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Recipient

Classification

Environment
Assessment

Project Description

Rationale

GRANT AND PROJECT SUMMARY
Solomon Islands

Targeting classification: Targeted intervention—geographical
poverty issues

Sector: Transport and communications

Subsector: Ports, waterways, and shipping

Theme: Sustainable economic growth, private sector development
Subthemes: Fostering physical infrastructure development, policy/
institutional/legal/regulatory reforms

Category B. Initial environmental examinations (IEEs) for core
subprojects were prepared. An environmental assessment review
procedure was prepared to guide subproject selection and
environmental assessment during implementation.

The Domestic Maritime Support (Sector) Project will improve the
safety and efficiency of domestic maritime transport services
through (i) civil works to construct about 12 rural wharves, and (ii)
establishment of a franchise shipping scheme (FSS) to support
service provision to remote communities using an output-based
approach.

Solomon Islands is still emerging from several years of conflict
and is one of the least developed of the Asian Development
Bank’s (ADB's) Pacific developing member countries. The country
is ranked second-lowest among Pacific island countries in the
United Nations’ Human Development Index, and is unlikely to
meet most of the Millennium Development Goals by 2015.

As a poorly developed and weakly performing nation, Solomon
Islands faces many challenges. The socioeconomic situation is
characterized by low per capita growth, high unemployment, and
one of the highest population growth rates in the world.
Revitalization of the rural economy is thus a key strategy in
reducing poverty.

The economy is based on primary commodities from agriculture,
forestry, and fishing. Most production takes place in remote rural
areas without adequate transport infrastructure and services. To
connect the six main islands and smaller island groups in order to
facilitate economic and social development, maritime transport is
vital.

Transport sector planning, financing, and maintenance have long
been inadequate, so that most facilities are in poor condition and
need rehabilitation. Many locations lack suitable maritime
infrastructure and do not receive regular shipping services.
Institutional capacity in the Marine Division of the Ministry of
Infrastructure Development is weak, causing poor sector
governance.



Impact and Outcome

Project Investment Plan

Financing Plan

Period of Utilization

Estimated Project
Completion Date

Implementation
Arrangements

Executing Agency

Rehabilitated wharves and jetties will improve safety and
accessibility for economic and social activities, and increase
productivity and reduce costs for ship operators, leading to more
efficient port calls and the possibility of greater service frequency.

Improved shipping services will reduce barriers to market access
and promote the growth of rural production. Creation of an FSS
will allow private sector operators to provide services to
commercially unviable destinations. Using an output-based
approach effectively aligns incentives for the private sector to
provide socially desired services, thus combining transport
improvements with private sector development.

Remote communities without reliable maritime services are
among the poorest areas of Solomon Islands. Geographic
targeting of improved infrastructure and services can catalyze
growth and have a disproportionate impact on poverty.

The impact of the Project will be reduced economic disadvantage
in remote rural areas. The outcome will be interisland shipping
services that are frequent, reliable, and safe.

The investment cost of the Project is estimated at $21.40 million,
including taxes of $0.72 million.

($ million)
Source Total Percent
Asian Development Bank 14.00 65.40
European Commission 5.25 24.60
Government of Solomon Islands 2.15 10.00
Total 21.40 100.00

Source: Asian Development Bank estimates.
Until 30 June 2019

31 December 2018

The Project will be implemented over 10 years. Civil works will be
completed in 4 years, whereas the FSS will be completed over 10
years. Both components will follow the same initial schedule as
follows: detailed design, preparation of bidding documents, and
tendering will start in January 2009; award of contracts for civil
works and franchises is expected by December 2009; physical
completion of civil works will be by 31 December 2012; completion
of the FSS will be by 31 December 2018; and grant closing will be
by 30 June 2019.

Ministry of Infrastructure Development



Procurement

Consulting Services

Project Benefits and
Beneficiaries

Risks and Assumptions

Procurement under the Project, including for ADB and
Government-financed packages, will follow ADB’s Procurement
Guidelines (2007, as amended from time to time). Major civil
works will be procured using international competitive bidding
procedures. Franchise tenders and minor civil works will be
awarded through national competitive bidding procedures.
Community procurement through the shopping method will be
used for maintenance contracts.

International and domestic consulting services will be required for
(i) engineering design and preparation of bidding documents, (ii)
construction supervision, (iii) project management, and (iv)
financial management. The Project will fund 94 person-months of
international consulting services and 164 person-months of
national consulting services. Consulting services will be engaged
in accordance with ADB’s Guidelines on the Use of Consultants
(2007, as amended from time to time).

To facilitate joint cofinancing with the European Commission (EC),
Board approval is sought to allow procurement of eligible goods
and services from countries eligible for procurement under the EC
regulations, which are not ADB member countries.

The Project will improve shipping services to support rural
development, spur economic growth, and reduce poverty by
facilitating access to markets and economic and social services.
More reliable transport services will increase the ability of rural
populations to market their produce and derive income from
natural resources.

Direct benefits will include more frequent and reliable shipping
services at lower cost. Induced benefits will include increased
agricultural production and better terms of trade for remote
communities. The beneficiaries will be people in the poorest parts
of the country.

Investment subprojects will be assessed based on their
contribution to national development objectives and priorities.
Selection criteria will require subprojects to be economically
viable, with a target economic internal rate of return greater than
12%. Poverty and social analysis at the subproject level will be
gender disaggregated, taking into account the differential project
impacts and risks facing women. The Project will be proactive in
ensuring HIV/AIDS prevention.

The project design considers potential technical, financial, and
institutional risks associated with project management,
rehabilitation quality, financial management, and commitment to
reform. The Project will establish a project management unit to
strengthen the Government’'s capacity to handle increased
responsibilities. A team of international and national consultants



Technical Assistance

will assist with implementation. Assurances regarding institutional
reforms have been included.

Environmental impacts will be monitored through construction
supervision and mitigated at the rehabilitation stage in accordance
with approved environmental management plans.

