1998 Speech

GOVERNOR'SSTATEMENT AT THE
LAUNCHING OF THE CENTRAL BANK OF
SOLOMON ISLANDS 1998 ANNUAL REPORT

WELCOME AND ACKNOWLEDGEMENTS

[Spesker of Paliament, Miniger of Fnance, Minigers, Members of Parliament,
Honourable Chief Judtice, Attorney Generd, representatives of the diplomatic corps,
Secretaries to Minidries and other government officias, heads of datutory authorities,
bank managers, directors of the Central Bank, managers and representatives of private
sector  companies, offidas of norrgovernment organisations, representatives of the
media, ladies and gentlemen|

It is my plessure to welcome you dl this morning to the launching of the Centra Bank
Annua Report for 1998. This launching provides me the opportunity to fulfill an
important respongbility of the Centrd Bank in presenting an assessment of economic
conditions and progpects for Solomon Idands, and to account for the Bank's actions in
1998.

At the outset, | would like to thank dl the government departments, Statutory
organisations, the banks, private sector companies and various individuds who have
provided data and information used to complete this Report. Without your support and
cooperation, it would have been difficult to complete it. Thanks dso to CBSl Directors
and other individuds who have provided useful comments on ealier drafts.  The
assessments and interpretations contained in the Report are of course ours.

INTRODUCTION

At this gahering lagt year, | highlignted five aess tha underpin our economic
crcumstances up till now. These are, wesk policies and inditutions, a weak public
adminidration and regulatory framework; lack of coordination between dl policy ams of
government; the absence of a conducive environment for private sector growth; and an
goprehenson to reforms.  The continued negligence of these fundamentas by successve
governments has had a detrimental impact on the economy.

It is heartening to note that in the context of its Policy and Structura Reform Program,
the present government is addressng, and has made considerable progress on al these
aress in the last twelve months.

INTERNATIONAL ECONOMY



In the international scene, world output and trede declined dgnificantly in 1998.
Reflecting wesk globa demand conditions, commodity prices and inflation both declined
shaply. In addition, the voldility in cgpitd flows and financid turbulence in the
merging markets of Ada Lain America and Russa have severdy damaged economies
of many countries. In our region for example, the economic down-turn in East ASa has
resulted in growth declining from 6.6% in 1997 to 3.7% in 1998 in mos of the Asa
Pecific region.  The economies of Jgpan and Korea, two very important markets for
Solomon Idands exports, experienced sharp downturn in production with the Jgpanese
economy contracting by 2.8% and Korea by 5.5%.

DOMESTIC ECONOMY

Given this internationd economic environment, 1998 was an extremdy difficult year for
the Solomon Idands in terms of exports and economic growth. It is estimated that GDP
declined by around 7%, mainly on account of the impact of the Asan financid crigs on
the logging indusiry which has traditionaly accounted for over 50% of Solomon Idand
export receipts and about 25% of Government revenues. It is however, gratifying to
redize that the Government’s policy response to these negative developments have been
adequate, timey and decisve thereby, further damage to the domestic economy was
mitigated. These policy actions include the tightening of fiscd and monetary policies,
the devaduation of the S Dadllar, and the containment of wage awards & a modest levd.
These actions have dso hdped Government mobilise sgnificant amounts of financid and
technical assstance from multilateral and bilatera sources to avert a baance of payments
crigs.

REFORMS

In addition, it was fortunate that our development partners provided strong support to the
Government in its efforts to ded with the financial criss. Of particular importance was
the USD$25 million assstance [of which USD$15 million was disbursed in 1998] from
the ADB, the cash inflows from PNG and the Republic of China and the ggnificant
technical assstance through AusAid in support of the dructural reforms undertaken by
the Government. Undoubtedly the assistance has accelerated the progress of the
government’s reform programs.  Indeed it is worth noting that in terms of its debt and
arears dtuation, and on macro economic  Sability, the government has made
consgderable progress in the last 15 months. The mogt notable achievements during this
period were: -

Government has paid most of its arrears to external and domestic creditors: hence, it
is now current on its interest obligations. The Government is further committed to
remain current with its new debt service obligations in 1999 and onwards.

