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Governor Denton Rarawa

GOVERNOR’S FOREWORD

2018 was a challenging year for the Solomon Islands’ financial sector.

A domestic licensed financial institution, which provided banking services to a key sector
in Solomon Islands, was affected by the global de-risking phenomena. The financial in-
stitution lost its only Correspondent Banking Relationship (CBR) in early 2018 following
a suspension of its CBR in the latter half of 2017. In order to maintain stability in the do-
mestic financial system, the Central Bank had to intervene. The intervention was critical
to maintain flows of export receipts back to Solomon Islands as required under the Solo-
mon Islands Exchange Control Act. It was also necessary, to maintain confidence in the
domestic banking system. Moreover, the intervention provided the concerned financial
institution some breathing space to negotiate and establish a new CBR. Failure to establish
anew CBR would have had serious adverse consequences for the financial institution, the
financial system and the Solomon Islands economy. Fortunately, the concerned financial
institution was able to rectify all gaps identified in its banking platforms and was able to
establish a new CBR just in time before the Central Bank withdrew its intervention, at the
end of 2018. On this, the Central Bank was very grateful to the Federal Reserve Bank of
New York (FRBNY) for its understanding and support in temporarily allowing the con-
cerned licensed financial institution to route all its export receipts back to Solomon Islands
via the Central Bank’s account with FRBNY. This arrangement had averted a potentially
destabilizing macroeconomic situation for Solomon Islands.

During the year, a group of crypto-asset promoters visited Solomon Islands and met with
Government officials to promote the benefits of holding crypto exposures. However, the
Central Bank cautioned the Government against taking any forms of crypto-exposure giv-
en the high level of global uncertainty associated with crypto assets.

Across 2018, Solomon Islands’ financial sector remained fundamentally strong, although
few areas of concerns persist. These concerns are: infiltration of shadow credit institutions
into the system, weak enforcements of standards by some government agencies, deficient
governance practices by some licensed financial institutions, weak underwriting practices,
weather and climate variability risks, and market and liquidity risks. If these concerns
are not addressed, they could lead to amplification of domestic financial system vulner-
abilities or alternatively could easily materialize into colossal risks for Solomon Islands’
financial sector over time.

The Central Bank, through the Financial Stability Committee, took a number of decisive
policy actions to mitigate risks to financial stability across 2018. Section 3 to this report
discusses those policy actions. Nonetheless, given that risks are dynamic in nature, and
cannot be completely eliminated, the Central Bank will continue to remain vigilant on
issues that come to its fore and will not hesitate to take decisive policy actions to protect
and enhance financial system stability, which is one of the Central Bank’s core mandates.

I hope this edition of FSR will provide you with insights into Solomon Islands financial
sector performances, vulnerabilities and risks affecting the domestic financial system, and
actions that the Central Bank had taken in 2018 to maintain stability in the system.

XN e

Denton Rarawa
Governor & Chairman of the Financial Stability Committee
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CHAPTER 1: SUMMARY

The global economy, according to the International Mon-
etary Fund, maintained its economic expansion in 2018. It
grew by 2.5 percent in the second-half of 2018 extending
further the growth of 2.1 percent recorded in the first-half
of 2018. The US economy expanded in 2018 while eco-
nomic growth in UK, China and Japan declined over the
year to 2018.

The Bank of England had released its stress testing re-
sults for UK banks. The results indicated that UK banks
were better prepared to withstand shocks associated with
a simultaneous downturn in UK and global economies
including any disorderly Brexit. China and Japan imple-
mented some control measures. The former country to
contain growth of its thriving non-bank financial sector
while the latter to control activities of HFT trading firms.
Australia and New Zealand banking system remained
fundamentally strong in spite of the banking scandal in
Australia and in spite of the high level of debts in the
household and the dairy farming sectors in New Zealand.
Banks in the Pacific remained profitable and operated
within their regulatory and prudential bounds during the
year but risks associated with the global derisking phe-
nomenon, high levels of household debts, and limited on-
shore investment opportunities persisted.

Solomon Islands financial system remained vulnerable
to weather and climate change risks; cyber threats; activ-
ities of shadow credit institutions; non-performances and
weak enforcements of standards by some government
ministries; and vulnerabilities associated with persuasive
cryptocurrency marketing strategies.

Risks to financial stability remained at elevated level and
the system remained exposed to: (i) credit risks arising
from weak underwriting standards and pressure to in-
crease market share, (ii) risks associated with responsible
persons position and weak oversight; (iii) risks relating
to aging legislations and discretionary decisions; (iv) in-
vestment risk arising from fluctuations in interest rate and
exchange rate movements; (v) valuation risks; and (vi)
liquidity and concentration risks stemming from limited
domestic investment and growth opportunities.

Solomon Islands banking sector maintained its strong
performance. Despite limited expansion opportunities,
the sector recorded a net surplus of $126.98 million and
its total assets reached $6.1 billion at end of 2018. Banks
continued to provide banking services to their customers
but credit remains the major risk of the banking sector.

The insurance and superannuation sectors maintained
their performances. Low insurance penetration rate and
ageing legislation remained a prudential concern for these
two sectors. Two credit unions were placed in the watch-
list of the Central Bank and risks highlighted in the 2017
edition of the Financial Stability Report remained at ele-
vated level in 2018. Governance and operational risks are
key risks affecting the sector.

Actions that the Central Bank has taken in 2018 to con-
tain the impact of the risks in the system are discussed in
Chapter 3 of this Report.

L
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CHAPTER 2: INTERNATIONAL & DOMESTIC DEVELOPMENTS

The global economy, according to the International Mon-
etary Fund' , maintained its economic expansion in 2018.
Notably, the global economy grew by 2.5 percent in the
second half of 2018, up from the 2.1 percent growth reg-
istered in the first-half of 2018. In the United States (US),
real GDP grew 2.9 percent in 2018 from 2.2 percent in 2017
and the financial conditions had remained broadly accom-
modative. Interest rates remained low, one of the lowest
since the last Global Financial Crisis, risk-taking appetite
had remained firm, and asset valuations had arisen in
major markets. In Europe, the United Kingdom grew 1.4
percent in 2018, down from 1.8 percent registered in 2017.
Meanwhile, the Bank of England had released its annu-
al stress testing results for United Kingdom (UK) banks
in the fourth quarter of 2018. The results, which were
positive overall, showed that UK banks were capable of
withstanding shocks associated with deep recessions oc-
curring concurrently in the UK and in the global economy.
Moreover, the results also showed that the UK banks were
capable of withstanding a disorderly Brexit and continu-
ing to perform their intermediary roles. Risk-taking appe-
tite in UK had remained strong overall in spite of it losing
some steam during the year. And even though the growth
of credit had grown slightly faster than the economy, and
the spreads in corporate bonds and mortgage loans had
arisen, the UK’s level of household and corporate debts
had remained manageable overall.

The lower interest in advanced markets, particularly the
US economy, had rendered Emerging Market Economies
(EME) to obtain cheaper capital offshore and invested in
riskier assets. However, as the market conditions in the US
improved in 2018, EMEs’ financial conditions had begun
to tighten. For example, the rise in the US bond yields had
induced outflows of capital from EMEs to the US while
the appreciation of the US dollar had led to the increase
in the sovereign and corporate debt levels of EMEs. These
open up the exposure of EMEs to external vulnerability
risks.

Within the Asia-Pacific region, China’s economy grew by
6.6percent in 2018, down from 6.8 percent in 2018, but the
financial conditions remained stable overall as Chinese au-
thorities had eased monetary policy to counter the effects
of external pressures and tighter regulations. During the
year China’s regulators introduced a number of control
measures to contain the growth of its thriving non-bank
financial sector. Report filing rule, which compelled peer-
to-peer lenders’ strict compliance, was one of the control
measures that had been introduced. Unfortunately, peer-
to-peers lenders had described the rule to be complicated
and the rule had so far forced fintech firms to shelve their
plans to float on stock market. In addition to the report fil-
ing rule, China’s regulators had also launched a formal li-
censing regime for lenders and furthermore had imposed
limits on loan sizes and barred platforms from guarantee-
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Fisheries is one of the key sectors in terms of activities
contributing towards the economy in 2018.

ing investors’ capital. Notably, these reforms were aimed
at containing financial integrity and reputational risks to
the financial system that may be associated with illegiti-
mate operators’ outlandish activities. Those operators had
made outlandish promises to investors.

