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GLOSSARY

The following terminologies are defined in the context of Solomon Islands.

Balance of Payments (BoP): records all payments and receipts relating to the movement of funds between a country
and foreign countries.

Bank Liquidity: Total amount of cash held by banks and not used for investment or other transactions.

Capital account: records international transactions relating to the flow of capital between a country and foreign coun-
tries, such as investment, loans etc.

Current account: records international transactions relating to the flow of goods, services, income and gifts. A surplus
indicates higher inflows than outflows and a deficit indicates the opposite.

Domestic credit: value of loans and advances obtained from within the country.

Excess Liquidity: The liquidity that banks possess that is greater than the minimum prescribed by the Central Bank.
Exchange rate: the price of foreign currencies stated in terms of the local currency or the vice versa.

Exports: goods that a country sells abroad.

External reserves: stock of foreign currency assets of the Central Bank. These assets are earned though exports, foreign
aid and loans obtained from institutions abroad.

Gross Domestic Product (GDP): Total value of all final goods and services produced in an economy during the course
of a year.

Honiara Retail Price Index (HRPI): a consumer price index which shows the price level and changes in price level
of goods and services in Honiara over time. This information forms the basis for calculating inflation in the
economy.

Imports: goods that a country buys from abroad.

Liquidity Asset Requirement: Usually defined as a percentage of deposit liabilities of a commercial bank that shall be
hold as cash or as balance with the Central Bank.

Money Supply: the total quantity of money in a country’s economy at a particular time.

Narrow money: notes and coins in the hands of the public plus money held on demand deposits at the Central Bank.
Net Credit to Government: value of borrowings by Government less its deposits at the banks and the Central Bank.
Private sector credit: value of borrowings by private companies and individuals within the country.

Quasi money: Total of time deposits and savings deposits.

Trade balance: the difference between merchandise exports (goods sold overseas) and merchandise imports (goods
purchased from overseas).

Trade surplus/deficit: a trade surplus is when the value of exports is higher than the value of imports, whilst a trade
deficit is when receipts from exports are less than payments for imports.
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Chapter I. ECONOMIC OVERVIEW, POLICY ISSUES AND ECONOMIC OUTLOOK

The Solomon Islands economy showed some resilience
in 2013 on the back of solid domestic demand conditions,
strong non-commodity sector and large public invest-
ments. On the other hand, the commodity sector, driven
by weak export prices that were inherited from the pre-
vious year and tight domestic supply conditions, shrunk
substantially in the first quarter to outweigh recoveries
in subsequent quarters. On a positive note, gross foreign
reserves accumulated further despite weak trade and cur-
rent account positions. During the year, credit to the pri-
vate sector gathered momentum indicating an increase
in private sector activities while on the fiscal front, the
Government was able to contain expenditure growth to
achieve a budget surplus.

Preliminary estimates showed the economy expanded by
3.2% in 2013 and was broadly around the revised 3.3%
growth achieved a year ago. The positive outcome in 2013
was driven mainly by non-commodity sectors such as
construction, manufacturing, transport & communication,
retail & wholesale and public investments. However, all
commodity sectors except for fisheries contracted during
the year as a consequence of the slack performance in the
first six months. Log production fell by 3% to 1.897 mil-
lion cubic meters in line with industry expectations. Gold
output plunged by 13% to 58,690 ounces and was mainly
due to a fall in production in the first quarter. Agricultural
output was also down with copra and palm kernel oil re-
cording notable declines.

Domestic demand conditions in the country were upbeat
during the year. The CBSI manufacturing index, a proxy
for domestic demand conditions rallied 9% to 207 points.
The number of issued building permits, another proxy,
also trended upward indicating construction activities
within Honiara were booming. This indicator was seen to
be consistent with loans issued by the commercial banks
to the construction sector and the housing component un-
der personal loans, as well as capital funded projects with-
in and outside of Honiara. Consumption was also on the
rise boosted by commercial bank lending to the personal
sector and rising fiscal expenditure.

Labour market conditions moderated in 2013 with the
number of active superannuation contributors rising to
47,785. Other employment indicators such as the CBSI
job advertisement survey and public service workforce
showed similar trends. However, creating more job op-
portunities for the unemployed working age population
remains a challenge that needs to be addressed sooner
than later.

The trade position of the country swung sharply from a
$347 million surplus in the preceding year to a deficit of
$168 million in 2013. This unfavourable outcome stemmed
from contrasting movements in exports and imports. Ex-
port receipts slumped by 11% to $3,212 million owing
to large declines in gold, copra and round log receipts.
Broad based weakening of commodity prices and adverse

supply shocks to major commodities, particularly in the
first quarter, underpinned the poor export performances.
Imports on the other hand, rose by 3% to $3,380 million.
The high import payments were attributed to machinery,
mineral fuel and food categories that buoyed by 7%, 7%
and 6% to $978 million, $900 million and $725 million, re-
spectively.

During the year, the current account balance deteriorated
to a $668 million deficit from a $6 million surplus a year
ago. Despite the adverse external sector developments,
foreign direct investment inflows combined with strong
donor inflows led to the year-on-year accumulation of
gross foreign reserves by 7% to $3,909 million in Decem-
ber 2013.

In 2013, the Central Bank maintained the exchange rate
policy of pegging the Solomon Islands dollar to a basket
comprising of major trading partners’ currencies. Ex-
change rate developments showed the SI dollar appreciate
against the US dollar and Australian dollar. The nominal
appreciation of the SI dollar coupled with higher domestic
inflation relative to trading partners inflation rates caused
the real effective exchange rate to appreciate and affect the
country’s terms of trade. In terms of exchange rate policy
development, the Central Bank appreciated the base rate
in June 2013 while maintaining the exchange rate margins
for the US dollar and the Australian dollar within a two
percent range.

Monetary growth decelerated further from higher growth
rates in the preceding years. Money supply expanded by
12% year-on-year to $3,445 million. This movement was
due to the 13% expansion in the monetary base to $2,034
million. Like in previous years, the monetary growth was
driven mainly by increased foreign inflows and was also
spurred to a lesser extent by credit growth.

Lending to the private sector increased by 15% to $1,440
million in sharp contrast to the subdued growths in previ-
ous years. Of this volume, six categories namely personal,
distribution, construction, communications, tourism and
transport accounted for a combined share of 82%. The
credit growth represented large movements mainly in
personal, distribution, communications, tourism and ag-
riculture. The interest rate margin moved slightly upward
by four basis points to 10.4% by end year as a consequence
of the fall in deposit rates.

Excess liquidity remained structurally high despite re-
newed credit growth and open market operations by the
Central Bank. In 2013, the Central Bank raised the volume
of Bokolo bills issued to commercial banks by $244 million
to $600 million. The weighted average yield for the Bokolo
bills rallied from 0.41% in the previous year to 0.58% in
2013. Meanwhile, the Solomon Islands Government Trea-
sury bills closed the year at $39 million with the weighted
average yield for the 91 days maturities trending down-
ward to 0.2%.
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The Government achieved an overall budget surplus of
$133 million despite large unbudgeted spending pres-
sures earlier in the year. Driving this positive outturn was
revenue collections that totalled $3,193 million compared
to expenditure that were contained at $2,977 million. Rev-
enue collections weakened against budget by 10% but ex-
ceeded 2012 collections by 8%. Likewise, overall expendi-
ture declined by 21% against budget but was 16% higher
than the previous year’s expenditure.

Public debt stock fell to $949 million representing 15% of
GDP. The fall was due to debt repayments that were made
throughout the year. Like in previous years, debt sustain-
ability indicators showed the country was well below the
debt distress level in 2013. However, unfavourable ex-
change rate movements against large debt denominated
currencies caused the external debt to rise in some months.

Inflationary pressures slowed down markedly in 2013 as
a consequence of several factors including the apprecia-
tion of the local currency against major trading partners,
declining global prices for food and fuel items combined
with deceleration in the domestic index. Headline infla-
tion fell to 3.0% in December from 4.6% a year ago. The
imported index contracted by 0.9% in December com-
pared to 2.4% twelve months back. The domestic index
also trended downward to 5.7% from 6.3% a year ago.

During the year, a couple of policy challenges confronting
the country came to the fore. Plunging commodity prices
exposed the economy to external sector vulnerabilities.
The Solomon Islands needs to broaden the export base
and harness non-commodity sectors to improve the resil-
ience of the export sector and the economy as a whole.

The scaling down of budget support grants coupled with
unsustainable fiscal pressures going forward requires the
Government to broaden domestic revenue streams. Fur-
ther to that, revenue collecting agencies must become
more efficient to ensure all collectable dues are captured.

While the exchange rate appreciation policy pursued by
the Central Bank in recent years helped contain inflation-
ary pressures from imported items, it also resulted in an
over valuation of the real effective exchange rate that may
adversely affect the country’s competitiveness. To miti-
gate this, infrastructure projects that can raise productivi-
ty and reduce production costs must be pursued and com-
pleted soon. Exchange rate alone cannot carry the burden
of addressing inflationary pressures and competitiveness
in Solomon Islands; fiscal policy too must be reviewed to
ensure that Solomon Islands is competitive in terms of
taxation against its competing neighbours.

Renewed growth in private sector credit in 2013 was an en-
couraging development. However, most of the new loans
were either attributed to personal loans for consumption
or to a few large corporate clients. The inability to iden-
tify big ticket bankable projects therefore leaves a policy
vacuum for more innovative financial intermediation for
the unserved small to medium enterprises market that not
only has the potential to generate more employment op-

portunities for locals but can also drive the economy more
inclusively.

Outlook for 2014

The Central Bank projects the domestic economy to grow
by 2.4% in 2014 compared to 3.2% in 2013. The major driv-
ers behind the positive growth are fisheries, manufac-
turing, construction and ‘transport and communication’
sectors. Despite the positive out turn, overall growth is
expected to be much slower than the previous year and
the reasons are twofold. First, the logging sector is antici-
pated to record another decline in 2014. The recent flash
flood that struck Honiara and Guadalcanal is the other
major factor. Temporary closures to palm oil and mining
operations on Guadalcanal tilted growth projections to
the downside. While post-flood reconstruction activities
would spur positive economic activities, risks to growth
remain high if Gold Ridge Mining Limited remains closed
for the rest of the year.

The level of gross foreign reserves in 2014 is projected
to rise by 9% to $4,274 million in line with expectations
that more foreign inflows will be received in 2014. On
the downside, the trade deficit is expected to worsen as
imports are envisaged to rise much faster than exports.
The current account deficit that was recorded in 2013 will
persist in the next two years averaging at 15% of nominal
GDP.

Reserve money is anticipated to reverse the 1% contraction
in 2013 with a growth in 2014. The growth stems mainly
from an expected increase in foreign inflows and the as-
sumption that CBSI will not raise the volume of issued
Bokolo bills in 2014. Private sector credit is forecasted to
respond positively to the near to medium-term positive
economic prospects.

The Central Bank forecasts inflation rate to fall within 4%
- 6% range in 2014, coming on the back of renewed pres-
sures from the domestic component. Global fuel and food
indices were showing persistent slowdown in the near to
medium term, which will transpire in expected imported
inflation. However, risks to the upside are forecasted to
come from the domestic index associated with bad weath-
er conditions earlier in the year, tight supply conditions,
unanticipated turnaround in oil prices and planned in-
creases to utility costs.

The balanced budget the Government anticipated for
2014 will be financed mainly by domestic sources and to
a lesser extent by development grants. With the expen-
diture budget of $3,503 million, locally sourced revenue
will finance $3,423 million and development budget the
remaining balance. However,some possible major risks
to the 2014 balanced budget include election related
expenditures,potential increases to unplanned expendi-
tures associated with the recent disaster, and possible re-
duction in mineral revenue.

With the backdrop in 2013, the country needs to build buf-
fers that can help to shield medium to long term growth
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prospects from anticipated unfavourable shocks. All
stakeholders including government, donor agencies, pri-
vate sector and communities must coordinate and consoli-
date past efforts to achieve quality and sustained growth
for the country. The pursuit of various reform programs
that can lead to improved efficiencies across different sec-

tors of the economy must remain a cornerstone of current
and future governments. To compliment these reform
programs, sound policies must not only be formulated but
also implemented to promote investment in the country,
export diversification, access to finance, food security and
construction of quality infrastructures.
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Chapter II1.

The global economy in 2013, rallied moderately as eco-
nomic activity and world trade strengthened during the
second half of the year. Much of the initial drivers of
growth came from recovery in the advanced economies.
Stronger external demand from advanced economies also
lifted growth in many emerging markets and developing
economies, despite domestic demand remaining weak.
The developing Asia and the Pacific region, which re-
mained the fastest-growing region of the world’s econo-
my, also benefited from the growth momentum witnessed
in the advanced economies. Despite these improvements,
uncertainties in the global economy continued as fragili-
ties and downside risks remained.

Global Economic Growth

The global economy is estimated to have grown by 3.0%
in 2013, slightly below the 3.1% in 2012 but above the
2.9% projected earlier by the International Monetary Fund
(IMF) in its October 2013 World Economic Outlook (WEO).
The stronger growth was due mainly to strengthening of
global activity and world trade in the second half of 2013,
registering an annualised 3.3% growth in the December
quarter. This was largely backed by the recovery in the ad-
vanced economies with annualised growth of 1.3% in 2013
and a 2.0% year-on-year growth in the December quarter.
In emerging markets and developing economies, growth
expanded more moderately at 4.7%, lower than the 4.9%
growth in 2012 but higher than the 4.5% projected in the
October WEO. Drivers of the uptick in the advanced econ-
omies were higher inventory demand whilst a rebound
in exports propelled growth in the emerging markets and
developing economies (see Figure 2.1)".

Figure 2.1: Global Economic Growth Trends
(Percentage Change, Annual Data)
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In the advanced economies, the United States (US) report-
ed an annualised growth of 3.2% in the December quarter,
following a revised 4.1% growth in the preceding quarter.
The strong recovery in the second half of the year was
mainly on account of a rebound in business spending,
solid private demand, and growth in exports along with a

1 Source: IMF World Economic Outlook, January 21 2014.

INTERNATIONAL ECONOMIC DEVELOPMENTS

smaller decrease in federal government spending.

On an annual basis, the US economy strengthened moder-
ately at a below trend of 1.9% over the 2.8% growth regis-
tered in the previous year. The lower growth across 2013
reflected the weaknesses in the first half of the year?.