Technical assistance (TA) will be provided to establish the
Solomon Islands Maritime Safety Administration, by reforming the
existing Marine Division of the Ministry of Infrastructure
Development, to take responsibility for all aspects of regulatory
control over the maritime sector and enhance safety of shipping
and port operations. Its expanded functions will include regulation
and oversight of marine safety through vessel registry, safety
inspection, licensing of seafarers, search and rescue, navigation
aids, and environmental protection.

The TA will fund 28 person-months of international consulting
services and 44 person-months of national consulting services to
provide institutional strengthening and capacity development.
Consulting services will be engaged through a firm using the
quality- and cost-based selection method, in accordance with
ADB'’s Guidelines on the Use of Consultants.

The total cost of the TA is $1,925,000. The TA will be financed on
a grant basis by the ADB TA funding program, which will
contribute $1,000,000. The EC will provide cofinancing of
$600,000. The Government will contribute $325,000.
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I THE PROPOSAL

1. I submit for your approval the following report and recommendation on (i) a proposed
grant, and (ii) a proposed administration of a grant from the European Commission (EC), both to
Solomon Islands for the Domestic Maritime Support (Sector) Project. The report also describes
proposed technical assistance (TA) for Establishment of the Solomon Islands Maritime Safety
Administration, and if the Board approves the proposed grant, |, acting under the authority
delegated to me by the Board, will approve the TA.

Il. RATIONALE: SECTOR PERFORMANCE, PROBLEMS, AND OPPORTUNITIES
A. Performance Indicators and Analysis

2. Solomon Islands is a large Melanesian island country, with a land area of about 28,000
square kilometers, six large islands, dozens of smaller islands, and hundreds of islets and atolls.
Over 80% of the population of 540,000 is rural, living in widely dispersed villages of a few
hundred persons. The country is fragile, weakly performing, and still emerging from several
years of conflict from 1999-2003. It is one of the least developed among ADB’s Pacific
developing member countries (PDMCs). The country is unlikely to meet most of the Millennium
Development Goals by 2015. Socioeconomic indicators include high unemployment, high
population growth, and slow economic growth which combine to exacerbate poverty.

3. The economy is based on primary commodities from agriculture, forestry, and fishing.
Most production takes place in remote rural areas without adequate transport infrastructure and
services. To connect the six main islands and smaller island groups in order to facilitate
economic and social development, maritime transport is vital. The project impact, outcomes,
outputs, and activities are shown in the design and monitoring framework in Appendix 1.

4. Sector planning, financing, and maintenance have long been inadequate, so that most
facilities are in poor condition and need rehabilitation. Institutional capacity in the Marine
Division of the Ministry of Infrastructure Development (MID) is weak, causing poor sector
governance, ineffective safety regulation, poor compliance with international obligations, weak
environmental management, inadequate hydrographic charts, and limited search and rescue
capacity. A sector analysis is in Appendix 2.

5. Despite two international ports, about 86 rural wharves and jetties, and numerous
unimproved anchorages throughout the country, many locations lack suitable maritime
infrastructure and do not receive regular transport services. Revenues generated by maritime
fees have not been sufficient to fully fund capital improvements or maintenance. In recent years,
capital investment in rural maritime infrastructure has been financed entirely by external
assistance, which has totaled $34 million over the past 10 years, as shown in Appendix 3.

6. Interisland shipping services are operated by about 20 private sector operators,
supplemented by a few churches and provincial governments. Some routes are commercially
viable because of their proximity to the national capital and comparatively high demand for
passenger and cargo services. In contrast, some remote destinations receive only occasional
unreliable services due to long distances and low passenger and cargo demand. To provide
services to uneconomic destinations, the Marine Division occasionally charters or subsidizes
vessels on an ad hoc basis, but their unpredictability constrains domestic and international trade
and hampers delivery of public services.



1. Government’s Sector Strategy

7. The policies, strategies, and priorities of the Government for development of the
transport system are articulated in the National Transport Plan 2007-2026 (NTP). To achieve
the vision of “an effective transport infrastructure and transport services to support sustained
economic growth and social development in Solomon Islands,” the NTP sets out a strategic
framework to (i) develop transport services, (ii) develop and maintain physical infrastructure, (iii)
improve the capacity of Government agencies, and (iv) develop the private sector. The NTP
(Appendix 2) is supported by a 3-year rolling work program that serves as the Government’s
sector development plan as required for implementation of a sector project.

8. The NTP includes appropriate policies to provide maritime infrastructure to support
interisland shipping services by (i) providing annual funding for the maintenance of wharves and
navigation aids, (ii) adopting assessment criteria for rural facilities based on economic viability
together with social and development benefits, (iii) ensuring higher-quality construction and
rehabilitation to improve life cycle costs, (iv) preparing a 10-year program of rehabilitation and
construction, (v) using external assistance where available for civil works to preserve
Government funds for maintenance, and (vi) improving planning and asset management.

9. The NTP also includes policies for the development of regular, reliable, and efficient
shipping services by (i) promoting the ongoing development of private operators, (ii) establishing
a system for financial assistance where services are not commercially viable, (iii) exploring
options for improving access to finance for vessels, (iv) seeking external assistance for training
in business management, (v) improving safety through legislative and regulatory reforms, and
(vi) initiating consultations to reform restrictive provincial licensing practices.

2. ADB'’s Sector Strategy and Program

10. To support development and reduce poverty, ADB’s partnership strategy’ in Solomon
Islands aims at rapid, pro-poor and private-sector-led economic growth by (i) providing
transportation infrastructure and services, and (ii) strengthening the enabling environment for
the private sector. Capacity development and the promotion of good governance are cross-
cutting priorities. The strategy directly supports key priorities in the Government’s development
framework,? addresses binding constraints to growth,®is in line with ADB’s Pacific strategy,*
takes into account ADB’s comparative advantage among development partners, and is
consistent with internationally adopted principles of international engagement in fragile states.