In Japan, the Japanese economy grew 0.8 percent in 2018,
down from 1.9 percent in 2017. During the year, the Japa-
nese authorities had tightened the rules surrounding High
Frequency Trading (HFT). This review was aimed prin-
cipally at correcting the perceived deficiencies about the
HEFT activities where the market participants had viewed
the HFT firms to be the potential source of financial insta-
bility due to their high-speed trading activities. Moreover,
the market participants had also viewed the HFT activities
to be the potential headspring for disadvantaging retail
investors given that 70 percent of the firms trading in the
Tokyo Stock Exchange are HFT firms. Altogether, HFT
firms are now obliged to register with Financial Services
Agency, and to demonstrate their risk management mech-
anisms and processes’ effectiveness.

Closer to Solomon Islands, the Australian authorities had
established a Royal Commission in late 2017 to investigate
a scandal in the Australian banking system. The scandal
included allegations of unethical and illegal corporate
practices where some banks had been accused of en-
gaging in money laundering activities, of charging dead
people fees for financial advice, of engaging in irrespon-
sible lending practices, and of misleading regulators. As
a result, the Australian Prudential Regulation Authority
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(APRA) had taken steps to review its oversight practices
so that it could focus on conduct issues as well. Despite
the scandal, the Australian financial system remained fun-
damentally strong overall and the banks had continued to
serve Australian households and businesses. Across the
Tasman Sea, the New Zealand financial system remained
fundamentally strong overall as well but risks to the fi-
nancial system persisted. In particular, the high levels of
indebtedness in the household and dairy farming sectors
remained a concern given their potential to elevating fi-
nancial risks. Notwithstanding, the pace of household
debt accumulation had declined and this would ease pres-
sures to the system going forward. Correspondingly, NZ
banks too had been shifting their funding strategies from
offshore funding sources to long-term onshore funding
sources. This shift in funding strategy would minimize
the exposure of NZ banks to market risks, particularly in-
terest rates and currency risks, going forward.

In the Pacific, the small island economies’ banking system
had remained largely stable. They remained profitable
and met their minimum capital adequacy and other pru-
dential requirements. Nonetheless, risks associated with
correspondent banking relationship phenomena, limited
onshore investment opportunities, growths in personal
lending, emergence in impersonating activities, in cyber-
attacks, and in the rising levels of household debts per-
sisted.

Domestically, the Solomon Island’s economy strength-
ened further. According to CBSI's provisional estimates,
the economy had grown by 3.9 percent in 2018, up from
the 3.7 percent growth registered in 2017. Strong activities
in agriculture, fisheries, and forestry sectors, as well as
in industrial sector (particularly construction activities),

services sector (particularly financial intermediation and
wholesaling and retailing-related activities) and the pub-
lic sector, particularly policing force, had been the driving
forces behind this growth. In line with these outcomes,
labor market conditions improved and headline inflation
rose to 4.2 percent but this rise was within the Central
Bank’s target range. With regards to the external sector,
the Solomon Islands international trading, banking, and
finance activities in 2018 had supported to have reduced
the current account deficit and had bolstered the country’s
international reserves to 12.5 months of import cover.

In the financial sector, one licensed bank had lost its only
USD Correspondent Banking Relationship (CBR) in the
first quarter due to the global de-risking phenomena. The
Central Bank intervened to prevent disruption in the in-
flows of export proceeds to Solomon Islands and to main-
taining confidence in the domestic banking system. More-
over, the intervention gave the concerned bank rooms
to negotiate and establish a new CBR. By end of 2018,
the concerned bank managed to establish a new CBR. It
would have been detrimental to the financial system and
the macro-economy at large had the CBR not established.

Licensed banks and non-bank financial institutions re-
mained profitable overall. This had helped them to build
up their capital and liquidity buffers. The implementation
of IFRS 9 standards have had some negative impacts on
their profitability in 2018 but this impact was perceived to
be a one-off transitory issue and their level of profits are
expected to return to their trend soon.

Vulnerabilities and risks that Solomon Islands financial
sector are exposed to are discussed in Chapter 3 of this
Report.

Agriculture Sector: Two local workers grating coconut for the virgin coconut oil crushing mill in Isabel Province.
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CHAPTER 3: VULNERABILITIES, RISKS & MACROPRUDENTIAL
POLICY RESPONSES

1. Vulnerabilities

Solomon Islands financial system and its infrastructure
performed reasonably well in 2018, despite the persistence
of few vulnerabilities and risks to the system as outline
below.

Vulnerabilities Relating to Climate Variability
Risks

Solomon Islands is among the top ten? highly vulnerable
countries in the world that are susceptible to weather and
climate variability risks. Increases in average tempera-
tures, changes to precipitation patterns, rising sea levels,
and changes to the frequency and ferocity of extreme
weather events such as droughts and storms have serious
adverse consequences for the agriculture, fisheries, and
tourism sectors. A drop in the production of agriculture
and fisheries, or a drop in the occupancy rates of resorts
and hotels, will disrupt revenue inflows and weaken the
ability of retail and corporate borrowers in these sectors to
generate income and service their loans on time. Delays in
loan repayments affect the quality of assets in the system.
A sustained rise in the level of toxic assets in the system
will erode the liquidity and profitability buffers of banks
and credit institutions, and therefore may have implica-
tions for financial sector stability. For these reasons, the
government and its stakeholders must work together to
develop appropriate risk mitigation mechanisms that are
appropriate and cost effective for Solomon Islands, and to
ratchet up the country’s disaster preparedness, to mini-
mize financial losses associated with adverse weather and
climatic conditions.

Vulnerabilities Relating to Cyber Security Threats

Work on the underwater submarine communications ca-
ble linking Solomon Islands and Australia is due for com-
pletion in late 2019. Notably, Solomon Islands will benefit
from this project through better bandwidth, faster transfer
speed, and reliable internet connection and low costs. Not-
withstanding, this project, once complete and becomes op-
erational, will bring with it a wide range of risks that have
the potential for undermining financial sector stability.
Notably, the increase in bandwidth will significantly in-
crease the amount of data traffic between Solomon Islands
and the rest of the world. This will increase the exposure
of the financial institutions, infrastructures and market to
cyber-related risks. The frequency and ferocity of unau-
thorized exploitations of systems, information breaches,
ransom malware attacks, hackers” and/or impersonators’
of activities, and other types of cyberattacks will definite-
ly rise proportionally. Should any of these unauthorised

2 World Risk Report 2018

breaches be successfully executed, the cost to the econo-
my can be colossal and detrimental. For this reason, all
stakeholders must be prepared and vigilant. To ensure
this, stakeholders must work together and put in place a
robust cyber risk mitigation system now. This is critical
to protecting all valuable and critical information assets
of banks and non-bank financial institutions, government
and quasi-government institutions, as well as households
and businesses.

Vulnerabilities Relating to Infiltration of Shadow
Financial Institutions

Solomon Islands has so far registered two Micro Finance
Institutions (MFIs), one a membership-based MFI and the
other a non-membership-based MFI. The MFIs are finan-
cial institutions registered to provide loans to households.
They are not licensed by the Central Bank. As such, they
are not subject to the Central Bank’s stringent regulatory
and supervisory oversight like licensed banks and non-
bank financial institutions.

The MFIs provide loans to the marginal socioeconom-
ic segment of the society, as well as to the formal sector
employees. Their presence in Solomon Islands has some
advantages. Firstly, they provide the formal sector em-
ployees with optional choices of credit sources. Secondly,
they offer financial services to the marginalized women
that would not have otherwise been provided by the tra-
ditional financial institutions. Thirdly, the existence of
such financial institutions contributes to broadening the
financial system in Solomon Islands. Finally, their ser-
vices are highly rated. Customer satisfaction is high giv-
en that their decision turnaround time for accessing loans
are much shorter. Because of this, they are perceived to
be more customer-oriented than licensed banks and cred-
it institutions. In spite of these positive observations, the
MFiIs, specifically those providing the loan services to the
formal sector employees, have the potential to contribute
to financial sector vulnerability if no proper regulatory
and supervisory mechanisms are put in place now by the
responsible authorities.

