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Terms and Abbreviations

ADB Asian Development Bank

AusAID Australian Assistance for International Development
CFA Compact of Free Association

c.i.f. Price of traded goods inclusive of cost, insurance, and freight
COM College of Micronesia

CPUC Chuuk Public Utility Corporation

CSG Core Stake Holder Group

DOE Department of Education

DTC&I Department of Transportation, Communications and Infrastructure
EEZ Exclusive Economic Zone

EPIC Economic Policy Implementation Council
FAA US Federal Aviation Administration

FIAS Foreign Investment Advisory Service

FFA Forum Fisheries Agency

FMI Fisheries and Maritime Institute

f.o.b. Free on board price (traded goods)

FPA Fiscal Procedures Agreement

FSM Federated States of Micronesia

FY Fiscal Year: October 1 — September 30

GDP Gross Domestic Product

IDP Infrastructure Development Plan

IMF International Monetary Fund

IPIC Infrastructure Planning Implementation Committees
MOU Memorandum of Understanding

NDE National Division of Education

NGO Non-Government Organization

NSC National Steering Committee

PFTAC Pacific Financial Technical Assistance Center
PMU Program Management Unit

PPA Pohnpei Ports Authority

PSIP Public Sector Infrastructure Program

PTA Parent Teachers Association

PUC Pohnpei Utilities Corporation

SDP Strategic Development Plan

SEPA State Environmental Protection Agency

SGS Sustained Growth Strategy

USAID US Agency for International Development
USDA US Department of Agriculture

US DOI US Department of Interior

UNDP United Nations Development Programme
VAT Value-Added Tax

WTO World Tourism Organization

YSPA Yap State Ports Authority

YSPSC Yap State Public Service Corporation
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Foreword

Work on the Strategic Development Plan (SDP) started late in 2003, as the FSM en-
tered a new phase of its development with the implementation of the amended Com-
pact. While the new fiscal procedures required the FSM to transmit a Strategic Devel-
opment Plan to the U.S. to provide the framework on which to base the annual re-
quests for the Compact sector grants, the FSM more importantly required a process to
identify its development strategy for the new era.

In 2003, the FSM convened the 3" FSM Economic Summit. The Summit was at-
tended by four hundred participants representing the four FSM states, the traditional
leadership, private sector, National and State governments, non-government organiza-
tions, churches, women’s and youth groups, government officials, as well as represen-
tatives of foreign governments and donor institutions. The theme of the Summit was,
The Next 20 Years: Achieving Economic Growth & Self-Reliance. The objectives of
the Summit were several:

e To achieve consensus on an overall strategy consistent with the theme of
achieving economic growth and self-reliance,

e To build awareness of the economic structure of the amended Compact provi-
sions and the likely impact on the FSM economy, and

e To improve implementation and monitoring of the outcome of the planning
process.

The Summit can be said to have successfully achieved the first two, while commit-
ment and determination will be required in the detailed planning process to ensure
successful implementation and monitoring. The Summit participants were presented
with two sets of materials: draft sector chapters, and sector planning matrices. Both
were debated in committee and the matrices were adopted by the Summit. This mate-
rial has now been consolidated, included in the SDP, and adopted by our Congress.

The Summit provided the opportunity for the leadership to consider the progress at-
tained during the first 17 years of the Compact. While implementation of the Compact
was successful and saw the emergence of a stable democracy, economic growth was
disappointing. The leadership concurred that the FSM could attain a better result dur-
ing the 20-year period of the amended Compact, and adopted a “Sustained Growth
Strategy”. While it was recognized that the strategy would entail sacrifice and com-
mitment, it was felt that only through adopting a more aggressive reform agenda could
the FSM provide the type of environment that our citizens could hope to find gainful
economic opportunities at home, and avoid the need to migrate to neighboring territo-
ries.
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The SDP comes in three volumes. Volume I is the major component of the Plan and
presents on overview of the FSM economy, discussion on the macroeconomic frame-
work in light of the Sustained Growth Strategy, and the need for fiscal adjustment in
the medium and long term. Volume I also presents discussion on the policies and de-
velopment strategies for each sector of the economy. Volume II contains the sector
planning matrices adopted at the Summit together with a statistical appendix. These
first two volumes are complementary and should be used in cross-reference with each
other. Volume III is the Infrastructure Development Plan (IDP) and is an integral
component of the overall planning framework for the FSM.

I would like to take this opportunity to thank the many donors and individuals who
have supported and made the preparation of the Strategic Development Plan possible.
Both the Asian Development Bank and the U.S. Department of Interior provided
valuable funding to support the development of resource material for the Summit and
subsequently the Plan. I would also thank the many citizens of the FSM who partici-
pated in the Summit and for their valuable contribution that helped formulate the poli-
cies and strategies contained in this document. I thank the individuals of the Depart-
ment of Economic Affairs responsible for the many hours of hard work required to
produce this document. I am confident the SDP will provide a sound basis for the de-
velopment of our nation as is embarks on the next phase of our development.

Joseph J. Urusemal
President
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Executive Summary

1 The Macroeconomic Framework
The Amended Compact

1 The FSM proposal for assistance under the amended Compact presented to
the U.S. was developed from a set of principles identified in the 1st and 2nd Eco-
nomic Summits. The strategy was macroeconomic in nature, such that the aggregate of
grant assistance would be determined at a level sufficient to support economic stabil-
ity, growth, development, and ultimate self-reliance, rather than a simple sum derived
from adding up identified sectoral needs. Based on an agreed level of funding the
strategy proposed that the annul use of the Compact grants would be to support the
provision of basic social services in educational, health, and infrastructure. The strat-
egy comprised four main objectives:

1. Stability and Security—to maintain economic assistance at levels that sup-
ported macroeconomic stability. Achievement of this objective required lev-
els of funding close to prevailing levels to avoid the large periodic step-
downs in funding that were a characteristic of the first 15-year funding pack-
age.

2. Improved Enabling Environment for Economic Growth—to be achieved
through the FSM commitment to economic reform and the provision of an
enabling environment to support open, outward-oriented and private sector
led development.

3. Improved Education and Health Status—the third objective concerned the
use of the annual Compact grants to support the provision of basic services in
education and health.

4. Assured Self-Reliance and Sustainability—to be achieved through the es-
tablishment of a Trust Fund that would, after a period of time, replace the
annually appropriated transfers from the US.

2 After a series of rounds of negotiations with the U.S. an assistance package
was agreed that largely fulfilled the four FSM negotiating principles. Each year over a
20-year period the U.S. will contribute to the FSM $92 million partially adjusted for
inflation at 2/3rds of the annual U.S. GDP deflator. The annual sector grants start a
level of $76 million in FY2004 and are to be annually reduced by a $0.8 million dec-
rement from FY2007 onwards. The difference between the total contribution and the
annual sector grant levels will be deposited in a Trust Fund to accumulate over the 20-
year Compact period. At the end of the 20 years the Trust Fund will provide a stream
of benefits that will replace the annual sector grant transfers. The agreed package al-
though subject to inflation adjustment and an annual decrement will support economic
stability and security. The establishment of a Trust Fund after a 20-year period will
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further support the attainment of self-reliance and sustainable economic development.
The package negotiated by the FSM for the amended Compact period can thus said to
have broadly satisfied the negotiating objectives.

The Sustained Growth Strategy

3 During March 29-April 2, 2004 the ESM convened the 3™ FSM Economic
Summit with the theme “The Next 20 Years: Achieving Economic Growth & Self-
Reliance”. The objectives of the Summit were three fold:

e  Build awareness of the economic structure of the amended Compact provisions
and the likely impact on the economy;

e Achieve consensus on an overall strategy consistent with the theme of achiev-
ing economic growth and self-reliance; and

e Improve monitoring mechanisms to enhance implementation of the economic
strategy and its underlying strategic goals and policies.

4 While the Summit was largely successful in achieving its objectives, a major
debate ensued concerning the prospects for economic development during the
amended Compact period. Based on the economic performance during Compact I, it
was recognized the likely “dismal” outcome and large out-migration of Micronesians
that would result if the country's leadership failed to respond and make the commit-
ment necessary to mobilize domestic resources and develop a policy environment that
supported private sector development. The Summit was presented with two develop-
ment options: a moderate growth strategy and a sustained growth strategy. To achieve
moderate growth in incomes and to avoid rising out-migration rates, the FSM would
need to maintain fiscal discipline, including increases in its tax effort to support essen-
tial services and needed public infrastructure as Compact flows decline over time.
The FSM would also need to implement a moderate program of reforms to improve
the environment for domestic and foreign investment in private, productive activities.
To do better, and to make significant improvements in incomes of Micronesians over
the next 20 years, a much bolder reform program would be required, including greater
sacrifice at the outset in order to bolster investment levels and to create a truly attrac-
tive and competitive environment of investment.

5 At the outset of the Summit the President created a Select Committee to con-
sider alternative development scenarios. With recognition of the need for commitment
and the potential political cost in pursuing the Sustained Growth Strategy (SGS), the
Committee presented a resolution to the Summit, which was subsequently endorsed, to
adopt the SGS. The first step in implementation was the preparation of this document:
the Strategic Development Plan or SDP. This would subsequently be followed by a
request to the FSM's donor partners to convene a “Consultative Group of Donors
Meeting” or CGM. At the CGM the SDP would be tabled and the FSM would indicate
its resolution and commitment to adopt the measures necessary to attain the objectives
of the Sustained Growth Strategy. The initial request to the donor community would
be to assist in developing an action orientated program of reform measures and poli-
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cies that will be needed to achieve the SGS. With a prepared SGS, a mini-summit
would be convened to debate and adopt the program.

Fiscal Adjustment

6 As the FSM enters a new phase of its development with the implementation
of the amended Compact, the nation is faced with substantial fiscal adjustment chal-
lenges in the medium and long-term. At the outset of the amended Compact period
the new sectoral grant structure and its related expenditure category constraints will
require significant budgetary restructuring. The effect will be to place pressure on
recurrent operations expenditures that in the past were funded from Compact current
account (unrestricted) funds but that must in future either be cut or funded from local
revenues. In the longer-term the lack of full indexation of the annual Compact sector
grants and the annual decrement of $800,000 will require continuous fiscal adjust-
ment.

7 The fiscal adjustment required to adapt to the new realities of the amended
Compact can be achieved through a mix of expenditure cuts and revenue increases.
The nature of the sectoral grants—funding virtually all of education and health costs
and requiring substantial public infrastructure investment—means that any expendi-
ture cutting must be done on a very narrow portion of recurrent public expenditures.
Quite clearly, a major part of fiscal adjustment will need to come from revenue in-
creases in order to avoid seriously jeopardizing the delivery of Government services.
In the long-term the decline in the real value of Compact funding also implies the need
for continuous fiscal adjustment, with continued need for revenue growth, though if
the nation's “Sustained Growth Strategy” is achieved, such revenue growth may be
achieved by growing the tax base rather than requiring higher and higher tax rates.

Macroeconomic Policy

8 The FSM will maintain macroeconomic stability through adoption of fiscally
responsible policies:

1. Implementation of the amended Compact and fiscal adjustment in the me-
dium term will be undertaken through a well-coordinated program of tax re-
form and expenditure reduction;

2. Public expenditures will be targeted at a level to support the needs of the
FSM economy in an efficient and effective manner that is consistent with
medium term fiscal balance;

3. Tax reform will be implemented and based on two principles: (i) tax admini-
stration strengthening to establish a modern and efficient administration with
a culture conducive to effective revenue collection, and (ii) a tax regime
based on modern taxes that will support the development of the nation and
implementation of the SGS;

4. The FSM will implement a medium term expenditure framework (MTEF)
based on sustainable revenue projections; and



viii FSM Strategic Development Plan

5. The FSM will maintain a prudential external debt policy based on conces-
sional external borrowing and consistent with the nation’s capacity to service
debt from local revenues.

2 Private Sector Development
Sector Review

9 From the outset of the Compact the FSM economy benefited from a large
infusion of cash transfers channeled through the national and state governments. The
nature of these transfers had a profound impact on the course of private sector devel-
opment. On the positive side, the Compact enabled the income levels of Micronesians
to rise and resulted in expansion in the demand for goods and services, which sup-
ported the growth of the local economy and private sector. On the negative side, the
structure and terms of the Compact economic assistance package favored a state-led
development strategy that, at least through the first decade of assistance, did not pro-
vide an economic environment supportive of outward-oriented and internationally
competitive private sector development.

10 The commercial response to increased domestic demand was impressive. The
private sector was able to grow at a moderate rate over the whole Compact period
despite declines in the real value of Compact funding. Private sector growth was a
result of two factors. First, there was a shift from non-market production to market
production in the monetized economy; such transformation is, to a significant degree,
a once-off transition, which has little further potential to generate growth once the
former subsistence activities have become monetized. Secondly, exposure to modern
consumer products in overseas countries created a demand for services that had not
formally existed. The economic growth generated from these two sources was pre-
dominantly in the production of non-traded goods and services for the home or do-
mestic market.

11 In small economies such as the FSM, the potential for inward orientated pro-
duction is severely limited, and future development of the private sector must origi-
nate from those activities producing internationally competitively traded goods and
services. However, private sector activity is so dominated by non-traded activity that
the output from the priority sectors of agriculture, fisheries and tourism amounts to
just 5 percent of total GDP. Thus the challenge of growing the private sector—which
is just under one-third of the economy—at a rate sufficient to produce jobs and entre-
preneurial opportunities is daunting, indeed. Given the fact that the structure of
amended Compact assistance will result in declining real transfers over the next 20
years, and that the potential for development of non-traded goods production has been
exhausted, the FSM will need to radically realign its productive capacity if it is to
generate the growth required to fulfill the Sustained Growth Strategy.

12 A strategy to develop the private sector emerged from the 2™ FSM Economic
Summit, which outlined five broad objectives: (i) development of competitive mar-
kets, (ii) development of efficient transactions, (iii) development of efficient public
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administration, (iv) provision of efficient and effective infrastructure, and (v) com-
mitment to economic reform to build investor confidence. These principles were em-
bodied in the Private Sector Development Program adopted by the FSM in 2003. The
program was intended to follow the successful adjustment to the second Compact
stepdown in 2000. However, the program start-up was delayed as the FSM leadership
focused attention on the lengthy and drawn-out Compact re-negotiations. Progress in
establishing an enabling environment for private sector development has thus been
limited, but must be accelerated if the economy is to achieve the growth anticipated
during the amended Compact period.

13 Macroeconomic policy plays an important role in providing a stable envi-
ronment for the private sector. In the FSM, which has adopted the U.S. dollar as its
currency, there is no effective monetary policy, and macroeconomic adjustment must
be achieved through fiscal policy. In large part fiscal policy has been responsibly
managed, but with notable exceptions, has undermined private sector activity. The two
financial crises experienced in Chuuk resulted in severe setbacks for the private sector
and undermined economic stability. In the small state economies of the FSM, which
are heavily dependant on public sector demand, fiscal mismanagement is devastating.

14 Factor markets have failed to operate in a way that supports the productive
and fill utilization of the FSM’s resources. Labor markets while largely free of regula-
tory distortions, are nevertheless distorted by high wages in the public sector and the
ease of migration to neighboring countries. Both factors have encouraged a structure
of wages that has bid labor away from the private sector and undermined competitive-
ness. While the banking system is free of regulatory distortions and interest rates have
been allowed to reflect market forces, the market for land is severely constrained by a
host of factors common to the Pacific Islands. Given the structural and cultural fac-
tors inherent in the FSM economy, development of efficient factor markets will be
long-term process.

15 The regulatory environment in the FSM has been improving over time, but
requires further reform. There are no bankruptcy or secure transactions laws or regu-
lations. The quality of infrastructure is variable with important differences by state.
Foreign investment laws were streamlined and overhauled as part of the Public Sector
Reform Program (PSRP) with the objective of instigating a transparent and enabling
environment. However, the result has been mixed with weak regulations in some states
and varying degrees of protection afforded to domestic business. Progress with priva-
tization and reform of the public enterprise sector has been noticeably weak and sends
a poor signal to private investors. A large variety of business development services for
small indigenous entrepreneurs are available, although continuity in donor support has
been problematic. The trade and tax regime has generally been favorable to private
sector development with low rates of tax. However with the need for greater revenue
effort during the amended Compact, the tax regime will require reform if the system is
to support efficient resource allocation and the outward orientated sustained growth
strategy adopted at the 3™ Summit.
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Strategy for the amended Compact

16 Creation of a sound economic policy environment to support outward-
orientated growth. The FSM has placed sound economic management at the top of
its reform agenda since the 1st FSM Economic Summit in 1995. Progress has been
made; however, the nature of the global economy, taken together with the new reali-
ties the FSM faces under the amended Compact calls for a re-doubling of effort to
improve the economic policy environment in a coherent and comprehensive manner.
Critical policies include: maintenance of macroeconomic and fiscal stability; im-
proved financial accountability; transparency and performance management systems;
establishment of an effective system to disseminate information and promote public-
private sector dialogue; and adoption of trade and tax policies consistent with improv-
ing the international competitiveness of FSM-based producers.