Interest arrears on government securities up to the end of 1997 are being re- pad in
accordance with the ingalment repayment agreement with the domestic creditors
early last year. These payments should be completed by the end of this year.



Overdue obligations to the Nationd Provident Fund of $38 million were securitised
into long term bonds.

Public Service restructuring program is on track.

A large portion of the Treasury Bills stock vaued a more than $200 million was
redructured into long-term bonds. This was made possble through the close
collaboration and cooperation between the Government, the Commercia Banks, the
Nationa Provident Fund and Central Bank.

These actions have been quite effective to the extent that further financid and technica
assgance is expected from development partners for the reform programs and
rehabilitation process.

MONETARY POLICY

In 1998, the conduct of monetary policy was guided by the need to achieve price and
bdance of payments dability, while avoiding a severe recesson in an economic
environment influenced by the collapse of the country’s main export markets. Monetary
policy therefore has had to be managed in a manner which required a fine baancing act
in containing inflation and beng mindful of bdance of payments difficulties while
avoiding excessve compresson in domestic demand. This was further condgrained by
the inoperative government securities market. The Centrd Bank therefore, had to rely on
its own paper, the Bokolo Bills, to conduct monetary policy.

During 1998, monetary policy was tight. Interest rates on short term Bokolo Bills were
doubled and 12 month Bokolo Bills were introduced at the competitive rate of 8.5%. The
market was opened up to the genera public in order to induce competition with
commercid bank depodts. These measures have influenced commercid banks term
deposit rates which rose sgnificantly.

In keeping with this policy stance, and ensuring that public finances are back on track, it
is important that the government debt sStuation is normdised as quickly as posshle.
Accordingly, the Government successfully negotiated an agreement with mgor domestic
creditors whereby more than 80% of its Treasury Bills stock has been restructured into
long term bonds. Furthermore, the Centrd Bank advances to Government will be
securitised as Treasury Bills and sold to the public usng an auction process for purposes
of conducting monetary policy and to edablish a market-determined interest rate.  This
exercie will dso include the phasing out of Bokolo Bills.

As part of the debt restructuring plan, the Gentral Bank’s Liquid Assats Ratio [LAR] was
redefined to exclude Treasury Bills, the Ratio now comprises only cash items. At the
same time, the ratio was lowered from 40% to 7%/%%.

INFLATION



Domedtic inflation remains a mgor area of concern. During 1998, and into the early part
of 1999 it remaned in double digits, inspite of tight monetary and fiscd policies and a
relatively dable exchange rate.  The annud inflation rate at 12% reflected mainly the
effects of the 20% deva uation of the Solomon Idands

dollar in December 1997. The inflationary impact of the devauation was somewhat
mitigated by a weskness in other regiond currencies, paticularly the Audrdian dollar
and New Zedand dallar, which are the main sources of imported consumer goods for
Solomon Idands.

However, the causes of, and factors which influence domestic price movements have yet
to be ascatained. In that connection, the Centrad Bank will research into the Sructurd
causes of inflation such as the pricing behaviour of mgor importers and Sate enterprises,
the impact of supply congraints such as the scarce availability of land for housng and
ther impact on rentd codts, the state of infrastructure such as roads, and the price
regulatory regime by the Price Control Unit. We hope to make the findings of the study
available to the Government so that gppropriate action could be taken to curb inflation

THE BALANCE OF PAYMENTS

The baance of payments outcome for 1998 was favorable with the foreign reserves
postion improving from $151 million in 1997 to $234 million in 1998. The
improvement was mainly the result of the generous support from development partners,
paticulaly the Asan Devdopment Bank which disbursed around $76 million, and
subgtantial  inflows from the governments of PNG and ROC last year. However, the
underlying baance of payments postion remains wesk with heavy rdiance on imports
and dependence on a relaively narrow export base. In that connection, the opening of
the Gold Ridge gold mine last year is a welcomed development in establishing a more
diversified export base.