The MFI providing loans to the formal sector employees,
because it is lightly regulated, has lax underwriting stan-
dards. As a result, employed households are exploiting
this gap to obtain additional loans®. This was in spite of
them having active loans with licensed banks and cred-
it institutions and in spite of them having high debt-to-
income ratios. Having additional exposures, particularly
when the debt-to-income ratios are already high, only
contributes to exacerbating the debt burdens and default

3 Generally, households who exploited this gap are those that have
existing loans with banks and are locked out of obtaining additional
loans due to ineligibility reasons
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risks of households. In addition, it also contributes to in-
creasing the credit and liquidity risks of licensed banks
and credit institutions and therefore can undermine finan-
cial sector stability in the future.

Due to laxity in the regulation and supervision of MFlIs,
criminals may exploit them to launder funds or obtain
funds to support and fund illicit activities. Persistent illicit
activity is a risk. They must be eradicated and prevented
from entering Solomon Islands financial ecosystem. This
is because they have the potential to eroding the integ-
rity of domestic financial system and to lifting the finan-
cial and sovereign risk profile of Solomon Islands. The
government, therefore, must develop and implement an
appropriate framework for MFIs. Importantly, such a
framework must be effective and robust enough to enable
the responsible government department to regulate and
supervise MFI's conduct and operations.

Vulnerabilities Relating to Cryptocurrencies

Promotion of cryptocurrencies such as bitcoins had risen
in recent years. In 2018, a group of crypto-asset promoters
visited Solomon Islands. They met with Government offi-
cials to promote the benefits of holding crypto exposures
and to explore ways of operationalizing cryptocurrencies
to promote financial inclusion. Although platforms used
for crypto-assets may have some advantages, all stake-
holders must be aware of risks associated with crypto-as-
sets before undertaking any commitments. This is because
crypto-assets are highly volatile and are highly illiquid as-
sets. Moreover, because they can be difficult to trace, crim-
inals may be using them for money laundering, terrorism
financing, tax evasion, and other criminal activities. All
these criminal activities have potential to undermine the
financial integrity and reputation of Solomon Islands fi-
nancial sector.

Vulnerabilities Relating to Non-Performance and
Weak Enforcements of Standards

Weak enforcement of “standards of risk” has undermined
the insurance underwriting landscape in Solomon Is-
lands. If this continues, licensed insurance underwriters
may be unwilling to underwrite certain classes of risk and
this may unnecessarily expose domestic businesses and
households to high levels of catastrophic and financial
risks. In 2018, some licensed insurance underwriters had
begun the process of de-risking some classes of risks due
to the low demand for and the perceived level of riskiness
of those classes. These classes include:

*  the comprehensive insurance coverage for motor
vehicle. This class of insurance is not compulsory
in Solomon Islands. Hence, its uptake in Solomon
Islands has been very low and this is increasing the
liability risks of insurance underwriters. To mini-
mize risk of de-risking, the responsible authorities
should consider making comprehensive motor
vehicle insurance compulsory, like Compulsory

Third Party Insurance, in Solomon Islands.

*  the insurance coverage for certain classes of build-
ings for failing to meet the minimum safety stan-
dard like installation of basic firefighting equip-
ment.

*  the insurance coverage for certain classes of con-
struction and logging company workers for fail-
ing to meet the minimum safety requirements like
wearing safety boots, helmets and so on.

In addition to the weak enforcements of standards of risks
by the respective Solomon Islands authorities, banks and
non-bank financial institutions are also highly vulnerable
to risks associated with the lengthy delays in registration
of mortgage charges. The respective government depart-
ment responsible for this important requirement is very
slow in registering charges on mortgages. This resulted
in a huge backlog of registration, which spanned sever-
al years” back. The Government must rectify this issue
as quickly as possible given that this issue is exposing fi-
nancial institutions to huge financial risks and is unnec-
essarily forcing banks to de-risk lending to certain sec-
tors, especially home loans. Moreover, this issue is also
unnecessarily muting the borrowing appetite of potential
homeowners and is unnecessarily constricting the money
creation activities of financial institutions.

2. Risks & Macroprudential Policy
Responses

Credit Risks arising from weak underwriting stan-
dards, and pressure to increase market share

During 2018, the level of asset quality in the financial sys-
tem remained a key concern for financial system stabili-
ty. Some banks and non-bank financial institutions, in an
endeavour to grow their market shares, had relaxed their
underwriting standards and lending criteria by accepting
new risky loan proposals and risky refinancing loan pro-
posals. Although credits had been extended to borrow-
ers' , which was good for businesses and the economy,
those loans turned to non-performing within a short span
of time. This became a prudential concern given that no
thorough assessments were made on the debt-servicing
ability of new borrowers and on the refinancing propos-
als so credit risks had just been transferred from one in-
stitution to another. Under current trajectory, the overall
loan performance is expected to deteriorate in 2019. The
expected slowdown in economic growth, the anticipated
high persistency in the level of debt burdens, and the lim-
ited domestic growth opportunity will push the quality of
available assets in the system down.

The Non-performing Loans ratio (NPL), which measures
the level of loans that does not generate income for banks,

4 Loans were given to new borrowers for personal and business use and
to current borrowers for loan refinancing purposes.
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persisted above the Central Bank’s internal threshold of 5
percent since 2017. This level of NPL persistency is asso-
ciated with chronic delays by the central government to
release payments to government’s contractors and service
providers, who in return rely on government payments
to repay loans. Some behavioural factors also contributed.
Retail and corporate borrowers had also been diverting
income meant for loan repayments to other purposes and
this complicates the efforts of banks and credit institutions
to reduce their level of exposure to non-performing assets.

For credit unions, the rising level of NPLs are driven by
the blatant disregard of lending policies. This had led to
the general rise in the level of unsecured loans approved
and the rise in the level of emergency loans approved,
which is a prudential concern. Members who obtained
credits from these two loan products had done so in ex-
cess of their savings and repayments’ ability, resulting
in problematic loans. Credit unions are small operations,
thus they lack proper management information and loan
tracking system. Moreover, because credit unions operate
on the principles of voluntary service, board oversight
had also been weak. These factors had effectively weak-
ened the ability of credit unions to perform timely loan
reviews and to execute timely recovery actions.

The rise in the level of NPL in the system exposes Finan-
cial Institutions (FIs ) to risks given that high NPLs re-
duces income earnings from original loan contracts, and
creates additional administration costs. Reduction in an-
ticipated income and profitability will encumber efforts of
FIs to reverse the declining profitability trend and to aug-
ment liquidity and capital buffers. In an effort to minimize
credit risk, some Fls curtailed lending to high-risk sectors
and to applicants or businesses with a single source of
income, particularly income from the Government. This
constrains businesses from obtaining additional working
capital to expand activities.

To minimize the impact of credit risks to the system, the
Central Bank has instructed banks and non-bank financial
institutions to strengthen their underwriting standards
for assessing loan and refinancing proposals to ensure
they meet minimum credit standards. Additionally, the
Central Bank had also encouraged banks and non-bank fi-
nancial institutions who are not yet members of the Credit
Bureau of Solomon Islands to become members. Although
membership is voluntary, their membership to the credit
bureau would guarantee them access to vital customer in-
formation or track record that are useful to assess credit
application. The Central Bank had also been vigorously
enforcing prudential standards on asset classification and
minimum provisioning requirements and on large credit
exposures. Strict enforcements of these standards help in
determining the true level of available quality assets in the
system.

For credit unions, the Central Bank has informed them the
importance of engaging in secured lending practices. This

5 FIs include banks, credit institutions and credit unions

lending strategy will mitigate loan losses and reduction
in capital and reserves going forward. If unsecured lend-
ing and granting of emergency loan practices persist, the
Central Bank may consider using directives to change the
behaviour of credit unions toward risky lending practices.

Risks to Key Persons, Positions and Weak Over-
sight (non-performances of assigned responsibili-
ties)

Solomon Islands National Provident Fund (the Fund)
is the largest licensed non-bank financial institution in
Solomon Islands. At the end of 2018, it accounted for 35
percent of total assets in the financial system and has a
fiduciary responsibility to its members. The board is the
highest decision-making body of the Fund. It is respon-
sible for providing the overall governance, management,
and strategic direction of the Fund. Decisions it makes
have rippling effects on the financial sector. They impact-
ed the balance sheet movements of banks and non-bank
financial institutions and the level of liquidity available in
the system. For these reasons, it is prudent that only indi-
viduals with good standing and reputation hold positions
of higher responsibilities in the Fund.