17 Improved competitiveness in the factors of production. There are signifi-
cant distortions in the markets for labor, land and finance in the FSM. Many of these
distortions are long-standing and cannot be readily influenced by feasible policy
measures. This makes it all the more important that policy measures that can be plau-
sibly implemented be given priority attention in order to progressively move the FSM
economy forward. Small, incremental improvements in the markets can add up to
significant gains in competitiveness over time. Key policies to facilitate improved
factor market efficiency include: avoidance of labor market restrictions such as mini-
mum wages; resolution of alien labor recruitment and retention issues to ensure access
to sufficiently skilled labor for FSM enterprises; wage restraint in the public sector to
redress the private-public wage differential; improvement of the effectiveness and
public outreach of institutions that support an efficient market for land sales and
leases; and facilitation of the use of land as collateral for commercial lending.

18 Improve the environment for direct investment and expand entrepreneurial
and business development support services. The key policies to improve the envi-
ronment for investment and entrepreneurial development are: improvement in the cor-
porate regulatory environment; revision of foreign investment laws and regulations;
government support at the level of private enterprises should be limited to facilitation,
coordination, information dissemination, and broad-based advisory and training ser-
vices (and not on subsidized finance), and support for entrepreneurial development
and export promotion should be extended to all entrepreneurs and small and micro-
enterprises.

19 Reduce the direct role of the government in the economy. The government
has been the dominant force in the FSM economy for at least four decades and it is
essential, for the sake of stability, that the government remains an important force for
the foreseeable future. What is most important is that the long-standing rhetorical
policy of the FSM to promote private sector development, be put into effect with a
sense of purpose. The areas of greatest concern with respect to impact on private sec-
tor economic incentives are two-fold: first, government must avoid the past tendency
to spend excessively on wages to the detriment of other government responsibilities;
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and second, government involvement in commercial activities, while undertaken for
ostensibly positive social purposes, has proven to be detrimental to the fiscal position
of the governments and to the development of those sectors in which direct interven-
tion was greatest.

20 Provide efficient and cost-effective economic infrastructure to support
competitive private sector development. The FSM economy suffers from many of the
constraints and vulnerabilities common to small island economies, including, distance
from supply and product markets, high transportation costs, natural disasters, small
and fragmented domestic market size, etc. However, the economic infrastructure in
the state centers, Chuuk excepted, is relatively well developed. To-date, public in-
vestment decisions have frequently been influenced by political imperative and non-
economic factors that has led to both misallocation of scarce investment resources,
and, inability to achieve expected social and economic returns from infrastructure
investments. The private sector has demonstrated its willingness and ability to pay for
infrastructure services, but it is important to ensure that the costs they face for roads,
ports, water and power are kept as low as possible to support competitiveness.

3 Public Sector Management
Sector Review

21 The public sector in the FSM represents one the largest and economically
most dominant governments in the Pacific island region. This reflects the very sub-
stantial resources received from the U.S. under the Compact, which has enabled the
public sector to reach a size greater than normal for economies at similar stages of
development. While the emphasis of development policy must be placed on the pri-
vate sector as the main means to accelerate economic growth, policy must also focus
on public sector reform. This is necessary because: (i) attainment of the objectives of
the Sustained Growth Strategy (SGS) require a modern and efficient public sector that
engenders a culture whose focus supports both efficiency in service delivery and the
development of the private sector, and (ii) resources for the public sector will decline
over the amended Compact requiring greater efficiency in service delivery, if the level
of services are to be maintained.

22 By the mid-1990s, the FSM was facing an uncertain future. The high level of
external transfers had distorted the economy and encouraged a disproportionately
large public sector. A vibrant private sector had failed to emerge to replace the public
sector as the main engine for economic growth. The second “step-down” coupled
with borrowing against future Compact receipts had created a financial crisis. There
was considerable uncertainty about the future amount of external assistance likely to
be forthcoming from the US following the end of the Compact. Given these concerns,
a consensus started to emerge that changes and reform was needed and indeed inevi-
table.

23 In 1995 the FSM conducted a first Economic Summit, where consensus was
sought and obtained for the need for a wide range of public sector reforms and poli-
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cies to shift the focus of development from the public to the private sector. The FSM
summit was subsequently followed by a series of summits in each of the states. As a
result, the FSM was able to present a wide-ranging economic policy reform strategy,
which had been endorsed at the FSM summit, to the first Consultative Group of do-
nors meeting (CG). The FSM requested the CG to assist fiscal and economic adjust-
ment through a Public Sector Reform Program (PSRP). A loan was sought from the
ADB to achieve two major objectives (i) reforming and reducing the size of the public
sector to adjust to declining external resource transfers, and (ii) shifting the balance of
economic activity away from the public to the private sector.

24 The reduction in the cost and size of the public sector was achieved through
an Early Retirement Program (ERP.) Personnel and wage bill reduction targets were
set for all five governments based on an analysis of “surplus” staff. For the FSM as a
whole neither target was fully met. However significant reductions of 23% in staff
numbers (against a target of 27%) and 25% in wage bill costs (against a target of
35%) were achieved. The total cost savings amounted to $14 million on an annual
basis compared to a target of $20 million and the $18 million PSRP loan. While the
PSRP was focused on reducing the cost of government, it also featured reforms to
improve revenue generation. The major change was moving the valuation basis for
import duties from a free-on-board (f.0.b.) basis to cost, insurance, and freight (c.i.f.)
At the same time, the coverage of the tax was extended to include all importers both
private and public sector including PSEs, which had previously been exempt. In addi-
tion to the reform of the import duty regime, the Gross Receipts Tax (GRT) was ex-
empted from exports to encourage an outward orientated development strategy.

25 The PSRP was primarily designed to maintain fiscal stability, but did not
include any initiatives or reforms to improve the allocative efficiency of public sector
resources. Commencing in 1996 and assisted by the ADB, the FSM adopted a strategy
to improve the performance and efficiency in public service delivery. The system was
a variant of the New Zealand model, but has been restricted in scope to the prepara-
tion of performance budgets. It has yet to become a management tool to guide opera-
tional decisions during the process of budget implementation, and there is no provi-
sion for performance audit. The system has focused attention on service delivery (ac-
tivities and outputs), but has failed to monitor the attainment of results (outcomes).
Further the quality of the performance budgets is highly variable: good in some de-
partments or divisions and poor in others. Some may question whether it is appropri-
ate to continue with deployment of a system that is far from becoming an effective
tool of public sector management. However, apart from the requirements of the
amended Compact, which make performance management mandatory, the adoption of
the Sustained Growth Strategy and need to transform the culture of the public service
and improve the efficiency of service delivery, would indicate the FSM has little al-
ternative.

26 Standards of financial accountability and provision of fiscal information in
the FSM were driven by the fiscal procedures agreement during the original Compact
period. The “full faith and credit” of the annual grants allowed the FSM to largely use
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the resources without condition and therefore obviated the need to maintain up-to-
date, timely, and efficient internal controls and systems. Financial systems focused on
payroll processing and bill payments, rather than on bank reconciliation and genera-
tion of timely financial reports. The provisions of the amended Compact and new fis-
cal procedures agreement completely change this environment and the FSM is now
required to prepare a host of quarterly financial, annual, and performance reports.
Audits that are currently produced two years behind schedule are now required within
nine months of the fiscal year end. Part of the weak financial management has resulted
from the deployment of different Financial Management Information Systems (FMIS)
in the FSM. However, with the need to improve information flows on a uniform basis,
all five governments have agreed to the adoption and implementation of a uniform
system.

27 While the size of government has declined in the FSM and states with the
implementation of the PSRP in the late 1990s, the contribution of public sector enter-
prises (PSE) to the economy has grown very significantly. The early expansion repre-
sented corporatization of public utilities that were previously operated as government
departments. However, the early 1990s saw widespread commencement of public sec-
tor involvement in fishing enterprises that failed to attain profitability. The growth in
the PSE sector has been a costly one and in most cases represents a misallocation of
scarce resources. Over the FY97-FY01 period the sector was loosing approximately
$8.5 million per annum. In the early part of the Compact the total recorded investment
in PSEs was estimated to be over $300 million. By FY95 the value of this investment
had fallen to $222 million, and to $186 million in FY04. In the fisheries sector, which
represents the major contributing factor to the erosion of the capital base, an original
investment of $110 million is estimated to be a mere $11 million in FY04. Progress
with reform of the PSE sector has been one of the most disappointing, and little pro-
gress has been made. However, if the FSM is to embark on the Sustained Growth
Strategy and the private sector is to emerge as the driving force of the economy, re-
form is essential.

Strategy for the amended Compact

28 Strategy for public sector management during the amended Compact entails
achievement of six strategic goals. There are two broad objectives underlying these
goals: (i) the need to adopt principles of Good Governance and Best Practices in fis-
cal management: fiscal responsibility, transparency, and accountability, and (ii) the
need to improve the effectiveness and efficiency of the delivery of public services, and
the evolution of a public sector that supports the development of the private sector and
economy.

29 Responsible fiscally policies that support financial stability and economic
development. Fiscal responsibility and financial stability are clearly necessary condi-
tions for economic growth and a precondition for a healthy private sector. While fiscal
responsibility in itself does not guarantee economic growth, its absence is highly dis-
ruptive to the orderly conduct of economic activity. Fiscal responsibility will be
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achieved through (i) adoption of a Medium-Term Expenditure Framework (MTEF) in
budget preparation to ensure fiscal stability, and (ii) maintaining external debt at pru-
dential levels and undertaking borrowing on concessional terms only. Further fiscal
policies aimed at supporting growth in the economy and attainment of the Sustained
Growth Strategy will include: (i) reducing the cost and share of government in the
economy to encourage a competitive private sector, (ii) restructuring and rationaliza-
tion of the public sector, and (iii) maintaining investment levels in infrastructure at
healthy levels. The provisions of the amended Compact require a significant fiscal
adjustment both in the medium and long-term. If these adjustments are to be attained
without painful expenditure cuts reform of: (i) the tax administration and (ii) the tax
regime are required.

30 Adoption of Best Practices in the Transparency of Fiscal Management.
While adoption of fiscal responsibility is a critical component essential to good gov-
ernance, transparency in the conduct of fiscal management is also important. Although
the concept of transparency is not new to the FSM, the development of a comprehen-
sive framework to guide the introduction and support of best practices has yet to be
adopted. The second strategic goal proposes development and implementation of a
transparency framework. The main components of fiscal transparency include: (i) de-
velopment of clear roles, responsibilities, structures and functions of Government, (ii)
public availability of fiscal information at clearly specified times, (iii) an open budget
process covering preparation, execution, and reporting, and (iv) assurance of integrity
in the quality of information through independent assessment.

31 To Enhance Accountability in the Public Sector. The third strategic goal to
support good governance in the FSM is to enhance accountability in the public sector.
There was clear evidence throughout the term of the original Compact that the Na-
tion’s level of accountability was not at an acceptable level. External audits, the na-
ture of audit findings, and the constant delays in completion of Single Audits demon-
strated flaws in the Nation’s accountability framework that have been cited by the
GAO as providing an “overall poor accountability over Compact funds”. The
amended Compact and FPA contain significant changes from the original agreement
designed to enhance the accountability over Compact funds, these are: (i) financial
management; (ii) reporting; (iii) monitoring; (iv) additional terms and conditions; and
(v) breach of terms. Although the process of reengineering the Nation’s accountabil-
ity framework will involve significant time and energies, the need to enhance the Na-
tion’s level of accountability is paramount and leaves us with little choice for the fu-
ture. To achieve our objectives and comply with the terms and conditions of the
Compact, accountability must be addressed.

32 Improved Public Sector Management and Resource Allocation. Improve-
ment in public sector management and efficiency in the delivery of public services is a
key requirement to establish a modern public sector and civil service. There are three
proposed policies: (i) quality performance budgets maintained in national and state
governments, (ii) performance criteria used as the basis for public sector management
and resource allocation, (iii) performance audits conducted. The first policy concerns
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improvement of the existing performance budgets to include well specified outcomes,
and meaningful deliverables that are linked to their respective goals and have been
efficiently costed. It is also important that presentation of performance budgets be
simplified and improved so that they can be easily understood by the public and legis-
latures. The second policy entails moving beyond the initial stage of budgeting into an
active tool of management to improve public sector resource allocation by line man-
agers. The last policy requires annual performance audits. This will send a strong sig-
nal that there will be an assessment of budgeted outputs against delivery and that man-
agers are accountable.

33 Building Public Sector Capacity. Critical to improvement in the effective-
ness and efficiency in the quality of public service delivery is the need to build a well-
qualified and capable public service. Current capacity is weak in many if not most
areas of the public service. Capacity building needs to be both long-term and compre-
hensive in nature. Long-term because it has been shown that building capacity takes
many years in small economies where the underlying skill base is weak. Comprehen-
sive because effective capacity building requires that the structure of government is
appropriate to the identified functions of government. The amended Compact contains
a sector grant designed specifically to support public sector capacity building, which
can make an important contribution to this objective. Development of modern, effi-
cient, transparent and fare public service systems is the second policy objective under
this strategic goal.

34 Transformation of Public Sector Enterprises. Investment in PSEs has been
disappointing and a poor use of public resources. In the majority of cases PSEs make
significant losses, and the capital base has been eroded substantially through time.
While efforts to reform the sector have for the most part been inefficient, transforma-
tion is required and will be a critical, if the FSM is to develop an active and growing
private sector, and the public sector is to become more cost effective and efficient. A
set of six policy objectives are proposed: (i) reduce government involvement in the
commercial arena and promote private sector management or ownership of commer-
cial functions, (ii) enlarge the role of the private sector in the economy, (iii) encourage
competition in the private sector, (iv) improve the quality of service to the public, (v)
reduce the fiscal burden of public sector enterprises, and (vi) improve the performance
of PSEs that remain in the public sector.

4 Agriculture
Sector Review

35 The population census of 2000 showed increasing reliance on subsistence
agriculture—indicating a declining capacity to buy imported food and a threefold in-
crease in the number of women engaged in subsistence agriculture. Eighty percent of
the males and 86 percent of the females engaged in subsistence agriculture had either
no education or had failed to complete high school. This stark reality highlights the
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dualistic nature of FSM society—the educated participate in the cash economy; the
rest are increasingly marginalized to subsistence agriculture.

36 While agriculture is not a major contributor to export receipts, recent policies
have tended to favor commercial development of agriculture, failing to adequately
account for the subsistence and semi-subsistence farming systems and their inherent
characteristics. Policies have often have guide by short-term considerations, and have
paid insufficient attention to sector needs or quality outcomes. Traditional subsistence
foods are regarded as inferior and have been overwhelmingly replaced by imported
foods. Support services have not targeted traditional agriculture. And most young
people want to escape agriculture, preferring wage employment or migration. Com-
mercial agriculture (production primarily for sale) has had some successes in niche
export markets, but products where government has been involved or is active have
either largely failed (pepper, livestock) or continue to require subsidies (copra).

37 Subsistence farmers tend to sell with a sum of money in mind to meet an im-
mediate cash need. Betel nut, kava and copra suit this mentality well, being largely
non-perishable, with flexible harvesting times. Conversely vegetable crops require
more labor and greater precision in harvesting. Financial analysis shows a profitable
opportunity to grow vegetable crops which are currently imported in significant quan-
tities. But internal marketing infrastructure is limited. Most produce is marketed
through supermarkets, but supplies of local product are limited and erratic.

38 Arable land in FSM is generally sufficient to underpin food production
needs. The exception is Chuuk, where a combination of high population and limited
land means food production capacity is stretched under traditional farming practices.
Chuuk accounts for over 50 percent of FSM’s population, but has only 12 percent of
the arable land.

