industry representatives
confirmed that a number of important export companies faced tight finan-
cial situations.

The authorities devalued the Solomon Islands dollar by 10 per cent
on August 13, 1982. 1In addition, the authorities switched the currency
peg to a trade-weighted basket and allowed for a 2 per cent discretion—
ary band in either direction around the peg. In the staff's view, the
latest exchange rate adjustment should contribute *o enhancing profit-
ability in the export and import-competing sectors. The adoption of a
trade~-weighted currency basket is also expected to improve exchange
rate management by focusing on conditions prevailing in trading partuner
countries that alfect export and import demand. It continues to be
necessary to monitor exchange rate and price developments in competitor
countries to provide an indication of relative export competitiveness.

1/ During 1981-82, the Solomon Islands dollar was pegged to a
settlement-weighted currency basket dominated by the U.S. dollar, although
the United States is a relatively minor trading partner.

2/ For details on the export-competitor weighted effective exchange
rate index, see the forthcoming Recent Economic Developments, Annex I.



b. Wage policy

The Government is the largest employer in Solomon Islands, and wage
adjustments for its employeas usually establish a guideline for the rest
of the economy. The Govermment recently entered into a three-year agree-
ment with the Union of Government Employees whereby wages would be adjusted
upward each year by 3 per cent plus one half of the increase in the
consumer price index during the preceding 12 months. While recognizing
the posusible merits of such an arrangement in dampening inflationary
pressures, the ataff observed that it could also lead to an increase in
the real wages that exporters would pay their labor during a profit
squeeze stemming from recessionary trends in external markets. The staff
suggested that provision be made in wage settlements to take account of
profit conditions and labor productivity.

c. Fiscal policy

Despite the difficult economic situation during 1980-82, the revenue
performance has been remarkably buoyant. Tax revenues as a per cent of
GDP rose steadily from a level below 14 per ~ent in 1979 to an estimate
exceeding 17 per cent in 1982. This increase is entirely due to revenues
generated by higher personal income tax receipts and import duties. As
a result of a substantial increase in tariff rates, import duties are
expected to provide over 40 per cent of total tax revenue in 19R2_ com-
pared with 28 per cent in 1979. The staff observed that the average
rate of impori duties to imprrts, however, now stands at about 18 per
cent, almost double the average rate in 1979, and that the potential for
further increases in import d. ties may be more limited. In the future,
the scope for greater reliance on domestic—based taxes should be reviewed
in order to provide a more stable and balanced source of revenue.

Budgetary expenditures and net lending as a per cent of GDP increased
from about 31 per cent in 1979 to about 35 per cent in 1982. To a large
extent, thias rapid growth in expenditures is due to the transfer of func-
tions from colonial to national authorities and the enlargement of the
government administration following independence in mid-1978. Recurrent
expenditures as a per cent of GDP have risen by about a third since 1979
to 23 per cent in 1982, with substantial increases in grants to local
govermments and in expenditures on health care and education. The authori-
ties indicated that the 1983 budget would reflect their aim to slow
expenditure growth as a means of reducing the fiscal and external deficits.

Since independence, capital expenditures have been largely financed
by foreign grants and concessionary loans from governments and multilateral
institutions. These expenditures have virtually stagnated since 1979,
mainly as a result of shortages Iin skilled manpower for project formulation
and implementation. In 1983 and beyond, however, the availability of
external financing could emerge as a constraint, as grants from the
United Kingdom, which accounted for about three quarters of total foreign
grants in 1981, are to be phased down significantly in real terms. The
authorities are seeking alternative sources of external funding.
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CHART 3
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d. Monetary and credit policy

From its establishment in 1976 through 1980, SIMA refrained from
using the usual credit control powers of the central bank, preferring to
allow domestic credit expansion to the private sector to be determined by
commercial bank lending decisions. In early 1981, however, SIMA took
the first step to strengthen its control over credit expansion by intro-
ducing reserve requiremen.s on commercial banks. During the second half
of the year, SIMA established a lending facility, which operates like a
discount window, whereby commercial banks can borrow funds on a short-
term basis in order to supplement their own resources. Treasury bills
were issued for the first time in October 1981 with the expectation that
the continued development of the Treasury bill market would eventually
provide a basis for open market operations. SIMA also intends to influ-
ence credit conditions by ad justing the interest rate paid on commercial
bank excess reserves on deposit. Each of these measures is eavected to
improve the efficacy of monetary policy.

The authorities indicated their intention to continue policies to
promote the mobilization of financial savings and the development of the
financial system. While the authorities recognized that higher rates
might mobilize additional financial savings, they emphasized that interest
rates were market—-determined and that policy efforts to raise deposit
rates 1/ at the present time could also cause lending rates to rise.