Unfortunately, the Fund has a weak fitness and propriety
framework for assessing individuals to the Fund board.
Notably, individuals that had been appointed to the board
of director positions in the past had been chosen on the
basis of the ministerial discretion and on the basis of the
Fund-Employer relation, therefore may be subject to weak
fitness and propriety assessments. This mode of selection
is a risk to the stability of the Fund for it had brought in
individuals with questionable reputation or individuals
with ulterior motives to serve in the Fund board. Hence,
this had been the source of ill or compromised investment
decision-making and the source of negative publicity in
the past. During 2018, a civil society was publicly ques-
tioning the fitness of some directors and the probity of
certain investment decisions. Those negative publicities
have the potential to elevate the reputational risk of the
Fund and to erode the trust and confidence that members
have in the administration of the Fund. Hence, only fit
and proper individuals must serve in the Fund board.

This issue is also prevalent across the credit union sector.
Individuals appointed to serve in the board and in the var-
ious subcommittees of the board had lacked the necessary
skills to perform their oversight responsibilities. This had
contributed to weak governance, chronic mismanagement
of credit union finances, and dwindling membership con-
fidence in credit unions as an alternative bank for mem-
bers. The decline in membership confidence needs to be
reversed as it may impact negatively on income and bal-
ance sheets of credit unions as well as complicates effort
by the Registrar of Credit Union’s office to grow the credit
union movement in Solomon Islands.

To mitigate risks associated with appointments of unfit
and improper individuals to key positions within finan-

10
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cial institution, the Central Bank had developed a pru-
dential standard on ‘Fitness and Propriety of Individuals
Holding Responsible Persons Position. This standard pro-
vides a minimum guideline on what banks and non-bank
financial institutions must consider prior to appointing
individuals to key positions, in particular, directors to
board of directors and chief executive officer positions,
within banks and non-bank financial institutions. Nota-
bly, the standard is aimed at strengthening accountability
and good governance practices by ensuring that only indi-
viduals with right levels of competency, skills, character,
reputation, and experience are appointed. This prudential
standard will become effective in the second half of 2019
and it will be applicable to all licensed banks and non-
bank financial institutions in Solomon Islands.

Risks Relating to Ageing Legislation and Discre-
tionary Decisions

Financial sector legislations are important supervisory in-
struments. They protect financial consumers and house-
holds from moral hazards that are inherent in certain de-
cisions. In addition, they provide order and stability to the
financial system. Unfortunately, all financial sector legis-
lations in Solomon Islands are outdated and lacked preci-
sion to deal with changing financial landscape. Outdated
legislation is a risk to the financial system. It diminishes
effective supervision and undermines the ability of finan-
cial sector supervisors to respond promptly to identifiable
risks to banks and non-bank financial institutions and to
the Solomon Islands financial ecosystem. A classic exam-
ple of risks associated with outdated legislation relates to
the apparent conflict between the Financial Institutions Act
(FIA) and the Solomon Islands National Provident Fund
Act. Gazette Notice 81 of 2002 had subjected the Fund
to FIA and in so doing to the Central Bank supervision.
However, the FIA is meant for banking business and not
for the superannuation business. Hence, some provisions
within the FIA conflicts with the Solomon Islands Nation-
al Provident Fund Act. Those conflicting provisions had
created confusion over the years. It had also undermined
the ability of financial sector supervisors to undertake cor-
rective actions to combating identifiable governance and
operational risks in the Fund over the years. In addition
to the conflicting provisions, the current Solomon Islands
Provident Fund Act permits adhoc decision-making pro-
cess by giving the responsible minister the power to ap-
prove requests from members to withdraw their funds for
purposes outside of the regulated withdrawal criterion.
This practice had been going on for sometimes but had
picked up noticeably in 2018. Admittedly, this practice is
a risk to the Fund. It encouraged infiltration of political
decisions into the governance and operational machiner-
ies of the Fund. Moreover, it had opened up the door to
actual and potential conflict of interest situation, had un-
dermined the consistency in the decision-making process-
es, and had created the uncertainties in forward liquidity
planning in the Fund.

The credit union sector legislation is also an ageing legis-

lation and is a risk to the growth and development of the
credit union movement in Solomon Islands. It is also a risk
to the stability of credit unions and need urgent review.
The current legislation for example compelled financial
sector supervisors to get ministerial approval prior to tak-
ing corrective actions against problematic credit unions.
Unfortunately, getting ministerial approvals have signif-
icant time lags. During times of financial distress, a de-
layed action compounds financial risk. Specifically, a de-
layed supervisory action plan rapidly accelerates financial
losses and credit union members are the ultimate losers
in the end.

In response to risks associated with ageing legislations,
the Central Bank is working with the Economic Reform
Unit within the Ministry of Finance and Treasury to stress
to the newly installed Democratic Coalition Government
for Advancement (DCGA) the importance of reviewing
the ageing financial sector legislations. To this end, the
decision by the DCGA Government to document the re-
view of the Credit Union Act and the Insurance Act in its
action plan for the first hundred days is a step in the right
direction.

Investment risk arising from fluctuations in inter-
est rate and exchange rate Movements

Banks and non-bank financial institutions have invest-
ment portfolios offshore. Offshore investments accounted
for 8 percent of their total portfolio and their income from
this source had been volatile since 2017. The volatility in
interest rate and exchange rate has affected banks and
non-bank financial institutions but the impact is much
more noticeable in the superannuation sector. The Fund
registered substantial losses in value terms® compared to
2017 due to adverse currency movements. This loss could
have been minimized had the Fund utilized hedging fa-
cilities. Under current setting, risks of asset revaluation
loss emanating from offshore investments remained at
elevated levels. This, coupled with higher utility and tele-
communications’ costs, continues to impact negatively on
profitability of banks and non-bank financial institutions.

In response to the investment risk arising from fluctua-
tions in interest rate and exchange rate movements, the
Central Bank encourages the Fund to monitor develop-
ments in offshore financial markets and to diversify its
investment portfolios. This can be investing in baskets of
regions rather than in just one region and in just one cur-
rency. Moreover, as the Fund had outsourced the admin-
istration of its offshore investments to a third party, the
Central Bank had also impressed on the Fund the impor-
tance of engaging only credible and reputable fund man-
agers to manage its offshore investments and to adhere
to the prudential standard on investment for the Fund is-
sued by the Central Bank.

6 The Fund recorded a revaluation loss of $13 million at end-2018, high-
er than the revaluation loss registered in 2017
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Valuation Risks

Unrealized gains from unlisted shares had been influenc-
ing the level of profitability of some non-bank financial
institutions. For example, the notable increase in the level
of profit for the superannuation sector had emanated from
unrealized gains. The valuation methodology employed
determines the value of unrealized gains. Prudent practice
requires consistency in valuation methodology employed.
Unfortunately, valuation methodology used changes pur-
posely to suit the bottom line. Frequent or unjustifiable
changes to the valuation methodology employed is a risk.
It has the potential to overvaluing assets and overstating
profits leading eventually to rising reputational risks and
could erode the reserve of the fund in the long term.

To mitigate risks associated with gains from unlisted eq-
uities, the Central Bank encourages non-bank financial
institutions to apply a consistent valuation methodology,
which is to be performed only by qualified and accredit-
ed expertise in the field. Moreover, the Central Bank also
encourages non-bank financial institutions to ensure that
other factors contributing to valuation risks are incorpo-
rated in the valuation exercise. These factors may include
the completeness of data, movements in the market, fi-
nancial modelling limitations, and quality of data analy-
sis. Taking all these factors into consideration would help
non-bank financial institutions obtain near-to-right esti-
mates of the unrealized gains, which is critical to produc-
ing realistic financial picture.

Liquidity risk remained a concern for some banks
and non-bank financial institution

About 40 percent of all registered credit unions in Solo-
mon Islands experienced substantial liquidity crunch
during the year. This had emanated from high levels of
non-performing loans (NPLs), which is projected to per-
sist in 2019 given that those NPLs were all unsecured
loans. The rise in the level of NPLs had been constricting
the main income source of credit unions and the stock of
available funds for lending to members and meeting op-
erational expenses of credit unions. This issue is slowly
taking a toll on credit union movement resulting in dwin-
dling membership confidence and rising memberships’
withdrawal demand.