Growth in the Euro area strengthened for the first time
since the recession in 2011 to an annualised growth of
0.5% in the December quarter. On an annual basis, growth
improved from negative 0.7% in 2012 to negative 0.4%
in 2013. The mild recovery came from stronger export
growth and a pick-up in the Euro core, in particular Ger-
many and France with annualised growth of 1.6% and
0.6%, respectively during the December quarter. Strong
growth in investment and industrial production also at-
tributed to the improvement. However, weak internal
demand, especially in the Southern Euro area, posed a
downside risk to the region’s recovery.

In Japan, the economy grew more gradually at 1.7% in
2013, from 1.4% in 2012. The recovery was predominant-
ly driven by strong export growth, consumer spending
amid rising confidence and employment, and a rebound
in business investment, most notably in the fourth quarter
of 2013. Annualised growth showed the Japanese econo-
my growing strongly at 3.1% in the December quarter of
2013%.

Growth in the emerging markets and developing econ-
omies although softer was largely fuelled by the de-
veloping Asian economies, namely China, India, and
Indonesia, which grew by 6.5% in 2013. China, one of
the Solomon Islands lead trading partners, rebounded
strongly in the second half of 2013 to register an annual-
ised globe-leading 7.8% growth in the December quarter.
Year-on-year growth showed China remaining fast and
unchanged from the 7.7% recorded in 2012. The strong
growth was largely explained by acceleration in invest-
ment, strong domestic demand and improved global ex-
ports. Growth in India and Indonesia in 2013, however,
expanded by a modest 4.4% and 5.6%, respectively. Weak
domestic demand amid high inflation and current ac-
count and government deficits contributed to the moder-
ate growth in India. Meanwhile, subdued commodity rev-
enues and tight policies attributed to Indonesia’s modest
growth in 2013.

In East Asia and the Pacific region, growth slowed to
7.2% in 2013 from 7.4% in 2012. The slowdown reflected
a moderation of economic activities in Indonesia, Malay-
sia, and Thailand associated with weak commodity rev-
enues and policy tightening. Sharp declines in economic
activity were notable in the first quarter of 2013. However,
growth strengthened in the second half of 2013, aided
by improved external demand, lower imports, rebound-
ing capital inflows and policy stimulus in China. Firm

2 Source: IMF World Economic Outlook, January 21 2014.
3 Source: Economic forecast summary, Japan, November 2013.
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industrial production and exports also attributed to the
improvement, although performance remained uneven
across the region?.

Solomon Islands other major trading partners, Australia
and New Zealand, also witnessed modest growth per-
formances. In Australia, latest gross domestic product
(GDP) estimates showed an annualised growth of 2.3%
in the third quarter, a decline from the 2.5% expansion in
the second quarter of 2013. The deceleration was a result
of weaker domestic demand, private consumption, and
investment. On the positive side, exports of goods and
services improved while imports declined resulting in a
positive net external trade balance in the third quarter. As
a result of these mixed movements, GDP is estimated at
2.5% growth in 2013, down from 3.6% in 2012. In New
Zealand, recent economic data showed growth accelerat-
ing in the third quarter of 2013 by 3.5% as agriculture and
manufacturing bounced back.

The acceleration was also boosted by increased govern-
ment spending, private consumption, and fixed invest-
ments. Consequently, the New Zealand economy is esti-
mated to have grown by 2.8% in 2013, up from the previ-
ous estimate of 2.5%°.

World Economic Outlook

Looking ahead, the global economy is expected to
strengthen moderately from 3.0% in 2013 to 3.7% in 2014
and stabilising at 3.9% in 2015, with downside risks to the
forecast remaining. Much of the acceleration is projected
to come from the recovery in the advanced economies, and
improved growth prospects for the emerging markets and
developing economies as well as the Asian-Pacific region.
For the advanced economies, growth is expected to accel-
erate to 2.2% in 2014, with stronger growth prospects for
the US economy, European Union (EU), Canada, United
Kingdom (UK) and other advanced economies®.

The US economy is projected to grow by 2.8% in 2014 im-
proving further at 3.0% in 2015, boosted by a rebound in
private consumption, residential construction, and private
investment. Growth in the US economy is also expected to
be supported by highly accommodative monetary condi-
tions. In the euro area, growth is forecast to recover from
a 0.4% contraction in 2013 to 1% growth in 2014, led by an
upturn in Germany, the EU’s largest economy. The Euro
area recovery is also expected to be supported by stronger
exports and rebound in the UK economy, which is antici-
pated to strengthen to 2.4% from 1.7% in 2013. However,
high debt and financial fragmentation could hold back do-
mestic demand and the recovery in the region.

In emerging markets and developing economies, growth
is projected to increase moderately to 5.1% in 2014; how-
ever, this is still below the high growth of 6.3% in 2011.
Growth in this region is expected to benefit from stronger
external demand in advanced economies and China, al-

4 Source: The World Bank, East Asia and the Pacific.
5 http:/mww.focus-economics.com/en/economy/region-outlook/Asia — accessed on February 2014
6 Source: IMF World Economic Outlook, January 21 2014

though domestic demand still remained weaker than ex-
pected in many of the economies.

Growth in China is forecast to remain unchanged at 7.7%
in 2014, supported by the upturn in world trade and im-
proved growth prospects for the USA and European
Union, key export markets for China. Large scale infra-
structure spending, major new investment programs and
robust consumer spending will also sustain growth in
China. Similarly, India is expected to rally back in 2014
to 5.7% after remaining low in the preceding two years.
This will be helped by higher export growth and stronger
structural policies supporting investment.

In the developing Asia and the Pacific region, growth ex-
pectations remain flat at 7.2% in 2014 and 7.1% in 2015.
Growth is expected to be supported by a rebound in East
Asian exports, driven by the improving prospects in the
US and EU. However, declining commodity prices may
impact heavily on the outturn of commodity exporting
countries in the region. In Australia, growth forecasts look
upbeat with faster growth at 2.8% anticipated in 2014,
backed by improved business conditions and increased
private consumption. Fixed investments are expected to
expand by 1.3% in 2014 and to 1.7% in 2015 while private
consumption to increase by 2.7% in 2014 from 2.1% in
2013. In New Zealand, growth is expected to expand by
3.0% in 2014 from 2.8% in 2013 as the economy continues
to gain momentum from improved investments, private
consumption and labour market conditions. Investments
are projected to accelerate to 9.4% in 2014 from 8.2% in
2013 as business confidence improved. Meanwhile, pri-
vate consumption is estimated to expand albeit by a slow-
er rate of 2.8%, and the unemployment rate is projected to
fall by 0.1 percentage point to 5.7% in 2014’

Inflation and Commodity Prices

Global inflation remained subdued at 2.7% in 20138, fol-
lowing weak global economic conditions and falling com-
modity prices during the year. In advanced economies,
average inflation declined further to 1.4% in 2013 from
2.0% in 2012. Low inflation rates were most prominent in
the euro area and US with inflation rates falling to 0.7%
and 1.5% in 2013, respectively’. In the US economy, falling
unemployment associated with reduction in labour force
participation, drove inflation down, while in the euro
area, a weak economy and downward pressure on wages
kept inflation at bay (see Figure 2.2).

In 2014, inflation for the US economy and the euro area is
projected to pick up slightly to 1.8% and 1.3%, respective-
ly. However, these projected inflation rates still remained
below the Federal Reserve and the European Central
Bank’s targets of 2.0%. The lower inflation projection is
consistent with stabilising and falling commodity prices.
Meanwhile, the continued slowdown in inflation poses
risk to economic activity as well as raising the likelihood

7 Source: http://www.focus-economics.com/en/economy/region-outlook/Asia — accessed on February 2014
8 Source:http://www.focus-economics.com/en/economy/region-outlook/Asia — accessed on February 2014
9 Source: http://www.focus-economics.com/en/economy/region-outlook/Asia — accessed on February 2014
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Figure 2.2: Global Inflation Trends
(Percentage Change, Annual Data)
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of deflation in the event of adverse shocks to activity'’.The
combination of both lower inflation and higher deflation
could propel downside risk to the region’s growth recov-

ery.

In emerging markets and developing economies, inflation
for the region remained flat at 6.1% in 2013 and is pro-
jected to move broadly sideways at around 5% to 6% in
2014. The reduction in price pressures associated with fall-
ing commodity prices and the downward shift in growth
helped lower inflation in the region. However, capacity
constraints, weakening exchange rates, and strong do-
mestic demand pressure might offset the downward pres-
sure to some extent.

In China, average inflation registered 2.6% in 2013 and a
2.5% year-on-year in December!!.

In the Asia-Pacific region, Australia’s annual inflation
edged up from an average 1.8% in 2012 to an average 2.2%
in 2013. In 2014, inflation is expected to increase to an av-
erage 2.5% following price increases driven by growth in
housing and transport prices in the second half of 2013.
Similarly, inflation in New Zealand increased slightly to
1.6% in 2013 from 1.0% in 2012, aided by increased air
fares and housing prices. However, this level is still within
the Reserve Bank of New Zealand’s inflation target range
of 1%-3%. In 2014, the Reserve Bank of New Zealand pro-
jected inflation to fall slightly to an average 1.5%.

Global commodity prices, as indicated by the World Com-
modity Price Index, declined for the second consecutive
year by 1.4% to 180 on average in 2013. The slight fall was
mainly driven by declines in fuel and non-fuel prices re-
sulting in the indices falling by 1.7% on average to 191
and 1.2% on average to 169, respectively. Both fuel and
non-fuel prices are expected to decline further by 4.3%
and 6.3% in 2014, respectively as global economic activity
continued to grow moderately.

International food prices, as indicated by the Food Price
Index published by the United Nation’s Food and Agri-

10 Source: IMF World Economic Outlook Update: Is the Tide Rising?, January 2014
11 Source: http://www.inflation.eu.worldwideinflation data — accessed on February 2014
12 Source:http://www.focus-economics.com/en/economy/region-outlook/Asia- accessed on February 2014

Figure 2.3: UN FAO Food Price Index and Selected
International Food Prices
(Percentage Change, Average Annual Data)
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Figure 2.4: Tapis Oil Price
(International Price, Average Annual Data)
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culture Organisation (UN FAO), also declined by a further
1.6% to 210 in 2013 from 7.2% fall in 2012. The fall was
mainly driven by decline in price indices of sugar, veg-
etable oils, and cereals during the year. More specifically
for Solomon Islands, prices of major imported food types,
namely rice and wheat have also demonstrated falls across
the year. Rice prices fell to US$506 per ton from US$563
per ton in 2012 while wheat prices slid to US$312 per ton
from US$313 in 2012". The food price index is expected
to further decline by 11% to 158 basis points in 2014, on a
favourable supply outlook (see Figure 2.3).

Similarly, global fuel prices weakened in 2013 following
supply outages and slow fuel demand growth, particu-
larly in China, India and the Middle East. The Tapis oil
price, the most relevant fuel price for Solomon Islands,
continued to fall by a moderate 5% to US$113 per barrel
in 2013 from a marginal drop of 1% in the previous year.
Latest monthly data for January 2014 showed a moder-
ate fall in the Tapis oil price by 3.2% to US$111 per barrel
against December 2013 (see Figure 2.4). For 2014, World
Bank forecasts for crude oil for which Tapis Oil follows
closely, is expected to marginally fall by 0.6%.

13 Source: World Bank Data, 2013
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Chapter III. REAL ECONOMY

Gross Domestic Product

Domestic economic performance for 2013 as measured by
real gross domestic product (real GDP), remained posi-
tive despite adverse impacts from subdued international
prices and bad weather conditions on key commodity sec-
tors. The economy expanded by 3.2%, broadly around the
same growth levels as the revised growth of 3.3% in 2012.
This was supported by increases in the fisheries sector by
27%, construction by 11.4%, manufacturing by 19.4%, and
transport and communications by 9%. On the downside,
other sectors have underperformed as a result of weaker
commodity prices. The agriculture sector slowed down by
4%, forestry fell by 2% and the mineral sector declined by
13% (see Table 3.1).

Table 3.1: Real GDP-Sectoral Growth (%)

Industry 2009 | 2010 | 2011 2012 2013
Agriculture 0.0 59| 11.2| -4.6 -3.5
Forestry -28.0| 32.2| 322 0.8 -1.7
Fishing -3.9 9.1 9.7 7.3 26.9
Mining & Exploration 900.0 0.0| 857.0| 645| -12.6
Manufacturing 40| -0.3 3.8 16.9 19.6
Electricity and Water -2.8 4.6 6.7 6.3 7.2
Construction 4.5 0.4 56| 193 11.4
Retail and Wholesale Trade 3.3 2.0 6.1 4.8 3.7
Overall Growth -1.9 79| 10.6 3.3 3.2

Source: CBSI

Using the IMF estimates', nominal GDP rose 10% to
$8,099 million (US$1,099 million) in 2013 following 10%
growth recorded in 2012. Furthermore, nominal GDP per
capita increased by 8% from $12,968 in 2012 to $14,005 in
2013. In real terms, the GDP per capita grew by 2% from
$7,671 to $7,796 in the same period.

Employment

Labour market conditions moderated in 2013 after record-
ing strong growth the year before. The outcome was con-
sistent with the slowdown in the economy, particularly
from the major sectors that drive employment. Various
indicators also pointed to modest growth in employment
during the year. Employment indicators from the Solo-
mon Islands National Provident Fund (SINPF), showed
total annual average active and slow active contributors
had moderately increased by 3% to 47,785 workers in 2013
(see Figure 3.1). On quarterly basis, total active™ and slow
active worker contributors slowed negligibly from 48,037
contributors in the December quarter of 2012 to 48,034
contributors at the close of 2013.

14 IMF World Economic Outlook, October 2013.
15 Active workers refer to those who have made contributions within 6 months after schedule date and Slow active
contributors refer to contributions made to the Fund within 6-12 months after schedule date

Figure 3.1: SINPF Contributors
(Total Number and Growth of Contributors, Annual Average)
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The slowdown in the number of contributors was noted
in the construction, logging, education, hotels, restaurants
and retail trade industries whilst the number of contribu-
tors in agriculture, mining, manufacturing, fisheries and
transport & communication services remained flat at the
end of 2013. Muted gains in the number of contributors
were noted, however, in the public administration and
other social services sectors.

