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GOVERNOR’S STATEMENT AT THE LAUNCHING
OF THE CBSI 1997 ANNUAL REPORT

l. Introduction

Honorable prime Minigter, Spesker of Parliament, Minister of Finance, Minigters,
Members of Parliament, Honorable Chief Jugtice, Attorney Generd, representatives of
the diplomatic corps, permanent secretaries and senior government officids, heads of
satutory authorities, bank managers, directors of the Central Bank, officias of non
government organizations, representatives of the private sector, representatives of the
media, ladies and gentlemen.

It is my pleasure and honor to welcome you tonight to the officid launching of the
Centra Bank’s 1997 Annua Report. It is graifying to note that for the firgt time in
my asociation with the Central Bank, both the Prime Miniser and Finance Minister
are attending this function. This sgnifies a change in governance where there is now
more openness and consultations in the decisionmaking process.

The launching of the Centrd Bank annua Report is a specid occason for the Bank.

This occason provides an opportunity for me to fulfill an important respongbility of
the Centrd Bank in presenting an assessment of economic conditions and prospects
for Solomon Idands and to account for the Bank’s actionsin 1997.

At the outset, | woud like to thank dl the government departments, satutory
authorities, the banks, private sector companies, NGOs, and individuds who have
produced date and information used to complete this report. | would dso like to
acknowledge the useful comments provided by the Board of CBSI and other
individuals on earlier drafts of this report.

| will present my tdk in four pats. In the fird pat, | will summarize the man
messages coming out of the 1997 Annud Report; in the second part, | will briefly
survey the mgor developments and policy issues in the Solomon Idands economy in
1997; in the third part | shdl highlight the maor aspects of the Bank’s operations in
1997 and in the fourth pat | shal be saying a few words on the prospects and
chalengesin 1998 and beyond.

There are five messages coming from the 1997 Annuad Report and these ae
summarized as follows-

Firg our poor economic performance in the past has been due primarily to wesk
policies and inditutions including ingoproprite fiscd policy, week public



adminigration, poor qudity of our infrastructure and wesk legd and regulatory
framework, and inadequate incentives for the private sector.

As an asde, and on a more pogtive note, it is heartening that after the well-known
falures of past governments, we now have a Government in place that has adopted
the right gpproach in deding with the many socid and economic problems of the
nation. Indeed some important initid steps have been taken and no doubt much more
will be done in tme. It is therefore important that we al support these endeavors by
the Government as it establishes the foundations for a more prosperous and happier
future for us and our children.

The second message is that the economic performance in 1997 was mixed. Some
positive developments during the year were overteken by the impact of the Adan
crigs in late 1997. This gave rise to both budgetary as well as bdance of payment
problems.

The third message | wish to convey is the importance of economic policy
coordingtion. That this means is that dl policy ams of Government must move in the
same direction and should not be at cross-purposes and contradict each other. |
believe that we have achieved a lot in this area in recent months through policy
discussons and didogue among oursdves, with multilatera financid indtitutions and
other development partners.  However, there is gill room to improve and to fine-tune
policy coordination and we should put more effort into this.

The fourth message relates to the foundaions for long-term growth of the S
economy. The need for establishing a conducive environment for private sector
invetment canot be over emphasized.  This requires implementation of sound
macro-economic  policies, a trangparent legd and regulatory framework smple
inditutiona  requirements and good phydcd infrastructure to complement private
sector invesment.  Efficient transport system, good hedth services, a reiable and
efficent dectricity supply, and a supply of education and trained manpower are
essentid  requirements for private sector development. Many of these shortcomings
will need to be addressed over the long term in the context of our Development Plan.

The fifth message is that the future of Solomon Idands depends very much on how
prudently we manage our economic policies, how we frame and implement our public
investment program, how fast we reform our laws, regulaions and sector policies,
how well we mange our natural resources, and how wel we encourage and simulate
the private sector to take a leading role in the devdopment of this nation. The
Government has dready Started with actions in many of these areas and | encourage
and support the Government in its endeavors to meet dl these chdlenges in the years
ahead.

. Developmentsin 1997



| will now survey the main highlights of the Sl Economy during 1997. These
developments are covered in more detail in the report.

