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Recent Developments and Outlook 
 
1.      Macroeconomic performance has been strong driven by agricultural and logging 
production as well as large investment. Real GDP growth in 2010 is estimated at around 
6½ percent owing to strong palm oil and logging production, and the robust growth of 
transport, construction, and communication sectors, spurred by large investments in mining 
and telecommunication. Headline inflation averaged 1 percent in 2010 but increased to almost 
6 percent (y/y) in April reflecting higher import prices of fuel and food. The overall balance of 
payments position has improved remarkably on account of logging exports, foreign investment, 
donor support, and private capital flows, resulting in a record level of gross international 
reserves (US$266 million, five months of imports of goods and services). 
 
2.      The near-term outlook remains favorable, although headline inflation is projected 
to increase. While log production is projected to decline, the economy is expected to grow 
robustly spurred by gold mining that has come on stream this year. In response to rising 
inflation, the authorities appreciated the exchange rate by 5 percent on June 14 to dampen the 
inflationary pressure. This modest exchange rate adjustment is expected to help contain 
average inflation at around 6 percent for the whole year, slightly above the authorities’ 
objective of 5 percent. The upside risk to this outlook stems from the logging production that 
has been spurred by high prices of logs. On the downside, a sharper-than-anticipated increase 
in oil and food prices and a stronger expansion in domestic demand would exert pressure on 
the current account balance and inflation. 

 
3.      The performance under the Standby Credit Facility (SCF) arrangement with the 
IMF has been strong. All performance criteria for end-December 2010 were met with 
comfortable margins and all program benchmarks were implemented, albeit with some delay in 
the benchmark on tax exemption.  
 
Policy Challenges 
 
4.      The priority is to consolidate the strong gains made in strengthening fiscal and 
external positions to enhance the resilience of the economy to shocks. This includes 
ensuring that fiscal policies are implemented in line with program commitments, strengthening 
monetary operations and adjusting exchange rate policy to address excess liquidity and 
inflationary pressure, and strengthening the financial sector. Implementing structural reforms 
will help preserve macroeconomic stability and fiscal sustainability in the medium term. 

5.      Fiscal policy: The fiscal performance in 2010 was strong owing to large logging 
revenue, increased tax compliance, and restrained spending. As a result, the government 
recorded a fiscal surplus of 6 percent of GDP and its cash balance reached SI$263 million, 
covering two months of recurrent spending. The 2011 Budget reflects the authorities’ 
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commitment to continue building up cash reserves while channeling resources for 
infrastructure development. In this context, ensuring that the budget and a possible 
supplemental budget are implemented consistent with the program is important to consolidate 
the strong gains made in 2010. The authorities should also continue their efforts to strengthen 
public finance management, including revenue administration, cash and debt management, 
budget processes, and expenditure prioritization. Medium-term fiscal sustainability would be 
enhanced by legislative reforms to implement the resource-based tax regime and to incorporate 
the fiscal responsibility provisions, and the authorities have included these reforms under the 
SCF-supported program. Given the importance of mining to the future of the economy, the 
authorities should move quickly to enact a transparent and predictable mining regime to attract 
foreign investment and ensure that the development of the mining sector benefits the wider 
population. The authorities plan to complete the Honiara Club Agreement review by end-2011, 
which would send an important signal with regard to future borrowing capacity and debt 
sustainability. 

6.      Monetary and foreign exchange policies. Monetary conditions have been highly 
accommodative but there have been no signs of a pickup in credit. Foreign reserves increased 
rapidly, but with limited sterilization operations and weak demand for credit, banks’ excess 
reserves have continued to accumulate. In view of this, it would be prudent for the Central 
Bank of Solomon Islands (CBSI) to start mopping up some of the excess reserves by 
conducting larger open market operations. The CBSI should also closely monitor credit 
developments and stand ready to raise the cash reserve requirement if banks begin to expand 
credit aggressively and demand-led inflationary pressures emerge. In light of the strong 
external position, staff supports the CBSI’s recent decision to allow a modest appreciation of 
the exchange rate to help mitigate the impact of rising fuel and food import prices on inflation 
while maintaining competitiveness and a comfortable level of foreign reserves. 

7.      Financial sector policy. The banking system remains well-capitalized and highly 
profitable although on-site examinations revealed some weaknesses in financial reporting. The 
CBSI should continue with on-site examinations of all banks and enforce prudential 
regulations and corrective actions as needed. The authorities remain committed to reforming 
the National Provident Fund (NPF) to strengthen its governance structure and minimize 
political interference in order to safeguard the retirement savings of members and ensure an 
adequate return.  

Relations with the IMF 

8.      The IMF approved an 18-month SCF of SDR12.48 million for the Solomon Islands in 
June 2010, and the first review was completed in November 2010. The Board Discussion to 
complete the second review is scheduled for end-June 2011. The authorities and the donor 
community have expressed interest in a possible successor arrangement, which will be 
discussed during the third review mission, together with the Article IV Consultation, expected 
in late September 2011.  