39 Access to affordable capital is a constraint. Frequently farmers’ credit needs
fall below the minimum threshold of finance agencies. Opportunities for capital for-
mation from savings are constrained by social issues and a shrinking job market. FSM
DB has had very limited exposure to the agriculture sector over the past five years —
0.2 percent of total portfolio in 2002. Government budget for agriculture in 2004
demonstrates the lack of support for the sector. The designation as a priority produc-
tive sector is not reflected in national and state budget resource allocations, with only
1.8 percent of the total allocations being applied to agriculture in 2004, further com-
pounded by the disproportionate share of resources required to fund the salaries and
wages of a notoriously unproductive public service. The major thrust of agriculture
technical backup is offered under the COM Cooperative Research and Extension Ser-
vice affiliated with the USDA Land Grant Program. This service has a total of 43 staff
whose salaries account for over 97 percent of total budget.

Policy Issues
40 Agriculture has been typified over the last 20 years by a lack of a consistent

and agreed vision, and by failed government investments. Senior public servants and
politicians have made policy and investments in relative isolation, with little or no
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data, and without reference to the needs and priorities of either rural communities or
the private sector. The problems in agriculture are directly attributable to leadership
and governance failures. The rate of out-migration in FSM is a clear measure of the
degree of that failure. Policy advice has favored commercial approaches and paid too
little attention to the realities—in particular the prevalence and characteristics of tradi-
tional agriculture. Future agriculture policy must reflect the needs of those who rely
on the sector for food, livelihood and employment.

41 There are opportunities to work with village communities, and to introduce
simple but improved technologies, business understanding and market awareness. But
subsistence farmers are a difficult extension target, requiring very different strategies
from commercial farmers. Poor performance and fiscal constraints are leading to de-
velopment of alternative responses. A number of agencies are using a community-
based approach to improve the performance of traditional agriculture.

42 Recent blood and dietary surveys have highlighted very high levels of vita-
min A deficiency which leads to major health complications. In a recent dietary survey
in Kosrae, not a single mother or child was meeting vitamin A dietary needs, but many
were eating three times their need for protein. While some traditional FSM foods are
high in beta keratin (bk), the source of vitamin A others such as rice contains no bk.

43 FSM agriculture must be adaptable to the demands that sociocultural activi-
ties place on farmers and their families—in particular the funeral culture. It is very
difficult for a farmer to opt for agricultural work rather than participate in a funeral, an
obligation that typically lasts three days. Previous approaches to development of the
sector have identified market opportunities and made the incorrect assumption that
farmers can easily and quickly move their production systems to capture them. But
profitable crop options which are adaptable to the sociocultural overlay will be taken
up.

44 The coconut crop provides the only cash crop option for the 19,071 people
living in the outer islands. The crop has been heavily subsidized by Government—
through copra price support and shipping subsidies, although subsidy allocations by
the national government have dropped by 62 percent since 2002. The 2004 subsidy
requirements will be about $73,000, which would be very much higher if the copra
price had not increased by 70percent in the last 2-3 years. There are prospects for ex-
traction of oil in situ in each outer island, reducing freight costs and storage losses.

45 Previous development approaches have identified market opportunities, as-
suming farmers would capture these opportunities, but market opportunities come and
go. Recognizing this reality is vital to success. The cumbersome processes of govern-
ments are typically too slow for niche marketing. But agriculture can develop by ac-
cessing several small, diverse niche markets for different crops, recognizing that these
markets will close off from time to time, but that others will become available.

46 Government’s role is to provide an enabling environment, including a consis-
tent and appropriate policy framework, secure land tenure, provision of public infra-
structure, R&D and effective quarantine and protection services. The private sector’s
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role is to find and fill markets with quality product, on a consistent basis and in a way
which treats farmer suppliers equitably. One important aspect is to provide farmers
with up-to-date market information, including prices, marketing costs and customer
feedback. Successful exporters are often the best source of market information, but
this is rarely acknowledged. The farmer’s role is to provide product that meets the
quality and quantity requirements of the market on a regular basis. These roles cannot
be played in isolation. There has to be a regular dialogue which does not occur in
FSM at this time.

47 Continuing out migration is likely. The rate of migration is a critical issue for
agriculture—if it is high amongst young people, the implication is that initially the
population will remain roughly constant, but will then begin to decline. If out migra-
tion rates are high in the future, the largest outflow is likely to be from the rural poor.

5 Fisheries
Sector Review

48 Fisheries and marine resources are analyzed in two parts: coastal and near-
shore fisheries, and the oceanic fishery. In the coastal and near-shore fisheries there
has been an increasing focus on resource management and sustainability issues rather
than commercial development. There is a need to preserve the coastal and near-shore
fishery for subsistence and small-scale fisheries as a means of providing subsistence
protein, contributing to dietary health, and helping maintain rural lifestyles rather than
in commercial development. Estimated catches from coastal and near-shore fisheries
are between 80,000-10,000 tons per year with an indicative value of up to $24.5 mil-
lion per annum. Despite initiation of numerous aquaculture projects throughout FSM,
there has been no major successful aquaculture activity to date. The potential for
aquaculture development is not entirely discounted, but must be seen in the context of
the economic contribution of oceanic fisheries. Consideration is also given to the pos-
sibility of building tourism enterprise based on promoting the preservation of marine
resources.

49 The extent of the Oceanic resources of the FSM and tuna resource (as a por-
tion of the resource of the WCPO) has the potential to vary greatly depending on fish-
ing effort, the migratory nature of the species and the climatic events known as La
Nifa and El Nifo, which effect sea temperature. In reflection of these factors, catches
in FSM waters have varied from a low of 43,690 mt in 2002 to a high of 253,174 met-
ric tons (mt) in 1995.

50 The contribution of oceanic fisheries to the economy of FSM can be divided
into benefits derived from foreign vessel access and license agreements, investment in
shore based transshipment infrastructure and the provision of long line transshipment
services for domestic based foreign long line vessels, domestic owned and operated
long line and purse seine vessels, the purchase and on-sale or value adding of by
catch, services provided in support of purse seine transshipment, the general provision
of vessel support services in established ports, and employment opportunities in each
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of the above activities. By far the largest and most consistent contribution to the econ-
omy from the sector has been the income that has been derived from access fees. With
the inclusion of the 2003 access fee return of $13.5 million total income for the period
1990—2003 is close to $200 million.

51 FSM State and National government investment in fishing vessels and infra-
structure during the early 1990’s is reported at between $100—$130 million. The
various State and National entities established for fishing, vessel servicing and trans-
shipment have ultimately accumulated high debt levels and large financial losses and
have either ceased to operate or scaled back in their activities. Government and do-
mestic private sector investment in longline and purse seine vessels has proved to be
high risk. This has been especially apparent in recent years with a significant reduc-
tion in the number of operational vessels in the longline fleet.

52 The real contribution of oceanic fisheries to the economy of FSM in any
given year is difficult to define. Account must be taken of fluctuations in prices for
purse seine caught species as well as the substantial variations in prices obtained for
sashimi exports. There is also an issue to define retained value in the services pro-
vided to the sector and in the value of the subsistence sector contribution. This said,
an estimate of the value of oceanic resources for 2001 is $35.5 million and for 2002
$32.0 million.

53 The most significant problem with oceanic fisheries in FSM is the failure to
date to fully realize the potential benefits associated with the exploitation of available
resources. While FSM has enjoyed a reasonably consistent return from receipt of fish-
eries access fees, attempts to promote returns through infrastructure investment, trans-
shipment, domestic fishing, value added processing, vessel servicing and employment
have essentially failed to add significant value or return on investment. This is exem-
plified in the current non-operational or under-utilized status of infrastructure facilities
across the States. The principle issue is generally agreed to be that there is limited
accountability in policy implementation and a lack of political will. This is particularly
apparent at the State level, especially in relation to dealing with difficult issues such as
the commercialization of State owned assets. Further development of the sector cannot
take place without additional investment. State governments, having previously in-
vested large sums in fisheries projects, are reluctant to commit further investment. The
domestic private sector has been similarly affected by poor sectoral performance. In-
vestor confidence will continue to be constrained by an ongoing failure to address
development issues and achieve progress with policy implementation. Perhaps the key
requirement to address the sectors development issues is a clear political will to do so.
Further development of the sector and improvements to economic returns will not be
successfully realized until there is sufficient awareness and political will to put in
place and commit to a concerted strategy to deal with the issues and constraints to
development. Priority steps are to remove government from the operation of business
enterprise (not necessarily the ownership) and attract large-scale investment partners.

54 The economic performance of the oceanic fisheries sector in FSM is at a
crossroads. Failure to address the major issues will only result in further stagnation
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and the unsustainable continuation of the status quo. A vibrant oceanic fisheries sector
could contribute almost $100 million per annum to the domestic economy.

Policy Issues

55 The process of developing a fisheries policy for the FSM was initiated with
the declaration of the FSM EEZ in 1989. Studies in 1991 and 1996 and the delibera-
tions of the FSM National Fisheries Summit in December 1996, resulted in the presen-
tation of a National Fisheries Policy Document. In preparation for the 2™ FSM Eco-
nomic Summit, these policy elements were expanded with detailed strategies, activi-
ties and accountable agencies in two separate strategic policy framework documents
covering oceanic and inshore fisheries. These policy frameworks and detailed activity
plans were subsequently adopted by the Summit and can thus be accepted as the
agreed National fisheries policy for the period 1999—2004.

56 The expected process in the lead up to the 3™ FSM Economic Summit might
have been a review of the framework adopted by the 2™ Summit with participation of
both public and private sector stakeholders, especially in relation to implementation
progress, issues, current relevance and changing circumstance. The review process
would have identified polices and strategies for consideration of possible modifica-
tion. For Oceanic fisheries, the major 1999 policy elements continue to be relevant to
sectoral development. However, it is apparent that there has been limited progress
with implementation.

57 For Coastal fisheries, the determination of specific policy is essentially a
State level activity. As such, the national policy is primarily a statement of guiding
principle rather than a blueprint for State level activity. Again, it is apparent that there
has been limited progress with policy implementation and there is general consensus
that policies need to be re-defined to take account of the priority of subsistence activ-
ity and resource sustainability.

58 As the strategic planning matrix adopted at the 3" Summit was not based on
a comprehensive review of earlier polices and sector developments, it failed to ade-
quately reflect existing policies and strategies. The matrix adopted by the Summit has
thus been revised to provide a clearer and more comprehensive statement of fisheries
policies that have been developed over the last 15 years. The revised matrix has been
widely discussed with stakeholders, and has been subsequently endorsed' as clearly
reflecting the appropriate direction of sector policy and development priorities.

59 In considering a broad policy framework for the sector, there are essentially
two components—the sustainable management of resources and the economic utiliza-
tion of resources within sustainable parameters. If these are considered in relation to
Coastal fisheries and Oceanic fisheries, there are 4 principle goals. Importantly, ca-
pacity to implement activities across all 4-principle goal areas is underpinned by hu-

It was not possible to achieve consensus on the appropriate role for aquaculture. The
policies in the strategic planning matrix reflect the majority view.
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man capital—the ability to efficiently undertake activities in relation to policy compo-
nents.

60 Improved National earnings from Oceanic resources will only be achieved in
an environment where focused attention is given to policy implementation and ad-
dressing development constraints.

6 Tourism
Sector review

61 The Tourism Sector offers to the FSM one of its best chances of economic
development, employment creation and the raising of real incomes across the nation.
With tourist arrivals 3 percent lower in 2003 than in 1996, the FSM’s tourism industry
has clearly been under-performing (in contrast, over the same period, arrivals across
the Pacific region were 26 percent higher and the world total was up by 12 percent). It
is also the case that, at both national- and state-level, the tourism sector has been dog-
ged by a lack of real political will and commitment to the development of the sector.

62 In 2003, there were just 17,300 visitors to the FSM, 500 fewer than in 1996.
In order for the existing hotel stock to achieve an acceptable average occupancy rate
(65 percent), this total would need to rise to 42,000, while the 1*" Economic Summit
set a target of 100,000 annual visitors. (Based on the estimates for lengths of stay and
average daily expenditure contained in the National Tourism Marketing and Promo-
tion Action Plan—Final Report, these arrivals totals would be worth, in terms of gross
earnings, some $39 million and $94 million respectively per annum). Of particular
concern at present is that the number of true leisure tourists to the FSM is almost cer-
tainly very small.

63 A “closed circle” has been identified which perpetuates tourism’s under-
performance and makes it difficult for the nation to establish steady growth of the
tourism sector. This “closed circle”, reflecting poor marketing, inadequate infrastruc-
ture and low product awareness, indicates that demand levels are insufficient to justify
new investment. Quality therefore does not rise, and visitors who do come to the FSM
take back with them indifferent, sometimes negative, impressions. These are commu-
nicated to their family and friends, thereby helping to maintain weak demand and
making tourism sector growth almost impossible to achieve. The key question is
where and how to break this circle.

64 On the positive side, however, there is little doubt that the FSM can achieve
success in tourism provided the right actions are taken. The FSM is potentially attrac-
tive to international specialized tourist markets, such as those focused on diving, spe-
cial interest tourism (for example, bird watching, leisure visits motivated by cultural,
historical and social interests, and visits to what is one of the few remaining, genuinely
unspoiled and largely pristine island nations on earth). It is also a safe destination,
devoid of many of the current security concerns that are affecting other parts of the
world.
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65 The major objective in developing tourism in the FSM is purely economic; it
offers one of the best longer-term prospects for generating employment, wealth and
economic growth. In order to make a worthwhile economic contribution, it is advis-
able, as the 2" Economic Summit concluded, to seek “high end, low impact” tourism
that will be acceptable within the particular social and environmental constraints that
govern the FSM. It is therefore vital that policies are established and investment and
action programs undertaken that reflect these sensitivities and ensure that the “right
kind” of tourism is developed.

66 A pre-requisite for success is a firm commitment to tourism’s development at
both political and social levels in each state. Investment is required in many aspects of
the industry, including public infrastructure. While the justification for public infra-
structure investment is primarily to raise the living standards of residents, it is also
required to attract international tourists. Limited and relatively costly air access to the
FSM, in the short run at least, should be taken as a given, but could also be turned to
advantage if the country is able to attract the specialized, “high end” tourists identi-
fied. Low tourism volumes, remoteness, the islands’ traditions and the pristine envi-
ronment are key attractions for this market, but are also characteristics that are likely
to come under pressure if volume tourism were to be developed. Given success in
creating demand from high-end tourists, relatively high access costs could create a
feeling among visitors that the FSM is exclusive (a few other countries have suc-
ceeded in charging a premium for the right to visit the country as a tourist; in the
longer-term, a similar approach might be appropriate and achievable for the FSM).

67 Development of the tourism sector requires a coordinated action plan, the
commitment of real resources, and for the close co-operation with other sectors in
order to ensure that inter-sectoral links maximize the retention of tourists’ expenditure
through the purchase of locally-produced goods and services.

Policy Issues

68 The starting point for the further development of tourism in the FSM must be
the political and budgetary support that the sector receives from both national and
state governments. This has been very patchy in the past, with the FSM Visitors Bu-
reau little more than an administrative cell within the Department of Economic Af-
fairs, and the state-level visitors bureau, with the exception of Yap, receiving little or
no funding to enable them to discharge their responsibilities successfully. At both na-
tional and state level, manpower skills and training in tourism management and pro-
motion are currently quite inadequate to achieve the success that the sector demands.

69 In order to surmount these problems, the pivotal issue in tourism policy is
seen as the requirement for a well-funded and appropriately-staffed national organiza-
tion to take the lead in all aspects of the sector’s development. In the nomenclature
adopted in the Tourism Sector Chapter, the FSM Visitors Authority (FSMVA), as
originally proposed in the National Tourism Marketing and Promotion Action Plan—
Final Report, is seen as the body required to mastermind the sector’s expansion. It is
essential that legislation to establish the FSMVA is passed and a start made to devel-
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oping the skills base within the FSMVA that is required for the sector’s future devel-
opment.

70 The FSMVA would be involved in all aspects of tourism development. In
some areas, it would act as the executing agent i.e. in the administration of quality
assurance schemes, sector planning, marketing and promotion, and public awareness
initiatives. In other areas its role would be that of a catalyst i.e. in the tourism aspect
of infrastructure development, the promotion of the supply of local goods and services
to the sector, the design of training programs, liaison and lobbying with other minis-
tries and agents of government to promote the interests of the tourism sector, and in
the establishment of a supportive legislative environment.

71 At a national policy level, firm support is required at a senior level within
government from “champions” of the tourism industry’s interests who will be respon-
sible for ensuring that tourism receives the necessary policy and budgetary support.
The execution of tourism sector policies and programs, while largely the responsibility
of the Department of Economic Affairs, will also require the close co-ordination and
input of the national tourism body — the FSMVA. Specifically in the realms of market-
ing and promotion, the FSMVA will be able to achieve better value for money in the
international market than any single state Visitors’ Bureau can do with generally very
limited funds.