To reduce the impact of the liquidity crunch in the cred-
it union sector, the Central Bank has instituted various
stabilization measures with the affected credit unions in
2018. In particular, it took over the administration of pay-
ments and directed the affected credit unions to call for
extraordinary meetings for members to vote in new offi-

cers to oversee the administration of their credit union.
Moreover, the Central Bank had also directed the affected
credit unions to initiate recovery actions against legacy
borrowers and to tighten their underwriting standards
for loans by putting a tight lid on all unsecured lending
practices. To help the affected credit unions’ recovery
plans, the Central Bank had developed a loans repay-
ments’ schedule spreadsheet. The spreadsheet should as-
sist credit unions in financial and liquidity planning going
forward.

Concentration risks stemming from limited do-
mestic investment and growth opportunities

Credit issued to private sector by banks and non-bank fi-
nancial institutions is concentrated in five economic sec-
tors. These sectors are: personal, distribution, construc-
tion, tourism, and communication. Similarly, in-country
investments in the real and financial sectors so far are
confined in three areas - shares, time deposits, and rental
properties. This concentration reflected limited business
opportunities and is associated with structural issues af-
fecting the country. In addition, lack of prioritization by
successive governments to grow, and develop other eco-
nomic sectors contributed to this concentration and large
credit exposure risks. As a result of all these factors, con-
centration risks and large credit exposure risks persisted
and are likely to remain so unless the government devel-
ops other undeveloped economic sectors, and diversify
the distribution of national projects to other provinces that
Solomon Islands has comparative advantage in to create
employment and income. This strategy should induce
banks and non-bank financial institutions to extend cred-
it beyond Honiara and beyond the five economic sectors
mentioned above. In this way, banks and non-bank finan-
cial institutions will be able to expand their money cre-
ation activities and at the same time diversify risks across
the economy.

The DCGA government'’s strategy to reform land, priori-
tize Tina Hydro project, develop and grow other econom-
ic sectors, and to diversify distribution of national projects
to other provinces, are welcomed and are steps in the right
direction. These strategies will help in reducing concen-
tration risks and in reducing costs of doing business in the
long-term.

During the year, the Central Bank had also cautioned a
non-bank financial institution from investing in same
sectors to reduce concentration risks and from acquiring
equities from corporations with weak balance sheets. For
offshore investments, the Central Bank had urged one
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CHAPTER 4: DOMESTIC FINANCIAL SECTOR DEVELOPMENTS

non-bank financial institution to engage credible and
reputable fund managers only to manage its offshore in-
vestments and to have in place mechanisms to review in-
vestment performances and conduct of its fund managers
going forward.

1. Banking Sector

The Solomon Islands” banking system remains resilient
with four institutions operated as commercial banks and
two as credit institutions, serving a very vital market for
economic development. The banking sector dominates
the Solomon Island financial sector, holding 61.3 percent
of the financial sector’s total assets in 2018. Its dominance
signifies the central role it continues to play in the finan-
cial system.

The banking sector in Solomon Islands is foreign owned,
and establishing a business model driven by strategic di-
rections more tailored to advanced economies is a chal-
lenge for these banks to serve consumers’ and the financial
services needs of the country as a whole. Furthermore,
with limited growth avenues, these players are at times
disrupting their own business models to maintain prof-
itability and this poses risk to the system. Banks, being
profit motivated pursues an objective of profit sustainable
growth as a priority to maintaining the sector’s resilience
today.

Overall, the banking sector in Solomon Islands remains
profitable. Total asset has reached $6.119 billion as at
end-December 2018. The continuous build-up of its cap-
ital level through retained earnings continues to cushion
the bank against unexpected losses, as well as allows for
expansion of business. The quality of banks” assets is dete-
riorating as measured from loans and advances past due
90 days or more, but are well secured and manageable
at institutional level. The Banks continue to trade within
prudential limits by holding open foreign currency posi-
tions within the Central Bank of Solomon Islands (CBSI)
prudential requirements.

1.1 Capital Adequacy

Total regulatory capital for the banking sector stood at
$757.7 million as at end-December 2018. An increasing
trend has been witnessed over the last five years on the
amount of capital the sector has been holding, reaching
its peak at end-March 2018, but since then has tapered off,
and reaching the current level. The fall reflects the amount
of retained earnings that has been repatriated to the par-
ent bank offshore in 2018 by means of dividend payment.
Total dividend paid during the year was $114.8 million.
This amount is broadly within expectation given that all
banks operating in Solomon Islands are foreign owned.

Despite the fall in the capital level, the banking sector

has ample capital. It holds 16.1 percent in excess of the
required minimum regulatory threshold of 15 percent as
at end of December 2018. Overall, the sector has a capital
coverage ratio of 31.2 percent. This implies banks are well
capitalised to meet unexpected shocks that may arise in
the near-term (Chart 1.1).

Chart 1.1: Banking Sector Capital Adequacy
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1.2 Asset Quality

The banking sector continued to concentrate its lending
activities to the key economic sectors namely, personal,
distribution, and construction, with lending to tourism,
transportation and manufacturing picking up recently
over the years. Some banks have tried to extend credit to
the Micro and Small Medium Enterprises sector (MSME),
however, this sector is perceived to be of very high risk
given that businesses in this sector are still in their infancy
stage. However, MSME sector has a potential to grow if it
is well developed.

For the year ending 2018, total loans and advances reached
$2.424 billion. Of the total exposure, 7.2 percent are clas-
sified under Non-Performing Loans (NPLs). Personal sec-
tor continues to dominate NPLs of which 69.1 percent is

Chart 1.2: Banking Sector NonPerforming Loans (NPLs)
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NPLs to housing, 30.5 percent is NPLs to households for
personal use, and 0.3 percent is NPLs to land purchase.
Despite the high NPLs, personal loans are mainly secured
against Solomon Islands National Provident Fund’s 2/3
pledge held as collateral by the banks (Chart 1.2).

NPLs to the construction sector might pose some risks if
banks continue to entertain the deficiencies existed with
how funds are being disbursed to borrowers for construc-
tion purposes. Most loans in this sector fall into arrears
due to poor fund management by borrowers during the
construction process, thus incurring additional cost and
further delay to the completion of projects, which jeop-
ardised the repayment capacity of the borrower. An addi-
tional factor to have increased NPLs is the unavailability
of an active market for leased properties both for com-
mercial and residential purpose. Loans to this sector are
mostly serviced by rental income from these properties.
Though these loans are adequately secured, the timely
sale of collateral for recoveries remains an issue that is
outside the control of the industry.

The continuing delay by the government to release pay-
ments to government’s contractors and service providers,
as well as landlords, who in turn rely on government pay-
ments to repay loans, remains a major contributing factor
to the high NPLs in 2018.

1.3 Profitability

Despite the high operational cost incurred during the
year, profitability of the banking sector remains strong.
Total operational cost (non-interest income) went up high-
er, representing 52.1 percent of total gross income in 2018
(Chart 1.3). A 10.8 percent increase from $209.7 million
recorded in 2017 is noted during the review period. The
high operational cost is not only felt by banks operating in
the country but also globally across the banking industry.
Therefore, banks, as part of their strategic direction, have
started to improve their Information Technology (IT) sys-
tem and embrace digital innovation as part of improving
cost efficiency.

Chart 1.3: Banking sector Profitability
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Despite the banks going into digital platform to reduce
cost and improve the efficient delivery of financial ser-
vices, this has not reflected on the reduced manpower
need of the bank to sustain operations. Personnel expens-
es represent 30.1 percent of total operational cost of the in-
dustry in 2018, maintaining the level witnessed since 2010.
Administrative and occupancy expenses accounts for 21.9
percent and others (Board of directors” expenses 0.9 per-
cent, outsourcing services fees and expenses 12.4 percent,
depreciations on fixed assets 9.5 percent and others 25.3
percent) all totalled to 48.1 percent in 2018.

