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ECONOMIC ANALYSIS 
 
A. Background 
 
1. Economic analysis was conducted following Asian Development Bank (ADB) guidelines.1 
 
2. The project will support the Government of Solomon Islands to improve domestic resource 
mobilization through modernized and more efficient tax administration, making the government 
better able to sustainably implement major tax policy reforms and operate in a more taxpayer-
focused manner. The project will support the government’s goals of reforming and simplifying the 
tax system, improving operational capability, and updating or replacing the existing tax 
administration information system (TAIS). 
 
B. Macroeconomic Context 
 
3. Solomon Islands has the fourth-largest economy among ADB’s 14 Pacific developing 
member countries, with a gross domestic product of $1.378 billion in 2018.2 However, in 2018, 
per capita income was less than $1,800, remaining lower than before the widespread civil conflict 
that lasted from 1998 to 2003 and the lowest among ADB’s Pacific developing member countries.3 
During 2013–2017, Solomon Islands experienced more modest growth, averaging 2.9% per 
annum, propelled by unsustainable logging, post-flooding reconstruction since 2015, and 
expansionary fiscal policy. Economic growth during 2020 was substantially worse because of the 
coronavirus disease shock, with gross domestic product contracting by 6%.4  The sectors that 
contracted in 2020 were forestry, fisheries, tourism, transport, and manufacturing, with travel 
restrictions delaying national projects. Total revenue declined in 2020, driven by reduced activity, 
depressed demand, and sectoral contractions. Longer-term prospects depend on developing 
more sustainable drivers of growth. Creating a more efficient and equitable tax system and 
modern, client-focused tax administration will help reduce impediments to private sector-led 
growth and contribute to a more sustainable revenue base. 
 
4. Sector context. Domestically sourced revenue has increased significantly from 2003, 
following the end of the civil conflict.5 While there have been improvements in tax administration, 
there are large outstanding tax arrears—evidence of low compliance across most tax types and 
a large informal sector. The current tax system has been characterized as outdated, inefficient, 
unfair, lacking transparency, and anticompetitive.6 The narrow economic base heightens 
concerns for the sustainability of the revenue base, as about 20% of domestic revenue comes 
from unsustainable logging exports. The sustainability of the revenue base is particularly 
concerning because recurrent expenditures increased significantly (by 21%) during 2016–2019.7 
 
5. Comprehensive tax reform process. Acknowledging the constraints of the tax system, 
which has remained largely unchanged since 1990, the Government of Solomon Islands 
commenced a comprehensive tax reform process in 2017. The reform process, supported by 

 
1 ADB. 2017. Guidelines for the Economic Analysis of Projects. Manila. 
2 International Monetary Fund (IMF). 2020. Solomon Islands: Staff Report for the 2019 Article IV Consultation. IMF 

Country Report. No. 20/49. Washington, DC. 
3 ADB. 2018. Asian Development Outlook: How Technology Affects Jobs. Manila; ADB. 2017. Asian Development 

Outlook: Transcending the Middle-Income Challenge. Manila. 
4 ADB. 2020. Asian Development Outlook: What Drives Innovation in Asia? Manila. 
5 Domestic-sourced revenue grew from SI$300 million in 2003 to SI$3,678 million in 2018. 
6 Government of Solomon Islands. 2017. Solomon Islands Tax Review: Need for Reform. Honiara. 
7 Government of Solomon Islands. 2016. Final Budget Outcome. Honiara; and Government of Solomon Islands. 2019. 
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ADB, includes developing a new Tax Administration Bill, consideration and development of a 
value-added tax (VAT), and a comprehensive income tax review. The Tax Administration Bill and 
VAT Bill are expected to be considered by Parliament in late 2021. 
 
6. Tax administration. The Inland Revenue Division (IRD) collects company and personal 
income taxes, withholding taxes, sales tax, and goods tax; undertakes vehicle licensing for the 
government; and collects stamp duty. The Economic Reform Unit of the Ministry of Finance and 
Treasury (MOFT) is responsible for providing policy advice to the government on taxation issues. 
The IRD has 117 employee positions, with officers primarily situated in Honiara, with two people 
in Auki and Gizo. The tax administration organizational structure (organized by tax type) is 
outdated and inefficient. A Pacific Financial Technical Assistance Centre (PFTAC) report found 
that the best compliance result was for sales tax, although only 56.8% of returns had been filed. 
The worst result was for income tax, with a filing rate of only 4.6% (under a pay-as-you-earn 
system).8 
 
7. The IRD and the Customs and Excise Division (CED) together accounted for collecting 
86.8% of domestically sourced revenue in 2019, but to a large extent, they operate independently. 
The IRD and CED operate separate information technology (IT) systems that do not automatically 
exchange information. The IRD’s TAIS does not link efficiently with other core government 
systems, such as the MOFT’s Financial Management Information System, and important 
registries, such as the company registry maintained by the government’s Company Haus. When 
a VAT is implemented, it will be vital for the IRD and CED to easily and quickly exchange 
information. The proposed project aims to support the IRD’s move to a more modern and efficient 
administration, structured along functional lines rather than by tax type. The benefits of a new 
functional structure would be enhanced by an updated TAIS and a more taxpayer-centric focus 
incorporating better service delivery and greater community outreach. These efforts will build on 
other recent efforts to modernize the IRD, such as the introduction of an e-tax system in 2018–
2019, which provides a portal where customers can register online for an e-tax account and then 
(once verified) file online. 
 