They were concerned that in a period of econom-c weakness, this would
further depress private investment activity. As part of their effort to
extend the banking system into rural areas, the authorities established in
March 1981 the National Bank of Solomon Islands (NBSI), a joint venture
with a foreign commercial bank and the Govermment. In conjunction with

the Development Bank of Solomon Islands, NBSI has expanded the number of
agency branches in the outlying islands and has improved these facilities.
In addition, banking opportunities are being offered to the outer provinces
through a8 system of mobile banks operated on ships that visit the 1slands
on a regular basis.

V. Staff Appraisal

With an export structure highly dependent upon a relatively small
number of commodities, Solomon Islands has experienced a deterioration
in the terms of trade of more than 25 per cent during 1981-82. Neverthe-
less, the economy has achieved a significant degree of external adjust-
ment; the deterioration in the currenc account of the balance of payments
has been limited to less than one half of what would have resulted from
the decline in the terms of trade during the period. Weak external
demand conditions and the terms of trade development, however, had a
severe effect on profits and private investment. Real GDP rose only
marginally in 1981 and 18 projected to decline significantly in 1982.

lj The average ylelds on such deposits are currently positive 1in real
terms and roughly in line with rates available in external markets on a
tax-ad justed basis.
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For 1983, a modest improvement in the terms of trade is envisaged, and
real GDP is expected to grow by 4 to 5 per cent on the stimulus provided
by an increase in export volume.

In the face of unfavorable external economic developments, the
Govermment'e economic and financial policies during 1981-82 were designed
to expand exports, restrain less essential imports, and to increase
domestic resource mobilization. The policy meassures included a devalua-
tion of the Solomon Islands dollar in March 1981 and in August 1982, sudb-
stantial ince¢~ases in import duties and improvements in tax collection,
and a continuation of investment projects in export industries. At the
same time, mon~tary policy was conducted in a flexible and pragmatic
manner. As a whole, these policies helped contain the deterioration in
the external accounts. However, the budget deficits and the Government's
net use of bank credit were greater than expected in both years. There
have been problems in the planning and execution of development projects
and also in containing recurrent expenditures to budgeted level~. Although
the revenue performance has been buoyant, this has been based partly on
a markedly increased : ‘pendence on import duties. The scope for greater
reliance on domestic-based taxes should be reviewed in order to provide
a more stable and balanced source of revenue.

The policy strategy for 1983 should aim at stimulating export-led
growth by influencing the domestic cost/price structure. The devalua-
tion in August 1982 and the increased flexibility in exchange rate policy
should help enhance export profitability. However, it 1s important that
this exchange rate adjustment be supported by appropriate monetary and
fiscal policies and by measures to contain wages.

Budgetary policy is of crucial importance. The sgtaff believes that
failure to reduce the budget deficit significantly in 1983 would hinder
the adjustment effort and may crowd out private investment or intensify
pressures on the balance of payments and prices, particularly since
foreign ald prospects are somewhat less optimistic. The tax performance
is likely to benefit from further improvements in revenue collection and
from the resumption of economic growth. However, the staff believes
that additional budgetary ad justment would be needed and that it should
come largely from restraint in current expenditures.

In that connection, monetary policy must be conducted in a manner
that covers the credit needs of the productive sector, without adversely
affecting the balance of payments or generating inflation. The staff
welcomes the recent measures to improve the scope for monetary management.
At the same time, the staff believes that efforts should be continued to
stiengthen the mobilization of domestic savings and encourage the develop—
ment of the financial system; the extension of banking facilities 1in
rural areas and active use of interest rate policy could contribute to
the realization of these objectives.
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The Government's policy linking wage increases to the inflation
rate iu the preceding year {s intended Lu provide a guideline for wage
settlements in the rest of the econoay and to dampen inflationary pres-
sures. While cognizant of the advantages of this arrangement, the staff
balieves that wage settlements in the private sector must also take into
account changes in producrivity and the profitability of the enterprises.

The staff believes that policy adjustments along the above lines
should strengthen the export sector and improve the balance of payments
over the mediun tern. However, considering the uncertainties in the
world economic situation, the staff believes that the authorities should
maintain flexibility in domestic policies to permit further adjustments
should the need arise.
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Fund Relations with Solomon Islands

Date of membership:
Quota:

Article VIII status:

Trust Fund:

Use of Fund resources:

Fund holdings of Solomon
Islands dollars (as of
August 31, 1982):

SDR holdings (as of
August 31, 1982):

Exchange rate system:

Technical assistance:

Last Article IV
consultation:

September 22, 1978.
SDR 3.2 million.

The Solomon Islands Government accepted the
obligations of Article VIII, Sectiona 2, 3, and 4.

Not eligibdle.

Under the one-year stand-by arrangement (May
29, 1981-May 28, 1982) for SDR 1.60 million,
SDR 0.8 million were purchased leaving an
undrawn balance of SDR 0.8 million on expiry
of the arrangement.

SDR 3.98 million or 124,40 per cent of quota.

SDR 1.25 million, or 192.23 per cent of net
cumulative allocation of SDR 654,400.