Consistent with this modest performance in the labour
market, the CBSI 2014 annual industry consultations
showed a marginal 1% increase in private sector employ-
ment over the course of 2013. The Ministry of Public Ser-
vice also reported growth in the public sector workforce
from 15,011 a year ago to 16,603 at end 2013.

The CBSI job advertisement survey showed a similar
trend with job vacancies increasing by 12% in 2013 to
1,747. The increase was dominated by the education sector
which accounted for 23% of the total vacancies, followed
by public administration at 16%, donor advertisements at
13%, other community services and transport & commu-
nications at 7% each. All other sectors accounted for the
remainder.

Seasonal worker programs also provided job opportu-
nities for Solomon Islanders in 2013. Statistics provided
by the Ministry of Foreign Affairs and External Trade re-
vealed that the number of workers that went to work in
Australia and New Zealand in 2013 reached 458 compared
to 450 in 2012. Of the total, 42 worked under the Seasonal
Workers Program offered by Australia and 416 under the
Recognised Seasonal Employer Program offered by New
Zealand.

Investment

Investment conditions in the country were upbeat in 2013
generating interests from foreign investors. During the
year, the Foreign Investment Division approved 173 for-
eign investment applications worth $1,116 million com-
pared to 168 applications in the previous year amounting
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to $828 million. About 27% of the investment applica-
tions were ‘other” services worth $92 million, followed by
wholesale and retail trade with 25% ($97 million). Forest-
ry, mining, and construction applications each accounted
for 8% of total applications with investment values of $69
million, $144 million and $59 million, respectively.

Proposed locations'® of these investments showed that 155
(90%) applications considered Honiara among other prov-
inces as their intended location to carry out investments.
The second highest was Guadalcanal with 67 applica-
tions, followed by Western province with 60 applications,
Malaita 50 applications, Isabel 49 applications whilst Cen-
tral, Renbel, Choiseul, Makira and Temotu with 48 appli-
cations each. Considering the origins of investors, Asian
investors accounted for 45% of proposed investments, fol-
lowed by Australian investors, which accounted for 21%,
Pacific Island countries 18%, New Zealand 8% and Europe
accounting for the remainder.

Production

The CBSI quarterly production index'” for Solomon
Islands major export commodities plunged signifi-
cantly in the March quarter by 22% against Decem-
ber 2012. The drop reflected broad based downward
trends across all primary commodities and was as-
sociated mainly with falls in export prices combined
with large supply shocks to key commodities such
as logs and gold. The sharp decline in the first quar-
ter led to a fall in the average annual index by 9%.
However, the quarterly index rallied strongly since
the second quarter to 102 by year end, an increase
of 37% against the March quarterly index and 7%
against December 2012.

Forestry

Log production contracted by 3% to 1.897 million cubic
meters in 2013 (see Figure 3.2). Of the 1.897 million cubic
meters, plantation logs accounted for 64,000 cubic meters
and the rest from natural forest. The weaker output was
associated mainly with adverse weather conditions in
the first quarter coupled with prices that fell persistently
throughout 2013. However, log production rebounded
in the second half with the December quarter recording
the highest quarterly volume at 541,976 cubic meters. Im-
proved weather conditions in the second half of the year
supported this rebound.

Disaggregating the log volumes by provinces, Western
province still accounted for the largest proportion with
38%, followed by Isabel province with 30%, Makira and
Choiseul provinces each accounting for 8%, Renbel 7%
and Guadalcanal 6%.

According to the World Bank', the average internation-
al log price worsened to US$305 per cubic meter in 2013
from US$360 per cubic meter a year ago. The fall was sus-

16 In each of the FDI applications, applicants indicated that they would operate in more than one province.
17 CBSI production index is an indicator for domestic economic activities with 2012 as the base year
18 World Bank Commodities Price Data, Jan 2014

Figure 3.2: Round Logs
(Volume and International Price; Annual Average)
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tained since the previous year and the weakening demand
for logs from Asian countries was the major driver.

Minerals

Gold production in 2013 stood at 58,690 ounces (0z) with
49% produced in the first half of the year whilst the second
half accounted for 51%. This represented an under perfor-
mance of 13% against previous year’s output of 67,819 oz
(see Figure 3.3). The low output in 2013 was due to a sig-
nificant fall in the first quarter as a result of bad weather
conditions coupled with refurbishment works at the mine
site in the earlier part of the year, as well as land related
issues. However, final quarter output slightly rebounded
by 1% to 15,086 oz compared to 14,981 oz in the previous
quarter. Against the same quarter a year ago, the fourth
quarter was 17% above. Like gold, annual silver produc-
tion fell by 24% against the previous year to 22,021 oz of
which 51% was produced in the first six months and the
remainder in the second half.

Figure 3.3: Gold
(Volume and International Price; Annual Average)
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The average international price of gold deteriorated
throughout the year to US$1,412 per oz, a year-on-year
decline of 15%. The price was even lower in the fourth
quarter at US$1,272 per oz, the lowest since the third quar-
ter of 2010. The declining trend was due to speculations
relating to the anticipated cut in the US Federal Reserve’s
bond purchases. Likewise, the average international price
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for silver remained subdued for the second year in a row,
falling by 23% to US$24 per oz from US$31 per oz in the
previous year. Similar to gold, silver prices fell consistent-
ly throughout the year. The low prices affected the profit-
ability of the company and may force the company to cut
costs where necessary to sustain operations.

In terms of employment, Gold Ridge Mining Limited
(GRML) scaled down its employment levels by 8% to 840
employees compared to 910 workers in the previous year.
Despite the decline in employment numbers, GRML is
still a major employer in the country, the third largest af-
ter the Guadalcanal Plains Palm Oil Limited and Soltuna
Limited.

Of the three mining licenses issued so far by the Depart-
ment of Mines, two other companies apart from GRML
have not yet started operation and had exceeded the time
frame given under the license agreement as a result of le-
gal and procedural hiccups. The Department of Mines re-
corded a fall in new applications for prospecting licences
in 2013 as well as withdrawal of major prospecting com-
panies. The review on the Mines and Energy Act is cur-
rently in progress and was considered necessary to im-
prove the mining industry in the country.

Activities in the mining industry were still hampered by
numerous challenges including illegal gold panning ac-
tivities at the mine site, reoccurring land related issues,
high tax rates and high extraction costs. The lack of ad-
equate financial and human resource support was another
ongoing challenge impeding the work of the Department
of Mines to effectively perform their mandatory roles.

Fishing

Following a 4% increase in the previous year, fish catch
contracted by 15% year-on-year to 24,876 tons at the end
of 2013 (see Figure 3.4). The fall was attributed mainly to
adverse weather conditions in the first half of the year
as well as subdued international fish prices across 2013.
Falling international fish prices, particularly in the fourth
quarter, also contributed to the decline. During the second
half of the year, fish catch improved accounting for over

Figure 3.4: Fish Catch
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two thirds (68%) of the total annual catch.

In contrast to the low fish catch, canned tuna production
increased significantly by 51% to 688,821 cartons at the end
of 2013, buoyed by an increase in the average throughput
capacity at Noro cannery from 85 tons per day to 110 tons
per day as of the third quarter of 2013. Of the total canned
production in 2013, 47% was sold in the domestic mar-
ket and 53% exported to other neighboring pacific island
countries. Fish loin and fish meal productions reached re-
cord volumes in 2013 at 20,629 tons and 1,509 tons, respec-
tively. The increase in fish loin production reflected high
demand for loin in Europe.

The average international fish price contracted by 11% to
US$1,923 per ton in 2013 compared to US$2,170 per ton a
year earlier with prices having steadily declined through-
out the second half of the year.

Palm oil

Palm oil output rose marginally by 1% to 32,154 tons (see
Figure 3.5). The slight increase was due to improved ex-
traction rates as a result of favourable weather conditions
in the first half of the year despite a 2% fall in fresh fruit
bunches. Against the previous year, palm kernel oil un-
der performed by 6% to 3,173 tons. The increase in the
numbers of smallholder farmers from 282 to 323 in 2013
helped to maintain the annual production amidst other
challenges encountered during the year. In terms of pro-
duction, small holder farmers accounted for 9.3% of total
production.

Figure 3.5: Palm Oil and Palm Kernel Oil
(Volume and International Price; Annual Average)
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Following a 23% decline in 2012, average farm gate prices
offered to smallholder farmers fell by another 26% to $596
per ton compared to $801 per ton in 2012. Export contract
prices for both crude palm oil and kernel oil also dropped
during the year despite the recovery in the second half of
the year. Average contracted export prices for crude palm
oil weakened by 18% to US$870 per ton, mainly due to
very low price level in the first half of the year. Despite
that, contract prices started to recover in the second half
of the year with a 3% uptick in the final quarter to US$904
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per ton against the previous quarter. The fall in contract
prices for crude palm oil mirrored closely the internation-
al prices movements over the year. As expected, the an-
nual international price went down by 14% to an average
US$857 per ton. However, against the previous quarter,
this price level was 8% higher.

Similarly, annual contract prices for palm kernel oil fell by
17% to US$1,136 per ton as a result of very low prices in
the second quarter. However, this trend was reversed in
the final quarter recording a high for the year at US$1,281
per ton, up 15% against the third quarter. International
prices followed similar trend with annual average prices
falling by 19% to US$898 per ton; however, quarter-on-
quarter already witnessed a positive price movement of
22%. Palm products fetched premium prices in Europe,
which cushioned against down time prices.

Lack of technical skills, weather related issues and poor
infrastructure were major concerns for the industry.
Meanwhile, GPPOL invested in staff training, providing
support to small holder farmers, replanting to increase
the plantation areas and ensuring quality control for
premium products to mitigate some of these challenges.
Furthermore, for the first time, the company paid out
dividends to land owning tribes and revised several lease
agreements. This has resulted in a positive outlook for the
company’s expansion and land acquisition plans.

Total plantation area in 2013 increased to 6,274 hectares
(ha) from 6,114 ha in the previous year. As a result, the
total area covered by matured trees rose to 5,261 ha while
1,013 ha were covered by immature plants. Small holder
land area increased to 1,230 ha from 1,082 ha'® in 2012.

The Ministry of Agriculture and Livestock are pursu-
ing plans to develop additional palm oil plantations at
Vangunu, Waisisi, Auluta, Choiseul, Shortland Islands
and Guadalcanal Plains. A significant progress among
these sites was the purchase of a mini milling processing
machine for Vangunu and nursery planting at Waisisi.
However, lack of adequate funding and unresolved land
disputes still remain the major challenges inhibiting the
progress of these large agricultural development initia-
tives.

Copra & Coconut Oil

Copra production deteriorated further in 2013 by 48% to
13,922 tons, the lowest volume recorded since 2003 (see
Figure 3.6). The declining trend was associated particu-
larly with weak export and domestic prices in the first half
of the year. The shift from copra to coconut oil production
in some areas combined with ageing coconut trees also
contributed to the fall. In terms of production by prov-
ince in 2013, Guadalcanal province still accounts for the
largest share at 31%, followed by Western province with
26%, Central province with 19%, Malaita with 9%, and the
remaining provinces accounting for the remainder.

The average international price for copra declined in 2013

19 Revised from 1,924 ha in 2012

Figure 3.6: Copra
(Volume and Export Price; Annual Average)
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by 15% to US$627 per ton. Consequently, the average con-
tract export price also dropped by 27% to US$420 per ton.
As a result, the average domestic price for copra also de-
creased markedly by 20% to $2.35 per kilogram in 2013.
However, the contracted export price and local copra
price bounced back in the second half to close the year at
US$525 per ton and $3.07 per kilogram, respectively.

Coconut o0il production in contrast, rose by 2% to 192 tons
in 2013 from 189 tons in the previous year. During 2013,
the number of coconut oil processing units increased to
43 units from 35 units last year, indicating growth in the
number of local farmers producing coconut oil. Of the
eight additional units, four units were in Malaita and four
in Guadalcanal. The average international prices of coco-
nut oil fell by 15% to US$941 per ton in 2013, continuing
on the 36% decline recorded last year.

Cocoa

Cocoa production dropped again this year by 6% to 4,519
tons as opposed to revised 4,826 tons in the previous year
(see Figure 3.7). The fall was attributed to unusual weather
patterns and yielding seasons in the first and final quarter
of 2013. Similar to 2012, Guadalcanal province accounted
for 50% of total production, followed by Malaita (26), and
Makira (20%). The remaining 4% was attributed to Cen-
Figure 3.7: Cocoa
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tral, Western, Temotu and Isabel provinces.

Following a significant drop in the previous year, aver-
age international price for cocoa recorded a 2% rebound
in 2013 to US$2,439 per ton. On the same note, the contract
price received by exporters also increased by 3% to GBP
1,338 per ton. As expected, domestic prices also improved
by 5% to $12 per kilogram by the end of 2013.

Cocoa planting increased during the year and remained
as one of the important sources of livelihood for rural
dwellers. According to the Ministry of Agriculture and
Livestock (MAL), about 24,000 small holders (132,000
family members) engaged in cocoa for daily survival. It
was estimated that 77% of cocoa income was captured by
smallholders and processors.

The local cocoa industry experienced several major chal-
lenges including high freight costs, low productivity,
subdued international prices, poor processing and the di-
version of cocoa funds through other channels outside of
MAL. All of these factors have long term impacts on the
planned activities for the cocoa industry going forward.
Nevertheless, MAL, with technical help from donor part-
ners, formulated a ‘value chain analysis’ framework to
help mitigate and address these issues.

Other commodities

Buoyed by sustained high demand from overseas buy-
ers, kava production rose substantially by 46% to 9,795
kilograms in 2013. Of this, 5,510 kilograms were exported
mainly to Kiribati. Isabel province was the main supplier
of kava in 2013 though Guadalcanal, Malaita, Central, Te-
motu and Makira provinces have also raised their produc-
tion in 2013. The price for kava roots dropped to $60 per
kilogram at end 2013 from $70 per kilogram at the begin-
ning of the year. The price for kava chips also dropped
from $50 per kilogram in the first half of 2013 to $40 per
kilogram by year end.

In contrast, coffee production contracted notably by 42%
to 2,619 kilograms in 2013 from 4,542 kilograms last year,
despite high local and overseas demand. The fall was due
mainly to lower supplies from farmers. A total of 1,160
farmers were known to be involved in coffee farming of
which 50% were from the Guadalcanal highlands fol-
lowed by Isabel with 37% and Malaita at 13%.