To leverage the high operational cost, some banks have
reduced their interest expenses paid to depositors as part
of their strategic decision, and maintaining high fees and
charges as reflected by the percentage increase of 84.9 per-
cent witnessed in 2018, coupled with other non-interest
income which almost doubled for the same period record-
ing a 94.1 percent increase compared to 2017. Net gain on
foreign currency revaluations slumped in 2018 after one
of the banks lost its USD corresponding bank having sig-
nificant negative impacts to its earnings during the year
and is felt across the industry. This reflects the important
role banks continue to play in the foreign exchange mar-

ket and in return provides a major source of income for
the banks.

In terms of provisioning for losses expenses, this totalled
to $19.3 million as at end-2018, a 10.5 percent drop from
the same period a year ago. The fall was associated with a
drop in general loan loss provisions by almost four times
the total recorded in 2017 at $1.7 million. The decrease was
offset by increase in specific provisions on loan losses by
30.8 percent due to increased problem loans noted during
the period.

Interest income on loans and advances remains the core
source of income for the banks at 54.5 percent in 2018, but-
tressed by non-lending income. Despite the strong earn-
ings, ongoing pressure on profitability remains, given
high NPLs, which if not managed well at institution level,
can erode banks’ profitability and gradually have trick-
le-down effects to capital.

1.4 Liquidity

Liquidity remained high within the banking sector during
2018, with deposits to loans ratio at 158.1 percent and
liquid asset to short-term liabilities ratio at 56.2 percent
(Chart 1.4). This indicates banks have sufficient funds on
hand to meet obligations as they fall due, and even to ex-
pand asset base. Due to low potential growth in lending
activities, the banks” function of wealth creation is slow-
ing down leaving much of banks” deposits underutilised.

The government has a greater role to play to diversify sec-
torial developments to allow growth opportunities across
the country. Otherwise, idling funds will only incur addi-
tional holding cost to the banks as has been witnessed by
rising interest paid on deposits in 2018 totalling to $17.9
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million; a growth by 18.9 percent compared to 2017.

Chart 1.4: Banking sector Liquidity
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1.5 Sensitivity to Market Risk

With the high capital level held by the banking sector, sen-
sitivity to market risk ratios remains low. Single foreign
currency (FX) open positions and overall foreign currency
positions remain well within prudential limits at 15 per-
cent and 25 percent, respectively. As at end of December
2018, overall net foreign currency open position was at
13.1 percent with a total exposure at SBD equivalent of
$133.2 million to total capital at $944.0 million (Chart 1.5).
FX transaction exposures are measured using the net FX
cash flows method where open foreign currency positions
in each currency is computed as of the close of each busi-
ness day divided by the financial institution’s total capital.
During the year, no breach has been recorded indicating
banks are conducting business in a profitable yet prudent
manner.

Chart 1.5: Banking Sector Sensitivity to Market Risk
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financial inclusiveness in Solomon Islands. The product
was aimed primarily at bringing people in the informal
sector to become formal members of the Fund. As mem-
bers, they can save money for their children and for their
own retirement. In addition to providing the retirement
schemes, the Fund is also mandated to provide a manda-
tory minimum annual crediting rate of 2.5 percent to the
members. Since its inception in 1973, the Fund has grown
significantly, having considerable strengths, both on the
membership and on the asset size, which signifies the im-
portant role the Fund plays in influencing the level of li-
quidity in the system, and the movement in the balance
sheet of some banks and non-bank financial institutions.
In addition, the Fund has also grown to become a crucial
source of funding for the rest of the economy.

The Funds’ total membership (active and non-active
members) grew by a percentage point to 144,849 mem-
bers, which are inclusive of the informal sector. About 4
percent of the total membership are from YOUSAVE con-
tributors. From 2017 to 2018, assets of the Fund grew by
around 11 percent to $3.5 billion.

2.1 Financial Performance

The Fund recorded an operating profit of $234.6 million
for the year ended 31st December, 2018” . The outcome
was underpinned by income earned on unrealized gains
from unlisted equities, dividend income from shares,
rents from rental properties, and interest on loans. (Chart
2.1). The trend of the Fund’s profitability has been fluc-
tuating due to the movements in the unrealised gains /
(loses). Despite the uncertainty in the movement of the
value of unlisted equities, the Fund continued to make
positive profit in the financial year. Return on investment
increased to 10.8 percent, higher than the return recorded
in 2017.

Chart 2.1: Superannuation Sector Investment Income
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2. Superannuation Sector

Solomon Islands National Provident Fund (the Fund) is
the only licensed superannuation fund in Solomon Is-
lands. It was established as the formal savings and retire-
ment scheme for formal sector employees. In 2018, the
Fund introduced a new product, “YOUSAVE/, to promote

Source: CBSI

Given the positive earnings, the Fund’s general reserves
increased by 25 percent to $305.84 million. The general
reserves account is one of the important accounts of the
Fund given its direct linkage to the Special Death Benefit

7 In 2017, the fund made an operating profit of $46.2million
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(SDB) scheme of the Fund. The amendment to the SINPF
Act in 2018 resulted in the increase of SDB premium from
$5 to $30 from each member per year. The increased in
the premium deduction will see increase in overall funds
for the SDB scheme, however, there is no guarantee that
this increase is sufficiently enough to meet the demand for
SDB given the fixed supply of SDB premium and the un-
certainties associated with the demand for SDB. This de-
mand-supply mismatch will make the Fund vulnerable to
liquidity risk in the future. In 2018, the demand for claims
on SDB had outstripped the supply of deductibles and the
excess demands are being matched with drawdowns from
the general reserves account (Chart 2.2), which is a risky
practice going forward.

The Balance sheet of the Fund grew by 9 percent. This
stemmed from growths in total investment of the Fund
over the year (Table 2.2).

Chart 2.2: Superannuation Sector General Reserve
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With regards to asset composition, investment assets ac-
counted for 89 percent of the total assets. Cash and non-in-
terest-bearing deposit accounts, non-financial assets, and
other assets constituted 9 percent, 4 percent, and 3 percent
of the total assets, respectively. The apportioning of assets
comprehensibly supports the main vision statement of the
Fund and that is to provide a decent life to its members
during and after retirement.

The investment portfolio of the Fund grew by 15 percent
to $3.1 billion in 2018 from $2.7 billion in 2017. New equity
investments and term deposits made during the year were
the main contributors to this growth.

The Fund investments were allocated into two broad cat-

Chart 2.3: Superannuation Sector: Investment Composition
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egories: i) 92 percent were invested in domestic markets;
and ii) 8 percent in overseas markets. From the allocation,
domestic shares and equities comprises 49 percent of the
portfolio and accounts for one-half of the total portfolio.
Despite heavy reliance on domestic equities, the Fund
is embarking on an investment strategy that attempts to
rebalance the current investment portfolio to ensure a
balance between risk and returns in order to achieve the
main objective of the Fund. The allocation of other asset is
shown on Table 2.1 and Chart 2.3.

Table 2.1: Superannuation Sector Asset Allocation

Other Asset Allocation Share ratios, Dec 2018 results

Domestic term deposits 20%

12%
6%
5%
4%

Domestic properties

Domestic bonds and securities

Domestic Loans

Offshore equities

Offshore term deposits 3%

In terms of the Fund’s liabilities, members’ contributions
accounted for 97 percent of total liabilities while other li-
abilities constituted the remaining 3 percent. Meanwhile,
the membership profile of the Fund shows that 16 percent
of the Fund membership are at retirement age represent-
ing 15 percent of the total members’ contributions. Mem-
bers nearing the retirement age accounts for 13 percent of
membership and comprising 24 percent of the total contri-
butions (Chart 2.4). In line with these statistics, the Fund
Board and Management need to come up with appropri-
ate policies now to mitigate risks of Fund not meeting its
retirement payout demand obligation and other current
and future obligations as they fall due.

On liquidity, the core liquid® assets to total assets of the
Fund stood at 5.5 percent while core liquid assets to short-
term liabilities” persisted above 82 percent suggesting
that the Fund had ample liquidity to meet its obligations
and commitments as they come due. Nonetheless, the
Fund must not be complacent with this liquidity position.
Rather, it must continue to monitor the performances of
its onshore and offshore investments and the trend of its
operational costs, including the trend in the demand for
SDB. A proper investment mix planning is essential to
meet the demands for compulsory withdrawals in the face
of continuous rise in lenders’ claim and other unspecified
withdrawals, particularly those withdrawals that are asso-
ciated with discretionary ministerial decisions.