Gross Domestic Product

In 1997, red GDP growth is believed to have sowed, for a second year in a row,
from 35% in 1996 and 7% in 1995. The evidence of economic dowdown comes
from the overdl primary production index for the mgor commodities which showed a
decline of 8% in 1997 fallowing a decline of 5% in the previous year. The dowdown
came as a result of lower production in the forestry and fisheries sectors together with
devdlopments in internationd prices for Solomon Idands  principd  export
commodities.

I nflation

The rate of inflation, as measured by the Honiara Retail Price Index, averaged 8.5%
a the end of 1997 as agang 9.2% in 1996. though reatively low in comparison to
previous years, this is till high compared to that of Solomon Idands main trading
partners.

The dedine in the inflation rate in 1997 actually began towards the fourth quarter of
1996. In large part, this resulted from subdued domestic demand stemming from the
government’s inability to access further credit and the rdatively tight monetary policy
stance adopted since the fourth quarter of 1996.

Action by the government to devaue the Solomon Idands dollar a the end of the
year added new pressure on the import component of the CPl. Consequent to the
devauation, the import component of the CPl. Consequent to the devaduation, the
import component of the index overtook the locd items as the main contributor in the
rise of the Honiara Retail Price Index. Over time, a rise in the import component will
trandate into arisein the loca component of the index.

The conduct of macro-economic policies should am to minimize inflationary
pressures, especidly in view of the need to maintain export competitiveness. This is
adso vitd to the dtanment of the reform objectives And the key to minimizing
further pressures will be through efective coordination of the exchange rate policy
with other policies of government, induding fisca, incomes and monetary policies.
In our circumstances, these policies must be supported by the private sector which
should make every endeavor to exercise price redraint. This would aso compliment
efforts to stabilize wages.

Government Finances

Government finances have been amgor cause of macro-economic ingability for some
years. Thisissueisdiscussed in detal in the Report.



Government  finances during 1997 remaned problematic with week revenue
adminigtration, over-expenditure and mounting debt arrears.  As you are wdl aware,
this problem has continued over anumber of years.

In the absence of data on expenditure it is estimated that the government had a budget
deficit of $110 million as measured by the change in the total stock of debt between
1996 and 1997.

Revenues collected in 1997 were lower than in the previous year and the budge
edimates for 1997. It is edtimated that revenue collections would have been higher
by $96 million or 30% if there had been no duty exemptions and remissons. | wish
to point out that had the duty exemptions and remissons not been given, the fisca
deficit in 1997 would have been only $14 million rather $110 million. It is pleasing
to note that this problem is now being addressed by the new government.

Tota expenditure on a cash bass was $306 million in 1997, wel bdow 1996
expenditures and the 1997 budget edtimates. However, the worsening of the
government arears podstion by $110 million during 1997 suggedts that totd
expenditures was sgnificantly higher than the cash expenditure.

The new Government has made dgnificant progress in rescheduling and reorganizing
most of its domestic debt. This is most wedcome epecidly by the financid
inditutions whose earnings and cash flow pogtions were serioudy affected by the
arears. | believe the new government is serious in its endeavors to address the debt
sarvice arrears and to re-open the securities market. However, the task remains far
from complete, especialy in addressing externa debt arrears.

Fiscd management must be improved dragticdly if there is to be success in
improving the Government financia pogtion. The Auditor Generd’s concerns in his
reports for 1993-95 precisely highlight these needs. It points to the urgent need to
improve SIG accounting and audit sandards. The Auditor Generd’s inability and
refusd to express an opinion on the accuracy or othewise of the SIG accounts
because of inadequate financid records is a serious indictment of government's
financid management. This must be rectified quickly. Other serious concerns
brought out in the Auditor Generd’s reports include the breach of the reevant
indructions and regulations, the wide discrepancies between SIG accounting records
and bank gatements, large vaue of dishonored cheques and unretired imprests to
public officers, large unrecorded ligbilities, and large contingent ligbilities in the form
of SIG guarantees. All these concerns must be addressed as a matter of priority.