C. Cost and Benefit Analysis  
 
8. Assumptions. The financial costs for Output 1 costs include the costs associated with the 
technical consultants to assist with the tax administration improvements and project management 
($9.23 million). Output 2 includes the costs for the upgraded TAIS and IT hardware ($5.20 
million).9 Output 3 costs relate to taxpayer advocacy and outreach ($0.150 million). The economic 
costs of the technical consultants and recurrent TAIS operation and maintenance (O&M), 
expressed in constant 2020 prices, were calculated from the financial cost estimates prepared.10 
The estimated costs and benefits of the project outputs were converted to their economic prices 
using the domestic price numeraire, which adjusts border prices to equivalent domestic values 
using a shadow exchange rate factor of 1.11.11 Physical contingencies of about 4% were included 
in the project costs. 
 

 
8 PFTAC. 2017. Technical Assistance Report: Solomon Islands: Strengthening Arrears and Return Compliance. Suva, 

Fiji. 
9 Financial costs include government contributions but exclude tax and duty exemptions. 
10 Financial Analysis (accessible from the list of linked documents in Appendix 2 of the report and recommendation of 

the President). 
11 This shadow exchange rate factor is equivalent to a standard conversion factor of 0.9. The shadow exchange rate 

factor of 1.11 was used in September 2019 in ADB. Solomon Islands: Tina River Hydro Project. It was also used in 
ADB. Solomon Islands: Solar Power Development Project. 
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9. Annual costs and benefits were evaluated over a 20-year period (2022–2041), allowing 
for a 5-year project implementation period (2022–2026), followed by a benefit period of 15 years. 
Apart from the negligible variations, the initial investment composition is evenly spread over the 
5-year implementation period. Annual O&M costs commence after the implementation period, 
and rehabilitation costs are built-in for the TAIS (10 years after the implementation period ends).12 
 
D. Estimates of Economic Costs and Benefits 
 
10. Economic costs. The financial costs of the project consist of the investment, O&M, and 
rehabilitation costs for the TAIS. 

(i) Investment costs. The capital costs of the project include the cost of the TAIS, IT 
hardware, consultants, and advocacy, and taxpayer outreach activities, as well as 
physical contingencies. 

(ii) Operation and maintenance costs. The O&M costs of the project include the annual 
maintenance costs of the TAIS of $200,000. 

(iii) Rehabilitation costs. The TAIS will need to undergo a substantial upgrade in 2036. 
 
11. All the financial prices were converted into economic prices by using appropriate 
conversion factors. For example, financial costs of foreign items were adjusted by a shadow 
exchange rate factor, while domestic prices were adjusted by deducting taxes and adding 
subsidies. These economic costs were then used for further analysis. Once the conversions were 
applied, the economic costs totaled $16.56 million. 
 
12. Economic benefits. The following three quantifiable project benefits have been identified: 

(i) Time savings. Based on consultations with the IRD, 20 staff members are assumed 
to become redundant by the end of the project implementation period because of 
efficiencies. While these staff members will unlikely be dismissed from employment, 
they can be usefully redeployed elsewhere, still representing a benefit. Using the 
average annual salary and benefits, the time savings have been calculated as 
$0.2173 million per year. It is estimated that these benefits would be phased in over 
a 5-year period, remaining constant after that. 

(ii) Avoided costs. The upgraded TAIS will mean that the O&M costs associated with 
the current TAIS will be avoided. O&M costs of the current TAIS are about $0.05 
million). However, given the state of the current TAIS, an additional SI$1 million would 
be needed for upgrades and an improved interface with the MOFT’s accounting 
system in 2021. Total avoided costs are $0.038 million per year, with an additional 
benefit of $0.165 million in 2022 in avoided upgrade costs. 

(iii) Economic benefits from increased revenue collections and/or decreased 
arrears. The increased revenue collected is not in itself considered an economic 
benefit, as it is a transfer from taxpayers to the government. However, a proportion of 
this increased revenue is considered welfare-enhancing, as it is spent on publicly 
funded development spending; this benefit could have the greatest project economic 
impact. Given the low compliance and large outstanding tax arrears, a conservative 
estimate is that there will be a 3% (SI$26.16 million) increase per annum in revenue 
collected as personal, sales, and withholding taxes for 2023 to 2027. Assuming that 
15% of the additional collections are spent on development spending, this will provide 

 
12 This assumption was tested with TAIS vendors and is appropriate given the substantial upgrade taking place during 

the implementation period and the current level of sophistication of the tax administration. 