Since August 1982, the Solomon Islands dollar has
been pegged to a trade—weighted basket of curren—-
cies of four of its major tradiag partners: the
U.S. dollar, the Australian dollar, the Japanese
yen, and the pound sterling. Concomitantly, the
Monetary Authority was authorized to make discre-
tionary adjustments to the exchange rate of the
Solomon Islands dollar with respect to the currency
basket, which do not exceed, on balance, 2 per

cent in any four-week period. The representative
rate of the Solomon Islands dollar, established
with the Fund, is the rate for the U.S. dollar
obtained on the basis of the mid-point between
buying and selling rates for the Solomon Islands
dollar against the Australian dollar and the repre-
sentative rate for the Australian dollar.

The Central Banking and Fiscal Affairs Departments
and the Bureau of Statistics have provided technical
assistance in the areas of monetary management,
provincial taxation, and in balance of payments
and general statistics. The Fund 18 currently
providing three experts under the CBD Technical
Asslistance Program serving as General, Operational,
and Research Managers of the Solomon Islands
Monetary Authority. In addition, the CBD will
provide assistance in drafting legislation gover—
ing the transformation of the Monetary Authority
into a central bank.

October 29, 1980 (SM/80,244); staff discus—-
sions were held during September 1-14, 1980.
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World Bank Group Operations in Solomon Islands

Summary
Project Date of Amount
Status Approval Beneficiary Purpose US$ mn. Terms
l. Approved March 1981 Davelopment Relending 1.5 IDA
Bank of
Solomon Islands
(DBSI)
2. Approved Feh. 1982 sovernment of Primary 5.0 IDA

Solomon Islandes education

Project Description

1. The project will aesist the DBSI in providing finance for investments
in all sectors of the economy for the period 1981-82. The AsDB is the lead
cof inancier for this operation. Their US$2.0 million credit became effec-
tive on May 21, 1981 and disbursements from their credit have commz.iced.
DBSI operations are proceeding approximately as planned and disbursewent
requests for the IDA credit are expected to commence soon.

2. The proposed project would support Government development plana in the
education sector. It would assist the Government in helping provinces and
communities increase access to primary aschools by creating new and upgrading
established facilities, provide training to raise the quality of teachers,
assisting in the development of more relevant curricula, and improving
management.
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Solomon Islands
Basic Data
Area: 28,896 square kilometers
Fopuiation (1981): 233,000
GDP_per capita (1981): sDN £06

979 1980 1981 1982
Staff
Proj.
Output and prices (annua) rates of
change in per cent):
Real GDP 18.1 =5.5 0.6 =4.0
Consumer prices 9.9 15.9 14.6 14.0
Money and credit (annual rates of
change i{n per cent):l/
Broad money 50,2 -8,7 -16.4 0.6
Total domeetic credit 25.5 14.5 21.2 9.8 2
Credit to private sector 17.8 16,2 10.9 4.6

Public finance (annual tates of
change in per cent):

Domestic revenue 41.5 21,5 34.1 9,7
Current expenditure 20.3 21.1 32.8 10.6
Capital expenditure and net lending 32.7 10.7 6.0 5.7
Total expenditure 27.4 16.6 21.9 9.8
Foreign trade (annual rates ot change
in per cent):
Export volume 26.6 4.4 9.7 0.2
Export unit value 40.0 1.8 -9.2 ~6.1
[mport volume 43,8 =2.4 0.7 -6.8
Import unit value 11.1 29.0 12.2 0.1
Terms of trade 25.1 ~21.2 -19.1 -6.2
Balance of payments (SDR million):

Exports (f.0.b. 53.0 56.3 56.1 52.8
Of which: Copra 14.4 9.7 7.9 7.6
Timber 13.1 13.8 14.3 18.9

Palm oil 5.9 6.2 6.9 6.6

Fish (fresh and frozen) 13,0 18.3 18,5 10.4

Imports (f.o.b.) 45,2 56.9 64.3 60.0
1rade balance 7.8 -0.6 -8.2 -7.2
Current account balance 8.0 -9.3 -17.2 -16.9
Overall balance 5.7 =-5.2 -10.3 -7.2
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APPENDIX IIl

Solomon Islands (concluded)

Basic Data

1979 1980 1981 1982
Staff
Proj.
Gross international reserves (end of
period):
In millions of SDRs 28.1 23.2 18.5 20.0
In wveeks of imports 32.6 20.9 15.1 17.4
Selected financial ratios (in per cent):
Current account surplus or deficit/GDP 7.9 -8.5 -12.4 -12.1
Government budget deficit/GDP 2.4 2.8 6.8 7.3
External debt/GDP 3/ 2.7 5.3 9.8 20.0
External debt service ratio 4/ -- - 1.0 3.5
011 imports/total imports 12.8 16.0 23.0 27.3

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

1/ 1In relation to stock of broad muney at beginaning of period.

2/ Prom June 1982-June 198l.

3/ t£xternal public sector debt.

Zy Interest plus amortization on pub'ic debt as ratio c€ exports of goods
and services.