8 Core liquid assets includes cash and demand deposits held with the
banking sector

9 Short term liabilities include total value of contributions owed to
members aged 51 and above and other liabilities.

3.

2018 has been a challenging, yet a fruitful year for the lo-

Insurance Sector
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cal insurance sector. Insurance is still deemed to be an in-
voluntary expense in Solomon Islands partially due to the
general lack of understanding and awareness of insurance
products, services, and benefits. Nonetheless, in view of
the obstacles in the growth of the insurance sector, it has
performed reasonably well in 2018. The asset base of the
sector grew by 11 percentage points to $136.6 million in
2018. This accounted for 1.4 percent of the overall financial
sector’s total assets. At the end of the year, two licensed
general insurers and one composite licensed insurer” con-
tinued to operate insurance business in Solomon Islands.
Insurance brokers however increased to four with a new
entrant being issued a license to operate insurance brok-
ing business at the closure of 2018. Insurance agents on
the other hand, remained unchanged at three. While the
year ended successfully for the insurance sector, emerging
risk due to climate change and technology brought new
challenges for this segment of the economy. However, the
sector continued to perform its mandated role by provid-
ing protection against financial losses associated with nat-
ural calamities, as well as enhancing financial resilience to
shocks within the economy.

3.1 Lines of businesses

The sector showed improvements in its top-line growth
with gross premium inflow grew by 10 percent in 2018.
Record showed that premium income for workmen’s
compensation and motor vehicle were the major drivers
for the increase in gross premium. However, on an aggre-
gate basis, premium inflow from property class of insur-
ance still represents the largest portion recorded during
the year. It accounted for 41 percent of the total premium
written. This include premium paid for both commercial
and household insurance for insurance protection against
fire and other weather perils. Workmen’s compensation
insurance followed suit with total premium written ac-
counted for 19 percent of the overall premium recorded.
Premium stemming from motor vehicle insurance consti-
tuted the other 18 percent of the overall premium, while
the remaining 22 percent were shared between engineer-
ing, marine, liability and other classes of insurance [Chart
3.1].

Chart 3.1: Insurance Sector: Share of Premium Income
by Class
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2018 was a year of strategic realignment for the domes-
tic insurance industry as domiciled insurers reassessed
their risk appetite to leverage their exposures. Consider-
ing property insurance, properties that are below insur-
able standards and exposed to higher risk were removed
from their books. This saw a decline in gross premium
inflow from property insurance by 11 percent to $29.2 mil-
lion over the year. Whilst this will benefit the insurers, it
places the property owners and financiers in a vulnerable
position to financial losses associated with catastroph-
ic events. Workmen’s compensation, on the other hand,
surged by 57 percent due to tightening of premium rates
by local insurers. The increase was mainly in terms of pre-
mium volume rather than the number of policies issued,
as insurer are increasing their premium charges to reflect
the amount of risk associated with this class of insurance.
Gross premium income for motor vehicle also increased,
by 6 percent. Causes for variations in gross premium are
not limited to the factors mentioned above, as the case will
not be the same across different classes of insurance. For
instance, premium income for insurance classes of engi-
neering deemed seasonal, as it depends considerably on
availability of development projects due to improved eco-
nomic conditions. Other classes (which include health in-
surance) are subjected to affordability, due to consumers’
low disposable income. However, despite both external
and internal pressures, gross written premium rose from
$65.0 million in 2017 to $71.4 million in 2018.

3.2 Profitability, reinsurance and liquidity

The sector’s profitability remained stable despite a decline
in its net profit after tax. The latter resulted from a drop in
net underwriting from $39.5 million to $34.7 million [Ta-
ble 3.1]. This came on the back of an increase in net claims
by 12 percent (Table 3.1). Net written premium (premium
net of reinsurance) also increased but at a relatively slow-
er pace (Table 3.1). In spite of this sluggish growth, the
sector’s profitability remained stable as net premiums are
more than the sum of net claims and management expens-
es recorded during the year.

Table 3.1: Insurance Sector Movement in profitability ratios

Metrics Profitability ratios, Dec 2018 results

Net Written Premium | increased by 3% due to increase in gross
premium

Net profit After tax declined by 18% from 14.7Million to 12.1
Million

Net Claim increased from 7.2 Million in 2017

Net Expense declined on an average of 18% to 21% from
2016 to 2018

Combine ratio declined by 11% to 43.8 percentage points in
2018

ROE declined by 1%

In 2018, the insurers continued to honour their obliga-
tions through payments of claims to their policyholders.
In terms of insurance claims, the sector experienced two-
fire incident during the first half of 2018 that amounted to
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approximately $6 million. High costs of goods, along with
unavailability of local loss adjustors, made it expensive
for local insurers to settle their claims. These contributed
to the increase in claims recorded during the year (Table
3.1). Despite the increase in claims, the sector’s overall loss
ratio’® remained stable at 18.2 percent (Chart 3.2), indi-
cating strength of the sector’s ability to maintain excess
assets over liabilities to cushion unexpected losses.

The availability of excess assets reflects insurance sector’s
strength of solvency, which was also attributed to con-
tinuous decline in expenses, a trend witnessed since 2016
(Table 3.1). The sector’s overall expense dropped further
in 2018 from $13.9 million to $11.3 million. As a result, the
sector’s expense ratio declined over the year (Chart 3.2).

Chart 3.2: Insurance Sector: Profitability
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Overall, the sector’s combined ratio' remained sturdy,
despite registering a decline in 2018 (Table 3.1). The result
was underpinned by stable inflow of premium income,
coupled with sufficient cost control and risk management
measures undertaken by the players within the sector.

The sector’s profitability can also be seen from its return
on equity ratio. Despite a marginal decline experienced
in 2018 (Table 3.1), the sector’s ROE remained stable, reg-
istering 45.5 percent at the end of the year. This reflects
the sector’s profitability and income generating capacity
which is reflected by the sector’s favourable underwriting
performance; backed by growth in the sector’s overall pre-
mium income.

The sector continued to efficiently manage its risk expo-
sure through reinsurance arrangements with offshore re-
insurers. By reinsuring its risk, local insurers minimize the
impact of losses on their solvency; hence maintaining sta-
bility in the insurance sector. With a total of $71.4 million
premium worth of risk receipt over the year, 62 percent
of the total risks were retained while approximately 38
percent was ceded on reinsurance. This also signifies the

10 Defined as the ratio of net claims over net premium

11 Defined as the ratio of claims and expense over total earned premium

strength and capacity of local insurers to cover insurance
risks that exist within the economy (Chart 3.3).

Chart 3.3: Insurance Sector: Risk Retention Ratio
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In terms of the sector’s liquidity position, short-term li-
abilities grew by 10 percent while liquid assets rose by
32 percent. The increase in the former stemmed from an
upturn in reinsurance payables and outstanding claims
owed to policyholders while the increase in the latter re-
sulted from an increased in currency and deposits held
with commercial banks. As a result, Liquid assets to short-
term liabilities rose from 134.3 percent in 2017 to 162.1
percent in 2018 (Chart 3.4), implying that the sector is ad-
equately cushioned to settle immediate losses in the event
of any rising claims.

In spite of the stable position, which was supported by
favourable premium income and efficient cost control, the
insurance sector needs to be vigilant, as new risks emerge
due to climate change and the advancement of digital tech-
nology. Demand for specific classes of insurance to cover
risk related to climate change will continue to rise, putting
pressures on insurance companies to readjust their risk
appetite in order to maintain their foothold in the prop-
erty insurance market. Proceeding internet - fibre optic
cable connectivity will boost internet speed once complet-
ed. This will increase vulnerabilities to cyber related risk,
and hence the demand for cyber insurance. To that end,
local licensed insurers need to develop specialized prod-
ucts targeting different client needs without compromis-
ing their liability exposure. This also include shifting from
traditional risk management practices to creating incen-
tives for customers who willingly undertake rigorous risk
mitigation strategies to protect their risk.

4. Credit Union Sector

Although the sector only represented 1 percent of the
overall financial sector, its unique ownership structure
signifies the important role credit unions performed to
provide microfinance to their members.

Credit unions, if managed prudently, could be an afford-
able channel to provide access to finance, and to some ex-
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tent, to the unbanked and in so doing promote financial
inclusion activities.