72 At the same time, state governments and state visitors bureau will require
encouragement, support and augmented skills in order to ensure that their approach to
tourism development is consistent with national policy. Again the FSMVA should be
the coordinating body and center of expertise within the FSM that takes the initiative
in these areas, ensuring that the roles and responsibilities of individual states reflect
their local interests, concerns and opportunities.

73 In other areas of national policy, such as physical infrastructure development
(roads, air and maritime transport, utilities, water, health services etc.), it is important
to recognize that, while tourism is one of a number of beneficiaries, such programs
cannot be regarded as exclusively “tourism policy”. The ability of the FSM to attract
growing numbers of tourists is certainly influenced by the standard and quality of in-
frastructure, but the main justification for such investment relates to the benefits de-
rived by nationals.

74 Finally, training and education policy issues and investments do clearly re-
quire an explicit tourism component. Through institutions such as the College of Mi-
cronesia, tourism sector training requires a higher priority (and therefore greater fi-
nancial resources) than hitherto. Education policy should therefore include a specific
tourism element, the needs of which should be primarily identified and defined by the
FSMVA.

75 Simultaneous action is required on all fronts, across the whole policy and
development spectrum, in order to raise tourism demand for the FSM. As such, tour-
ism is inseparable from the broad economic development of the nation; the key is to
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ensure that tourism’s interests in the planning and execution of broader programs and
policies is not overlooked.

7 Environment

76 Since the 2™ FSM Economic Summit, when planners agreed to consider en-
vironment as a stand-alone sector, substantial progress has been made. Over the last
four years, the number of protected areas in the FSM has doubled from 15 in 1999 to
31 in 2003. The region’s first conservation trust fund, the Micronesia Conservation
Trust (MCT) was created in 2002 to improve funding in the conservation sector. The
States, especially Kosrae and Pohnpei, have led the way in expanding the nation’s
environmental ethic with innovative environmental education programs that are being
replicated around the region. Since 1999, the FSM National Government has made a
substantial effort to more fully involve the NGO sector in policy development and
projects, seating NGO representatives on the SD Council, Climate Change Country
Team, and the NBSAP Task Force. Also over the last four years, a number of accom-
plishments have been made in improving the regulatory climate, including an update
of Kosrae’s Island Resource Management Plan (KIRMP) through a highly participa-
tory process, and the pioneering by Pohnpei of a joint law enforcement agreement
with the State's Municipal governments to allow them authority and provide support to
enforce State laws, including those governing resource conservation. After the 2™
Summit, the FSM Sustainable Development Council was reconstituted and revitalized
(including NGO participation for the first time), and the SD Secretariat was estab-
lished in the Department of Economic Affairs. Through these mechanisms, the Na-
tional government has improved cooperation with the States and international donors.
The Environment Sector was further recognized and supported when the FSM JCN
and the US Government agreed to establish environment as one of the six focal sectors
during negotiations for the new Compact of Free Association in 2000. With the new
funding currently available through the amended Compact and the strong emphasis on
international and bilateral donors are placing on the environment and poverty reduc-
tion, the Environment Sector is well-poised to move forward strongly in the next plan-
ning period.

77 However, despite substantial achievements, the FSM's environment continues
to be degraded through population growth and migration; over-harvest of fish and
wildlife resources brought on by increasing economic expectations amongst the island
populace; human activities such as land clearing, logging, dredging, mining, agricul-
ture, uncontrolled disposal of wastes, burning, reclamation, and coastal/near-shore
degradation; natural hazards such as those associated with extreme weather events,
climate change, high tides and sea-level rise; and competition with or predation by
introduced alien species. This degradation has had serious impacts on both the natural
environment as well as the health and economic prosperity of the FSM's inhabitants.
Continuing serious deficiencies, such as the inadequate technical capacity of National,
State and local governments, NGOs, and communities; inadequate financial resources,
both from internal and external sources, dedicated to the sector; inadequate monitor-
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ing programs and other feedback to decision-makers; and outdated National, State,
and local laws and policies and insufficient enforcement continue to exacerbate envi-
ronmental degradation in the FSM

78 Recognizing the critical importance of the FSM's natural environment to the
health and prosperity of this and future generations of Micronesians, the Environment
Sector Strategic Plan outlines the rationale and the need for a holistic approach to
conserving and protecting the nation's natural environment. The purpose of this plan is
to guide policy makers in allocating funds to support the development of environment
initiatives, projects and programs deemed necessary to conserve and improve the
natural environment and promote sustainable natural resource management. This En-
vironment Sector Strategic Plan identifies nine areas as its strategic focus (strategic
goals) on which environment sector funds will be based and allocated and clearly
identifies specific outcome measures and suggested activities and outputs:

1. Mainstream environmental considerations, including climate change, in na-
tional policy and planning as well as in all economic development activities;

2. Improve and enhance the human environment (improve waste management
and pollution control);

3. Reduce energy use and convert to renewable energy sources/minimize emis-
sion of greenhouse gases;

4. Make FSM's genetic resources accessible for utilization and ensure benefits
derived are equitably shared amongst stakeholders;

5. Manage and protect natural resources/protect, conserve, and sustainably
manage a full [functional] representation of the FSM's marine, freshwater,
and terrestrial ecosystems;

6. Improve environmental awareness and education and increase involvement
of citizenry of the FSM in conserving their country's natural resources;

7. Establish effective biosecurity (border control, quarantine and eradication)
programs to effectively protect the FSM's biodiversity from impacts of alien
invasive species;

8. Create sustainable financing mechanisms for environmental and sustainable
resource initiatives; and,

9. Enhance and employ in-country technical capacity to support environmental
programs.

79 These strategic goals will be reviewed annually but are unlikely to change,
whereas the activities and outputs which are recommended in this document may
change based on achievements, variations in environmental problems and political
will. The FSM has adopted a performance-based budget and departmental resources
will be assigned to achieve these goals, activities, and outputs. The Environment Sec-
tor as envisioned in this plan shall support the protection of the Nation's environment
and achieve sustainable development of its natural resources. These efforts include the
development, adoption and enforcement of policies, laws, and regulations in pursuit of
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the above-stated goals; the reduction and prevention of environmental degradation and
all forms of pollution; adaptation to climate change; the protection of biological diver-
sity, including assurance of adequate legal and international treaty safeguards relating
to the protection of botanical and other agro-ecological property (including traditional
knowledge and practices) belonging to the Federated States of Micronesia; the estab-
lishment and management of conservation areas; environmental infrastructure plan-
ning, design construction, and operation; interaction and cooperation with private sec-
tors; and promotion of increased involvement of citizens and traditional leaders of the
Federated States of Micronesia in the process of conserving their country's natural
resources.

8 Health
Sector Review

80 Poor quality is the key problem of health services in the FSM. All available
indicators suggest that Primary Health Care (PHC) as well as secondary health care
services are failing to adequately address people’s health needs and requirements,
particularly the poorer strata of society in the outer islands and rural areas. Approxi-
mately 40 percent of the population fall below the national poverty line and it is sug-
gested that health investment could accelerate economic growth in FSM.

81 FSM’s health status profile reflects a country in social and economic transi-
tion. The two co-existing epidemiological profiles are the double burden of the com-
municable disease pattern of developing countries and the increasing incidence of
non-communicable diseases (NCDs) and accidents. The major causes of morbidity
and mortality in FSM are the NCDs of lifestyle and modernization. Poor nutrition,
risky behaviors and substance abuse are among the leading causes of mortality. An
excess of calories—in a diet deficient in proper vitamins, minerals and protein—leads
to obesity, which in turn precipitates diabetes and cardiovascular diseases and ulti-
mately hypertension, heart disease and stroke. Smoking and betel nut chewing lead to
chronic lung disease and to various cancers, including lung, head and neck cancer.
Promiscuous sexual behaviors lead to the spread of Human Papiloma Virus and Hepa-
titis B causing an increase in cervical cancer and liver cancer, as well as sexually
transmitted diseases. These trends are placing increasing pressure on health services,
and out of country referrals for NCDs are creating a financial burden and taking funds
away from other health priority areas. The economic choices for the FSM are to ration
overseas referral for NCD health care, and to make serious investments into primary
and secondary prevention of NCDs.

82 The primary health care (PHC) system (which includes the dispensary system
and the public health team (PH team)) is responsible for delivering primary, preven-
tive and public health services to both the rural and urban populace. Primary health
services are the base of health care but have been deteriorating over the last few years.
Hospital clinics and inpatient services are receiving approximately 70 percent of pa-
tients that could have been handled at the PHC level or who have received improper,
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insufficient and/or inadequate PHC services at the dispensaries/health centers. One of
the major reasons is that the dispensaries/health centers do not have adequate drugs or
medical supplies and equipment, and there are inadequate travel funds for the PH
teams to supervise, support and train the health assistants in the health centers. This
failure at the PHC entry point to health services adversely affects the efficiency and
effectiveness of health care delivery at all levels.

83 The secondary health care system (services delivered at the hospital clinic
and inpatient services in urban state centers), is the backup services for PHC and pub-
lic health. There are a total of 4 government run hospitals in the FSM (Chuuk, Kosrae,
Pohnpei and Yap) plus a private hospital in Pohnpei. The state hospitals in all FSM
states can potentially provide secondary, as well as low-level tertiary care. However,
there are serious problems that are limiting the level of care that the hospitals can pro-
vide. These include: a shortage in some medical professions, a lack of appropriate
ongoing training and a lack of repair and maintenance. The major immediate barrier to
service delivery is the lack of supplies, drugs and equipment largely due to poor man-
agement systems. Hospital supplies, are frequently unavailable, as none of the health
facilities exercise control over inventories, and there appears to be no automatic reor-
dering procedure or essential formulary for the hospitals. Brand name drugs are often
purchased instead of generic equivalents and drugs are purchased in small amounts
from retail drug companies without the advantages of the economies of scale found in
group purchasing.

84 Despite the seriousness of lifestyle diseases and the high rate of associated
morbidity and mortality, funding for NCDs in the preventive health programs from the
U.S. Department of Health and Human Services and the FSM states is small and there
is literally no consistent state or national support for programs to prevent this expen-
sive set of diseases. Environmental health programs are also minimal and only 41 per-
cent of the population in 2000 had access to a clean water source. Sanitation is a prob-
lem and less than half of the population have access to an appropriate source of sanita-
tion. Several environment-related diseases of public health importance (leptospirosis,
filariasis, dengue fever, typhoid and cholera) cause outbreaks and are in large part due
to poor hygiene and the unprotected water supplies found in most states.

85 At a management level, the health sector is weakened by the absence of data
based decision making practices. The absence of reliable data is the primary cause of
this problem, but it is also compounded by a lack of expertise in how to utilize such
data to inform the planning of service delivery. Good financial reporting, monitoring
and auditing are critical functions of effective delivery of services. It is important to
share and disseminate health sector information, so that civil society can act as a
“watchdog”. In most states, there is very little community involvement in health and
most people consider “health” to be the government’s responsibility, not theirs. Com-
munity participation in health and health care is essential to the delivery of prevention
services and support of PHC services.

86 In summary, five constraints currently affect the quality of health care and
health services delivery in FSM:
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e The significant level of poverty combined with poor performance of the econ-
omy;

e Poor management, financial reporting and information systems in the health
sector;

e The rise in NCDs has placed a heavy burden on health systems;
e The high cost of doing business over long distances: Remote Islands; and

e The belief that health is government business rather than an individual and
community responsibility.
Health system reform is necessary as FSM’s health system is unsustainable under the
present arrangements. Simple budget reductions in the absence of fundamental reform
in health financing policy has achieved unsustainable (such as the large proportion of
the health budget spent on referrals) and undesirable results (poor delivery of all
health services).

Policy Issues

87 Health policy and health services, and their financing and financial manage-
ment, are integral to achieving improvement in the health system of FSM. Under the
amended Compact priorities for sector spending are clearly laid out and there are clear
and specific strategic planning and reporting requirements that include the use of per-
formance-based budgeting and potentially stringent penalties for irregularities in re-
porting and the use of funding. The Health Sector Development Strategic outlined in
the Health sector chapter of this Plan takes these requirements into consideration, out-
lines the rationale and the need for a new direction of health sector development and
identifies five areas as its strategic focus (strategic goals) on which health sector funds
will be based and allocated. The FSM state and municipal governments, will also base
their health sector funds allocation on these five strategic foci:

1. Improve primary health care services;

2. Improve secondary health care services;

3. Prioritize health promotion and services for major health problems;
4. Develop a sustainable health care financing mechanism; and

5. Improve capacity and accountability systems.

The purpose of the Plan is to guide policy makers in allocating departmental resources
to achieve these strategic goals and measure the identified outcomes.

88 The state-based delivery systems for health are an effective way of adminis-
tering health in the FSM. Given the geographic dispersal, remote nature and cultural
diversity of many island communities, these state-based systems for health delivery of
services have the best chance of developing more responsive and effective services to
meet the needs of the community. However, there is a need to have a collaborative
approach between the states and DHESA to achieve national standards of health care
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and reporting. DHESA as the national body for health policy development must have
the capacity to impact on state policy and planning frameworks and ensure national
coordination in the delivery of services consistent with the new reporting requirements
of the amended Compact.

89 Improving the quality of PHC services is an essential starting point for im-
proving the quality of health services in FSM. Appropriate investments and adminis-
trative and support practices need to be put in place so that the quality of the health
services is delivered at appropriate state, national and international standards. Clearly
stated outcome measures and activities, which support supervision, supply and train-
ing of health service providers and the provision of medicine and other supplies are
included under Strategic Goal 1 (improve primary health care services). The existing
PHC network is countrywide and a properly operating PHC system would contribute
significantly to ensuring the health of the people of the FSM.

90 The major barriers to service delivery in FSM hospitals is the heavy out-
migration of its trained health personnel and the lack of supplies, drugs and equip-
ment. Under Strategic Goal 2 (improve secondary health care services), the prepara-
tion of a strategic workforce plan for the development of the health workforce is a
critical element in improving the health system. In addition, the National Drug Policy
and its implementation will be financed through the ADB Basic Social Services Pro-
ject loan. One of the aims of the Policy is to establish a National Standing Drug Advi-
sory Committee, comprised of the Secretary of Health, all State Directors as well as
medical and pharmaceutical experts and a consumer organization to enable informed
decisions. The Committee will select drugs for the public sector in accordance with
the essential drugs concept (defined by the World Health Organization) with regard to
public health relevance, evidence on efficacy and safety, and comparative cost-
effectiveness. It is estimated that savings greater than 40 percent of present costs, can
be obtained through improved procurement practices and rational drug management.

91 Under Strategic Goal 3 (prioritize health promotion and services for major
health problems), an emphasis will be placed on health programs and services that
concentrate on diseases that are of major public health importance and have the great-
est social and economic burden. Relevant stakeholders will decide on a minimum
package of essential health services for FSM. Prioritizing such a list will rationalize
the choice of services for funding and implementation and assist in program planning
and budgeting, so that health services are provided in a more cost-effective way. One
particular area of concern is that of nutrition. In 1999, a National Plan of Action for
Nutrition 2000-2005 for FSM was designed, which was consistent with international
agreements and commitments. It is recommended that the National Food and Nutrition
Commission (currently not functioning) be formed again and that there be an assess-
ment of the food and nutrition situation in the country and the formulation and coordi-
nation of food and nutrition programs and projects.

92 An overall strategy for health care planning and financing needs to be devel-
oped in order to ensure sustainable funding resources to support priority policy re-
forms in the health sector. Outcome measures and activities under Strategic Goal 4



XXX FSM Strategic Development Plan

(develop a sustainable health care financing mechanism) include health insurance,
user fees and other sources of funding such as earmarked taxes and increased efficien-
cies in delivery. Many services may be privatized (e.g. security, ambulance, janitorial,
kitchen and perhaps pharmaceutical services) bringing about improvement in both
service delivery and revenues. Improvements in management and planning (such as
program budgeting based on cost analysis and financial planning), agreeing on strate-
gic health outcomes and developing shared policies and strategies on standardizing of
major equipment will also improve the use of scarce resources available to the health
sector. Alarmingly, 25 percent of the health services budget goes on out of country
referrals to benefit a small proportion of the population. This is not sustainable and
needs to be addressed immediately. The heath care financing mechanism should allow
the greatest majority of people access to reasonable levels of health care.