Energy

The Solomon Islands Electricity Authority (SIEA) pro-
duced a total of 81,083 megawatt hours (MWh) in 2013, an
8% increase over 2012. As a result, total sales grew notice-
ably by 11%, reversing a 9% fall in the previous year. Sales
to the domestic and government users rebounded notably
by 71% and 19% to 14,161 Mwh and 8,761 Mwh, respec-
tively. Conversely, units sold to commercial and other us-
ers weakened further by 2% and 5% to 37,727 Mwh and
814 Mwh respectively as some big users of electricity have
been licensed to generate their own power.

In its ongoing efforts to increase generation capacity in
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2013 as well as provide reliable and efficient power sup-
ply in Honiara, SIEA installed a new 33 kilovolts power
cable between Ranadi and Lungga along with a new 1.5
MW generator for the Honiara power house.

SIEA tariff charges increased across 2013 as part of the in-
stitutional reform initiatives that were undertaken to im-
prove the utilities sector. Average domestic tariff prices
rose 2% over the year from $5.96 per kilowatt hours (KWh)
to $6.10 per KWh by end 2013. Over the same period, tar-
iff charges in the commercial and industrial categories, on
average, also increased from $6.40 per KWh and $6.14 per
KWh to $6.56 per KWh and $6.39 per KWh, respectively.
Regional comparisons showed Solomon Islands has the
highest per kilowatt cost among the Pacific Island coun-
tries. Thus, having alternative sources of energy would
help lower this cost.

The Ministry of Mines, Energy and Rural Electrification
(MMERE) confirmed that the preparatory phase including
feasibility studies, environmental impact assessment, and
a traditional land identification process of the Tina Hydro
project were completed by the end of 2013. Expressions
of interests for international tender will be issued in the
first half of 2014. The project is expected to be completed
in early 2017.

Tourism

The tourism industry is one of the potential sectors in the
Solomon Islands economy going forward. Visitor arrival
numbers for the year, as measured by air travelers, fell
marginally by 1% to 24,124 arrivals. Despite the fall, visi-
tors travelling to the Solomon Islands by boats and cruise
ships improved over the previous year to 2,774 people in
2013. Various accommodations including hotels, resorts,
and rest homes around the country improved consider-
ably through the diversification of capital investment and
operations, reflecting the positive outlook in this sector.

According to the International Visitors Survey (IVS), al-
most half (46.3%) of the tourist arrivals to the Solomon
Islands were from Australia, followed by Asian tourists
with 11%, Papua New Guinea and other Pacific Islands
each represented 8%, whilst the remaining 27% were
from other countries. Of the total visitor arrivals, 41%
were attracted by the traditional culture of Solomon Is-
lands, whilst 36% were attracted by the friendliness of lo-
cal people. In terms of leisure activities, 38% of tourists
destined to the Solomon Islands for swimming and snor-
keling while 30% were here for sightseeing and cultural
tours. More than 50% of tourists stayed in hotels and re-
sorts, which was also the preferred type of accommoda-
tion amongst holiday and business tourists; 16% stayed
in private accommodation, mainly comprising of tourists
visiting families and relatives, whilst 12% stayed in guest
houses and ‘bed and breakfast” accommodation. The aver-
age length of stay for all tourists is fifteen (15) nights with
an average spending of $1,410 per night.

The Government, with the support of donor partners,
showed commitment in progressing key infrastructure
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projects that can boost tourism activities in the country
in the medium to long term. These key projects include
the upgrade of Munda International Airport, building of
roads, bridges, and wharves throughout the country, and
provision of hospitality trainings.

Transportation

Activities in the transport industry expanded in 2013. Air
passenger numbers grew by 7% from 118,929 passengers
to 126,916 in 2013. This was supported by improved air-
line services as well as ongoing programs, events and
business meetings that the country hosted in 2013. Con-
sistent with strong trading activities during the year, total
cargo volumes handled by the Solomon Islands Ports Au-
thority (SIPA) rose 5% to 730,127 tons at year end, revers-
ing the 17% fall a year earlier.

The Government, with the support of multilateral donor
agencies, utilised resources available under the National
Transport Fund (NTF) to complete maintenance work and
construction of infrastructure projects across the country.
A total of five wharves were completed at the end of 2013
mainly in the Western, Central, Malaita, Guadalcanal and
Choiseul provinces. These wharves along with the bridges
and roads that were also built under the NTF will greatly
boost activities in the transport industry as well as gener-
ating a lot of positive spillover benefits to other sectors of
the economy.

In terms of domestic shipping services, a total of 196 ves-
sels were registered and serviced the islands in 2013. Of
these 196 vessels, 8 vessels were contracted under the
Franchise Shipping Scheme to serve the uneconomical
remote routes in the country. The franchise scheme was
funded by ADB and is expected to end in 2015 leaving a
vacuum for alternative arrangements.

Telecommunication

The telecommunications industry recorded a moderate
improvement in 2013 compared to significant growth
in the previous two years. Total mobile subscribers in-
creased by 7% to 323,105 in December 2013 following a
large expansion of 93% a year ago. The lower growth was
expected as the previous year was compared to a very
low baseline. The main mobile usage indicator® showed
a similar trend with a 7% increase in 2013 after posting a
marked growth of 37% a year ago. Internet usage® wit-
nessed a much stronger growth of 22% though this was
still comparatively lower against 46% rise in 2012.

The positive progress achieved so far reflected multi-
year development plans of the industry operators to im-
prove connectivity and network coverage. Both operators
planned to roll out more towers across the country in 2014.
Other stakeholders have used mobile phone technology to
advance the provision of their services. Banks used mobile
phone technology in the mobile banking and ‘in-store’
banking initiatives while the Meteorology Department

20 This indicator uses the number of minutes that mobile subscribers used.
21Internet usage is measured by the volume of data that internet subscribers used.

and Maritime Office are now informing the public about
weather and shipping reports via text messages.

The undersea cable project is still in progress although
the initial plan and timing did not turn out as expected.
Meanwhile, Solomon Oceanic Cable Company (SOCC),
together with the national government and donor part-
ners, are optimistic of striking a deal in 2014. This project
if implemented will significantly reduce communication
costs as well as enhancing the speed and reliability of
communication services in the country.

Manufacturing

Reflecting sustained domestic demand conditions dur-
ing the year, the manufacturing index rose by 6% to 207
in 2013. Positive growth was noted in all manufactured
products, notably, food, drinks, alcohol and tobacco prod-
ucts. Manufacturing activities for export items went up by
more than two-fold whilst manufactured products for do-
mestic sales rose 11%.

Out of the four FDI applications for manufacturing ap-
proved in 2013, two were for food manufacturing whilst
the other two were for textile manufacturing.

Construction

Activities in the construction sector remained buoyant in
2013 supported by government and donor funded proj-
ects and private sector growth. Outsourcing of construc-
tion activities by the Government to private sector re-
sulted in improvement in the construction industry. The
acceleration is also consistent with an annual increase in
approved foreign investments in the construction sec-
tor to 14 recorded over the year. Imports of merchandise
goods, which include building materials, also exhibited an
improvement reflecting strong construction related activi-
ties in 2013.

Total permits issued by Honiara City Council in 2013 rose
by 13% to 128. Residential permits accounted for 52% of
the total permits issued, followed by commercial with
27% whilst the remaining 20% was for ‘other” purposes.
In terms of value, total worth of permits for 2013 fell by
9% to $117 million compared to $128 million in the pre-
vious year. This was driven by declines in the value of
commercial and other permits by 38% to $60 million and
by 25% to $2 million respectively. On the other hand, the
value of residential permits significantly rose by 80% to
$55 million.

In terms of Government projects, major public infrastruc-
ture projects undertaken during the year included con-
struction and rehabilitation work on roads, airports and
general infrastructures that helped boost activity in this
sector.

Inflation

Headline inflation slowed down from 4.6% in 2012 to 3%
at the end of 2013 (see Figure 3.9). The slowdown was
driven mainly by both the imported and domestic compo-
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nents of inflation, which eased from 2.4% and 6.3% to mi-
nus 0.9% and 5.7%, respectively during the year. The fall
in the index for the imported component mainly reflected
a substantial decline in the food category, which fell to mi-
nus 0.5% in 2013 from 1.1% in the previous year. Modest
falls in the “housing & utilities” and the “transport & com-
munications’ categories also contributed to the drop.

Overall, out of the 3% inflation recorded for December
2013, 1.3% came from food inflation, 0.7% came from

Figure 3.9: Headline inflation by component
(Percentage Change, 3 Months Moving Average; Monthly Data)
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housing and utilities price increases, 0.4% from the trans-
port and communications price increases and 0.2% from
drinks and tobacco price increases.

The inflation rate for domestic food fell from 2.4% to 2.1%
in 2013, whilst the housing & utilities category remained
unchanged at 1.7% as in 2012. The transport & communi-
cations category fell from 0.9% in 2012 to just 0.8% at end
2013. Furthermore, average retail fuel prices fell gradually
across 2013 from $11.53 per liter at the beginning of the
year to $11.28 per liter by the close of 2013 consistent with
falling international oil prices during the year.

The Solomon Islands National Statistics Office started
publishing core inflation measures for the country in the
November 2013 bulletin. The four exclusion measures

16

Figure 3.10 Contributions to Headline Inflation
(Percentage Change, 3 Months Moving Average; Monthly Data)
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based on a three months moving average showed infla-
tion was also 3% in December 2013 (see Figure 3.11). The
similar outcomes for December suggest that a broad range
of the CPI items were relatively more stable during the
reviewed period. The core measure excludes the cost of

Figure 3.11 Headline and Core Inflation Measures
(Percentage Change, 3 Months Moving Average; Monthly Data)
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volatile items (mainly fruits, vegetables, fresh seafood, be-
tel nut and fuel), price control items (first grade tuna, bus
fares, and taxi fares) and excise items (alcohol and tobacco
excise duties).
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Chapter IV. BALANCE OF PAYMENTS

Balance of Payments

Solomon Islands’ external position improved in 2013 with
gross foreign reserves reaching another record high from
the historical growth since 2009. Gross foreign reserves
elevated to $3,909 million in 2013, 7% up from $3,668 mil-
lion in 2012. This was sufficient to cover 11.2 months of
imports of goods and services. The positive performance
was built on net transaction inflows of $431 million but
thwarted by exchange rate revaluation losses as the Sol-
omon Islands dollar strengthened against the USD and
AUD during the year. The net inflow also signified an
overall balance of payment (BoP) surplus position. This
surplus outcome was largely driven by donor cash in-
flows reflected in the surplus balance of the secondary in-
come and capital accounts.

Table 4.1: Balance of Payments Summary

(SBD million)

2011 2012 2013

1. Net Current and Capital Accounts* 76 717 (64)

2. Net Financial Account* (203) 506 (20)

3. Net errors and omissions (279) (211) 44

Official Reserves at end of period 3,034 3,668 3,909
* Lending (+)/Borrowing (-)

Source: CBSI

The BoP account in 2013 showed a net ‘current and capi-
tal account’ deficit of $64 million. This reversed the net
surplus of $717 million recorded in 2012. The negative
outcome resulted from the net deficit of $164 million and
$78 million registered in the first and third quarters, re-
spectively. This was driven by deficits in trade in goods,
services and primary income which outweighed the sur-
plus on secondary income and capital transfers on higher
receipts, particularly in the second and fourth quarters.

The net ‘current and capital account’ deficit registered
in 2013 was financed through foreign direct investments
(FDIs) rather than through the depletion of the country’s
gross foreign reserves. This was reflected in the contra
side of the BoP account, in particular the financial account,
which showed a net borrowing of $20 million as opposed
to the net lending of $506 million in 2012.

Current Account

The current account balance posted a deficit of $668 mil-
lion in 2013. This was a significant reversal from the small
surplus of $6 million (revised) recorded in 2012. The out-
come was driven by the widening deficits in the primary
income of $653 million, trade in services of $597 million
and trade in goods of $168 million. These deficits out-
weighed the surplus of $750 million in the secondary in-
come. The current account deficit was equivalent to 9%
of the country’s gross domestic product (GDP) and was
financed largely by FDIs and capital inflows from donors.

The current account deficit implied that national savings
declined relative to national investments?, driven mainly
by the private sector’s lower domestic savings compared
to their domestic investments. The gap was estimated at
11% of GDP?%, resulting in an additional financing from
their parent companies abroad (FDI inflows) through re-
invested earnings, capital investments, and intercompany
debts. On the public sector side, government savings were
higher in relation to its investments as donors played a
key role in general budget support and capital investment
projects. This was also reflected on the surplus balance of
the government budget in 2013 of around 2% of GDP.

Trade in Goods

Trade in goods dropped significantly to a deficit of $168
million in 2013 compared to a surplus of $347 million re-
corded in 2012. This outcome reflected the 11% fall in ex-
ports to $3,212 million against the 3% growth in imports
to $3,380 million during the year.

Table 4.2: Trade in Goods

(SBD million)

2011 |2012 |2013
Balance on Trade in Goods (46) 347 (168)
Exports FOB 3,174| 3,628 3,212
Imports FOB 3,220| 3,281 3,380
Total trade (Exports + Imports) 6,393| 6,909| 6,591
% total trade to NGDP 103 103 90

Source: CBSI

The weak performance in the export sector was driven
largely by lower export volumes, particularly during the
first three quarters of the year combined with soft com-
modity prices in international markets throughout the
year. However, exports rebounded in the fourth quarter
to $891 million surpassing imports of $856 million. This
resulted in a surplus of $35 million in trade in goods driv-
en largely by higher receipts on round logs and fish ex-
ports in the fourth quarter.

Round log export receipts fell by 4% to $1,552 million in
2013 compared to 2012 (see Figure 4.1). This was driven to
a large extent by both lower log export volumes and weak
international log prices during the year reflecting weaker
demand from People’s Republic of China. Overall, round
log exports still remained the largest component of export
share, making up 48% of total exports in 2013 (see Fig-
ure 4.2). More than 90% of total log exports were shipped
to the People’s Republic of China. Exports of sawn tim-
ber also fell by 14% to $81 million reversing the upward
trend seen in recent years. This came mainly from weak

22 The current account balance (CAB) in relation to the national income identity indicates the gap between national
savings and investments, savings less investments (S-1). CAB therefore is the sum of (S-I) from the public sector
and (S-1) from the private sector. CAB = (S-I),.. .., + (S-1) 10

23 (1) e = CAB = (S-1) 5 = 9% — +2% = -11%. Public sector(S-I) of 2% was calculated directly from the overall

public
government budget.
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timber prices. Sawn timber prices on average fell by 2% to
USDB853 per cubic meter during the period. Timber earn-
ings accounted for 3% of total exports in 2013.