In addition, expenditure monitoring and control procedures are currently non-existent.
These procedures must be introduced quickly to ensure that each Ministry within
government complies with the budget dlocations made to it. Accurae, rdiable and
timely accounts would be an essentid requirement for government tot monitor and
control its expenditures.



External Sector

The balance of payments outcome for 1997 showed an overal surplus of $34 million,
lower than the $62 million surplus in 1996. The surplus raised the level of reserves to
$150 million or just under two months of import cover, dightly higher than a the end
of 1996. The surplus came largely from the capital account flows. The trade account
was in deficit because of the downturn in log exports in the second haf of the year
aong with asharp risein imports.

The externd account performance in 1997 was influenced by the government externd
arears podtion; the Asan economic crisgs, and the devduation of the S dollar. At
the end of 1997, the amount of government externd arears totaed $75 million, of
which more than $52 million arose from non-servicing of debt since 1995, and $23
million represented oustanding contributions to regiond and other internationa
organizations. If these arrears were cleared, the underlying level of reserves would be
reduced by one-haf. This provides an import cover of only a month. In other words,
we ae overdating the true podtion of the externa reserves to the extent of $75
million.  Sadly, the events that led to the current arrears Stuation could have been
avoided, as | explained in my earlier comments on government finances.

The impact of the ASan economic crigs on Solomon Idands key export commodity
probably brought home the message of the need for sustainability, more than any
other event during the year. Just as the government arears had atificidly keep the
reerves levd high, so has the flow from log exports, long known to come from
unsustainable harvesting rates.  Further, up to mid 1997, the economy had been made
to depend on logs for more than 50% of its export receipts while government counted
on it for more than 50% of its revenues from internationd trade taxes. The
fundamenta cause for concern is that the economy has become vulnerable to externd
shocks because of over dependence on the logging industry. This is a structurd
weakness of the economy which needs to be addressed by government if Solomon
Idands is to cushion againg future adverse developments in one or two mgor export
commodities, asis now happening.

The devduation implemented in mid-December was a necessary dep in the light of
the externd resarves being serioudy threatened by, among other developments, the
dowdown in log export receipts. Prior to this action, the reserves were faling
precipitoudy and had it not been for the flows of officid transfers in the preceding
months, the reserves would have been sgnificatly lower in terms of import cover.
The devaluation alowed the reserves to be sustained at around two months cover by
the year-end.

As emphaszed in the Report, for the devauation to have a pogtive impact on the
bdance of payments and to minimize the pressures on price leves that inevitably
follow, this action must be supported by other appropriate policy measures.
Redrictive monetary, fisca and incomes policies will need to be firmly in place to
improve the balance of payments weaknesses.



Monetary Developments

Monetary developments were influenced by the balance of payments, as domestic credit
remained subdued as aresult of problemsin government finances. Theirony isthat the
duggish growth in credit took place at atime when there was surplus liquidity in the
system aswdl asredively low interest rates.

Broad Money (M3) growth during the year dowed to 6% as agangt 16% in the
previous year. The dowdown came paticularly in the second haf of the year as the
externa sector fdt the impact of the dowdown in log receipts.

Total domestic credit rose by only 3% for 1997, up dightly from a growth of 2% in
1996. Credit to government remained depressed because of the continuing problems
in the government securities market. Credit to the private sector rose by 7%, dightly
up on the 6% in the previous year.

Surplus liquidity remained redively high throughout the year. This in pat, caused
interest rates to decline. However, depost rates fdl faster than lending rates and
resulted in the widening of interest rate margins.

Price and externd dability remained important objectives of monetary policy
throughout the year. The inflation raie remaned rdativdy low and dable by
higorical standards. Externa reserves increased but came under pressure towards the
end of the year. Under these circumdtances, a relatively tight monetary policy stance
was maintained since the last quarter of 1996. The required liquid asst ratio (LAR)
could not be deployed for monetary policy purposes partly because the ratio was
dready a its legd maximum of 40%, and partly because the securities market was
inoperative.  Given this Stuation, the mop-up indrument (Bokolo Bills) remained in
place throughout the year.