11. ADB has provided extensive assistance to the transport sector in Solomon Islands in
recent years. The Post-Conflict Emergency Rehabilitation Project® was completed in late 2007.

' ADB. 2006. Country Strategy and Program Update (2007—2009): Solomon Islands. Manila; ADB. 2007. Country
Operations Business Plan (2008—2010): Solomon Islands. Manila; ADB. 2008. Country Operations Business Plan
(2009-2011): Solomon Islands. Manila.

The Government has produced three relevant documents: (i) Solomon Islands Government. 2008. Policy
Statements. Honiara; (ii) Solomon Islands Government. 2008. Translation and Implementation Framework.
Honiara; and (iii) Solomon Islands Government. 2008. Medium Term Development Strategy. Honiara.

International Monetary Fund. 2007. Solomon Islands Medium-Term Fiscal Strategy 2008—-2011. Washington; ADB.
2005. Private Sector Assessment. Manila.

ADB. 2008. Working in Fragile Environments: A Midterm Review of the Pacific Strategy (2005—-2009). Manila.

ADB. 2000. Report and Recommendation of the President to the Board of Directors on a Proposed Loan to
Solomon Islands for the Post-Conflict Emergency Rehabilitation Project. Manila (Loan 1823).



The Solomon Islands Road Improvement Project,® which is rehabilitating rural roads, and the
Solomon Islands Emergency Assistance Project (SIEAP),” which is rehabilitating infrastructure
destroyed in the April 2007 earthquake and tsunami, are ongoing. TA has also been provided
for institutional strengthening, diagnostic assessment, and implementation of reforms.® To
continue integrating the transport network and extending access to remote areas, improved
maritime facilities and services are required.

12. In recognition of ADB’s experience in implementing projects and TA in the transport
sector in Solomon Islands, the Government requested, and through a well-established
coordination process other partners agreed, that ADB take the lead role in the transport sector.
ADB’s strategy complements other external assistance by creating an integrated transportation
system to link rural areas to urban centers for access to markets and social services.

B. Analysis of Key Problems and Opportunities

13. As a weakly performing country emerging from several years of conflict, Solomon
Islands faces many development problems. The most pressing issues include (i) sustained
economic growth, (ii) economic restructuring away from forestry to other productive rural
activities, (iii) increased employment and income-generation opportunities, (iv) an improved
institutional framework to manage public sector responsibilities, and (v) improved human and
institutional capacity. Improvements in these areas will contribute directly to poverty reduction.

1. Problems and Constraints

14. Economic Restructuring, Growth, Employment, and Income Generation. Solomon
Islands’ heavy reliance on unsustainable large-scale forestry must be reduced, and replaced
with other productive rural activity. However, agricultural development is hampered by
deteriorating rural infrastructure, poor access to markets, and low-productivity traditional
cultivation. Private sector development is also constrained by unreliable and expensive
infrastructure and services, a weak legal and institutional business environment, and a limited
market. Employment growth and income generation are therefore severely constrained.

15. Sector Investments, Operations, and Sustainability. Sustainability requires increased
investments and improved maintenance. Due to deferred maintenance, deteriorated rural
facilities hinder service provision and pose a safety risk. Global climate change is expected to
cause sea level rise and increase vulnerability to natural hazards. Both factors increase the
need for robust construction and better maintenance. To sustain investments, the Government
needs to improve its sector planning, funding, and asset management. The Government has
initiated establishment of the National Transport Fund (NTF) to increase predictability of
resource allocation and sustainability of operations and maintenance, but it is undercapitalized
and managed under temporary arrangements. There is a need to formalize the NTF.

¢ ADB. 2006. Report and Recommendation of the President to the Board of Directors on Proposed Grants to
Solomon Islands for the Road Improvement (Sector) Project. Manila (Grants 0048/0049/0050).

" ADB. 2006. Report and Recommendation of the President to the Board of Directors on a Proposed Grant to
Solomon Islands for the Emergency Assistance Project. Manila (Grant 0078).

8 ADB. 2004. Technical Assistance to Solomon Islands for Institutional Strengthening in the Ministry of Infrastructure
and Development. Manila (TA 4494-SOL); ADB. 2004. Technical Assistance to Solomon Islands for Diagnostic
Assessment of Interisland Transport. Manila (TA 4527-SOL); ADB. 2005. Technical Assistance to Solomon Islands
for Implementation of Interisland Transport Reforms. Manila (TA 4588-SOL); ADB. 2007. Technical Assistance to
Solomon Islands for Preparing the Domestic Maritime Support Project and Technical Support Program. Manila (TA
4980-SOL).



16. Maritime Network Development and Service Provision. In addition to the constraints
posed by poor physical infrastructure, long distances and low demand for cargo and passenger
services mean that it is not commercially viable for operators to provide services to some
remote destinations. Services are often delayed for weeks or months, and sometimes cancelled,
leaving people and cargo stranded. To provide socially desired services on these routes, the
Marine Division of MID frequently charters vessels or subsidizes operators on routes assumed
to be unviable. Furthermore, deficiencies in maritime safety regulation and enforcement are
endemic. These factors constrain provision of reliable and safe services.

17. Geographic Disparities. Remote communities in the project areas lack reliable
maritime services and are among the poorest areas of Solomon Islands. The project areas have
a higher incidence of poverty than the national average, lower agricultural productivity, and
greater constraints in access to transport services.? Voyages to outer islands involve greater
distances in less-protected waters and thus require larger vessels with higher operating costs,
which lead to lower service frequencies.

18. Private Sector Development. Most vessels are operated by small companies with
limited management expertise and chronic need for training. Many ships are old and thus
maintenance and operating expenses are high. Meanwhile, some provincial governments apply
restrictive licenses and fees to operators from other provinces to protect services provided by
their own provincial development authorities. Private sector operators consequently do not face
a level playing field in providing services to all destinations.