93 Under Strategic Goal 5 (improve capacity and accountability systems), ac-
tivities will include the introduction of a uniform health information and management
system in all states. If the health information system is functioning well then decisions
can be made on up to date information based on accurate financial reports and the
incidence, morbidity and mortality of diseases. Standardized software and training
will be introduced into all state health administrations that will be capable of produc-
ing nationally compatible data to monitor health issues and performance of the health
system.

94 Finally, it is important to stress that health or ill health is the result of several
inter-linking and interdependent factors: socioeconomic circumstances; shelter or
housing; education; employment status; clean food and water; nutrition; sanitation;
health services; lifestyle factors; and biogenetic makeup, age, sex and gender. Im-
provements in the health of the population of FSM needs to be through multi-sectoral
action, with the community taking more responsibility for its own health.

9 Education
Sector Review and 3" FSM Economic Summit

95 The FSM Education sector is at a significant stage in its development. There
is wide agreement that the level of student learning and achievement is low and needs
to be raised. It is also beginning to be better understood that an educated population
is essential for improving economic growth and social development and that education
should be considered a productive sector. The primary resources of a small island
developing nation such as the FSM are its human resources.

96 The discussions of the education sector and its report to the full Summit re-
volved around a series of related themes. The education sector discussed the status,
obstacles and paths to improvement in each of the following major areas: student
learning and achievement; teacher quality; FSM languages (impact on learning and
what would be the impact of the loss of those languages), the amended Compact (with
emphasis on the loss of U.S. federal program eligibility and their replacement with the
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Supplemental Education Grant (SEG); and the what is meant by the statement “Educa-
tion is a priority” to different stakeholders.

97 The federated nature of the FSM also influenced discussions at the Summit.
To address this issue in the context of the education sector, agreement was reached for
national emphasis on coordination, ensuring accountability requirements are met and
exceeded and quality of program design and implementation while states establish
priorities and strategies appropriate to the local situation with the understanding that
programs will be monitored

98 In the area of learning a review of National Standardized Test (NST) results
from 1995 to 2000 showed only limited improvement. Major issues and factors af-
fecting learning were a need to focus and prioritize elementary and early childhood
learning, need for better data collection and analysis to form a basis for data driven
decision-making, improved monitoring and evaluation of program implementation,
lack of textbooks and other student learning materials (the lack of materials in FSM
languages is of particular concern for the critical early years of instruction), low level
of community involvement in schools, and the physical condition of classrooms that
are often not conducive to learning. Each of these factors also impact the major issue
of teacher and student attendance patterns and the amount of direct instructional time
FSM students are receiving.

99 Teacher capacity and quality is also a limiting factor on improving student
learning levels. Recent testing of teachers has shown that a significant number of
teachers are lacking in the content knowledge (also seen in the writing components of
the NSTT in FSM languages) needed to support their instructional time. Additional
tests and assessment instruments are being developed to assess teacher competence for
delivery of instructional services. Even where qualified teachers are present the im-
pact to the lack of textbooks and other learning materials and facilities hamper quality
instruction. A revised teacher certification system is being put in place that requires
teachers to demonstrate content knowledge, teaching competence and also process a
minimum of an AA/AS degree, however, perhaps a third of teachers still do not have
even AA/AS degrees. Underlying these concerns is research that indicates the biggest
factor in student learning and achievement are qualified teachers in the classroom.

100 A major concern of the education sector, but not of the general population or
leadership at this time is the status of FSM languages and the language shift and loss
currently taking place. It was reported at the Summit that a recent language confer-
ence showed disturbing trends in FSM languages that could result in a loss of those
languages within two generations. Each of the FSM states standards and curriculum
call for use of the local language in early childhood and elementary schools, but FSM
teachers have not received training in their own languages to prepare them to teach
those languages nor are there a wide range of materials available for instruction in
FSM Languages. Many in the FSM have the faulty assumption that being a native
speaker of a language qualified them to be teachers of that language. Being a native
speaker of a language does not qualify that person to teach that language. The lack of
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FSM language instruction in private schools should also be of concern to all FSM
citizens.

101 Accommodating the amended Compact and its replacement of U.S. federal
programs (except for Special Education and PELL grant) with a Supplemental Educa-
tion Grant (SEG) was also a major issue addressed. Of special concern is the discre-
tionary nature of the SEG. There have already been remarks from the U.S. that the
program is discretionary and may not be available for the full period of the amended
Compact. The programs in the SEG such as Workforce Investment Act (WIA) and
Headstart that have been run independently from the education sector in additional to
education improvement programs makes it especially difficult to develop a single SEG
system as being recommended by the U.S that is aligned with national and state priori-
ties.

102 An additional theme was what is meant by the statement “education is a pri-
ority” to different stakeholders in the FSM. To finance/budget and most leaders a
priority simply means that the education sector occupies the largest component of the
budgets. To educators being a priority means there are sufficient resources to have
qualified teachers, textbooks, facilities, etc. to support quality instruction.

103 A last item is the issue of relevance of education and the need for emphasis
on job creation. The education system in place in the FSM is modeled on the U.S.
system that reflects the needs of a developed country. The actual fact is that the FSM
is a small island developing nation with a strong need for close linkages to economic
priorities and job creation. However, job creation is not strong and many FSM citi-
zens are seeking employment in the U.S. The FSM education system is faced with the
need to prepare students for careers that range from subsistence living to highly tech-
nical and professional fields. It was also noted that learning materials (especially at
early grades) do not reflect the priorities of the FSM. The early grades are a critical
period for value development.

104 In the policy matrix and presentation to the Summit the following key policy
areas can be seen.

Strategy for the amended Compact

105 To promote learning and achievement the following areas were recom-
mended and are reflected in the matrix:

e  Prioritize the needs for early childhood and lower elementary education where
basic skills such as reading and writing a set in place. A sound lower elemen-
tary education has been shown to be a good indicator of how well students will
do in later grades. However, lack of funding has primarily limited early child-
hood education to those programs funded under U.S. federal education pro-
grams (Headstart and Special Education).

e Improve student and teacher access to textbooks, learning materials (in both
FSM languages and English as appropriate) and reference and library books.
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Improve data collection, analysis and data-driven decision making systems and
the tracking and reporting of education indicators.

Improve community involvement in schools and decision making for schools.

Improve coordination across states where appropriate and program monitoring
and evaluation.

Develop comprehensive plans for facilities improvement and maintenance.

Develop specific program to monitor, report on and improve teacher and stu-
dent attendance.

To promote improved quality of the teaching staff:
Fully implement the revised FSM Teacher Certification System.
Move to performance based teacher’s contracts and salary structures.

Improve content and teaching competences of teachers through a structured
professional development and upgrading program.

To promote FSM Languages:

Increase public awareness of trends in language loss and shift in FSM lan-
guages.

Establish a National Language and Cultural Institute (NLCI) to promote FSM
languages.

Fully implement the FSM Language Policy at national and state levels.

Increase teacher competence in FSM Languages and the availability of learning
and reading materials in FSM Languages through training and program devel-
opment.

Develop reliable testing and assessment instruments in FSM languages.

Consider requiring FSM Language instruction for private schools.

To implement the SEG:
Merge all programs under the SEG into a single comprehensive system.

Coordinate, monitor and document the impact of the SEG on improvement of
the FSM basic education sector and disseminate that information widely.

Align SEG activities with national and state priorities education and improve-
ment priorities.

To develop a single definition of education as priority:

Recognize education as a productive sector as the primary agent responsible
for developing the human resources of the FSM.
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e Develop in cooperation with national and state leaders a single definition of
education as a priority that recognizes that resources for a qualified staff, text-
books and learning materials, facilities, etc. are a part of that definition.

e Establish a National Department of Education.

110 To promote a more relevant education system:

e Improve and expand career education programs to address the needs of all stu-
dents.

® Provide vocational and technical training to out of school youth and adults.

e Review textbooks (both purchased and developed) for relevance to the situa-
tion in the FSM and its development priorities.

10 Gender
Sector Review

111 Gender Advocacy and Mainstreaming: The FSM Gender and Development
(GAD) program had its beginning in late 1992, when the 1% national women’s infor-
mation officer (NWIO) was hired to improve communication and information dis-
semination between FSM women and women’s programs in the Pacific region. On
February 14, 1993, President Bailey Olter established, by presidential order, the 1%
FSM National Women Advisory Council INWAC) to assist the NWIO and to serve as
the advisory body to government on women’s affairs. These two initiatives became
known collectively as the FSM women’s interest program (WIP). In late 1994, exter-
nal funding discontinued and FSM took over administration and funding responsibili-
ties for the WIP. From 1995 to 2003, FSM officially incorporated gender advocacy
and mainstreaming function into the Department of HESA portfolio and obligated
funding for the NWIO salary. HESA, as the host agency, continued to provide “in-
kind” WIP administrative supervision, office space and office supplies.

112 Gender Performance and Progress: Achievements of the sector include:
establishment of NWAC and production of NWAC Constitution (1993); production of
Draft Women’s Policy and Framework (1994); creation of States’ women’s advisory
councils, committee and programs (1994 — 2002); signing of the Pacific platform for
Action (PPA) and the Global Platform for Action (GPA) on Women (1994 & 1995);
production of a draft FSM Women’s Development Plan (1995-1999); convening FSM
Women’s Leadership conference (1995-1999); upgrading of WIP to Women and De-
velopment Unit (1998) adoption of 1** gender policy matrix (1999) and ratification of
CEDAW Convention (2003). Improved alliances, communication, dialogue and net-
works among women’s programs at global, regional and national levels were also real-
ized. FSM global and regional commitment on strengthening its women’s machineries
and to promote human rights, including efforts towards addressing gender violence
were fully complied with when FSM established its women’s programs at national and
state levels and ratified the CEDAW and CRC conventions.
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113 Constraints and Challenges: In spite of noted progress, much remains to be
done to improve the situation of FSM women and girl-children and to strengthen the
institutional capacity of the WDU and its affiliates, states’ women’s councils, commit-
tee and programs to effectively advocate and mainstream gender at all levels of FSM
society. The 2000 FSM GPA National Implementation Report (a UN gender compli-
ance report) cited under performance of FSM in most of the critical areas of concern
under the PPA and GPA. The report reiterated the urgent need for gender capacity
building and proactive gender advocacy and mainstreaming.

114 The 1% gender policy matrix (GPM) was adopted by the 2™ FSM Economic
Summit and called for the establishment of cabinet-level women’s offices at all levels
of government to address the under-representation of women in decision-making,
power structures, and access to credit and markets. By 2003, the Gender Policy Ma-
trix remained largely unimplemented.

115 The NWAC became dormant, and operation of the WDU, mandate and pro-
file, received low priority on the FSM development agenda. The WDU’s staffing,
budget and office requirements remained unchanged from its pre 1999 level. Most of
FSM regional and global commitments on gender advancement have yet to be
achieved. CEDAW and CRC ratification also brought about additional commitments,
especially for harmonizing national laws with CEDAW provisions and fulfilling com-
pliance for gender equality and respect for human rights, democratic principles and
the rule of law. There has been no women’s development program running at the
grassroots level in all of FSM on an ongoing basis since FSM officially took over
gender mainstreaming.

Policy Issues

116 Leadership Commitment and Political Will: The 2004 Gender Strategic
Planning Matrix (GSPM) is based on a mission to “Empower women, youth, senior
citizens and disabled persons to be self-reliant individuals and productive members of
FSM society”. There are 9 strategic goals concerning women, 2 for youth and 1 each
for senior citizens and disabled persons, respectively. These objectives are established
as means to achieving the gender mission and to enhance women’s role in promoting
development and democracy — both pre-requisites for the achievement of FSM eco-
nomic growth and self-reliance. Implementation of the GSPM is a priority policy issue
facing FSM policy and decision-makers. The latter requires commitments toward (a)
provision of adequate level of core gender budget, (b) establishment of the Commis-
sion on the Status of Women (CSW) and approval of the Gender and Social Affairs
proposal, preferably as a stand-alone office/bureau or as a division within HESA.

117 Programming and Operational Requirements: A full range of programming
and operational requirements are presented in full in the GSPM. However, urgent pol-
icy consideration for:

1. Improving the credibility, image and profile of the FSM gender empower-
ment mechanisms (GPA Critical Area of Concern 8 and GSPM Goals 1 and
5);
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2. Enhancing the leadership capacity and management role of women (GPA
Critical Area of Concern 7 and GSPM Goals 1, 2 & 3);

3. strengthening gender policy and mainstream gender skills (GSPM Goals 3, 4
& 5); and

4. adoption of gender empowerment policies and programs on youth, senior
citizens and disabled persons (GSPM Goals 6-9).

The absence of official gender policies and strategic development action plans make it
difficult for policy and decision-makers to take women’s affairs seriously. Gender
mainstreaming is also extremely important for achieving FSM macroeconomic poli-
cies and for ensuring that their impact and outcomes do indeed, “reach-down” to the
micro-levels (community and family levels).

118 Engendering development agenda, institutions and decision-making proc-
esses: Women’s active participation in economic development is a pre-requisite for
economic equity and economic justice. Engendering these processes and structures is
likely to result in a more equitable and just development regime.

119 Sustainable budgetary Allocation: The gender budget consists primarily of
salary for one staff and basic administrative support for travel and office supplies. No
budget has ever been provided that would allow comprehensive gender mainstreaming
programming and operation. The FSM women’s mechanisms need adequate and sepa-
rate core operation budgets to effectively respond to increasing commitments and ob-
ligations arising from global, national and regional women’s development agenda
(GPA, PPA and GSPM).

120 Under-representation of women in power structures and decision-making:
FSM women are virtually absent and poorly represented in senior level policy and
decision-making structures. As a result, many policies and programs continue to con-
tribute to gender inequalities. Women contribute to family, community and national
development through both remunerated and unremunerated work. Investing in
women’s economic empowerment makes good economic sense. Where progress has
been made in integrating gender perspectives into development processing, programs
and policy effectiveness have been enhanced.

121 Access to and control over resources: Small micro-enterprise development
and home-based businesses are crucial to building and strengthening independent liv-
ing and economic self-sufficiency. Complex loan lending practices, collateral re-
quirements and cumbersome application processes often discourage entrepreneurs and
home-based SMEs owners from accessing business financing. Providing access to
resources, markets, training and technical services are critical policy issues.

122 Conclusion: Operationalizing the GSPM is the first step. Specific actions
required include (a) approval of a new Office or Division on Gender and Social Af-
fairs (GENSA), (b) establishment of the Commission of the Status of Women (CSW),
(c) allocating core gender budget, and (d) adopting gender empowerment policies and
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action plans. Programming and Implementing of the GSPM is the second step, and
can only become effective after the enabling measures have been implemented.



1 The Macroeconomic Framework

1 This chapter is concerned with describing the evolution of the FSM
Sustained Growth Strategy (SGS), and the fiscal challenges facing the nation
resulting from the need to implement the provisions of the amended Compact.
Discussion starts through detailing the FSM's negotiating strategy for the
amended Compact and in outlining the principal objectives that the FSM sought
to secure—macroeconomic stability and sustainable development. These objec-
tives are compared with what the FSM and U.S. finally agreed, and which are
embodied in the terms and conditions of the amended Compact.

2 During March of 2004 the FSM convened the 3rd Economic Summit.
A major outcome of the Summit was recognition of the weak performance in
attaining the goals of the original Compact, and a desire that the nation should
do better during the coming 20-year period of the amended Compact. In par-
ticular, a core group of executive leaders endorsed a strategy that would acceler-
ate growth above the poor rates attained during the original Compact period, and
which is described in Chapter 1. While originally called the FSM's high growth
strategy, it later and more appropriately became known as the Sustained Growth
Strategy (SGS). The principal objective of the strategy is to attain a rate of eco-
nomic growth that would generate sufficient jobs for the citizens of the FSM
seeking gainful employment, and to avoid the large out migration that has oc-
curred since the mid 1990s.

3 Proponents of the SGS understood that adoption of the SGS would not
come without cost, and that it could require implementation of economic re-
forms and sacrifice. Without this commitment they realized that a low growth
or even dismal outcome might result, where the majority of Micronesians would
be forced to migrate and look for opportunities overseas. The chapter provides a
simulation of three alternative scenarios and the likely outcome based on vary-
ing degrees of reform and commitment.