1. CBSl Operations
| would now like to turn to CBSI’ s operation in 1997.

The Bank had another year of profitable operations in 1997. Tota operating profits
were $3.3 million compared with $4.5 million in 1996. The reduction in profits arose
from severd factors including a reduction in domestic interest income from lending,
interest cods associsted with the conduct of monetary policy through the issue of
Bokolo Bills and higher administration expenses.

One of the important functions of the Central Banks is to provide economic data,
andyss and advice on matters affecting the SI economy.  The Economics
Depatment of the Bank is engaged in the compilation and andysis of economic data
and dissamination of the same to the Management, Board of Directors, Government
and, through the Bank’s regular publications, to the generd public. The Central Bank



publications are one of the few sources of regular economic information in the
country and it is highly vaued by those interested in the S| economy.

The Centrd Bank aso has the dtatutory obligation to advise Government, through the
Minister of Finance, on economic and financid matters  The Bank has tried to
achieve this through mestings with the Miniger and Permanet Secretary of finance,
written communications, paticipation in the Government's Policy and Structurd
Reform Taskforce and Committee, participation an inter-departmenta meetings, and
more recently, briefing to the Caucus and Cabinet as required.

The Centrd Bank on numerous occasons warned governments in the past about the
exiding and emerging economic and financid problems. Had these warnings been
taken sarioudy, | beieve that we would not have been in the current economic
gtuation. It is very gratifying that a change in gpproach has now taken place and the
new SIAC government has recognized the importance of the Centra Bank’s advisory
role.

In the area of Government debt management, condderable efforts were placed by
CBS on regularizing the SIG debt and debt service arrears. The Centra Bank
facilitated the process by developing various scenarios for discusson, assging the
Government in negotiations with the creditors, and opening the Revenue and Debt
Service Accounts for the SIG to alow it to better manage its finances. This has so far
enabled the Bank to service the securities market regularly since January 1998.

The issue, redemption and destruction of currency notes formed a sgnificant part of
the Bank operations. Currency issued by the Central Bank in 1997 amounted to $73
million or 11% more than in 1996.

The Bank continued to adminisger the Banking Act 1976. A new Financid
Indtitutions Bill was drafted in 1997 and this was enacted in April 1998. The basic,
purpose of the new legidation is to update the regidration and supervison provisons
governing finanaid inditutions

The Bank dso adminigered the Exchange Control Regulations, which are gpplied
liberally for current account transactions and redrictions gpplied only to capitd
account transactions. There was some tightening of exchange control policies toward
the end of 1997 but this was eased again in early 1998.

Other mgor activities included management of foreign reserves, exchange rae
policy, supervison of commercia banks and support to the SI Credit Union League.
These are explained in some detall in Chapter 8 in the Annua Report.

Congderable emphass was placed on daff training in 1997. This follows our
recognition that ultimatdy it is the qudity of our daff which will determine the
quaity of the Centrd Bank. The Bank will continue to emphasize gaff traning and
development.



V. Challenges and Future Directions
Now | will briefly say afew words about the chalenges facing Solomon Idands.

1998 will essentiadly be a year of adjusment and consolidation. Some important
seps have been taken towards economic dability but this is not enough. We must
continually monitor and assess the domestic and externa economic environment and
adjust our policies as required by the changing circumstances.

In the area of macro-economic management, the most serious problem in the past has
been excessve government expenditure, wesk revenue adminigtration including the
widespread use of tax exemptions and remisson, unsustainable fiscal deficit and debt
accumulation.  These problems will need to be tackled with utmost urgency. The firg
most important chdlenge for the government therefore is to address these fiscd
imbalances.

The SIAC Government has the declared policy, and may | add, the politica will to
correct the fiscd imbaances of the past.  Important postive actions have been taken
including those announced in the text of the 1998 Budget. Nonethdess | see
considerable risks that the Government objective of achieving a badanced budget
might come under serious threat for reasons of revenue weaknesses and expenditure
ovearuns. My biggest fear is that the highly optimistic revenue forecast in the 1998
Budget may not be redized under the depressed economic conditions expected for
much of this year. At the same time, pressures for new expenditures can not be ruled
out. These wesknesses are dready reflected in the Government’s cash flow for the
firg four months of this year. | would therefore be most important for the
Government to closdy monitor developments in its cash flow and take remedid
measures immediately S0 as to address the underlying causes of the problem.