19. Institutional Capacity. Institutional capacity constraints have hindered the ability of MID
and the Marine Division to develop and implement sector plans and policies. The human
resource base is low as a result of declining public sector budgets, poor training, and conflict-
related impacts. Managerial, administrative, and technical skills are in short supply. The
Government’s response is slowly improving and is in need of consolidation so that the Marine
Division can fully implement its role in safety enforcement, search and rescue, aids to
navigation, hydrographic charting, and environmental protection.

2. Opportunities

20. Rural economic development can be significantly enhanced through safe, reliable, and
efficient rural maritime transport. Clear opportunities exist to improve performance and increase
benefits through a comprehensive approach of asset investment and maintenance, sector
planning and promotion of service provision, private sector participation, and institutional reform
and capacity development. Improved infrastructure and services are essential to removing
barriers to market access and promoting the growth of rural production, which will revitalize the
rural economy and ultimately reduce poverty.

21. Improved Maritime Infrastructure. Rehabilitated wharves and jetties will improve
safety, accessibility, and productivity for users. Improved rehabilitation, maintenance, and
operation of maritime infrastructure will reduce costs for operators and users due to more
efficient port calls, which in turn will allow more frequent and reliable services. The potential for
climate change means that project designs can improve adaptation by anticipating sea level rise
and increased natural hazards through higher decks and more robust construction.

® Solomon Islands Government. 2006. Household Income and Expenditure Survey 2005/6. Honiara; United Nations
Development Programme. 2007. Analysis of the 2005/06 Household Income and Expenditure Survey: A Report on
the Estimation of Basic Needs Poverty Lines, and the Incidence and Characteristics of Poverty in Solomon Islands.
Fiji.



22. Support for Service Provision. Improved shipping services will reduce barriers to
market access and promote the growth of rural production through increased reliability, allowing
producers to generate higher-quality products and reduce spoilage. It will also allow better
access to health care and delivery of public services. Creation of an FSS can induce private
sector operators to provide services to commercially unviable destinations by providing
competitively tendered subsidies tied to performance specifications. Experience in Solomon
Islands and elsewhere shows that the output-based approach will improve service quality and
sustain service provision.™

23. Geographic Targeting. Improved services and infrastructure in project areas are
expected to have a disproportionate impact on poverty by catalyzing growth in poorer areas.
Improved access to export markets will reduce peoples’ reliance on large-scale commercial
exploitation of natural resources and afford opportunities for artisanal production within
communities. Regular, reliable, and more frequent shipping services to remote areas will also
improve people’s access to income earning opportunities, and contribute significantly to health
and wellbeing by enabling access to education, health care, public services, and social events.

24, Private Sector Development. Creation of an FSS and provision of targeted subsidies is
expected to have a catalytic effect on both private sector ship operators and rural agricultural
producers. By providing reliable scheduled services, producers should increase their output and
lose less of it to spoilage. Increased demand for cargo and passenger services should in turn
make rural routes commercially viable over time. Predictable long-term funding of capital
investments and maintenance through the NTF will also increase the ability of domestic
contractors to invest in and develop sustainable businesses.

25. Institutional Reform and Capacity Development. The Government is in the process of
unifying its development and recurrent budgets to improve the link between investments and
maintenance. Government planning and financial management reforms under way at the
national level can be strengthened by extension to the maritime sector. Funding arrangements
for franchise shipping operations and for maintenance of maritime infrastructure will be
enhanced by the implementation of the NTF and NTP, supported by implementation assistance
which includes capacity development. Restructuring and development of the Marine Division will
complement these reforms, by strengthening maritime administration through TA (paras. 62-65).

3. Lessons Learned

26. Previous ADB and EC assistance to the maritime transport sector for physical
infrastructure investments, supported by institutional capacity-enhancement measures, has
been mostly successful by focusing project scopes on well-defined areas supported by advisory
services for design and institutional development purposes. Conversely, previous construction
methods for wharf structures have been technically flawed by not providing adequate durability
and structural stability, resulting in deterioration and eventual loss of assets. These lessons are
incorporated in the design of the Project, based on designs that have evolved to suit local
conditions, using improved design standards and materials.

'% A similar franchise scheme for six routes in the Fiji Islands, developed under ADB TA, resulted in passenger growth
of 62% and cargo growth of 80% within the first 2 years of instituting reliable services. ADB. 1995. Technical
Assistance to the Republic of the Fiji Islands for the Transport Sector Institutional Strengthening. Manila (TA 2321-
FIJ). Franchise schemes have also been proposed in the Marshall Islands and Papua New Guinea. See footnote
11 for references and Supplementary Appendix E for details.



27. ADB has experience in domestic maritime projects in several PDMCs that instituted
FSSs, from which three main lessons emerge.11 First, clear specifications for routes, frequency,
vessel type, and capacity are needed to ensure successful route tenders, performance
monitoring, and payment certification. Second, flexible franchise contracts are needed to allow
operators to adapt to weather and market conditions in meeting these specifications. Third,
predictability of funding is needed to give operators certainty for planning and investment.

28. ADB has also implemented trust funds in the transport sector in two PDMCs.'? In Tuvalu,
the Falekaupule Trust Fund was created to fund island development projects. In Papua New
Guinea, the Community Water Transport Fund provides subsidies for delivery of transport
services to remote communities. Fund arrangements must be explicit about governance
mechanisms and disbursement criteria. Because government experience with this approach is
often limited, outsourcing management of the fund to the private sector, combined with capacity
development to supervise arrangements, is necessary for effective supervision.

29. To improve sustainability, the Project will require engineering designs to employ
conservative assumptions of climate change and sea level rise and to use improved materials to
minimize maintenance.’ To increase local ownership of new infrastructure, ADB has instituted
a new approach to community engagement for infrastructure maintenance through experience
with ongoing projects in Solomon Islands (footnotes 5—7). This approach is both cost effective
and sustainable, and can also be used to involve rural communities in maintenance of wharves.
The Project will continue to employ a community engagement model for maintenance.