The externa reserves were maintained a levels much higher than ever before.  However,
the Centrd Bank’'s objective is to build this further to around 5 to 6 months of import
cover. This is important not only for baance of payments purposes, but adso for creating
confidence in the Solomon Idands dollar and the economy.

OUTLOOK

The outlook for 1999 is good. The economy should be able to achieve a growth rate of 2
3%, reduce the inflation rate down to pre-devaudion levels, and achieve a reasonable
baance of payments outcome. Tota production should rise as export prices improve.
Thisis achievable provided, sound macro-economic policies are vigoroudy pursued.

The man rik to the economy in 1998 was the politicd ingability, which ddayed
implementation of necessary reforms.  In 1999 the main risk comes from the law and
order problems, especidly those emanating from the current socid unrest.  Besdes thé,
the risng abuse of drugs and youth related problems may severdy damege the socid



fabric. These problems will put pressure on government finances and have the potentid
of reverang the momentum ganed in the lagt few months. Furthermore, the continuing
weeknesses in the economies of our main export markets are cause for concern in terms
of our trade with the rest of theworld. Theserisks aside, the prospects for 1999 are good.

CBSI OPERATIONS

Now | would like to say just a few words on the Bank’'s operations in 1998. The total
balance sheet of the Bank grew by 33% last year compared to an increase of 18% in the
previous year. However, net profits last year were $2.55 million compared with $3.3
million in 1997. This decline attributed mainly to lower externd interest earnings, higher
domedtic interest costs associated with the conduct of monetary policy through the issue
of Bokolo Bills, and higher saff costs due to dtaff and organisationa restructuring. The
redructuring process, which is continuing this year, will dso include the converson of
the Bank’s senior management postions to fixed term contracts, and to control cogts, the
Bank is dso out-sourcing more of its sarvices. When the financia sector reforms are
implemented, the Bank’s role and activities will be expanded, particularly in terms of its
supervisory functions.  In 1999, we hope to take up necessary amendments to the
Financid Inditutions Act, which will include provisons to prohibit pyramid sdling
schemes and other get-rich-quick money schemes.

During the year, the Bank's working rdationship with the government has been and
continues to be very cordid. The Bank has been actively involved in the formulation of,
and is active in the implementation of the Policy and Structurd Reform Program, as well
asin other areas of policy didogue.

CONCLUSION

Ladies and gentlemen, the 1998 Annual Report would not be possible to complete
without the support and cooperation of many of you, for which we are very grateful. In
particular, | would like to acknowledge the contributions and services of the members of
the CBSl Board, including three former Directors who served till late last year. | want to
thank Mr John Adifaka, Rev. Ellison Pogo and Mr Laurie Chan, for their guidance and
advice. Thanks aso to our Externa Auditors — Price Waterhouse & Coopers - and the
Auditor Generd, for the timey completion of the Bank's Annua Accounts. Also our
printers for getting the Report in time for this morning's launching. | should dso like to
say thanks to the SIBC for the use of these fadilities, and to Ms Maeke for providing the
caering sarvices.  Ladly, | would like to thank my own gaff of the Economics and
Corporate Services Depatments whose efforts are fulfilled by the publication of this

Report.

In concluson, | would like to make reference to a point | made in my tak during this
occason last year: tha is, we have resolved to and embarked on a long and difficult
journey of reforms. It is important that we cary on the task with perdastence and
determination otherwise we may lose the gains we have dready made. The internationd



community has demondrated its confidence in the government's reform programs.
Likewise, our own private sector has shown

confidence and its readiness to play its pat. | encourage the government to teke
advantage of these pogtive changes. That will need drong political will, the cooperation
and partnership of everybody in the community. Lest we become complacent, we must
be reminded that we have not come out of the woods yet. As | dluded to earlier, the
ingredients for a turn-around in the economy are present. Let us therefore get on with the
task at hand to make a better Solomon Idands for us al and our future generations.

Ladies and gentlemen, may | now commend the Central Bank’s 1998 Annua Report for
your reading and | thank you for ligtening.