4 

   
 

economic benefits of $2.49 million per year from 2027.13 Benefits will be phased in 
from 2023 to 2026. 

 
13. The impact of the introduction of a VAT has not been considered for the purposes of the 
economic analysis, as the VAT rate and its specifics have not yet been determined, and the timing 
of its introduction is not yet known. 
 
14. Considering the three identified quantifiable benefits (para. 12), the total annual 
quantifiable benefit is $2.745 million per year from 2027, with some benefits from 2022. 
 

Table A7.1: Economic Costs and Benefits 
($ million) 

   Economic  
Costs 

 
 

Total 
Economic 
Benefits 

 
 
 

Net 
Benefit 

 
 
Year 

 
 

TAIS 

 
 

ICT 

 
Technical 

Consultants 

Advocacy 
and Public 
Outreach 

 
 

Vehicle 

 
Recurrent 

Costs 

Total 
Economic 

Costs 
  

2022 0.9193 0.0000 2.0517 0.0313 0.1724  3.1748 0.1650 (3.0098) 
2023 1.7238 0.0575 2.0517 0.0313 0.0000  3.8643 0.5795 (3.2849) 
2024 1.7238 0.0575 2.0517 0.0313 0.0000  3.8643 1.1209 (2.7434) 
2025 0.9193 0.0575 2.0517 0.0313 0.0000  3.0599 1.6624 (1.3975) 
2026 0.4597 0.0575 2.0517 0.0313 0.0000  2.6002 2.2038 (0.3964) 
2027      0.2200 0.2200 2.7453 2.5253 
2028      0.2200 0.2200 2.7453 2.5253 
2029      0.2200 0.2200 2.7453 2.5253 
2030      0.2200 0.2200 2.7453 2.5253 
2031      0.2200 0.2200 2.7453 2.5253 
2032      0.2200 0.2200 2.7453 2.5253 
2033      0.2200 0.2200 2.7453 2.5253 
2034      0.2200 0.2200 2.7453 2.5253 
2035      0.2200 0.2200 2.7453 2.5253 
2036 5.5000     0.2200 5.7200 2.7453 (2.9747) 
2037      0.2200 0.2200 2.7453 2.5253 
2038      0.2200 0.2200 2.7453 2.5253 
2039      0.2200 0.2200 2.7453 2.5253 
2040      0.2200 0.2200 2.7453 2.5253 
2041      0.2200 0.2200 2.7453 2.5253 

( ) = negative, ICT = information and communication technology, TAIS = tax administration information system. 
Source: Asian Development Bank estimates. 
 
15. The project is also expected to generate several nonquantifiable benefits. Among these 
are the following: 

(i) increased compliance by the public because of streamlined procedures and 
processes, decreased time to comply with the tax laws, and improved taxpayer 
education campaigns reaching not only main urban areas but also rural, coastal 
areas; 

(ii) increased general economic efficiency, where a well-designed and administered 
taxation system will improve investment decisions and increase economic growth; and 

 
13 The development budget accounted for 25% of total expenditure in 2018. 
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(iii) improved participation in international commitments, where reduced tariffs as a
condition of entry to trade agreements will be less challenging, and where reform as
a condition of aid assistance will be less of a problem.

E. Results of Economic Analysis

16. Results of economic analysis. An economic cost-benefit analysis was conducted using 
the economic costs and quantifiable benefits (Table A7.1). The results of the economic analysis 
(Table A7.2) indicate that the base-case economic internal rate of return (EIRR) is 13%, 
comfortably above the ADB rate of 9% required for funding.

17. Sensitivity analysis. The first sensitivity scenario entailed a 10% cost increase and no 
change to the benefits, in which case the EIRR becomes 11%. The second sensitivity scenario 
entailed a 10% cost increase and a 10% benefit decrease, in which case the EIRR decreases to 
8%. The third scenario entailed no cost increase and a 30% reduction in the economic benefit 
achieved from an increase in revenue collections, in which case the EIRR becomes 6%.

18. Given that the benefits calculated are conservative, and considering that a 4.5%
contingency cost has already been included in the overall costs, the project is considered to be 
strongly economically viable. The viability of the project is most sensitive to the third scenario. 
However, assumptions in relation to (i) additional revenue collected during the implementation 
period (phased increase in revenue collections), and (ii) the proportion being spent on 
development expenditure are both conservative. The results are summarized in Table A7.2.

Table A7.2: Economic Internal Rate of Return and Sensitivity Analysis 
(%) 

Category EIRR 
Baseline EIRR: with economic costs and benefits 13 

Sensitivity scenario 1: 10% cost increase and no benefit 
decrease 

11 

Sensitivity scenario 2: 10% cost increase and a 10% 
benefit decrease 

8 

Sensitivity scenario 3: no cost increase and a 30% 
reduction in the economic benefit achieved from an 
increase in revenue collections 

6 

EIRR = economic internal rate of return. 
Source: Asian Development Bank estimates. 