30. To improve government planning and oversight, previous ADB TA (footnote 8) has
revealed the need to improve institutional effectiveness through capacity development and
multi-year external support. As with other recent projects, a project management unit will be
established and will pursue capacity development for national staff to continue to improve
planning, financial management, operations, and maintenance. The Executing Agency's (EA’s)
capacity to implement a sector project, when supplemented by implementation assistance, has
been demonstrated through two other ADB-funded sector projects (footnotes 6 and 7).

4, Rationale for the Project

31. Pro-poor economic growth and improvement in social and health indicators depend on
revitalization and decentralization of the rural economy. The poor condition of maritime transport
is a significant constraint to the movement of people and goods, and thus a disincentive to
productive rural activity. Improved transportation infrastructure and services, and thus reliable
access to domestic and international markets for rural produce and commodities, is a key
strategy to restart and build rural economies, reduce migration in search of employment, reduce
conflict between groups competing for limited opportunities, and restore basic social services in
rural areas. The focus on improving rural accessibility will increase the poverty reduction impact.

" ADB. 1996. Technical Assistance to the Republic of the Marshall Islands for the Public Sector Reform Program.
Manila (TA 2756-RMI); ADB. 2000. Technical Assistance to Papua New Guinea for Preparing the Community
Water Transport Project. Manila (TA-3615 PNG). See also footnote 10.

'2 ADB. 1999. Report and Recommendation of the President to the Board of Directors on a Proposed Loan and
Technical Assistance Grant to Tuvalu for the Island Development Program. Manila (Loan 1693-TUV); ADB. 2004.
Report and Recommendation of the President to the Board of Directors on a Proposed Loan to Papua New Guinea
for the Community Water Transport Project. Manila (Loan 2079-PNG).

'* Wharves will be designed to the maximum predicted sea level rise over the asset life, using concrete-encased steel
piles and corrosion-resistant reinforcing, and factors of safety at least 25% above minimum specifications.



32. Most previous projects supported through external assistance have focused on road
sector investment to improve accessibility to economic and social activities, but these have
been based in more populous areas on the main islands. To promote economic development
and rural employment more broadly, it is necessary to improve transport between the six main
islands and some of the smaller island groups. The Government requested preparation of the
Project, with a focus on addressing urgent needs in more remote areas of the country.

33. The Government has embarked on institutional reforms, with ADB assistance, to
develop its capacity to effectively implement a sector project. The existing policy framework and
action plan in the NTP guides the use of domestic and external resources to reduce constraints
caused by maritime network conditions. Restructuring of MID is under way, and can be
consolidated through implementation assistance and capacity building under the Project. TA for
institutional reform and strengthening is described in paras. 62-65 and Appendix 10.

34. These considerations present opportunities to consolidate reform. Given the widespread
need for rehabilitation of maritime infrastructure and reliable and safe service provision, it is
necessary to address these issues in parallel across all aspects of the sector. Integrated
transport planning through domestic processes will promote effective planning and
implementation of works in the long term. The Project and TA will ensure that the Government
has the institutional framework and capacity to effectively implement such an approach.

35. The Project represents the direct implementation of ADB’s strategy for Solomon Islands
by upgrading and preserving transportation infrastructure, facilitating expanded transportation
services, improving the enabling environment for private sector development, and providing
opportunities for direct private sector participation. In these respects, the Project is also closely
aligned with the Government’s priorities and strategic plans.

Il THE PROPOSED PROJECT
A. Impact and Outcome

36. The Project is expected to reduce economic disadvantage in remote rural areas. The
outcome will be interisland shipping services that are frequent, reliable, and safe.

B. Components and Outputs

37. The project has two major components: component A will construct rural wharves and
jetties; component B will establish an FSS to support rural transport services through an output-
based approach. Subprojects for both components will be analyzed and approved using the
sector project modality.

38. Component A: Improvement of Rural Infrastructure. The Project will finance a
portion of the Government’s planned maritime infrastructure works as documented in the NTP.
Outputs will include about 12 wharves and jetties for either rehabilitation or reconstruction. Civil
works will be undertaken primarily in remote areas of provinces that experience a greater
incidence of poverty than the national average. Recurrent funding for maintenance through
community contracts, supported by training, will be provided to improve sustainability.

39. Component B: Establishment of a Franchise Shipping Scheme. The Project will
design and implement an FSS to award franchises for provision of shipping services to remote
areas that are considered commercially unviable. Seven routes have been identified as



unviable. Outputs will be increased transport services on these routes, through subsidies to
private sector operators, based on a minimum-subsidy tender process. Initial contracts will be
for 3 years, with longer periods for subsequent terms possible.™

40. Under the output-based approach, subsidies will be tied to performance, including vessel
suitability (dimensions, capacity, and safety certification), franchise areas and routes, call
locations and frequency, substantiation of calls and submission of voyage data, and flexibility for
force majeure. During the initial contract period regular reviews will be carried out to ensure that
actual revenue and costs are aligned with prior estimates, and the contract provisions will allow
terms to be reviewed in response to actual results. Subsidies required will reduce over time, as
routes become commercially viable. Each of the seven routes is expected to reach a break-
even point 5-10 years after commencement. Details are in Supplementary Appendix B.

41. The legal basis to implement the FSS will be established in a proposed Maritime Reform
Bill."”®> Administrative and operational responsibility shall be vested in MID to ensure that matters
of safety and legal compliance by franchisees are addressed (paras 62-65). The Government
has introduced a public transport act, expected to be enacted in November 2008, that will
regulate fares to prevent market abuses. While the FSS will be implemented in accordance with
contractual arrangements, MID will have the ability to review, monitor, and modify aspects of the
scheme to achieve optimum efficiency and accountability.

42. Under the sector project modality, subprojects for both components will be prioritized
and selected in accordance with the process and eligibility criteria in Appendix 7. A systematic
and consultative approach will be established for subproject appraisal, covering (i) social,
economic, and environmental evaluation; (ii) design; (iii) procurement; (iv) implementation; and
(v) monitoring. Each subproject feasibility study will provide sufficient evidence of its eligibility
under the agreed criteria to enable ADB to assess the viability and suitability of the subproject.
No subproject categorized as category A in accordance with ADB’s Environment Policy (2002)
or Involuntary Resettlement Policy (1995) will be financed under the Project.