4 The chapter continues with a discussion of the implications of the im-
plementation of the amended Compact in the medium term and the required
adjustment in fiscal policy that will be needed. A section is devoted to tax re-
form as a means of avoiding substantial across the board expenditure cuts, and
three different Plans for tax policy are presented. Tax reform will also be re-
quired in the longer-term as the nation seeks to replace declining Compact
grants through greater domestic resource mobilization. The impact of the adop-
tion of the Sustained Growth Strategy on tax yield, and consequences in failure
to successfully implement the program are indicated. In the final section a set of
policies is identified that will support attainment of macroeconomic stability and
the FSM’s long-run development goals.
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1.1 FSM Compact Negotiating Strategy

5

At the commencement of the Compact negotiations in late 1999, the

FSM presented its proposal for future Compact assistance. The proposal was
developed from a set of principles identified in the 1st and 2nd Economic Sum-
mits to support economic stability, growth, development, and ultimate self-
reliance. The strategy was macroeconomic in nature, such that the total level of
grant assistance would be chosen to support macroeconomic stability, rather
than derived from simply adding up the sum of identified sectoral needs. Given
an agreed level of funding the strategy proposed that the use of the annual Com-
pact grants would be to support the provision of basic social services in educa-
tional and health, and in infrastructure. This strategy is represented diagram-
matically in Figure 1, and may be summarized as follows:

1.

Stability and Security—to maintain economic assistance at levels that
supported macroeconomic stability. Achievement of this objective re-
quired levels of funding close to prevailing levels to avoid the large pe-
riodic step-downs in funding that were a characteristic of the first 15-
year funding package. These five-yearly funding cuts proved to be
highly disruptive to government operations specifically and, particu-
larly through discouraging investment to the economy in general. The
important principle of macroeconomic stability was to be further sup-
ported by continued participation in federal programs at prevailing lev-
els.

Improved Enabling Environment for Economic Growth—the second
objective would be achieved through the continued FSM commitment
to economic reform and the provision of an enabling environment to
support open, outward-oriented and private sector led development. In
addition to the FSM's improved policies and practices in support of
economic development, US provision of a sufficient grant stream to
fund capital projects would also be a key element to provide the infra-
structure necessary for a growing economy.

Improved Education and Health Status—the third objective con-
cerned the use of the annual Compact grants to support the provision of
basic services in education and health. Recognizing that the delivery of
education and health services was weak, the strategy emphasized the
need for greater efficiency and effectiveness through performance
monitoring and improved management.

Assured Self-Reliance and Sustainability—this objective would be
achieved through the establishment of a Trust Fund that would, after a
period of time, replace the annually appropriated transfers from the US.
While providing the US with a known time when further transfers
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would no longer be required (“exit strategy”), it would more impor-
tantly ensure a sustainable and independent economy for the FSM.

6 The implications of the strategy was a request for funding at the level
prevailing in FY03 of $84 million over a period of 20 years. The strategy in-
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cluded provision for contributions to a Trust Fund, such that the yield of the
Fund would be sufficient in year 21 to replace the annual Compact grants, but
without erosion of the real value of the fund (this condition became known as
the terminal condition). The initial response of the U.S. was an offer of $61
million without inflation adjustment, and with a $13 million contribution to a
Trust Fund over a period of 15-year period. While this counter offer is now
history and of limited importance, the analysis of the economic impact made at
the time is instructive and identifies many of the adjustment problems that the
FSM is now having to face and will need to respond to over the full period of
the amended Compact 20-year period.

7 Figure 2 provides a comparison of the anticipated impact of the original
FSM amended Compact proposal and the initial U.S. counter offer'. The trajec-
tory of the FSM proposal indicates a flat increasing trend of GDP per capita
from a level of $1,827 in FYO03 to $1,975 in FY24; this is an 8 percent increase
over the whole period, or a 0.4 percent increase per annum. By world standards
this was not an ambitious target and certainly below the sustained growth strat-
egy endorsed at the 3rd Summit. However, given the resource scarcity, remote
nature, and general development constraints facing the FSM, it was felt prudent
to target a low GDP per capita growth rate for the negotiations. The target
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Figure 2 Real Per Capita GDP Growth and Impact of the FSM and US
Original Compact Proposals (FY1998 prices)

The impact of the Compact negotiations were analyzed through the use of a sim-
plified macroeconomic model developed by EMPAT known as the “analyzer”.
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growth in per capita incomes was in fact slightly lower than the 0.6 percent at-
tainment during Compact L.

8 Although the FSM proposal for funding could not have been consid-
ered excessive, it was simply a continuation of the status quo; the original U.S.
counter offer would have had a disastrous impact on the FSM economy. The
projected drop in funding in FY04 from $84 to $61 million would have precipi-
tated a decline in GDP per capita in excess of that experience in FY97 at the
time of the second step-down. However, that was not the end of the story, real
incomes or GDP per capita would have contracted thereafter by an average an-
nual rate of -1.1 percent. The decline in the economy during the amended Com-
pact period was the result of two basic flaws in the original U.S. proposal; (i) the
lack of inflation adjustment, and (ii) an inadequate rate of investment in infra-
structure that would have constrained the rate of private sector growth. While
the level of the annual grants during the 15 year period would have had an ad-
verse impact on the economy, the inadequate level of contribution and build up
of funds in the Trust Fund, would resulted in a corpus level way short of that
required to fulfill the “terminal condition”, that is to replace the annual grants
without any reduction in funding. Post Compact the Trust Fund dependant
economy would have seen real incomes falling even lower to less than $1,000
per capita.

9 An analysis of the original U.S. offer for Compact funding is instruc-
tive since it brings out the purpose of the objectives of the FSM strategy. It is
clear that the U.S. offer would have failed to meet the first objective to maintain
economic stability and security. The large step-downs at the beginning and end
of the amended Compact period and stagnation in funding during the 15-year
period, would have resulted in a declining economy precipitating a perpetual
fiscal crisis as funding levels declined. The second object to provide a basis for
improved economic growth would have been violated by the lack of inflation
adjustment and consequent decline in real levels of funding. The inadequate
provision for public infrastructure would have led to deterioration in the quality
of the capital stock, and undermined the potential of the private sector to take up
the lead role in the economy. Finally, the third objective to develop an assured
self-reliant and sustainable economy through the establishment of the Trust
Fund would have been violated and failed to provide an “exit” strategy for the
U.S.

1.2 The Economic Provisions of the Amended Compact

10 Fortunately the U.S. substantially revised the initial offer, and the final
negotiated outcome accepted by both parties went further toward, while still
falling short of, meeting the FSM negotiating objectives and requirements. Ta-
ble 1 below indicates the aggregate structure of the annual Compact grants and
the U.S. contribution to the Compact Trust Fund. Each year over a 20-year pe-
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Table 1 U.S. Annual Compact Grants and Contribu-
tions to the Trust Fund

Trust Fund Total

Annual Grants Contribution  Contribution

FY04 76.0 16.0 92.0
FYO05 76.0 16.0 92.0
FY06 76.0 16.0 92.0
FYo7 75.2 16.8 92.0
FY08 74.4 17.6 92.0
FY09 73.6 18.4 92.0
FY10 72.8 19.2 92.0
FY11 72.0 20.0 92.0
FY12 71.2 20.8 92.0
FY13 70.4 21.6 92.0
FY14 69.6 22.4 92.0
FY15 68.8 23.2 92.0
FY16 68.0 24.0 92.0
FY17 67.2 24.8 92.0
FY18 66.4 25.6 92.0
FY19 65.6 26.4 92.0
FY20 64.8 27.2 92.0
Fy21 64.0 28.0 92.0
FYy22 63.2 28.8 92.0
FY23 62.4 29.6 92.0

riod the U.S. will contribute to the FSM $92 million partially inflation adjusted.
The inflation adjustment factor remains as in the original Compact at 2/3rds of
the annual U.S. GDP deflator, subject to a possible increase of the inflation ad-
justment after ten years, under certain conditions. The annual sector grants start
a level of $76 million in FY04 and are to be annually reduced by a $0.8 million
decrement from FY07 onwards. The difference between the total contribution
and the annual sector grant levels will be deposited in a Trust Fund to accumu-
late over the 20-year Compact period. At the end of the 20 years the Trust Fund
will provide a stream of benefits intended to replace the annual sector grant
transfers (the US GAO has questioned whether scheduled US contributions to
the Trust Fund are adequate to produce this result).

11 In comparison to its original proposal the FSM was unable to obtain
full indexation of the annual Compact grants, but did achieve an extension of the
period of the amended Compact from 15 to 20 years. However, the U.S. im-
posed an annual decrement on the amount of sector grants to generate additional
resources for the Trust Fund. There remain, however two serious weaknesses
concerning the operation of the Trust Fund that the FSM will need to address
once the Fund becomes operational. The first concerns the Trust Fund subsidi-
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ary agreement, which violates the principle to maintain the real corpus of the
Fund. The agreement protects not the real value, but the nominal value, and
simulations have indicated that consequently the corpus of the Trust Fund has a
tendency to “crash” or decline precipitously after periods of fluctuating or sus-
tained adverse yields. Secondly, while the value of the contributions to the Fund
was based on historical market interest and equity yields sufficient to meet the
terminal condition, the Corpus is clearly vulnerable if historical trends are not
replicated. Finally, the FSM managed to maintain access to U.S. Federal Pro-
grams, except that education sector programs were “cashed out” in order to al-
low the FSM to design projects more suited to its needs. While this change was
substantial, it does not adversely affect the macroeconomic impact of the total
Compact package.

12 Figure 3 draws the comparison between the original FSM proposal and
the final negotiated outcome. While the FSM did not achieve the full value of
its proposal, the estimated impact on the economy does not indicate a signifi-
cantly different outcome between the two, assuming the success of the Sustained
Growth Strategy. It can be argued that the FSM achieved the three macroeco-
nomic principals it set out to achieve at the beginning of the negotiations. While
the projected growth path dips in FY04 due to the drop in funding from $84 to
$76 million, the two trajectories do not diverge significantly. Despite the weak-
ness in the Trust Fund arrangements, the projected yields should be close to suf-
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ficient to replace the annual Compact grants, if historical market performance is
replicated over the next 20 years. However, while the FSM came within close
range of achieving the major objectives of the negotiations, a flaw in the agree-
ment resulting from the sectoral structure of the annual grants, has resulted in a
macroeconomic and fiscal adjustment, significantly greater than had been an-
ticipated. This topic is taken up in detail in section 1.4 below.

1.3 The Third FSM Summit and Evolution of the FSM Sus-
tained Growth Strategy

1.3.1 The Third FSM Economic Summit

13 The 3rd FSM Economic Summit> was held in Palikir, Pohnpei, from
March 29-April 2, 2004. Over four hundred participants attended representing
the four FSM states, the traditional leadership, private sector, National and State
governments, non-government organizations, churches, women's and youth
groups, government officials, as well as representatives of foreign governments
and donor institutions. The theme of the Summit was, The Next 20 Years:
Achieving Economic Growth & Self-Reliance. The Summit was successful in
achieving its two immediate objectives to:

e  build awareness of the economic structure of the amended Compact
provisions and the likely impact on the economy.

e achieve consensus on an overall strategy consistent with the theme of
achieving economic growth and self-reliance.

14 The third objective, to improve monitoring mechanisms to enhance
implementation of the economic strategy and its underlying strategic goals and
policies, will be addressed through government actions at the state and national
levels.

15 The President of the FSM, His Excellency Joseph J. Urusemal, opened
the Summit and indicated that now was the right time for the nation to gather to
plan bold new actions to meet the challenge of achieving a higher growth rate
despite declining Compact funds. The Summit was presented with three eco-
nomic scenarios that the FSM might experience over the next 20-year period of
Compact support. While noting that the FSM might face a truly “dismal” sce-
nario if the country's leadership failed to make needed economic adjustments to
offset the drag on economic activity resulting from the structure of the Compact
assistance, the discussion focused on “moderate growth” and “sustained
growth™ scenarios.

See 3rd FSM Economic Summit Communiqué, and Select Committee resolution.
Referred to during the Summit at the “high growth” scenario.
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16 The breaking of an air transportation bottleneck was presented as a vital
key to achieving high growth from the leading sectors of tourism, fisheries and
agriculture. The synergies of in-bound tourism and outbound sashimi-grade
tuna exports were discussed.

17 At the outset of the Summit the President created a Select Committee,
comprised of the EPIC members and the co-chairmen of the Summit Convening
Committee. That Select Committee endorsed the sustained growth strategy and
gave its support to implementing reforms required to achieve sustained growth
based on tourism, fisheries and agriculture. The Select Committee proposed a
resolution that was subsequently presented and adopted by the Summit at large:

WHEREAS the structure of the amended Compact economic package en-
tails declining annual grants that require the FSM to make tough choices
between alternative economic strategies and policies that will result in dif-
ferent outcomes in terms of income and likely out-migration rates of Mi-
cronesians,

WHEREAS in the absence of significant reform efforts, a dismal scenario
would likely prevail in which economic activity would decline, incomes
would stagnate and large numbers of Micronesians would surely choose to
migrate from their homeland;

WHEREAS to attain a baseline growth scenario wherein incomes would

rise modestly, as they did during the original Compact period, significant

reform measures would need to be implemented, including revenue reform
to ensure protection of essential public services and public investment;

WHEREAS such a revenue reform would entail a three-pronged approach
to: (i) improve collection of existing taxes, (ii) design a revenue-neutral
shift to a modern tax system appropriate to the FSM's economic strategy;
and (iii) introduction of a unified tax administration and implementation of
the new tax system within 2-3 years;

WHEREAS to achieve the high growth scenario, where incomes will be ris-
ing and Micronesians will no longer be forced to out-migrate to earn a liv-
ing, still further reform efforts and a higher level of public infrastructure
investment will be required;

WHEREAS achieving the high growth scenario requires a solution to the
existing air transportation bottleneck, which constrains rapid growth in the
tourism, fisheries, and agriculture sectors;

WHEREAS the EMPAT project has come to an end after eight years, dur-

ing which several Micronesian economists have received training and have
achieved a high professional standard and all of the governments have re-

ceived support for their economic reform efforts.
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NOW THEREFORE, BE IT RESOLVED that:

1. The Select Committee endorses the high-growth strategy and recom-
mends that the 3rd FSM Economic Summit supports the strategy, not-
ing that environmental and cultural protection measures must be inte-
grated into such strategy;

2. The Select Committee requests the President of the FSM to seek the
agreement of our major donor partners to convene a Consultative
Group of Donors meeting at an early date so that our Strategic Devel-
opment Plan and our high growth strategy can be presented for their
review and support;

3. The Select Committee further recommends that the President of the
FSM request that the World Bank or other International Financial In-
stitutions provide a pre-loan technical assistance team comprised of
experts in aviation, airports, tourism, fisheries, environment, and eco-
nomics, and that the FSM seek to create a team along the lines of the
EMPAT model with international economists and Micronesian coun-
terparts in order to support the ongoing economic strategy and reform
efforts of the nation.

4. The Select Committee supports other reforms required to achieve high
growth based on tourism, fisheries and agriculture, including:

a. Increasing investment in infrastructure, especially in airports,
electricity, roads and health facilities;

b. Raising revenue sufficiently to provide the funds; (i) the FSM will
need to invest in infrastructure, and (ii) to compensate for declin-
ing Compact funds;

c. Revising rules and laws with respect to investment and other mat-
ters to make the FSM an attractive place for investors;

d. Carrying out other measures needed to achieve high growth in-
cluding (i) rules and regulations to facilitate the employment of
foreign technicians and managers needed for rapid growth, (ii) to
ensure also that over several years it is primarily Micronesians
who benefit from high growth, (iii) to strengthen education to train
people in skills needed for growing tourism, fisheries and agricul-
ture sectors, and (iv) other measures.