Mineral export receipts in 2013 dropped significantly on

2012 levels, falling by 27% to $624 million. This resulted

from the fall in gold prices attributed to the slowdown in

demand in international markets. Lower gold production

throughout the year also pushed down annual gold export
Figure 4.1: Exports over time, 2009-2013

(Value of Exports; Annual Data)
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volumes by 13% to 58,690 oz. This emanated from produc-
tivity issues faced by the mining company, replacement of
capital equipment, and poor weather conditions, particu-
larly during the first quarter of the year. Mineral exports
remained the second largest export commodity making
up 20% of total exports in 2013 and were exported mostly
to Australia.

Fish exports receipts increased by 7% to $453 million in
2013 compared to 2012. This was due largely to higher
tuna loin exports, which increased by 82% to $299 mil-

Figure 4.2: Exports by Share, 2013
(Percentage; Annual Total)
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lion to account for 66% of total fish exports in 2013. The
increased production capacity by the largest fish process-
ing company, Soltuna Limited, during the second half of
the year contributed to this significant increase. Export
earnings from canned tuna also increased by 16% to $41
million due to higher demand from other Pacific Island
Countries. Meanwhile, frozen tuna exports dropped by
49% to $113 million due to falling fish prices and lower ex-
ported volume as more than half of the fish catches were
processed domestically. In total, fish exports accounted
for 14% of total exports in 2013. In terms of export destina-
tions, loins were exported to the European Union, frozen
tuna to Thailand, and canned tuna to Fiji, Vanuatu and
other Pacific Islands Countries.

Palm oil and kernel oil exports in 2013 fell by 19% to $225
million. This was driven mainly by the decline in export
contract prices for the country’s palm and kernel oil ex-
ports. The decline is consistent with the weak international
commodity prices. Total palm oil export volumes rose by
1% to 34,822 tons of which 90% of the volume was crude
palm oil and the other 10% was palm kernel oil. Overall,
palm oil and kernel oil export receipts represented 7% of
total exports in 2013. Around 42% of palm oil and ker-
nel oil exports were exported to Netherlands, 28% to the
United Kingdom, and 24% to Spain.

Copra and coconut oil export receipts dropped by 48%
over the year to $66 million in 2013. Copra made up
around 65% of the export receipts whilst coconut oil ac-
counted for the remaining 35%, up from the 7% share in
2012. The increase in the coconut oil export component
reflected the improvement in downstream processing of
coconut oil. The negative outcome in export receipts was
driven by the fall in copra export contract prices and low-
er copra production during the year. Furthermore, export
volumes significantly declined by 47% to 14,355 tons due
to lower production and increasing downstream process-
ing of turning copra into higher value coconut oil. Mean-
while, coconut oil export receipts during the year more
than doubled from $9 million in 2012 to $23 million at-
tributing to higher volumes exported despite the fall in
coconut oil prices. Around 62% of copra and coconut oil
exports were shipped to the Philippines and 14% to Aus-
tralia.

On the other hand, cocoa exports receipts during the year
increased by 5% on 2012 levels to $69 million. This came
mainly from favorable cocoa contract prices and export
volume during the period. Around 70% of cocoa exports
were shipped to Malaysia and 29% to Indonesia. Cocoa
exports accounted for 2% of the country’s total exports.

Other exports receipts rose by 50% to $64 million in 2013
due largely to one-off exports of beche-de-mar products
in the second and third quarters. Re-exports, on the other
hand, fell to $38 million in 2013. This resulted from a one-
off expatriation of used machineries in 2012. Re-exports
also included scrap metals and imported items that were
re-exported to other small Pacific Island countries.
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Total imports (f.0.b)* grew by 3% to $3,500 million in 2013
compared to 2012 (see Figure 4.3). This was attributed to
an increase in almost all import categories reflecting the
growth in domestic demand for imports and the country’s
continued dependency on imports. To a lesser extent, the
appreciation of the Solomon Islands dollar against its ma-
jor trading currencies also contributed to this outcome.
Bulk of the imports to the Solomon Islands in 2013 came
from Australia, Singapore and People’s Republic of China.

Figure 4.3: Imports over time, 2009-2013
(Value of Imports; Annual Data)
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Machinery and transport equipment import payments in
2013 increased by 7% on 2012 levels to $978 million. This
was due to higher imports of vehicles, general industrial
machineries for the mining, logging and power industries,
and equipment for the communication industry. Machin-
ery and transport equipment accounted for the largest
share of imports to the tune of 26% in 2013 (see Figure 4.4).

Similarly, mineral fuel and lubricant import payments
witnessed an annual increase of 7% to $900 million and
accounted for 24% share of total imports during the year.
Fuel imports represented around 90% of total mineral fuel
imports while lubricant and other petroleum products
such as gas accounted for the remaining 10%. The higher
fuel imports resulted from higher volumes imported to
meet the local demand and support domestic economic
and industrial activities. Consistent with falling global
oil prices, Tapis crude oil prices fell by 2% to an average
US$113 per barrel. The slight fall in oil prices during the
year combined with the strengthening of the Solomon
Islands dollar against the USD enabled fuel importers to
import higher volumes. Fuel imports were sourced from
Singapore while lubricants and gas from Australia and
Malaysia.

Food import payments, which accounted for 19% of total
imports, grew by 6% to $725 million in 2013. This outcome
reflected higher imported volumes driven by strong do-
mestic demand. Growth came from the three largest food

24 Total imports are reported as imports f.0.b (free on board). This excludes insurance and freight costs. However,
import categories such as food and fuel are recorded at cost, insurance and freights (c.i.f)

Figure 4.4: Imports by Share, 2013
(Percentage; Annual Total)
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import components, namely cereals, meat and miscella-
neous food items. Cereal products, which includes rice
and wheat imports accounted for the largest food import
share of 47% and recorded a year-on-year increase of 6%
to $342 million. This was due to higher rice imports as the
price of California medium grain-rice fell by 10% to an av-
erage of USD674 per ton in 2013. Meat products, the sec-
ond highest component increased by 13% to $93 million,
owing in large part to increased import of chicken wings
during the year. This was followed by miscellaneous food
items such as noodles, which rose by 24% to $72 million
during the year.

Basic manufactures import payments, accounting for 14%
of total import payments increased by 3% to $522 million
in 2013 against 2012 levels. This was due to increases in
manufactured metals, paper and rubber products, and
clothing textiles. Chemical imports grew by 2% over the
year to $277 million attributing to the increase in inor-
ganic chemicals, medicines and pharmaceutical products.
Beverage and tobacco imports increased slightly from $55
million to $56 million, crude materials from $37 million to
$48 million and animals/vegetable oils and fats from $16
million to $18 million during the year. Meanwhile, miscel-
laneous items dropped from $251 million to $216 million
while unclassified imports fell from $42 million to only $5
million due to one-off import payment of the country’s
newly introduced coins in 2012.

Trade in services

The balance on trade in services further deteriorated in
2013 to a deficit of $597 million. This negative outcome
emanated from the 2% fall in services credits (receipts) to
$979 million relative to a 5% increase in services debits
(payments) to $1,575 million. The deficit reflected a high
dependence on various services from abroad as residents
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lack the capacity to provide computer and information
technology services, construction, and professional and
management business services.

Table 4.3 Balance of Payments - Service Account
(SBD million)
2011 2012 2013
Balance on Trade in Services (371) (507) (597)
Credit 1,051 999 979
Transport 204 229 209
Travel 543 492 505
Other 304 277 264
Debit 1,422 1,505 1,575
Transport 382 378 392
Other 546 627 705

Source: CBSI

The decline in services credit in 2013 was largely driven
by the fall in transport and other services credits offset-
ting the slight increase in travel services credit. Transport
services credit fell by 9% to $209 million following a drop
in freight and other receipts despite the small increase in
passengers’ fares during the year. Other services credit fell
by 5% to $264 million, largely due to the fall in telecom-
munications, financial, government services and person-
al, cultural and recreational services. In contrast, receipts
from travel services grew by 3% to $505 million attributed
to increases in both business and private travel receipts
that were in line with the rising number of visitors” arrival
for work related businesses and personal visits.

The rise in services debit in 2013 was largely driven by the
increase in other service and transport services payments
that outweighed the decline in travel services payments.
Other services payment rose by 12% to $705 million driven
by increases in government services, construction, com-
puter and information technology services, royalties and
licenses, professional and management services and other
business services. Transport services debit grew slightly
by 4% to $392 million and was associated mainly with
freight payments that rose from $338 million to $347 mil-
lion as a result of higher imports during the year. How-
ever, travel services debit dropped by 4% to $478 million
during the period. This came mainly from the 7% decline
in personal travel payments to $264 million attributing to
lower number of residents travelling abroad for non-edu-
cational purposes. In contrast, travel payments abroad for
educational purposes more than doubled in 2013 to reach
$61 million.

Primary income:

The primary income account deficit widened further by
10% to $653 million in 2013.The deterioration was due to a
4% increase in primary income debits to $848 million and
11% fall in primary income credits to $195 million.
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Table 4.4 Balance of Payment
- Primary Income Account

(SBD million)

2011 2012 2013

Balance on Primary Income (1,031) (593) (653)
Credits 198 220 195
Compensation of Employees 8 11 9
Investment income 80 116 83
Direct investment 31 25 25

Portfolio investment 4 32 11

Other investment 4 1 1

Reserve assets 42 58 45

Other primary income 111 93 103
Debits 1,230 813 848
Compensation of Employees 39 44 57
Investment income 1,191 768 791
Direct investment 1,027 620 721

Portfolio investment - - -

Other investment 164 149 70

Other primary income - - -

Source: CBSI

The drop in primary income credits came from the de-
clines in investment income and compensation of em-
ployees. Inflows from investment income declined from
$116 million to $83 million due to lower returns earned on
reserve assets and portfolio investments abroad. Receipts
on compensation of employees dropped from $11 million
to $9 million. Meanwhile, other primary income receipts
rose from $93 million to $103 million owing to fishing li-
cense fees received from distant water fishing nations to
fish in the country’s exclusive economic zone.

The rise in primary income debit was driven by higher
payments on investment income and compensation
of employees. Investment income outflows increased
to $791 million in 2013 from $768 million in 2012 while
compensation of employees rose to $57 million from $44
million over the same period. The increase in investment
income payments came mainly from direct investment in-
come (FDI income) outflows, which increased by 16% to
$721 million. This was associated with higher reinvested
earnings particularly in the first and last quarter of 2013.
Meanwhile, other investment income outflows fell by 53%
to $70 million as a result of lower interest payments on ex-
ternal loans from the Government and the private sector.

Secondary Income

The balance on the secondary income (current transfers)
posted a surplus of $750 million in 2013, dropping slightly
by 1% from the $759 million surplus in 2012. The lower
surplus resulted from a 6% fall in secondary income cred-
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its (inflow) to $1,040 million, which outweighed the larger
fall in secondary income debits (outflow) by 15% to $290
million.

Table 4.5 Balance of Payment - Secondary Income

(SBD million)

2011 | 2012 | 2013

Balance on Secondary Income 985 759 750
Credits 1,458 1,102 |1,040
General government 1,258 847 808
SD:Cr:ngit-taking corporations and other 200 254 232
Personal transfers 101 115 111
Other current transfers 99 139 121
Debits 472 343 290
General government 2 44 20
g):c[igit—taking corporations and other 471 298 270
Personal transfers 471 298 270
Other current transfers - - -

Source: CBSI

The fall in secondary income credits resulted from the
declining inflows from both general government and ‘de-
posit-taking corporations and other sectors’ (private sec-
tor). General government inflows dropped by 5% to $808
million attributed to falls in donors’ technical assistance
(TA) and aid-in-kind. Inflows from TA fell by 12% to $412
million, reflecting the winding down of TA activities of
completed donor projects cycle while aid-in-kind fell by
13% to $56 million. In contrast, aid-in-cash for general
government budget support increased by 8% to $340 mil-
lion. Inflows from deposit-taking corporations, specifical-
ly private current transfer receipts also fell by 9% to $232
million driven by declining transfers to NGOs, churches,
and other personal transfers.

The 15% drop on the secondary income debits was due
to the fall in general government transfer payments to in-
ternational and regional organisations from $44 million to
$20 million. Private sector transfer payments also dropped
by 10% to $270 million, reflecting a declining outflow of
workers” remittances from long-term foreign employees
in the country.

Capital Account

The capital account fell by 15% to $604 million in 2013,
which entirely came from general capital transfer receipts
by donors to the general government. The decline re-
flected exceptionally high donor inflows in 2012 for large
donor projects including bridges, wharfs and market fa-
cilities that were completed in 2012. However, the capital
transfers in 2013 were still relatively higher than in 2011
and indicative of development partners’ ongoing commit-
ment to assist with the financing of the Solomon Islands
capital budget.

Table 4.6 Balance of Payment - Capital Account

(SBD million),
2011 2012 2013
Balance on Capital Account 539 710 604
Credit 539 710 604
Capital transfers 539 710 604
General government 539 710 604
Private sector - - -
Debit - - -

Source: CBSI

Financial Account

The financial account registered a ‘net borrowing’ of $20
million in 2013, overturning the ‘net lending” of $506 mil-
lion in 2012. This resulted from the substantial increase
in financial liabilities (inward flows), which more than
doubled to $662 million, and surpassed financial assets
(outward flows), which dropped by 20% to $642 million.

Table 4.7 Balance of Payments - Financial account

(SBD million)

2011 2012 2013

Balance on financial account.” (203) 506 (20)

Asset 1,544 798 642

Direct investment abroad 29 19 12

Portfolio investment 4) 24 (16)

Other investment 381 173 215

Reserve assets 1,138 581 431

Liabilities 1,747 292 662

Direct investment (FDI) 1,119 502 769

Portfolio investment 4) (16) 5)

Other investment 632 (194) (102)
* (+) is net lending & (-) is net borrowing

Source: CBSI

The fall in financial assets was primarily attributed to the
26% drop in reserve assets to $431 million in 2013. This re-
flected lower financial transaction receipts from export re-
ceipts and cash inflows from donors. Direct investments
inflows also dropped from $19 million to $12 million and
portfolio investments from $24 million to minus $16 mil-
lion. The negative movement in the portfolio investments
reflected a draw down in the stocks of portfolio invest-
ment assets. Other investment assets, however, increased
by 24% to $215 million, arising from increased trade cred-
its and other accounts receivable during the year.