C. Special Features

43. Geographic Targeting. Remote communities without reliable maritime services are
among the poorest areas of Solomon lIslands. Rural populations have a higher incidence of
poverty, lower agricultural productivity, lower life expectancy at birth, higher percentage of
underweight children, lower levels of literacy and educational attainment, less access to safe
water and sanitation, and less access to health services than those in provincial centers. These
indicators are in part due to constraints in access to transport services. Improved services can
catalyze growth and have a disproportionate impact on poverty.

44, Private Sector Development. Creation of an FSS and provision of targeted subsidies
for services to commercially unviable destinations is expected to have a catalytic effect on both
private sector ship operators and rural agricultural producers. By providing reliable scheduled
services, producers should increase their output and lose less of it to spoilage. Increased
demand for cargo and passenger services should in turn make rural routes commercially viable
over time, providing opportunities for private sector participation.

" The justification for subsidies is in Supplementary Appendix C. Operation of the FSS is described in Supplementary
Appendix E.
'3 egislative reforms are being pursued through the ongoing preparatory TA (footnote 8).



45, Output-Based Approach. Under the output-based approach, subsidies will be tied to
performance based on specifications for destination, frequency, and passengers and cargo
carried. Franchise contracts will require certification from communities at target destinations that
performance indicators have been met. This will create clear incentives to increase and improve
services, while providing a safety net for operators until routes become commercially viable.

D. Project Investment Plan

46. The project investment cost is estimated at $21.40 million as shown in Table 1.

Table 1: Project Investment Plan

($ million)

Item Amount®

A. Base Cost"
1. Civil works for rural wharves and jetties 9.20
2.  Maintenance (routine and community engagement) 0.02
3. Franchise shipping scheme® 4.78
4 Consulting services 3.46
Subtotal (A) 17.46
B. Contingencies® 3.94
Total (A+B)° 21.40

a

In mid-2008 prices.

® The Government does not charge taxes or duties on externally funded projects, but see (c).

° Includes taxes for marine fuel, proportional to expected subsidy payment compared to total operating costs.

Taxes are reasonable at about 3.5% of total project costs and not targeted at ADB-financed projects.

Physical contingencies computed at 15% for civil works; and 5% for field research and development, training,

surveys, and studies. Price contingencies computed at 7.5%; includes provision for potential exchange rate

fluctuation under the assumption of a purchasing power parity exchange rate.

® Includes management fee of 2% of European Commission funds charged by ADB for administering
cofinancing.

Source: Asian Development Bank estimates.

E. Financing Plan

47. The Government has requested a grant of $14.0 million from the Asian Development
Fund to help finance the Project. The Government of Solomon Islands will provide $2.15 million
as its counterpart contribution. The EC will provide grant cofinancing of $5.25 million equivalent,
to be administered by ADB. As requested by the cofinancier, the EC funds will be front-loaded
at the contract commitment level up to the maximum allocated amount of EC financing in
individual categories. The financing plan is in Appendix 4, and summarized in Table 2.

Table 2: Financing Plan

($ million)
Source Total %
Asian Development Bank 14.00 65.40
European Commission 5.25 24.60
Government of Solomon Islands 2.15 10.00
Total 21.40 100.00

Source: Asian Development Bank estimates.
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F. Cofinancing

48. ADB'’s strategy in Solomon Islands emphasizes coordination with development partners
and encourages cofinancing. As described above, the EC has committed to provide joint
cofinancing. For the EC to participate, it requires nondiscrimination in procurement processes
against legal persons, firms, and goods established in EC-recognized official candidate
countries, member states of the European Economic Area, and developing countries as
specified by the Development Assistance Committee of the Organisation for Economic Co-
operation and Development.'® Given that components of the Project are jointly cofinanced with
EC, Management requests Board approval to allow procurement of eligible goods and services
from countries eligible for procurement under EC regulations, which are not ADB member
countries.

G. Implementation Arrangements
1. Project Management

49. The EA for the Project will be MID. The Government will form a project steering
committee'’ to oversee and monitor all aspects of project implementation, including (i) policy
guidance and coordination, (ii) subproject feasibility study and selection, (iii) project progress
reports and other project documentation, (iv) regular reports of FSS budgets and activities, and
(v) audited accounts and financial statements.

50. A project management unit (PMU), directed by the permanent secretary of MID, will be
responsible for day-to-day implementation. Given MID’s limited technical staff resources, a
consulting firm will be retained for these services. The PMU will be fully integrated with MID
professional and technical staff as counterparts. The PMU will (i) conduct subproject baseline
surveys, feasibility documentation, design, and supervision; (ii) manage tender processes; (iii)
manage contracts; (iv) prepare withdrawal applications; (v) prepare project progress reports and
a project completion report; (vi) maintain project accounts and complete grant financial records
for auditing; (vii) monitor the Project’s socioeconomic impacts; (vii) train MID staff and build their
project implementation capacity; and (viii) complete related project management activities, as
necessary to implement the Project successfully and comply with ADB policies and guidelines.
Due to poorly developed capacity in MID as described in the financial management assessment
in Supplementary Appendix I, the PMU will manage finances on behalf of MID. Outline terms of
reference are in Appendix 9.

51. Management of the FSS will be contracted to a professional management firm through
national competitive bidding. The firm will also manage procurement of services as a
procurement agent on behalf of MID. The management contract will be overseen by MID and
supported by implementation assistance provided by the PMU.

2. Implementation Period
52. The Project will be implemented over 10 years. Civil works will be completed in 4 years,

whereas the FSS will be completed over 10 years. Both components will follow the same initial
schedule as follows: detailed design, preparation of bidding documents, and tendering will start

'® Regulation (EC) No. 2110/2005 of the European Council and Parliament, 14 December 2005.