1.3.2 A Six-Part Strategy for Transition and Accelerated Growth

18 The Select Committee resolution identified an approach to developing
the “Sustained Growth Strategy” or SGS, the initial component being prepara-
tion of the nations Strategic Development Plan (SDP). With the Plan complete,
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the stage is set to move forward with a request to the FSM's donor partners to
convene a “Consultative Group of Donors Meeting” or CGM. The SDP will be
tabled and the FSM will indicate its resolution and commitment to adopt the
measures necessary to attain the objectives of the Sustained Growth Strategy.
The initial phase will be a request to the donor community to assist in develop-
ing a program of reform measures and policies. While the strategies necessary
to implement the SGS will need to be the focus of technical assistance, the fol-
lowing Six-Part strategy outlines the critical components that will need to be
included:

1

Macroeconomic Stability

1.1 Maintaining fiscal stability and responsibility through the initial
transition period of the amended compact,

1.2 Maintaining essential public services and protecting the public in-
vestment program, and

1.3 Tax reform in support of the growth strategy.

Good Governance: Improving Effectiveness and Efficiency of Gov-
ernment

2.1 Protecting essential services through the transition,

2.2 Improving public sector management,

2.3 Enhancing accountability, and

2.4 Ensuring the rule of law and safeguarding property rights,

Developing an Outward-Oriented, Private Sector-Led Economy
3.1 Competition policy: improving the regulatory regime,
3.2 Promoting domestic and foreign investment,

3.3 Enhancing entrepreneurial skills and opportunities, and
3.4 Reducing inefficiencies of the public enterprise sector.

Investing in Human Resource Development

4.1 Protecting health expenditure levels and improving health out-
comes,

4.2 Health financing for the future,

4.3 Protecting education expenditures and improving education out-
comes, and

4.4 Linking higher education and skills development to the needs of a
growing economy.

Investing in Infrastructure

5.1 Protecting investment levels through the transition,
5.2 Learning from the past and targeting critical needs within the
growth strategy, and

5.3 Long-term financing of economic infrastructure

Long-Term Sustainability
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6.1 Environmental concerns integrated into the growth strategy,

6.2 Social and cultural factors protected during the growth strategy,
and

6.3 Inter-generational equity supported by the compact trust fund.

1.33 Growth Scenarios

19 In this section the three scenarios presented at the Summit are dis-
cussed with the aid of an economic model®. Behind each scenario is an assumed
policy environment and commitment to reform, which supports private sector
entrepreneurship. Economic growth proceeds through the development and
export of the principal sectors of agriculture, fisheries and tourism. Private sec-
tor investment plays a key function in supporting the growth of these activities.
Figure 4 provides a graphical representation of economic growth per capita un-
der the three scenarios: dismal, medium and sustained growth. The dismal sce-
nario is indeed just that. The economy dips in FY04 during the first year of the
amended Compact as the economy responds to declining levels of grant assis-
tance, and due to the lack of public sector investment. Low levels of public sec-
tor investment result from administrative problems in implementation of the
infrastructure grant. In FYO05, it is assumed that the FSM has been able to fulfill
the grant award conditions, overcome absorptive capacity constraints, and im-
plement the grant on the ground. As a result the economy strengthens but under
the dismal scenario living standards stagnate and never regain the levels prevail-
ing at the end of Compact I. Under the medium scenario living standards are
projected to improve, surpassing Compact I levels, but not by any significant
margin. The medium growth scenario corresponds to that presented to the U.S.
during the Compact negotiations. The Sustained growth scenario on the other
hand is the only option that provides a significant increase in GDP per capita.

The three scenarios are described utilizing a Computable General Equilibrium
(CGE) model developed by EMPAT. This model is more comprehensive than
the analyzer and captures many of the complex economic linkages in the FSM
economy.
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Figure 4  Alternative Growth Scenarios, GDP per capita, $s 1998 prices

20 Discussion will now proceed to examine the assumptions behind the
different growth scenarios, and the type of effort required to achieve the results.
Under the sustained growth scenario, it is assumed that the FSM actively im-
plements the strategy adopted at the 3rd Summit, and pursues a rigorous reform
agenda. Improving the environment for the private sector takes center stage, and
implementation of a regulatory regime that encourages private entrepreneurship
is adopted. Foreign investment is streamlined and a transparent liberalized re-
gime implemented. Public enterprise reform is pursued and the myriad of exist-
ing non-performing enterprises are liquidated, corporatized or privatized. This
sends a strong signal to the private sector they are welcome in the FSM. Access
to land is improved through better management and administration, and through
legislation that supports long-term leasehold and mortgage leases. Secured
transactions legislation is implemented, and the commercial banking system
now finds itself in a position to actively lend to an expanding private sector.
Other critical pieces of legislation that affect the private sector are implemented:
bankruptcy law and a modern but simple commercial code, etc. Support ser-
vices to develop Micronesian business skills and entrepreneurship are put in
place.

21 Reform of the public sector supports improvements to the private sector
regulatory environment. Tax reform is a central component of the sustained
growth strategy as the FSM changes the culture of tax administration to an in-
centivized modern system. The tax regime is modernized based on a system that
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encourages effective tax collection in a non-distorting way consistent with the
objectives of an outward orientated development strategy. Greater domestic
resource mobilization and revenue effort is required to support the sustained
growth strategy. The public service is also modernized and “right” sized to pro-
vide efficient and effective services to the nation that supports the private sector.

22 Figure 5 provides a picture of the GDP annual growth path of the FSM
economy under the sustained growth scenario. As a result of the policies de-
scribed above, the FSM economy is launched onto a higher growth trajectory.
Consistent with the discussion presented under the sector SDP chapters for agri-
culture, fisheries and tourism, exports of agriculture expand at 7 percent per
annum during the period, or from $3.2 million in FY03 to $12.0 million in
FY23. While the growth rate is a significant departure from past achievement,
the total expansion in exports is not great. In particular, Kosrae and Pohnpei
states are projected to participate in increased agricultural production. In the
Fisheries sector, with the adoption of a proactive reform agenda, privatization
and reform of the foreign investment regime, the sector is projected to double
during the first six years of the amended Compact period, FY04-FY09. Consis-
tent with the fisheries SDP sector chapter, further potential exists and the sector
is projected to double over the following 14 years between FY10-FY23.

23 The tourism sector is the most dominant growth sector under the sus-
tained growth strategy. Overall the sector is projected to grow from the low
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Figure 5 The sustained growth scenario, real annual GDP growth, FY03-FY23
(1998 prices)
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base of 21,000 visitor arrivals in FY03, to attain 110,000 by the end of the
amended Compact period in FY23. This represents an annual increase of 9 per-
cent. While this again is a significant departure from historical experience, it
represents a feasible 20-year target, when viewed in the context of competing
tourism destinations in neighboring Micronesian islands. In order to support the
rate of private sector expansion embedded in the agriculture, fisheries, and tour-
ism sectors, private investment must also grow from the prevailing levels, repre-
senting about 7 percent of GDP, to a projected level of 17 percent. Domestic
resource mobilization or saving is unlikely to generate the required volume and
a significant increase in foreign investment would be needed. This is consistent
with the policy commitment inherent in the sustained growth strategy.

24 Figure 5 presented the annual rate of GDP growth, and after an initial
negative decline in FY04 resulting from reduced Compact flows and slow start
in the use of the infrastructure grant, the economy picks up. During the first 5
years between FY05 and FYQ9, the growth pattern reflects a variety of counter
prevailing factors. The affect of the need to phase out the use of the capacity
building sector grant to fund government operations, either through tax reform
or cuts in public expenditures, forces contraction. However, this is counterbal-
anced by the positive impact of an assumed rapid growth in the fisheries sector
as the Governments of the FSM implement a liberalize regime that encourages
foreign investment. After an initial spurt in fisheries, economic growth assumes
a lower but sustained trajectory. This is augmented by growth in tourism, which
over time begins to have a substantial impact on economic activity, as the sus-
tained growth rates are translated into higher numbers. Overall economic
growth is held back during the first part of the amended Compact, but as the
benefits of the sustained growth strategy take hold, the economy is projected to
experience a growth of 4 percent by the end of the 20 years. This represents an
annual average rate of 2.6 percent over the whole period.

25 Figure 6 presents an overview of the moderate growth variant. This
scenario also assumes that the FSM adopts a reform agenda but with less com-
mitment, and at a less aggressive rate compared with the sustained growth strat-
egy. While the foreign investment regime is improved and encourages new pri-
vate investment, reform of public enterprises remains weak. Improvements are
made to the private sector regulatory environment but take time to implement.
Tax reform is adopted to support the transition and implementation of the
amended Compact, and financial stability is secured. As a result of a weakly
implemented reform program the private sector shows signs of growth, but not
at its full potential. Agriculture is projected to grow at 2.5 percent, but fisheries
growth is largely stalled as important public enterprise reforms are not imple-
mented. The tourism sector responds to the improved environment and visitor
arrivals double over the 20-year period to 41,000. Private sector investment
increases as a share of GDP from 7 percent in FY03 to 9 percent by FY23. Af-
ter the initial adjustment in FY04 and FYO0S5 to the conditions of the amended
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Figure 6 The medium growth scenario, real annual GDP growth, FY03-
FY23 (1998 prices)

Compact, GDP growth settles down to an average annual growth rate of 0.7 per-
cent attaining 1.3 percent by FY23.

26 Figure 7 indicates the results of the dismal scenario. The dismal sce-
nario is essential a status quo projection. It assumes that the policy regime re-
mains largely unaltered, and the FSM remains inward looking. There is no tax
reform and efficiency on the delivery of public services remains largely unal-
tered. The transition to the amended Compact is arduous and in the absence of
tax reform is achieved through difficult reductions in expenditures that threaten
financial stability. Based on a very modest increase in visitor arrivals from
21,000 in FYO03 to 30,000 in FY23, the average annual growth of GDP is pro-
jected at 0.1 percent over the period. The results of this scenario are indeed
dismal.

27 The projections and trajectories of the three growth scenarios presented
above are estimates of what the course of the FSM's economic development
could look like over the amended Compact period. They are based on assump-
tions about the policy regime and reforms that are required to generate the rate
of development projected that is consistent with international experience. The
projections are based on different rates of growth of exports of the agriculture,
fisheries and tourism sectors and required level of supporting private sector in-
vestment. Importantly the trajectories indicate the rate of growth in these vari-
ables that are required to attain the rate of GDP or economic growth projected.
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Figure 7 The dismal scenario, real annual GDP growth, FY03-FY23 (1998
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28 Clearly, only the sustained growth strategy will provide an increasing
level of welfare and economic growth that will be sufficient to fulfill the aspira-
tions of the FSM's growing population, and avert the large out migration that
was experienced during the latter part of Compact I. While the medium scenario
results in a very modest rate of growth, it will be insufficient to generate the
supply of jobs that is required to provide attractive opportunities for young Mi-
cronesians to remain in the FSM. Under the dismal scenario the size of the
population in the FSM is actually likely to decline below existing levels.

1.4 Medium Term Fiscal Adjustment

29 As the FSM enters a new phase of its development with the implemen-
tation of the amended Compact, the nation is faced with substantial fiscal ad-
justment challenges in the medium and long-term. At the outset of the amended
Compact period the new sectoral grant structure and its related expenditure
category constraints will require significant budgetary restructuring. The effect
will be to place pressure on recurrent operations expenditures that in the past
were funded from Compact current account (unrestricted) funds but that must in
future either be cut or funded from local revenues. In the longer-term the lack of
full indexation of the annual Compact sector grants and the annual decrement of
$800,000 will require continuous fiscal adjustment.

30 The fiscal adjustment required to adapt to the new realities of the
amended Compact can be achieved through a mix of expenditure cuts and reve-
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nue increases. The nature of the sectoral grants—funding virtually all of educa-
tion and health costs and requiring substantial public infrastructure investment—
means that any expenditure cutting must be done on a very narrow portion of
recurrent public expenditures. Quite clearly, a major part of fiscal adjustment
will need to come from revenue increases in order to avoid seriously jeopardiz-
ing the delivery of Government services. In the long-term the decline in the real
value of Compact funding also implies the need for continuous fiscal adjust-
ment, with continued need for revenue growth, though if the nation's “Sustained
Growth Strategy” is achieved, such revenue growth may be achieved by grow-
ing the tax base rather than requiring higher and higher tax rates.

1.4.1 Fiscal Structure and the Magnitude of the Adjustment

31 The structure of the FSM state and national government budgets is pre-
sented in Table 2 below. The table indicates the importance of Compact and
other US funding in the fiscal structure of the FSM governments, and highlights
the relatively small contribution from domestic revenues. Chuuk State appears
as the government that is most reliant on external sources of funds, with domes-
tic sources as only 14 percent of total funding needs. Pohnpei and Yap are con-
siderably less reliant, yet even they only generate 24 and 22 percent of funding
needs from domestic sources. The fiscal structure of the national government
differs substantially, especially after reverting to the 50 percent revenue-sharing
minimum on national taxes, and in light of the sizable value of the non-shared
fishing revenues.

32 There are three major components of the adjustment that each Govern-
ment in the FSM will be required to make:

(i)  the 5-year phase out of the non-conforming use of the capacity build-
ing grant to fund general government operations;

(i)  the requirement to increase the use of the infrastructure grant to 30
percent of total Compact sector grants in FY06 and thereafter; and

Table 2  Fiscal expenditures and sources of funding FY2005 by govern-
ment ($'million)

FYO05 Expenditures Funded by:

. Domestic

9 prog of Total

Chuuk 29.31 4.09 1.23 553 40.17 14%
Kosrae 8.41 1.15 1.67 2.42 13.63 18%
Pohnpei 19.52 3.22 2.03 7.81 32.58 24%
Yap 12.18 225 0.89 4.38 19.70 22%
National 6.57 0.65 3.68 21.79 32.70 67%
FSM 76.00 11.36 9.51 41.92 138.78 30%

Note 1  As presented to the FY05 JEMCO meeting
2  SEG-Special Education Grant
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(iii))  the need to immediately eliminate the (ineligible) funding of public
works departments and operations from the infrastructure grant.

33 At the start of the amended Compact in FY04 the FSM found itself
with inadequate domestic resources to finance those areas of public expenditures
not eligible for Compact funding. While the FSM to this date has never con-
curred with the US interpretation of “non-conforming” costs under the capacity-
building grant, there were extensive bilateral discussions, which resulted in a
policy decision that permitted the FSM to use the capacity building grant to fund
the “non-conforming” activities over a 5-year phase out. In order to comply
with this decision the FSM was required to submit to the US a phase-out sched-
ule, reducing the level of “non-conforming” activities by 20 percent per annum.
The phase-out schedule agreed by each Government of the FSM is provided
below in Table 3, and indicates the maximum allowable funding of non-
conforming government operations in each year. The rate of phase-out varies
from state to state; Pohnpei selected to reduce expenditures equally over a four-
year period, Chuuk and Yap committed to a three-year phase-out, and Kosrae
back loaded over the last two years. The national government ceased funding its
budget from the capacity building grant subsequent to the reversal of the state
favorable 70-30 revenue share, to the constitutional minimum of 50-50 from
FYO05 onwards.

34 During the FY05 JEMCO budget discussions in Honolulu, US Mem-
bers of JEMCO drafted a resolution requiring the FSM to achieve utilization of
the infrastructure grant at a level not less than 30 percent of total Compact grants
by FY06. The use of the infrastructure grant to fund operations of public works
department operations is likely inconsistent with the terms of the Fiscal Proce-
dures Agreement; however, some portion of those expenditures may be eligible
if properly presented (and billed) as maintenance costs or as allowable project
implementation costs.

35 Table 4 indicates the magnitude of the amended Compact adjustment
required from each Government in the FSM, from the three different sources,
and shows that the total 5-year adjustment is less than the sum of the three com-
ponent adjustments. The phase out of the capacity building grant releases Com-

Table 3  Public sector capacity building grant phase-out schedule ($'mil-

lion)

FY05 (request) FYO06 (ceiling) FYO07 (ceiling) FYO08 (ceiling) FYO09 (ceiling)
Chuuk 2.74 2.65 1.77 0.88 0
Kosrae 0.91 0.91 0.91 0.46 0
Pohnpei 1.31 0.99 0.66 0.33 0
Yap 1.35 1.35 0.90 0.45 0
National
FSM 6.31 5.89 4.23 212 0

Required 8.49 6.37 4.25 212
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pact sector grant funds that can be used to meet the infrastructure 30 percent
goal. The table also indicates the adjustment required as a percent of the non-
Compact funded “expenditure base.” This base is the sum of existing expendi-
tures funded from local revenues and the cost of those Compact funded activities
that are considered non-conforming. The adjustment indicates that the expendi-
ture cutting required would need to be a very significant percentage of the af-
fected activities in the state governments, while the adjustment facing the na-
tional government is minor. It is precisely because the adjustment required in
the affected departments in the state governments is very large that the appropri-
ate fiscal adjustment response should focus heavily on increased revenue effort.
Adjustment through expenditure cutting alone would entail severe disruption in
the delivery of government services, extensive job losses, and likely closing of
key departments and divisions.