The significant increase in financial liabilities mainly
stemmed from foreign direct investment (FDI) inflows in-
creasing by 53% over the year to $769 million as a result
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of increasing capital and equity investment, reinvestment
of earnings, and inter-company debts. Other investment
liabilities narrowed to minus $102 million from a minus
$194 million in 2012. The improvement reflected repay-
ments by firms on their offshore liabilities including exter-
nal loans and trade credits payable.

International Investment Position (IIP)

The net international investment position (net IIP)* re-
corded a net borrowing of $5,817 million at the end of
2013. This increased by 4% from the net borrowing of
$5,589 million at end of 2012. The net liability position re-
flected the country’s dependency on the influx of foreign
capital and investment equity for its economic develop-
ment. The widening of the IIP net borrowing during the
year was attributed to a $566 million increase in financial
liabilities to $10,866 million relative to the $337 million in-
crease in financial assets to $5,049 million.

The increase in the stock of financial assets came on the
back of increasing stock of reserve assets by 7% to $3,909
million, growth in stock of direct investments by 7% to
$283 million, and 15% increase in other investment assets
to $744 million. Stock of portfolio investment, however,
fell by 14% to $114 million in 2013. The changes in these
stocks reflected the transaction flows highlighted in the
financial account and other valuation changes.

The increase in stock of financial liabilities mainly result-
ed from direct investment liabilities (FDI stocks) rising
by 11% to $7,655 million. This came from increasing FDI
inflows during the year as highlighted under the corre-
sponding account in the financial account. Meanwhile,
stocks of other investment liabilities declined by 6% to
$3,200 million as a result of external loan repayments by
the government and the private sector. Similarly, stock
of portfolio investments declined from $16 million to $11
million reflecting a draw down during the year.

Gross External Debt

Total external debt position® for the country was $5,568
million at end of 2013. This fell slightly by 2% from $5,660
million at the end of 2012. The reduction was driven by
repayments made by the Government, deposit-taking cor-
porations and the private sector during the year.

The external debt position from general government fell
by 5% to $743 million at end of 2013. This was due to the
government principal repayments of $47 million to its ex-
ternal loans and no further borrowings from overseas de-
velopment partners during the year. External debt from
deposit-taking corporations fell by 3% to $97 million. This
fall was due to higher settlements in the first half of 2013
offsetting external debts obtained during the second half
of 2013. Other sectors” external debt position fell by 4%
to $2,248 million at the end of 2013. These were external

25The international investment position (IIP) is the country’s external sector balance sheet. It records stock of
external financial assets and liabilities at a point in time. Net IIP borrowing position is when the stock of financial
liabilities exceeded the stock of financial assets.

26 IMF External Debt Statistics (EDS) Guide 2012 defines gross external debt as the amount of those current
liabilities (not contingent) that require payments of principal and/or interest by the debtor at some points in the
future and that are owed to non-residents by residents.

debts obtained by private sector companies from non-res-
idents other than from parent companies. The reduction
resulted from net payments during the course of the year.

Table 4.9 Gross External Debt Position*

(SBD million)
2012 2013
Gross External Debt Position 5,660 5,568
(i) General Government 784 743
(i) Central Bank 254 257
IMF SDR allocation 111 112
IMF SCF 143 145
(iii) Deposit-Taking Corporations, except the 100 97
Central Bank
(iv) Other Sectors 1/ 2,340 2,248
(v) Direct Investment: Intercompany Lending 1/ 2,183 2,222

*The gross EDS were compiled into institutional sectors during Q3 2013 based on IMF EDS
Guide 2012 manual. The data were only reviewed and revised back to Q4 2012 at the
time of this reporting.

1/ provisional

Source: CBSI

However, intercompany lending increased by 2% to
$2,222 million at end 2013 from $2,183 million at end of
2012. This was a direct result of parent company abroad
lending to its shareholding company in the Solomon Is-
lands. On a similar note, the external debt position of the
Central Bank also increased to $257 million at end 2013
from $254 million at end 2012 due to exchange rate move-
ments.

Gross Foreign Reserves

The country’s gross foreign reserves increased by 7%
to $3,909 million (US$529 million) from $3,668 million
(US$498 million) at the end of 2012 (see Figure 4.5). The
accumulation was driven largely by net transaction in-
flows of $431 million attributed to donor cash inflows,
other primary income receipts relating to fishing licenc-
es and round log export receipts particularly during the
fourth quarter. Meanwhile, the moderate rate of increase
Figure 4.5: Gross Foreign Reserves
and Import Cover
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in the gross foreign reserves resulted from weaker export
performance and lower donor inflows during the year.
The strengthening of the Solomon Islands dollar that re-
sulted in exchange rate revaluation losses also contributed
to the moderate pace. The level of gross foreign reserves
was equivalent to cover 11.2 months of import of goods
and services. This is a slight improvement from the 10.4
months of import cover at the end of 2012.

Exchange rate

The Solomon Islands real effective exchange rate (REER)*
appreciated by 8% in 2013. This was driven by the appre-
ciation of the Solomon Islands nominal effective exchange
rate (NEER)® by 4% in 2013 (see Figure 4.6) and relatively
higher inflation rate in the Solomon Islands compared to
trading partner countries. This suggested that Solomon
Islands exports were becoming less competitive in 2013.

Figure 4.6: Nominal and Real Effective
Exchange Rate Developments
(Index Value; Average of Period)
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27 Effective exchange rates are indices that describe the relative strength of the SBD to a basket of major trading
partner currencies, weighted by the respective trade shares of each partner. The nominal effective exchange rate
(NEER) is a trade-weighted exchange rate, while the real effective exchange rate (REER) adjusts the NEER for
inflation. They broadly indicate a country’s relative competitiveness in foreign trade. NEER and REER data are
sourced from the IMF's IFS database and are indexed to 100 in 2005.

Figure 4.7: Nominal Bilateral
Exchange Rate Developments
(SBD Value in Terms of Foreign Currency; Average of Period)
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The appreciation of the Solomon Islands NEER indicated
that Solomon Islands dollar (SBD) strengthened against
the invoice-weighted basket of currencies, in particular the
USD and the AUD. This was largely due to the strength-
ening of the SBD against the nominal bilateral exchange
rates of both USD and AUD, the two main trade invoicing
currencies, which comprised 83% of the total foreign ex-
change transactions during the year.

On annual average, the SBD appreciated by 0.7% against
the US dollar to $7.30 per USD and against the Australian
dollar by 7.2% to $7.07 per AUD (see Figure 4.7). This out-
come reflected the strengthening of the SBD against USD
and AUD in the first seven months and final two months
of the year. The SBD also appreciated against the British
Pound by 2.0% to $11.42 per GBP and against the Japanese
Yen by 18.5% to $7.52 per 100JPY. The SBD, however, de-
preciated by 2.5% against the Euro to $9.70 per EUR and
0.4% against the New Zealand dollar to $5.99 per NZD
during the period.
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BOX 4.1: DIRECTION OF TRADE STATISTICS

The People’s Republic of China Solomon Islands Exports by Country of Destination
(PR Chlna) remained the largest Table A: Destination of Exports
export market for Solomon Is- 2011 2012 2013
lands exports over the past three e % of SBD % of SBD % of
years mainly due to round log million total million total million total
exports. Exports to PR China in- exports exports exports
creased slightly by 1% to $1,500 People’s Republic of China 1,373 43% 1,483 41% 1,500 47%
million to account for 47% of to- |Australia 551 17% 880 24% 641 20%
tal exports in 2013. This was at- | tpjjang 169 5%| 216 6% 112 3%
tributed to the increased share of United Kinadom 110 306 104 500 63 o0
round logs exported to PR China e g ’ 0 ’
and lower exports to the Philip- |Philippines 230 % 168 5% 64 2%
pines. Australia was the second |ltaly 141 4% 140 4% 225 7%
largest export market although | 1o 2574  81%| 3081  85%| 2604  81%
minerals export share fell from
24% a year ago to 20% in 2013 Data are provisional. 2012 and 2013 were derived from Customs and industry survey.
. " Source: CBS| and SINSO
Exports to Australia fell by 27% "
to $641 million during the year
largely due to a fall in gold ex- Solomon Islands imports by country of origin
ports. Exports to Italy, however, Table B: Source of Imports
surged by 61% to $225 million in Aol 20T2 2005
2013 on the back of higher tuna SBD % of SBD % of SED % of
loin exports. As a result, Italy’s million | . fotal milion | . total miion | total
imports imports imports

share of total exports moved up ‘
to 7% from 4% in the pI‘EViOLlS Australia 1,042 29% 1,034 28% 1,101 29%
year. Singapore 766 21% 922 25% 945 25%

3 . People’s Republic of China 386 11% 322 9% 351 9%
Meanwhile, exports to Thailand
dropped significantly by 49% to |Malaysia 215 6% 267 7% 311 8%
$112 million in 2013, lowering its |Japan 121 3% 204 6% 179 5%
share of total exports from 6% in | New Zealand 204 6% 199 5% 180 5%

o .
2012 to 3% in 2013. This was due [ . 2,734 76%| 2,947 80%| 3,068 82%
to the decline in exports of frozen

tuna to canneries in Thailand.
Exports to United Kingdom also
fell sharply by 67% to $63 mil-
lion in 2013 due mainly to increasing palm oil exports
to Netherlands and Spain. In addition, exports to the
Philippines declined by 62% to $64 million driven by
the fall in copra and round logs that were shipped to
the Philippines during the year. Accordingly, the com-
bined export share of the United Kingdom and the
Philippines fell to 4% in 2013 from 10% in the previous
year.

Source: CBSI and SINSO

Australia is the country’s largest import source, ac-
counting for 29% of total imports in 2013. Imports
from Australia rose by 7% to $1,101 million in 2013
due mainly to increased imports of foods, namely rice
and wheat, machinery and transport equipment, basic
manufactures, and chemicals during the year. Singa-
pore remained the country’s second largest import
source, representing 25% of import share in 2013. Im-
ports from Singapore increased by 3% to $945 million
in 2013 and was mainly due to higher fuel imports. Im-
ports from PR China also increased in 2013 by 9% to

Data are provisional. 2012 and 2013 were derived from Customs

$351 million. This accounted mainly for imports of ba-
sic manufactures and chemicals during the year. Simi-
larly, imports from Malaysia rose significantly by 17%
to $311 million in 2013. This was mainly due to higher
imports of machineries and transport equipment re-
lating to logging activities. Imports from Malaysia ac-
counted for 8% of total imports in 2013, a slight im-
provement from 7% in 2012.

Meanwhile, imports from Japan declined by 12% to
$179 million, resulting in a fall in its composition of im-
ports from 6% to 5% in 2013. This came mainly from the
fall in imports of machineries as the country sourced
most of its machineries import for mining and logging
activities from Australia and Malaysia during the year.
Furthermore, imports from New Zealand comprising
5% of the total imports also dropped in 2013 by 9% to
$180 million. This reflected the fall in food imports as
the bulk of the food imports were sourced from Aus-
tralia during the year.
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Chapter V. MONEY AND BANKING

Monetary growth was slower during the year, compared
to the previous year. This was mainly driven by the slower
growth in reserve money. Money supply increased while
total liquidity in the banking system declined in 2013. The
trend in the growth of monetary aggregates was similar
to that of 2012, increasing but at a slower pace. The ac-
tive sale of Bokolo bills helped to absorb a portion of the
excess liquidity in banking system in 2013, resulting in
the gradual decrease in excess liquidity throughout the
period. Credit to the private sector trended upwards in
the first quarter, but remained stable throughout the year.
Commercial banks’ interest rate margin remained in dou-
ble digits at just below 11% but much higher than in 2012
on account of a slight increase in the lending rate in the
fourth quarter and a contraction in the deposit rate.

In line with the monetary policy stance in 2013, CBSI sold
Bokolo bills to the commercial banks resulting in the stock
of Bokolo bills held by the commercial banks increasing
from $356 million as of December 2012 to $600 million as
of December 2013. The cash reserve requirement was un-
changed at 7.5% of the commercial banks” total deposit li-
abilities.

Reserve Money

Reserve money (MO0) declined by 1% to $2,034 million in
December 2013 compared to the 24% increase in 2012. In
terms of the components of reserve money, the balances of
commercial banks” call deposits held with CBSI fell by 2%
to $1,424 million, outweighing the 1% growth to $603 mil-
lion in currency in circulation. The reduction in the com-
mercial banks’ call account balances by 17% occurred in
the first quarter. There were some growth in the final three
quarters of 2013, but not sufficient to cover the fall dur-
ing the first quarter. Conversely, currency in circulation
reported a 14% growth in the fourth quarter.

The decline in reserve money was owing to the slow
growth in both CBSI’s net foreign assets (NFA) and net
domestic assets (NDA)#* (see Figure 5.1). The NFA hold-
ings of CBSI increased by 7% to $3,651 million in Decem-
ber 2013, but well below the growth of 23% in December
2012. NDA, on the other hand, stood at negative $1,613
million, attributed to the increase in net domestic credit,
resulting from a rise in the claims of central government,
together with the increase in commercial bank holdings
of CBSI Bokolo bills. The increase in the CBSI’s NFA posi-
tion was largely led by growth in gross foreign reserves
of $238 million to $3,909 million at the end of December
2013.

Narrow Money

Narrow money (M1) increased by 13% to $2,698 million
in December 2013 compared to a 28% rise in 2012. Growth
was driven by the rise in transferable deposits of 16% to
$2167 million but currency in active circulation declined

28Net Domestic Asset (NDA) is computed as domestic assets minus domestic liabilities. Hence, negative NDA
implies domestic assets are lower than domestic liabilities. .

Figure 5.1: Drivers of Reserve Money
(Value of NFA and NDA; Quarterly Data)

4,000

3,000

2,000 -

1,000 -

Value of MO drivers, $ millions
o

-1,000

-2,000

mm NFA of CBSI NDA of CBS| e== MO

Source: CBSI

by 0.3% to $531 million. The ODCs’ transferable deposits
of the public non-financial corporations rose by 54% to $70
million and other non-financial corporations increased by
25% to $248 million.