"7 Chaired by the permanent secretary of the Ministry of Infrastructure Development; comprising members from the
Ministries of Finance and Treasury, Development Planning and Aid Coordination, and Rural Development; and
including representatives of ADB, the EC, and the Solomon Islands Chamber of Commerce.
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in January 2009; award of contracts for civil works and franchises are expected by December
2009; physical completion of civil works will be by 31 December 2012; completion of the FSS
will be by 31 December 2018; and grant closing will be by 30 June 2019. This time frame takes
into account appropriate construction periods for remote locations. The implementation
schedule is in Appendix 5.

3. Procurement

53. All procurement under the Project will follow ADB’s Procurement Guidelines (2007, as
amended from time to time). Civil works will be divided into packages. International competitive
bidding procedures will be used for civil works contracts of more than $1 million, as they require
specialized equipment and skills not available locally. National competitive bidding will be used
for civil works contracts and FSS contracts up to $1,000,000. International firms may tender for
contracts for FSS services under the same conditions that apply to national firms.'® Community
participation contracts and goods and equipment valued up to $100,000 will be procured using
the shopping method. All tender processes will include measures—including clear
documentation, public tender openings, and confidentiality of financial projections—designed to
prevent anti-competitive behavior.'® Technical and financial qualifications of contractors will be
reviewed during bid evaluation for post-qualification. Before the contract award, the
procurement process and tender evaluation report will be subject to review and approval by
ADB. Evaluation of international competitive bidding contracts may include a margin of
preference for domestic contractors. The procurement plan is in Appendix 6.

4, Consulting Services

54. Consulting services will be required to set up the PMU. All activities will be combined
into a single consultancy. The Project will fund approximately 94 person-months of international
consulting services and 164 person-months of national consulting services, provided by a firm.
Specialist services to be recruited and outline terms of reference are in Appendix 9. At the
request of the Government, due to the EA’s inexperience in recruiting firms and negotiating
international contracts, ADB will select the consultants in accordance with its Guidelines on the
Use of Consultants (2007, as amended from time to time). Consultant selection will be via
quality- and cost-based selection procedures with 80:20 weighting for quality and cost
respectively. To accelerate implementation, ADB approved advance action for the procurement
of services. The Government has been advised that approval of such advance action does not
commit ADB to finance any part of the Project.

5. Anticorruption Policy

55. ADB’s Anticorruption Policy (1998, as amended to date) was explained to and discussed
with the Government and EA. Consistent with its commitment to good governance,
accountability, and transparency, ADB reserves the right to investigate, directly or through its
agents, any alleged corrupt, fraudulent, collusive, or coercive practices relating to the Project.
To support these efforts, relevant provisions of ADB’s Anticorruption Policy are included in the
grant regulations and the bidding documents for the Project, and financial projections have been
redacted from public documents as explained in paragraph 53. In particular, all contracts
financed by ADB in connection with the Project shall include provisions specifying the right of

"® This may be achieved by registering a chartered vessel locally, by the operator establishing a domestic presence,
or by partnering with a domestic firm. See Supplementary Appendix E for details.

' Financial projections related to potential subsidies under the FSS will be redacted from the public version of the
financial analysis in Supplementary Appendix B in accordance with ADB’s Public Communications Policy (2005).
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ADB to audit and examine the records and accounts of the EA and all contractors, suppliers,
consultants, and other service providers as they relate to the Project.

6. Disbursement Arrangements

56. The grant will be disbursed in accordance with ADB’s Loan Disbursement Handbook
(2007, as amended from time to time). The disbursement procedures will include direct
payments and reimbursements. The EA will establish separate first-generation imprest accounts
at the Central Bank for incoming transfers of ADB and EC funds, and two second-generation
imprest accounts at a commercial bank for operational purposes. The accounting system will
enable the PMU to process replenishments and liquidations separately according to funding
source. The maximum amount to be deposited to both first-generation imprest accounts will not
exceed the total of $300,000 equivalent or the equivalent of 6 months estimated expenditures,
whichever is lower. Upon demonstration of acceptable financial management by the PMU and
the EA, the statement of expenditures procedure may be used for reimbursement of eligible
expenditures and liquidation of imprest account expenses, and is applicable to individual
payments not exceeding the equivalent of $50,000. Direct payments will be encouraged for civil
works and consulting services.

57. Operation of the FSS will be through the imprest account. Payments will be based on
contracts established through competitive tenders and certification of outputs as described in
Supplementary Appendix E. The Government will establish the NTF as a special fund pursuant
to section 100 of the Constitution, to be managed in accordance with specific financial controls
provided by regulations made under its establishing act. The operational mechanism of the NTF
and its terms and conditions will be defined during the first year of project implementation. Use
of the NTF for project operations will be subject to review and approval by ADB.

7. Accounting, Auditing, and Reporting

58. Reports. The EA will submit quarterly progress reports to ADB on both components of
the Project. For component A, the reports will address (i) feasibility studies and preconstruction
activities, (ii) physical and financial progress, (ii) status of land acquisition and resettlement (if
required), ?° (iii) environmental management, and (iv) other activities critical to project
implementation. For component B, the reports will address (i) pre-tender activities including
legislative and regulatory changes, community involvement, willingness and ability to pay
studies, ship operator capacity building, tender document preparation and marketing of the
tender; (ii) the national competitive tender process; and (iii) operation of the FSS, including
operational and financial performance. To facilitate performance monitoring and post-project
review, the Government has agreed to provide ADB, within 3 months of physical completion of
the Project, a completion report that will cover implementation details, costs and benefits, and
any other information that ADB might require. In coordination with the associated TA (paras. 62-
65 and Appendix 10), the Government will advise ADB on progress in implementing institutional
reforms, sector policy initiatives, regulatory reforms, cost recovery, and legal reforms.