However, the sector continued to encounter a lot of chal-
lenges. These challenges mostly relate to governance is-
sues due to the nature and size of credit union operations.
Credit unions are small operations so they lack credible
management information system and good internal con-
trol mechanisms. Lack of these basic infrastructures and
policies have effectively undermined the prudent man-
agement of credit unions.

The total registered credit unions in the official registry
were 175. In 2018, only ten credit unions were deemed ac-
tive.

4.1 Financial Performance

Based on the financial report of the 10 active reporting
credit unions, the sector recorded a net surplus of $2.9 mil-
lion, up 7 percent in 2017, reflecting a 14 percent increase
in interest income earned from loans (refer Chart 4.1).

Chart 4.1: Credit Union Sector: Performance

ational costs.

During 2018, assets edged up by 4 percent to $69.7 mil-
lion due to the increase in lending activities. Of these total
assets, loans granted to members represented 67 percent,
which in value terms amounted to $45.9 million (Chart
4.2).

Chart 4.3: Credit Union Sector: Asset Allocation
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Return on assets (ROA) for the sector persisted at 4 per-
cent while return on equity (ROE) declined to 20 percent
over the year (Table 4.1 - Apendix 4).

Chart 4.2: Credit Union Sector: Asset Growth
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The indicator that gauges the level of efficiency shows that
the sector will still be able to cover 47 percent of its oper-
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Non-current assets constituted 85 percent of the total as-
sets. This high proportion could potentially expose the
sector to liquidity pressure and cash flow problems and in
turn could undermine their intermediary function (Chart
4.3). Meanwhile, building and properties comprised 18
percent of the allocation, indicating that the sector is di-
gressing from its core business to other types of invest-
ments that requires technical knowledge to manage on
behalf of the members.

To manage and ensure the sustainability and resilience of
the sector, individual credit unions must adopt and put
in place adequate controls and comply with the legal re-
quirements and policies that govern their operations.

During the year, two credit unions were placed on the
watch-list as the Office of the Registrar of credit unions
(RO) adopted stringent measures to ensure proper admin-
istration and governance to combat risks of mismanage-
ment and abuse of members’ funds.

The Central Bank also conducted two onsite examinations
in 2018 on two credit unions of which one is provincial
based, apart from the normal quarterly consultations and
monitoring undertaken with the sector.

The Bank will continue to provide the oversight function
through onsite examinations and offsite surveillance to
ensure individual credit unions manage the members’
funds prudently.
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APPENDICES
Appendix 1: Banking Sector

Table 1.1 Banking Sector Financial Soundness Indicators

Total Regulatory Capital to RWAs (CAR) >15% _—_—_

Net NPL to Capital & Reserves

Asset Quality

NPL to Total Gross Loans <2% to <8%

Specific LLP to NPLs (Coverage Ratio) >20% to <100%
Earnings & Profitability

Return on Assets (ROA) >2% to <6%

Return on Equity (ROE)

Net-interest Income to Gross Income

Cost to Income Ratio >35% to <65%

Non-interest Income to Gross Income

Personnel Expenses to Noninterest Expenses
Effective interest rate-loans

Interest income /total gross loans

Effective interest rate-deposits

Interest expense/total deposits

interest spread

Liquidity

Deposits to Loans Ratio >70% to < 150%

Liquid Assets to Total Assets Ratio

Liquid Assets to Short term Liabilities > 30% to <70%
Sensitivity to Market Risks

Net open position in foreign exchange to capital <25%

Source: CBSI

Table 1.2: Banking Sector Income Statement (SBD million)

interestncorne 0as 1042

Interest expense
Net interest income (=1-2)

Non-interest income - uex 15108
(i)Fees and commisions receivable _—

(ii) Gains or losses on financial instruments
(iii) Prorate earnings
(iv) Other income
5 Grossincome(=3-4)
Non-interest expenses

- 96.02
o2
- 17431
(i)Personal costs _
- 12127
- 2730
- 2680
- 13642
- 000
- 472

A WN R

(ii)Other expenses
7 Provisions (net)

(i) Loan loss provisions

(ii)Other financial assets
8 Netincome (before extraordinary items and taxes)(=5-(6+7))
9 Extra-ordinary items
10 Income tax
11 Netincome after extraordinary items and taxes)(=8-(9+10))
Source: CBSI
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APPENDICES

Appendix 1: Banking Sector (continues)

Table 1.3: Banking Sector Balance Sheet (SBD million)

12 Total assets(=13+14=25)

13 Non-financial assets

14 Financial assets (=15 to 18)

15 Cash and deposits

16 Loans (after specific provisions)
(i) Gross loans
(i) Specific provisions

17 Debt securities

18 Other assets

19 Liabilities(=23+24)

20 Currency and deposits

21 Loans

22 Other Liabilities

23 Debt (=20+21+22)

24 Capital and reserves

25 Balance sheet total (23+30=12)

Source:CBSI
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APPENDICES

Appendix 2: Superannuation Sector

Table 2.1: Superannuation Sector Financial Soundness Indicators

Total Superannuation Sector Assets
Total Assets to Total Finanical system Assets Ratio
Total Assets to Gross Domestic Product Ratio
Capital Adequacy

Total Capital & Reserves to Total Assets Ratio

Asset Quality

Substandard Investments to Total Investments Ratio
Investment Assets to Total Assets Ratio

Earnings & Profitability

Return on Assets (ROA)

Cost to Income Ratio

Liquidity

Liquid (core) Assets to Total Assets Ratio< 50%
Liquid Assets to Short term Liabilities Ratio

Source: CBSI

Interest
Dividend

Gain/Loss from Changes in fair value
Rental Income

Gross Investment Income

Other Income

Total Income

Less: Operating Expenses

Net Operating Income

10 Interest Paid to Members

11 Net Income after Interest

Source: CBSI

O 00 NO UL B WN -

Table 2.3: Superannuation Sector Balance Sheet (SBD million)

Assets
12 Cashand non IBD

13 Investments

14 Non-Financial Assets

15 Other Assets

16 Total Gross Assets
Liabilities & Reserves

17 Contributions

18 Special Death Benefits

19 Other Liabilities

20 Provision for Loss

21 Accumulated Depreciation
22 Reserves

23 Total Liabilities & Reserves
Source: CBSI
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APPENDICES

Appendix 3: Insurance Sector

Table 3.1: Insurance Sector Financial Soundness Indicators

Capital adequacy

Net premium to capital

Capital & reserves to total assets

Asset quality

Debtors to total assets

Debtors to(gross premium + reinsurance recoveries
Reinsurance and actuaries issues

Risk retention ratio(net premium to gross premium)
Earnings & profitability

Loss ratio (net claims to net premiums)

Expenses ratio (expenses to net premiums)
Combine ratio(net claims and expenses to net premiums)
Return on equity (ROE)

Liquidity

Liquid assets to short term liabilities

Source: CBSI

Table 3.2: Insurance Sector Income Statement (SBD millions)

Total premium

Outward reinsurance

Premium net of reinsurance (=1-2)
Unearned premium reserves

Net earned premium (=3-4)

Gross claims expenses

Total recoveries

Net claims expenses (=6-7)
Commission expenses

Total underwriting results (8+9)
Underwriting results (5-10)

Other operating income

Other operating expenses or management expenses
Net profit (loss) before tax (=11+12+13)

Income tax or provisions

16 Net Income (loss) end of current period (=14-15)

Source: CBSI

O 00N WN -
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Table 3.3: Insurance Sector Balance Sheet (SBD million)

Total Assets (=18 +19)
18  Nonfinancial assets
19 Financial assets (= 20 to 26)

20 currency and deposits

21 Loans

22 Debt securities

23 |nsurance technical reserves

24 Other assets

25 |jabilities(= 10+ 11)

26 |nsurance technical reserves

27 Other liabilities

28  Capital and reserves

29  Balance Sheet Total (= 25+28 =17)
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APPENDICES

Appendix 4: Credit Union Sector

Table 4.1: Summary of Credit Union Sector Financial Performance and Soundness Indicators

Balance Sheet (SBD million)
Total Loans

Total Assets

Total Deposits/Savings

Total Share Capital

Income Statement (SBD million)
Income

Expenses

Net Surplus (Loss)

Statistics

Membership

No. of reporting Cus

Indicators

Return on asset (ROA)

Return on equity (ROE)

Loan to Assets

Efficiency ratio (cost to income)

Source: CBSI
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