The second most important chdlenge for the Government is to improve public
finance management by improving its accounting Sandards and by edablishing
proper interna audit procedures. These points have been highlighted in the recent
Auditor Generd’s reports for 1993-95 and | do not wish to repeat them here. What |
would like to emphasize, however, is tha monitoring and control of public
expenditures is likdy to be very difficult unless competent accounting capabilities are
edablished in each Government minisry. It is mogt gratifying to note thet the
Government is dready taking measures to address this concern. | would ill urge the
Government to accelerate these necessary processes.

The third most important chalenge for the Government is to keep its commitments to
its creditors and service the SIG debt on time. This process has begun in February
1998 and it is most important that the debt service obligations are continualy met on
time to resore confidence in Government finances and to edtablish some kind of
“track record” so that the securities markets can be re-opened. Furthermore, the
credibility of SIG with externa creditors remains wesk and efforts must now be made



to reorganize debt arrears to foreign creditors. This is very important in order for the
Solomon Idands to access foreign private sources of capital once again.

The fourth chdlenge facing the Solomon Idands in 1998 is bringing inflation down.
For some years now, our inflation rate has remained higher than that of our trading
patners.  This has not been hdpful in maintaining the competitiveness of our export
sector and has been the mgor determining factor in the depreciation of the SI dollar.
We mug try and change this inflation must be brought down. This objective can
only be achieved if we pursue tight fisca, monetary and incomes policies and address
some of the sructurd causes of inflation.

Moderation of wage growth can play an important role in contaning inflation.
Government needs to play a much more proactive role in the nationd wage
determination than has been the case hitherto. While | wamly wecome
Government’s recent announcement to freeze public service sdaries, further concrete
deps are required to ensure this actudly heppens. It would dso be hdpful if the
government were to give directives to stautory bodies and guiddines to the private
sector on this mater. The guidance of government will be important to datutory
bodies and the private sector employers in order to take decisions that are supportive
of Government palicy.

Yet another area of concern in 1998 will be the baance of payments developments
and the levd of foreign exchange reserves which remans a a redively low leve.
The outcome in the baance of payments and reserves podtion will depend essentidly
on how we conduct our macro-economic policies (which are within our control), and
developments in the externa markets for S exports (which are outsde our control).
Should the externd environment deteriorate further in 1998, we should be prepared to
take additiond corrective measures, otherwise our foreign exchange reserves will be
quickly depleted.

This brings me to the Government’s role in economic development. This has dready
been adequately spelt out by the Government on severd occasons both insde and
outsde of Parliament and | will not bore you further on it. In 1998, Government has
a capitd program of $200 million and a large part of the operating budget is to be
used for human resource development through spending on hedth and education. As
| stated last year, the efficiency and effectiveness of Government expenditure should
be improved dradicaly to ensure that we get more for each dollar of public
expenditure.  Hidoricdly, the average invesment-to-GDP ratio in Solomon Idands
has been around 30-35%. This ratio is high by world standards but it has had little
impact in promoting sustained economic growth. Hence, one of the chdlenges facing
us is to improve the quality and effectiveness of Government expenditure and to give
priority to projects and programs which will give high socid and economic rates of
return,

On this occason lagt year, | emphasized the importance of good governance as an
essentid ingredient for economic and socid advancement of Solomon Idands.  On



that occason, | dso cdled for effective and meaningful partnership between different
leves of Government, the private sector, non-government organizations churches, our
local communities and our overseas development partners. | am happy to note that
the new government has aready embraced the concept of partnership and has
embarked on a path that addresses these concerns.

To conclude, we in the Solomon Idands have just embarked upon a long and difficult
journey of reform and devdopment. The results will only come with time. But it is
important that we continue on the path that has been adopted and not turn back
because of some obstacles dong the road. We need strong politica will, we need
cooperation and patnership in the community, and we need assgtance from our
development partners to achieve better lives for dl our citizens. | am sure tha
positive results will come from these efforts in not too distant a future.

Ladies and Gentlemen — may | conclude by commending the 1997 CBS Annud
Report to you.

May God bless you and thank you for listening.