59. Accounts and Audits. The EA will maintain separate records and accounts that will
identify the goods and services financed from the grant, the expenditures incurred for the
Project, and the use of counterpart funds. The project accounts will be established and
maintained in accordance with sound accounting principles and practices that will follow

2 As indicated in the summary poverty reduction and social strategy (Appendix 8), neither land acquisition nor
resettlement is expected to be necessary.
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internationally accepted accounting standards. The Government’s Office of the Auditor General
will audit the accounts and annual financial statements annually. The audit reports will include
an auditor’s opinion on (i) the use of the grant proceeds, (ii) compliance with the financial
covenants included in the grant and project agreements, (iii) use of first-generation and second-
generation imprest accounts, and (iv) statements of expenditures if the statement of
expenditures procedure is subsequently approved during project implementation. The
Government will provide ADB with the annual audited financial statements, audited project
accounts, audit reports, management letters, and other related statements no later than 6
months after the end of each fiscal year throughout the implementation period.

8. Project Performance Monitoring and Evaluation

60. The EA will establish a project performance and monitoring system within 6 months of
grant effectiveness. ADB and the Government, in consultation with the EC, will agree on a set of
indicators for monitoring and evaluating project performance in achieving its goals and purposes.
These indicators will be refined and monitored during project implementation. The indicators will
include data for monitoring economic development, sector performance, socioeconomic
development, environmental impacts, maintenance, and institutional development. Monitoring
and evaluation will be based on gender-disaggregated data for social and poverty impact
indicators. The EA will monitor and evaluate the Project’s progress annually, and provide a final
report within 6 months of the end of the contract period.

9. Project Review

61. ADB and the Government (with the EC invited to participate) will undertake regular
review missions (approximately every 6 months) and a midterm review (about 2 years after
project inception). The reviews will evaluate in detail the scope, implementation arrangements,
and other aspects of the Project (including institutional, administrative, organizational, technical,
environmental, social, poverty reduction, resettlement, economic, and financial aspects) that
might affect project performance, viability, and achievement of scheduled targets.

V. TECHNICAL ASSISTANCE

62. Previous ADB TAs (footnote 8) confirmed the need to improve institutional effectiveness
through capacity development and long-term support to improve the Government’s capacity in
maritime administration and safety. The lack of institutional capacity causes deficiencies in
maritime infrastructure maintenance, safety, and administration. To comply with international
standards and protocols, it is necessary to strengthen (i) strategic planning for improvements to
maritime safety, (ii) adequate delegation of responsibility and authority, (iii) succession planning
and a broad-based approach to skills development, and (iv) compliance with safety regulations.

63. The TA will reform the Marine Division into the new Solomon Islands Maritime Safety
Administration (SIMSA). The improvement of maritime administration (vessel registry,
inspection, survey, and licensing of seafarers) and marine safety (search and rescue, navigation
aids, and environmental protection) will be brought together under SIMSA. Mandatory safety
equipment will be purchased to upgrade the compliance of SIMSA and private sector vessels to
meet national and international standards. As a result, it is expected that SIMSA will become a
professional and efficient agency able to effectively discharge its planning, asset management,
safety, and regulatory functions, as well as facilitate private sector participation by ensuring
adequate sector governance and regulation. A detailed description of the TA is in Appendix 10.
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64. Through legislation, SIMSA will be vested with clear responsibility for the implementation
and enforcement of all regulatory functions applying to the maritime sector. All provisions of the
Shipping Act 1998 and the proposed Maritime Reform Act 2008, as well as the implementation
of all international maritime conventions and agreements applying in Solomon Islands, will
become the responsibility of SIMSA. Training will be provided for government staff and private
sector operators to improve regulation, inspection, and compliance.

65. ADB will provide TA to establish SIMSA and implement reforms. The total cost of the TA
is $1.9 million. The TA will be financed on a grant basis by ADB’s TA funding program, which
will contribute $1.0 million, and will be jointly cofinanced by the EC, which will contribute
$600,000. As requested by the cofinancier, EC funds will be front-loaded at the contract
commitment level up to the maximum allocated amount of EC financing in individual categories.
The Government will contribute $325,000 equivalent in counterpart contributions through the
provision of counterpart staff, office space and administrative support, logistics, and local
transport. ADB will engage consulting services for the TA in accordance with ADB’s Guidelines
on the Use of Consultants for the selection and engagement of international and national
consultants.

V. PROJECT BENEFITS, IMPACTS, ASSUMPTIONS, AND RISKS

66. The Project will directly benefit the rural population in remote areas with a higher
average incidence of poverty through better access and decreased travel time to markets and
social services. Government agencies and private sector companies that use the maritime
network to deliver products and services will benefit similarly. The estimated benefits to these
groups, as well as other impacts, assumptions, and risks, are described in this section.

A. Economic Impacts

67. The direct benefits of reliable and safe maritime transport services will include travel time
savings, reduced cargo loss and spoilage of agricultural products, reduced vessel operating
costs and fuel use, and increased safety. Rehabilitated rural facilities will facilitate increased
transport services that will also be supported by the FSS. Reliable services will in turn promote
more agricultural production,?' facilitate marketing of rural output, and create local employment
during construction and maintenance. Improved maritime transport will also increase access to
social services including education, health, and government functions.

68. Economic benefits from transport cost savings will flow to the areas served. Benefits
from lower freight transport costs will be divided between producers, consumers, and transport
operators. Distribution analysis shows that, since market prices are unlikely to fall substantially,
over 70% of such benefits accrue to producers. As most producers are rural smallholders, net
benefits to poor households comprise about 65% of total benefits.

69. Economic evaluations of sample subprojects have been conducted, including economic
internal rates of return and sensitivity analysis, which show typical subprojects to be viable
under a range of conditions. For approval, feasibility studies will be required to demonstrate that
subprojects are economically justifiable, with economic internal rates of return of at least 12%.
Subproject eligibility criteria are in Appendix 7.

2 Experience in Solomon lIslands shows that provincial copra production fell by 80%—90% over 2 years when
subsidized services were withdrawn in 2001. When regular services provided by the private sector resumed, copra
production increased by 50% or more per year (from a very low base) to return to normal within 5 years.