Broad Money

Broad money (M3) grew by 12% to $3,445 million in De-
cember 2013 compared to a 17% rise in 2012 (see Figure
5.2). The growth was attributed to the advances in M1 to-
gether with the rise in other deposits (savings and time) by
12% to $746 million by end 2013. The sources of growth
in M3 was largely due to the increase in both the CBSI’s
NFA by 7% to $3,651 million and the commercial banks’
NFA, which moved to $132 million from $12 million in
2012. Conversely, the sustained increase in government

Figure 5.2: Components of Broad Money
(Value of Broad Money Components; Quarterly Data)
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deposits in the banking system contributed to the slower
growth in M3 during the year.

Liquidity
Total liquidity in the banking system fell for the first time

25



Quarterly Review December 2013

Figure 5.3: Commercial Bank Liquidity
(Quarterly Data)
1,600

1,400 P \

| e

[N
=}
S
[}

800

600

Liquidity, $ millions

400

200 -

Mar-09 '}
Jun-09
Sep-09
Dec-09
Mar-10
Jun-10
Sep-10
Dec-10
Mar-11
Jun-11
Sep-11
Dec-11
Mar-12
Jun-12
Sep-12
Dec-12
Mar-13
Jun-13
Sep-13
Dec-13

mm Excess Liquidity B Precautionary/Transaction Reserves Required reserves emmTotal liquidity

Source: CBSI

since 2008 by 12% to $1,280 million in December 2013
(see Figure 5.3). This is in contrast to the 28% growth wit-
nessed in 2012. The decline was in spite of growth in the
second and third quarters of 3% and 5%, respectively.
Mirroring this trend, excess liquidity fell by 13% to $969
million in 2013 compared to $1,161 million in 2012. CBSI’s
action to reduce excess liquidity was through the sale of
Bokolo bills. As a result, excess liquidity fell as the stock
of Bokolo bills held by the commercial banks increased to
$600 million compared to $356 million at the end of 2012.

Domestic credit

Total net domestic credit (NDC) of the banking system
declined to $162 million in December from $257 million
a year ago. The fall in NDC was attributed to the increase
in government deposits by 28% as of December 2013. In
contrast, credit to the private sector went up by 15% to
$1,465 million at the end of December 2013 compared to a
4% increase in the previous year.

Total outstanding credit issued by ODCs accounted for
$1,440 million of the total private sector credit, a rise of
2% from the last quarter and 15% increase from Decem-
ber 2012. Growth in private sector credit was driven by
long term credit in the form of loans, which grew by 18%
to $1,293 million in December 2013 from $1,094 million
a year ago. Trade bills, overdrafts, and lease financing
dropped from $6 million, $137 million and $6 million in
the third quarter to $4 million, $137 million and $6 mil-
lion, respectively. Compared to December 2012, trade bills
and lease financing declined while overdrafts remained
the same. Excluding trade bills, total private sector credit
from ODCs increased by 16% to $1,440 million compared
to 14% growth across 2012 (see Table 5.1).

Ta ble 5.1 Private Sector Credit (ODCs) SBD Million
Type Dec-12 | Mar-13 | Jun-13 | Sep-13 | Dec-13
Trade Bills 7 16 22 6 4
Overdrafts 137 149 141 143 137
Loans 1094 1174 1215 1250 1293
Lease Financing 11 9 8 7 6
Total 1250 1348 1386 1406 1440
Toa %{I‘fsd)”( Bxcluding|  1543| 1332| 1364| 1400| 1436

Source: ODCs & CBSI

Meanwhile, the sectors that expanded their loan balanc-
es compared to the previous year were personal sector,
which increased by $97 million to $472 million, distribu-
tion sector was up by $46 million to $212 million, commu-
nications sector increased by $33 million to $140 million,
tourism sector went up by $23 million to $103 million, ag-
riculture sector by $15 million to $42 million and transpor-
tation sector increased by $9 million to $72 million.

The personal sector increased its share of the total credit
from ODCs to 33% as of December 2013, up from 30%
a year ago. The distribution sector was second at 15%,
slightly more than 13% as of December 2012. Lending to
the construction sector accounted for 13% by year end,
down from 15% a year ago. Furthermore, lending to the
communication and tourism sectors increased from 9%
and 6% in December 2012 to 10% and 7% in December
2013, respectively.

Table 5.2: Private Sector Credit by Sectors
- Percentage
SBD Millions 2012 2013 change
Sectors Q3 Q4 Q3 Q4

b E N B B/A B/E
Personal 358.0| 374.7 434.5| 4719 9% | 26%
Construction 179.3| 189.7 185.0| 181.9 2% | -4%
Distribution 159.3| 165.6 210.8| 211.9 0.5%| 28%
Communications | 111.7| 107.4 148.9| 139.6 -6% | 30%
Discount
Acceptances 15.0 7.0 5.8 3.6 -37% | -48%
Tourism 74.1 80.1 96.8| 103.4 7% | 29%
Prof. & Other
Services 69.1 68.8 70.5 67.1 5% | -3%
Transport 61.6 62.5 62.2 72.3 16% | 16%
Manufacturing 58.7 57.1 52.5 54.1 3%| -5%
Forestry 47.6 48.0 41.9 39.9 -5% | -17%
Fisheries 4.2 3.8 0.0 3.0 0% | -23%
Mining &
Quarrying 5.3 5.1 0.2 0.1 -35% | -98%
Agriculture 22.7 27.2 39.7 41.7 5% | 53%
Private Financial
Institutions 0.1 4.7 4600% 0%
Others 34.4 59.6 0.1 44.6 | 44500% | -25%
Total 1186.1 | 1249.7 | 1405.657 | 1439.6 2% | 15%

Source: ODCs & CBSI
Interest rates

The indicative weighted average deposit interest rate of
the commercial banks” declined further from 0.64% in 2012
to 0.21% in 2013 (see Figure 5.4). This came from a fall in
time deposit rates across all maturities in December 2013.
Meanwhile, the indicative weighted average interest rate
on lending moved slightly from 10.5% in 2012 to 10.6% in
December 2013. As a result, the weighted average interest
rate margin widened to 10.4% compared to 10.0% in 2012.
The drivers of this marginal increase was attributed to the
lending rates extended to mining, non-residents, and en-
tertainment loans that moved from 9.8%,13.6%, and 11.4%
t016.4%,16.4% and 12.3%, respectively.
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Figure 5.4: Interest Rate Developments
(Percentage; Quarterly Data)
20

18

16

14

12

10

Interest rates (%)

Ql‘QZ‘Q3‘Q4‘Q1‘Q2‘Q3‘Q4‘Q1‘QZ‘Q3‘Q4‘01‘Q2‘Q3‘Q4

2010 ‘ 2011 ‘ 2012 2013

All Deposits mm All Loans and Advances @ |\largin

Source: CBSI

Other Financial Corporations

The net foreign assets (NFA) of the other financial corpo-
rations (OFCs) decreased by 2% to $262 million in 2013,
compared to a 5% rise in 2012. The fall was driven by a
drop in foreign currency holdings through transferable
deposits held with non-residents that declined by 14%
to $8 million, other deposits by 0.3% to $147 million and
investment of shares down by 2% to $122 million respec-
tively. The fall in NFA was also driven, to a lesser extent,
by the 1% rise in OFCs’ foreign liabilities.

Meanwhile, the OFCs" net domestic assets (NDA) grew
notably by 31% to $1,548 million by year-end compared to
an 18% increase in 2012. Contributing to the increase was
the 22% growth in the second quarter, driven by a one-off
significant increase in credit to the private sector that was
associated with an increase in shares to other non-finan-
cial corporations by $838 million to $1,115 million. Other
lesser contributions came from increases in securities by
other non-financial corporations by $12 million to $32 mil-
lion and settlement by other non-financial corporations by
$3 million to $20 million. Conversely, the build-up of de-
posits held with the other depository corporations (ODCs)
decreased by 6% in 2013 to $577 million, compared to a
30% increase in the previous year. However, despite the
year-on-year decline, deposits held by ODCs recorded
consecutive growths of 11% and 6% in the September and
December quarters, respectively.

Monetary Policy

With the introduction of the 2012 CBSI Act on 1st Janu-
ary 2013, which states that the primary objective of the
Central Bank of Solomon Islands shall be to achieve and
to maintain domestic price stability, CBSI continued to
implement an appropriate monetary policy stance with
the overarching aim of containing inflationary pressures.

In 2013, inflationary developments fluctuated within the
range of CBSI's forecast of 5%-7%, driven mainly by sub-
dued imported prices despite pressure from domestic
prices, which was the main source of rising inflation dur-
ing the year. However, by December 2013, inflation came
down to 3%, well below the forecast range. This was due
to slow growth in food, housing utilities, transport and
communication, and recreation, health and other servic-
es. In addition, the gross foreign reserves averaged 11.2
months of imports at the end of 2013, comfortably above
the three months benchmark.

To influence the economic conditions, CBSI employed two
policy instruments, which involved maintaining the cash
reserve requirement at 7.5% of commercial banks deposits
liabilities and the issuance of Bokolo bills aimed at absorb-
ing some of the excess liquidity in the banking system.
CBSI continued its open market operation through the
sale of CBSI auctioned Bokolo bills in the primary mar-
ket during the year. The total stock floated reached $640
million in December 2013 from $500 million in 2012. The
commercial banks took up $600 million worth of Bokolo
bills by year-end, an increase of $244 million from 2012.
This accounted for 47% of the total liquidity in the bank-
ing system at the end of 2013 compared to 35% in the pre-
vious year. Over the same period, the weighted average
interest rate on Bokolo bills increased by 11 basis points
from 0.47% to 0.58%.

Moreover, in terms of the exchange rate policy, CBSI con-
tinued to maintain its current exchange rate policy by peg-
ging the SI dollar against a basket of currencies compris-
ing of the Solomon Islands five major trading currencies
(see Table 5.3).

Table 5.3: Monetary Policy and Exchange Rate Instruments
(Status of Instruments; Annual Change)

rate

with base rate of 7.3561
against the USD

CBSI Status in by Status in by
Instrument Dec 2012 Dec 2013
A managed peg (¥1% | A managed peg (+1%
Exchange margin of the base rate) | margin of the base rate) was

retained with a revised base
rate of 7.2833 against the
USD in 3Q 2013.

Open Market
Operation

As of December 2013,
$500 million stock was
floated by CBSI and $356
million was absorbed.

As of December 2013, $640
million stock was floated by
CBSI and $600 million was
absorbed.

Cash Reserve
Requirement

Remained at 7.5%

Remained at 7.5%

Meanwhile, CBSI continued to sell government treasury
bills in 2013 with the volume of treasury bills capped at
$40 million since 2011. Owing to the high demand for trea-
sury bills during the period, the overall weighted average
interest yield (WAY) for 91-days declined from 0.34% to 0.24%
and that for 182 days increased significantly to 1.03% from 0.22% in
2012.
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Chapter VI. GOVERNMENT FINANCE

Overview

Despite facing large unbudgeted spending pressures as a
result of major policy shifts earlier in the year, the Govern-
ment recorded a fiscal surplus® of $133 million in 2013.
The favourable outcome came despite a fall in revenue
against budget and reflected large expenditure savings
particularly within the capital budget. Consistent with the
continuous downward trend witnessed over the past sev-
en years, public debt stock fell to $949 million from $1,023
million in 2012. This debt level was equivalent to 15% of
the country’s GDP, down from 17% at the end of 2012.
The reduction reflected the Government’s commitment in
servicing its debt obligations.

Revenue

Total revenue including grants underperformed against
the budget® by 10% to $3,193 million driven by the short-
fall in budget support and development grants. However,
domestic revenue, which accounted for 86% of total rev-
enue, increased by 3% against budget to $2,759 million.
Compared to the previous year, total revenue grew by 8%
and this was associated with the significant rise in reve-
nue collections in the final quarter of 2013. The above bud-
get performance was attributed to larger than anticipated
collections in Inland Revenue Division (IRD) and non-tax
revenue (NTR), which outpaced shortfalls in Customs and
Excise Division (CED) receipts. Grants, which accounted
for 14% of total revenue, grew by 7% year-on-year but fell
short against budget by half (50%) to $434 million.

Inland Revenue Division

IRD collection, which constituted 61% of domestic rev-
enue, outperformed budget projections by 4% to $1,697
million (see Figure 6.1). IRD revenue grew by 13% year-
on-year compared to the 12% growth registered in 2012.
The positive outcome against 2012 was due to strong com-
pliance efforts combined with tax awareness programs
conducted by IRD during the year as well as progress
made across a range of initiatives to address key tax risks.
Driven by these initiatives, company tax, government
PAYE, withholding tax and goods tax receipts increased
relative to their respective budgets. In contrast, private
sector PAYE, sales tax, and stamp duty and licences per-
formed below budget.

Against the budget, company tax was higher by 8% at
$288 million. Withholding tax receipts exceeded budget
by 40% to $236 million, on the back of increases in all with-
holding tax categories particularly in the June and Decem-
ber quarters. Both resident and non-resident withholding
tax outpaced the budget by 7% and 11% to $77 million
and $72 million, respectively. Dividend tax also surpassed
budget to reach $87 million, indicating high business turn-
overs during the year. Government PAYE rose above the
budget by 4% to $92 million following a 71% upsurge in

29 This balance includes principal debt repayment of $83 million.
30 This refers to the SIG's 2013 revised budget unless stated otherwise.
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Figure 6.1: Domestic Revenue by Share
(Value of Revenue; Annual Data)
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the third quarter. Goods tax edged the budget by 2% to
$685 million due to significant gains in the first and fourth
quarters, which offsetted below budget collections in the
other two quarters.

On the contra-side, private sector PAYE and sales tax un-
derperformed against the budget by 8% to $319 million
and by 18% to $56 million respectively, driven by sus-
tained below-budget performances in each quarter of the
year. Stamp duty and licenses, which accounted for 1% of
IRD receipts, slipped below estimates by 7% to $11 million
and by 8% to $9 million, respectively.

Customs and Excise Division (CED)

CED revenue, which accounted for 29% of domestic rev-
enue, grew by 2% year-on-year but slipped by 1% to $796
million against the budget. This was attributed to sub-
dued collections on export and excise duties, which ne-
gated revenue gains on logs and import duties.

Log export duties, which constituted the bulk of CED re-
ceipts, rose by 4% to $407 million buoyed by higher tim-
ber and a one-off “tubi” exports during the final quarter.
However, growth in log revenue shrunk further from
respective year-on-year growths of 54% and 10% in 2011
and 2012 to 1% in 2013. This was consistent with the fore-
casted slowdown in the logging industry. Import duty
performed slightly above forecast by 1% to $229 million
and was attributed to higher import receipts in manufac-
turing and transport and equipment. Other duties rose
from $2 million to $4 million.

In contrast, excise duties weakened by 14 % against budget
to $138 million due to misclassification of duties collected
from spirits under import duty. This fall in excise duty
on spirits more than offsetted the minimal gains in excise
duties on tobacco and beer. Furthermore, export duties
declined by 20% to $18 million due to under collections
that were more pronounced in the March and December
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quarters of 2013.

Non-Tax Revenue

Non-tax revenue (NTR), which accounted for 10% of do-
mestic revenue, rose to $266 million from $242 million in
the revised budget and grew by 2% against 2012 perfor-
mance. Underpinning this outturn was the higher than
budgeted collections by the Ministry of Fisheries and Ma-
rine Resources (MFMR) most notably in the fourth quar-
ter, Ministry of Finance and Treasury (MoFT) and Min-
istry of Commerce, Industry and Employment (MCIE).
On the other hand, collections from the Ministry of Infra-
structure Development (MID), Ministry of Education and
Human Resources Development (MEHRD) and Ministry
of Communication, Aviation and Meteorology (MCAM)
fell below budget. The NTR is an area that can potentially
raise more revenue for the Government if ministries col-
lect revenue more efficiently in the future.

Grants

Total grants received by the Government during the year
was just half (50%) of the budgeted estimate, amounting
to $434 million. The combined shortfall in recurrent and
development grants was the reason for this underperfor-
mance. Recurrent grants which represented 71% ($309
million) of the total fell short against budget by 53%, while
development grants which accounted for the remaining
29% ($125 million) also underperformed by 41%.

Recurrent grants comprised of $203 million from Austra-
lia (Australian Aid), $63 million from New Zealand aid
(NZAID) and $36 million from Asian Development Bank
(ADB). United Nations International Children’s Educa-
tion Fund (UNICEF), United Nations Development Pro-
gram (UNDP) and World Health Organisation (WHO)
accounted for the remaining $7 million.

The Ministry of Health and Medical Services (MHMS) ac-
counted for 52% of Australian Aid funding ($105 million),
followed by MEHRD at 26% ($53 million), MoFT at 21%
($43 million) and Ministry of Police and National Secu-
rity (MPNS) at 1% ($2 million). NZAID grants of $63 mil-
lion went to MEHRD while the $36 million ADB fund was
channelled through the Ministry of Finance and Treasury
(MoFT) as general support grant.

Of the development grants that were channelled through
the consolidated account, Papua New Guinea (PNG) Gov-
ernment accounted for 51% ($63 million), followed by Re-
public of China (ROC) at 42% ($53 million) and Australia
at 7% ($8 million). Of the PNG grant, the Ministry of De-
velopment Planning and Aid Coordination (MDPAC) and
Ministry of Infrastructure Development (MID) received
$20 million each, MHMS and MEHRD $10 million each
and the Ministry of Rural Development (MRD) received
$3 million. The $8 million Australian Aid grant that came
through during the year went to the MoFT. With the total
ROC grant allocation, $43 million went to MRD as Rural
Constituency Development Funds (RCDF) and the other
$10 million went to the MEHRD.

Expenditure

Government expenditure totalled $2,977 million in 2013
compared to the budget estimates of $3,789 million. The
underspending reflected broad-based declines among the
major categories, with capital expenditure dropping by
25% to $724 million and recurrent expenditure down by
20% to $2,253 million. This outturn was attributed to mea-
sures the Government undertook to manage cash flow as
a result of low revenue collections amid the unbudgeted
spending pressures particularly in the first half of the
year and lack of capacity within implementing ministries.
However, total expenditure in 2013 expanded by 16%
above the previous year’s actual expenditure. The year-
on-year growth was attributed to the 29% surge in the de-
velopment expenditure and 12% increase in the recurrent
expenditure.

Payroll

Payroll spending in 2013 fell by 2% against the budget to
$747 million, and accounted for 25% of the total expendi-
ture (see Figure 6.2). Despite the “within budget’ spend-
ing, payroll spending was 7% higher than 2012. The bud-
get shortfall was reflected in almost all the line ministries,
with $8 million saved by the MHMS to $139 million, $4
million by the Ministry of Provincial Government and In-
stitutional Strengthening (MPGIS) to $16 million and $3
million by the National Parliament to $25 million. On the
other hand, MEHRD, which accounted for 44% of the to-
tal payroll cost, surged to $327 million against the budget
of $314 million. The more than budgeted spending in the
MEHRD was driven by a re-levelling exercise conducted
across the whole teaching service, which saw payroll in-
creasing in each subsequent quarters of the year.

Figure 6.2: Payroll Expenditure
(Budget versus Actual Expenditure; Annual Data)
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Meanwhile, disaggregating payroll expenses by major
categories, salaries accounted for the majority of payroll
costs at 67% compared to the 69% in the revised budget.
This was followed by various allowances31 with 15%,
NPF employee’s contributions at 6% and special duty al-

31 Various allowances also called other allowances under the new Chart of Account (COA)
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lowances accounted for 4%. The remainder was distrib-
uted between housing allowances, overtime, and other
payroll related costs.

Other Charges

The purchase of goods and services totalled $1,214 mil-
lion in 2013 lower than the $1,344 million in the budget
(see Figure 6.3). However, expenditure was 16% higher
than the previous year and accounted for 41% of the to-
tal expenditure. Major contributors of the underspending
against budget were the Ministry of Home Affairs (MHA)
with budget savings of $31 million, MEHRD with an un-
derspending of $29 million, the MPNS with $9 million and
$8 million by the Office of the Prime Minister.

Figure 6.3: Other Charges Expenditure
(Budget versus Actual Expenditure; Annual Data)
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Administrative costs still accounted for the largest propor-
tion of other charges with 38% despite being 11% lower
than the annual budget of $461 million. Grants constituted
the second highest share of expenditure at 24% although
4% below budget at $292 million. Training components of
the other charges also exhibited an underspending of $187
million compared to the budget of $206 million. This was
followed by maintenance, which accounted for 8%, travel
at 7%, capital equipment at 4%, and 2% each for salaries
related costs and subscription payments to overseas bod-
ies. The residual was spent on debt related items.

Development Expenditure

Lack of technical capacities in the implementing ministries
to fully utilise the 2013 development budget combined
with cumbersome processes, development expenditure
reached only $724 million in 2013 from the budget of $963
million, but buoyed by 29% over the 2012 spending. This
budget underspending was more pronounced in the first
quarter when ministries were slow in implementing their
capital projects. Capital expenditure however, picked up
since the second quarter of 2013.

The under-budget spending was evident in all 26 minis-
tries, with the MRD and MID utilising 77% and 67% of
their respective budget allocations of $197 million and
$128 million. MCAM and the MOFT were the other major
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contributors, utilising only 74% and 63% of their respec-
tive budgets of $130 million and $99 million. Ministerial
share of the 2013 development budget showed MRD still
maintaining the largest budget allocation of 21 %, followed
by MCAM with 13%, MID and MEHRD both at 12% each
and the MOFT at 9%.

By projects, there were a total of 137 projects that were
approved in 2013 including ongoing and new projects. Of
these approved projects, only 80% of the projects account-
ed for the bulk of the total capital funds disbursed during
the year. These projects include the Rural Constituency
Livelihood Fund (RCLF), accounting for 10% ($74 mil-
lion), followed by Solomon Islands National University
with 9% ($61 million), upgrading of the Munda Airfield
8% ($58 million), the National Transport Fund Program
and Rural Development Programme at 4% ($30 million)
each and provincial airfield programme at 4% ($27 mil-
lion).

Debt Stock & Servicing

Public debt stock dropped to $949 million by the end of
2013 compared to $1,023 million in 2012 (see Figure 6.4).
The positive outcome emanated from total repayment of
$97 million coupled with favourable exchange rate move-
ments during the year.

Figure 6.4: Public Debt Stock Developments
(Value of Public Debt; End of Period)
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External Public Debt Stock

External public debt stock dropped from $784 million a
year ago to $743 million in 2013. The 5% fall was attributed
mainly to debt repayments that were made to the Asian
Development Bank (ADB), International Development
Association (IDA), EXIM, European Union, Kuwait and
International Fund for Agriculture Development (IFAD).

External debt stock categorised by borrowers showed
multilateral creditors held the largest share at $635 million
(85%) of the external public debt portfolio of the country,
whilst bilateral creditors accounted for the remaining 15%.
In terms of currency composition, the SDR accounted for
79% of the external debt stock followed by the USD with
16%, Euro at 4% and Kuwait Dinar with the remainder.
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External public debt repayments that were facilitated by
the CBSI in 2013 stood at $57 million compared to the
scheduled repayment amount of $49 million. Debt ser-
vicing included principal repayments of $47 million and
interest payments of $10 million compared to their respec-
tive scheduled repayments of $38 million and $10 million.

Domestic Public Debt Stock

Outstanding domestic debt in 2013 was $205 million,
14% less than the level recorded in 2012. This stock level,
however, was 3% higher than the expected stock of $195
million. The fall in domestic debt stock was attributed to
debt servicing of $40 million compared to $44 million in
the revised repayment schedule. By holders of domestic
stock, the CBSI held $74 million, OFCs with $54 million,
ODCs $36 million, while “Other holders” held $42 million
(see Table 6.3).

Table: 6.3. Holdings of Domestic Debt
(SBD Million)
2012 2013

Category
Ql | Q2 | Q3| Q4| Q1L | Q2| Q3| Q4
A. Banking System | 181.6 | 158.8 | 131.6 | 127.3 | 123.0 | 118.6 | 114.4 | 109.6
CBSI 101.0| 91.1| 839 80| 80.1| 781| 76.4| 74.0
obc 80.6| 67.7| 47.7| 453| 429| 405| 38.0| 356
B. Nonbank Sector 136.9 | 128.8 | 118.1 | 112.3 | 110.4 | 106.0 | 101.9 | 95.6
OFC 87.2| 80.0| 70.2| 67.0| 63.7| 60.5| 57.2| 53.9
Other Holders 49.7| 48.8| 48.0| 454| 46.6| 456| 44.8| 418
TOTAL (A+B) 318.5 | 287.7 | 249.7 | 239.6 | 233.4 | 224.6 | 216.3 | 205.2

Source: CBSI

Public Debt Stock and Debt-Service indicators

At the end of 2013, the external debt-to-GDP ratio im-
proved further relative to the previous year, but at a slow-
er pace amid marginal declines in debt stock. As a result,
the ratio stood at around 15% of GDP compared to 17%
in 2012 and well below the green light measure of 30%.
Improvements were also reported for liquidity measuring
indicators including debt service-to-GDP, debt service-
to-export of goods and services, and debt service-to-do-
mestic revenue (see Figure 6.5). The debt service-to-GDP
remained at around 0.5%, debt service-to-export of goods
and services ratio fell slightly from 3% to 2% and the debt
service-to-domestic revenue ratio went down to 4% from
5% in December 2012. These indicators suggested that the
country was well below debt distress thresholds and has
the scope to borrow for capital projects in the future.

2014 Budget Outlook

The Government projects a balanced budget in 2014. This
result is expected on the grounds that total revenue will
increase to $3,503 million in 2014 and fiscal expenditure
is expected to rise from $2,977 million to $3,503 million
against 2013 preliminary actuals. With this, the 2014 bud-
get is expected to be fully funded from domestic revenue

Figure 6.5: Debt Servicing Indicators
(Percentage; End of Quarter)
12

N

A

10

AN

Debt Sustainability Ratios (%)

- - aen _, e e - - - o

Ql‘QZ‘Q3‘Q4‘Q1‘Q2‘Q3‘Q4‘Q1‘QZ‘Q3‘Q4‘Q1‘QZ‘Q3‘Q4‘Q1‘QZ‘Q3‘Q4‘
2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013

@ e Debt Servicing to GDP (%)
Debt Servicing to Export of Goods and Services (%)
e Debt service to Domestic Revenue (%)

Source: CBSI

Underlying the anticipated growth in total revenue is the
projected 12% upturn in recurrent revenue to $3,423 mil-
lion coupled with the $275 million increase in donor sup-
port to $584 million compared to 2013 outlays. Domestic
revenue, on the other hand, expects a 12% growth in 2014
following an anticipated growth in the national economy
and the ongoing improvement in revenue administration
and compliance efforts. IRD revenue forecasts for 2014
are anticipated to be 6% higher than 2013 actuals at $1,792
million whilst CED also projects a 3% uptick in 2014 to
$819 million. However, NTR receipts are expected to re-
main subdued at $228 million.

The projected growth in the overall expenditure for 2014
was attributed to an estimated 27% increase in recurrent
expenditure, which is expected to more than offset the an-
ticipated 12% reduction in capital expenses. The rise in the
recurrent expenditure is due to forecasted upsurge in the
payroll expenses to $864 million from $747 million to ac-
commodate 321 new positions together with a 3.5% Cost
of Living Adjustments (COLA) award across the public
service in mid-2014. Other charges expenditure is also
likely to contribute to the expected increase in the recur-
rent expenditure by 7% to $1,305 million combined with
the anticipated increase in budget to $573 million from the
$276 million expended in 2013. The sluggish growth in
the development expenditure is expected following a 23%
fall to $561 million, which is projected to outstrip the $80
million capital expenditure forecast that is supposed to be
financed by the Solomon Islands Government and donor
partners in the 2014 budget.

The Government has included budget provisions for debt
servicing in 2014 and is anticipating the fiscal debt to fall
to $904 million by year end, 11% lower than the stock po-
sition of $949 million posted in December 2013. As such,
debt as a percent of GDP will fall to 12% from 15% in 2013.
However, this ratio might rise if pipeline loans the Gov-
ernment anticipates to undertake for large infrastructure
projects materialise in 2014.
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