1.4.2 Government-by-Government Adjustment

36 Chuuk State  Table 5 indicates the estimated size of Compact
grants and the phasing of the adjustment required in Chuuk State. Chuuk re-
ceives 38.6 percent of the annual gross level of $76 million of Compact grants in
FY04 prices. In FYO07 the annual decrement of $0.8 for the FSM kicks in, of
which $0.31 million is Chuuk's share. Estimating for the inflation adjustment
based on current levels of the implicit US GDP deflator, the table indicates that
the expected level of Compact grants in current prices is expected to hold its
nominal value despite the annual decrement. The level of usage of the infra-
structure grant in Chuuk state exceeded the 30 percent requirement in the FY05
budget request to JEMCO, and the only major source of adjustment is thus the

Table 4  Magnitude of the transition by source and government ($’million)

Transition Requirements
Public works 5-year

Capacity Increase in : Adiustment %2
building phase infrastructure operations - agjystment' !
funded from
out tomeet30% .

infrastructure
Chuuk 2.74 0 0 1.99 -26%
Kosrae 0.91 0.38 0.49 1.40 -37%
Pohnpei 1.31 3.03 0 1.76 -18%
Yap 1.35 1.93 0.75 0.86 -16%
National 0 1.39 0 0.39 -2%
FSM 6.31 6.73 1.25 6.41 -13%

Note 1  5-year adjustment does not equal to sum of transition adjustments
since funds released from CB phase-out and partial inflation adjust-
ment offsets required increase in infrastructure.

2 Equals 5-year adjustment as % of FY05 expenditures funded from
domestic revenues plus 5-year adjustment—referred below to the af-
fected expenditure base.
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Table 5 Compact adjustment in Chuuk State by type, FY05-FY09 ($'mil-

lion)
Chuuk® FY05' FY06 FYo7 FYos FY09
Compact grants 29.31 29.31 29.31 29.31 29.31
less decrement -0.31 -0.62 -0.93
plus inflation adjustment 0.78 1.20 1.62 2.04
Compact grants inflation adjusted 29.31 30.10 30.21 30.32 30.42
Capacity Building Phase-Out -0.09 -0.88 -0.88 -0.88

Resources required to meet Infrastructure @ 30%
Public works maintenance phase-out
Funds released from inf. adj. and CB phase-out

Budget savings® 0.09 0.66
Annual adjustment -0.22 -0.88 -0.88
Cumulative Adj it -0.22 -1.11 -1.99

Note 1  FYO05 = actual grant approved by JEMCO
2  Share of Compact funds = 38.6%
3 Underestimation of revenues $0.75m

reduction in the use of the Capacity Building grant to fund general government
operations. Chuuk has pledged to reduce this grant starting in FY06, but dis-
tributing the major impact in equal amounts over the years FY07-FY09. The
cumulative adjustment required, after technical correction for $0.75 million of
revenue underestimation in the FY05 budget, is $1.99 million by the end FY09,
which would require a 26 percent cut of the affected expenditure base in the
absence of any revenue increase.

37 Kosrae State ~ Table 6 shows that the adjustment challenge for Kos-
rae is more complex, and difficult. In FYOS5 Kosrae is required to reduce it's
usage of the infrastructure grant to fund public works operations by approxi-
mately $0.5 million. Given the small size of the state, this is a large adjustment
and it is immediately binding. In FYOS5 the use of the infrastructure grant was
slightly less than the 30 percent requirement, and thus the adjustment required in
FYO06 is relatively small at $0.22 million. Kosrae has chosen to back-load the
phase-out of the use of the capacity grant to fund general operations to FY08
and FY09. However, since some of the required reduction of $0.45 million in
FYO08 can be used to offset the infrastructure requirement, the overall adjustment
in that year is limited to $0.25 million. In FYQ9 the state will need to make the
full adjustment of $0.46 million. The adjustment timeline for Kosrae is a rising
amount in the first two years, a pause in FY07, and then a final increase during
the last two years. Overall Kosrae will be required to make the most difficult
adjustment of all the FSM states. Restoring fiscal balance would require a 37
percent cut of the affected expenditure base in the absence of any revenue in-
crease.
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Table 6 Compact adjustment in Kosrae State by type, FY05-FY09 ($'million)

Kosrae® FY05' FY06 FYo7 FYo8 FYo9
Compact grants 8.41 8.41 8.41 8.41 8.41
less decrement -0.09 -0.18 -0.27
plus inflation adjustment 0.22 0.35 0.47 0.58
Compact grants inflation adjusted 8.41 8.63 8.66 8.69 8.72
Capacity Building Phase-Out -0.45 -0.46
Resources required to meet Infrastructure @ 30% -0.22
Public works maintenance phase-out -0.49
Funds released from inf. adj. and CB phase-out 0.02 0.20
Annual adjustment -0.49 -0.22 0.02 -0.25 -0.46
Cumulative Adjt -0.49 -0.72 -0.69 -0.94 -1.40

Note 1  FYO05 = actual grant approved by JEMCO
2  Share of Compact funds = 11.1%
3  Underestimation of revenues $0.75m

38 Pohnpei State  Table 7 indicates a totally different adjustment chal-
lenge. Pohnpei has a relatively small capacity building grant adjustment, which
it opted to phase-out in equal installments over the FY06-FY09 period. How-
ever, Pohnpei requires a large $3.0 million adjustment to meet the 30 percent
infrastructure requirement in FY06. Part of this increase can be met through the
increase in funds received from the inflation adjustment, and part from more
efficient planning and avoidance of overestimation of budget requirements
(Pohnpei has large “carry-over” balances of Compact funds, reflected in the $.75
million budget savings in the table). In the subsequent years, the phase-out of
the capacity building grant can be used to offset the infrastructure requirement,
such that there is a minimal annual adjustment. In the case of Pohnpei the Com-

Table 7  Compact adjustment in Pohnpei State by type, FY05-FY09 ($’million)

Pohnpei® FY05' FY06 FY07 FYo08 FY09
Compact grants 19.52 19.52 19.52 19.52 19.52
less decrement -0.21 -0.41 -0.62
plus inflation adjustment 0.52 0.80 1.08 1.36
Compact grants inflation adjusted 19.52 20.05 20.12 20.19 20.26
Capacity Building Phase-Out -0.33 -0.33 -0.33 -0.33
Resources required to meet Infrastructure @ 30% -2.34
Public works maintenance phase-out
Funds released from inf. adj. and CB phase-out 0.38 0.38 0.38
Budget savings® 0.75
Annual adjustment -1.92 0.05 0.05 0.05
Cumulative Adjt -1.92 -1.86 -1.81 -1.76

Note 1  FYO05 = actual grant approved by JEMCO
2  Share of Compact funds = 25.7%
3  Over budgeting $0.75m
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pact adjustment is a one-time event, but all of the adjustment is required by the
outset of FY06. The magnitude of the adjustment overall is such that achieving
structural balance would require an 18 percent cut of the affected expenditure
base in the absence of any revenue increase.

39 Yap State Table 8 shows that Yap's case is similar to that of
Pohnpei, but in addition there is an immediate adjustment to eliminate public
works operations from the infrastructure grant. It appears that funding levels for
public works in the FY05 budget were not a feature of the original Compact
budgets, and that adjustment can be made through restoration of earlier expendi-
ture levels—thus savings of $0.5 million have been assumed in the table. Yap's
use of the infrastructure grant in FYO05 is similar to that of Pohnpei at 14 percent
of total state use of Compact grants. Increasing the level to the 30 percent re-
quirement will necessitate a significant adjustment in FY06, although savings
can be realized from more efficient budgeting and avoidance of overestimation
of requirements. In subsequent years the phase-out of the use of the capacity
building grant can be offset against the infrastructure requirement without incur-
ring any significant net additional adjustment. Over the 5-year period Yap will
be required to make a significant adjustment in FY06, which in fact overshoots

Table 8 Compact adjustment in Yap State by type, FY05-FY09 ($'million)

Yap® FY05' FY06 FYo7 FYos FY09
Compact grants 12.18 12.18 12.18 12.18 12.18
less decrement -0.13 -0.26 -0.38
plus inflation adjustment 0.33 0.50 0.67 0.85
Compact grants inflation adjusted 12.18 12.51 12.56 12.60 12.64
Capacity Building Phase-Out -0.45 -0.45 -0.45
Resources required to meet Infrastructure @ 30% -1.70
Public works maintenance phase-out -0.75
Funds released from inf. adj. and CB phase-out 0.48 0.48 0.48
Budget savings® 0.50 1.00
Annual adjustment -0.25 -0.70 0.03 0.03 0.03
Cumulative Adj it -0.25 -0.95 -0.92 -0.89 -0.86

Note 1  FYO05 = actual grant approved by JEMCO
2  Share of Compact funds = 16%
3 Over budgeting $1.75m

the final requirement estimated for FY09. Achieving structural balance for Yap
without revenue increases would require a 16 percent cut of the affected expen-
diture base.

40 National Government  Table 9 shows that the only adjustment re-
quired is to meet the 30 percent infrastructure requirement. The national gov-
ernment has traditionally allocated little funding to infrastructure (except
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Table 9  Compact adjustment for the National Government by type, FY05-
FY09 ($'million)

National® FY05' FY06 FYo7 FYos FY09

Compact grants 6.57 6.57 6.57 6.57 6.57

less decrement -0.07 -0.14 -0.21

plus inflation adjustment 0.18 0.27 0.36 0.46
Compact grants inflation adjusted 6.57 6.75 6.77 6.80 6.82

Capacity Building Phase-Out

Resources required to meet Infrastructure @ 30% -1.27

Public works maintenance phase-out

Funds released from inf. adj. and CB phase-out 0.08 0.02 0.02

Budget savings® 0.75
Annual adjustment -0.52 0.08 0.02 0.02
Cumulative Adj it -0.52 -0.44 -0.42 -0.39

Note 1  FYO05 = actual grant approved by JEMCO
2  Share of Compact funds = 8.7%
3 Underestimation of revenues $0.75m

through Congressional projects) as most of these expenditures are incurred at the
state level. However, since the 30 percent requirement will need to be met by
each government, the national government will need to increase it's outlays on
infrastructure projects selected from the Infrastructure Development Plan. Over-
all the national government will need to make a once-off adjustment in FYO06,
but as in the case of Chuuk more accurate revenue forecasting indicates that on
trend at least an additional $0.75 million in revenues will be available. Thus
achieving fiscal balance would require only a 2 percent cut of the affected ex-
penditure base.

1.5 Tax Reform

41 The preceding section outlined the magnitude and phasing of the fiscal
adjustment the FSM state governments must undertake. The discussion indi-
cated that revenue effort must play a central role in the overall fiscal adjustment
effort. The adjustment required is so immediate for Pohnpei and Yap, and so
extensive for Chuuk and Kosrae, that fiscal balance cannot readily be achieved
through expenditure cutting alone, as was the case of the response to the second-
step down of the original Compact. In the long-term enhanced revenue effort
will be required as the real value of Compact flows decline and as the nation
attempts to implement the Sustained Growth Strategy. The FSM needs to reform
tax administration and adopt a modern tax regime that will support economic
development through the amended Compact period. This is the basis for the on-
going work of the President’s Tax Reform Task Force.

1.5.1 Major Principles of Tax Reform

1. The implementation of a new modern nation wide tax regime that pro-
vides a powerful means to increase revenue effort in an economically
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efficient way that supports the development of the nation and shares the
burden of taxation in an equitable way; and

2. A tax system designed to provide sufficient flexibility such that each
government in the federation can operate an independent fiscal policy.

1.6 Macroeconomic Policy

42 To conclude this chapter the following set of macroeconomic policies
will be adopted:

1. The FSM will take measures to develop and implement the Sustained
Growth Strategy (SGS) recommended by the 3™ FSM Economic Sum-
mit:

a. Upon adoption of this Plan by the Congress of the FSM the
President will request the donor community to convene a Con-
sultative Group of donors meeting.

b. At the CG meeting a request will be made to the donor com-
munity for technical assistance to prepare a reform program
consistent with the objectives of the SGS.

c. A Mini-Summit will be convened where the SGS will be pre-
sented to the FSM for adoption.

2. The FSM will maintain macroeconomic stability through adoption of
fiscally responsible policies:

a. Implementation of the amended Compact and fiscal adjust-
ment in the medium term will be undertaken through a well-
coordinated program of tax reform and expenditure reduction.

b. Public expenditures will be targeted at a level to support the
needs of the FSM economy in an efficient and effective man-
ner that is consistent with medium term fiscal balance.

c. Tax reform will be implemented and based on two principles:
(i) tax administration strengthening to establish a modern and
efficient administration with a culture conducive to effective
revenue collection, and (ii) a tax regime based on modern
taxes that will support the development of the nation and im-
plementation of the SGS.

d. The FSM will implement a medium term expenditure frame-
work (MTEF) based on sustainable revenue projections.

3. The FSM will maintain a prudential external debt policy based on con-
cessional external borrowing and consistent with the nation’s capacity
to service debt from local revenues.



2 Private Sector Development

2.1 Private Sector Review

1 This chapter begins with a review of the performance of the private sector
in the FSM during the original Compact period from FY1987-2003 with a spe-
cial focus on the recent period since the 2nd FSM Economic Summit in 1999.
Section 3.1.2 outlines the key inter-relationships between macroeconomic man-
agement and private sector development. Section 3.1.3 describes characteristics
of the factor markets for labor, land and finance in the FSM while also highlight-
ing particular constraints to accelerated private sector growth in the future in the
face of declining Compact transfers. Section 3.1.4 describes the environment
faced by domestic and foreign investors and the status of the entrepreneurial skill
base within the FSM. Section 3.1.5 addresses the impact of trade and tax poli-
cies on the private sector’s potential for outward-oriented growth. Section 3.2
provides a description of the recommended strategic goals to promote private
sector development. Section 3.2 also looks forward to assess the constraints that
need to be overcome in order for the FSM to achieve its vision of having a grow-
ing, private sector-led economy. Section 3.3 provides the core elements of the
strategic planning matrix were the subject of extensive review and modification
during the upcoming 3rd FSM Economic Summit.

2.1.1 Description of the Private Sector and Recent Performance

2 Similar to the economies of other Pacific Island nations, the FSM has seen
a shift from subsistence production to market-oriented production. Since the
outset of foreign influence there has been an influx of traders, planters, whalers,
fishermen, and others to take advantage of commercial opportunities. Commer-
cial opportunities have changed dramatically over time. While foreign involve-
ment prevailed initially, the market economy is increasingly driven by Microne-
sian entrepreneurs and formal sector workers.

3 Since the outset of the Compact of Free Association (Compact) in FY 1987,
the FSM economy benefited from a large infusion of cash transfers channeled
through the national and state governments. The nature of these transfers and the
incentives faced by the legislators responsible for appropriating the use of Com-
pact funds—together with limited domestic revenues—had a profound impact on
the course of private sector development over the period FY1987-2003. On the
positive side, the Compact enabled the income levels of Micronesians to rise and
resulted in expansion of the formal economy. On the negative side, the structure
and terms of the Compact economic assistance package favored a state-led de-
velopment strategy that, at least through the first decade of assistance, did not
provide an economic environment supportive of outward-oriented and interna-
tionally competitive private sector development.

26
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4 The higher income levels supported by Compact funding resulted in sub-
stantial changes. Participation of individuals and families in subsistence produc-
tion declined, while participation in the formal economy increased. Increasing
taste and preference for imported foods and other goods resulted in increased
consumption of imported goods. These imports were, of course, financed from
the cash transfers available to the economy through the Compact, most signifi-
cantly through growing rising wages of an increasingly large government work-
force.

5 The commercial response to increased domestic demand was impressive.
The private sector was able to grow at a moderate rate over the whole Compact
period despite declines in the real value of Compact funding.

6 Table 1 shows that over the whole period from FY1987-2003, the private
sector grew at an average real (inflation-adjusted) rate of 2.9 percent annually.
This growth occurred despite the fact that the contribution of government to GDP
(essentially wages) was declining over the same period by —0.6 percent annually.
The table also shows that the private sector growth was concentrated during the
early period from FY1987-1995, indicating a reliance on the expansive fiscal
policy funded out of the more generous Compact transfers available to the five
governments during that period. Notably, the private sector growth during the
most recent period, FY1999-2003, recovered and is again outpacing growth of
the government sector.

7 Figure 1 shows the growth performance of the economy as a whole and of
the private sector and government annually over the Compact period to-date.
Again, the outstanding performance during the early period is evident. Similarly
the severe impact of the fiscal adjustment required by the FSM at the time of the
second Compact stepdown is also clearly shown. Private sector activity declined
five consecutive years from FY1994-1999. As noted in Chapter 1, the FSM gov-
ernments ramped up expenditures excessively and failed, with only one state ex-
cepted, to reserve funds to smooth the adjustment to the Compact’s frontloaded
funding structure. While the private sector was able to grow over the whole pe-
riod, the susceptibility to fiscal shock is clearly shown by the poor performance

Table 1 Real Growth Rates by Sector and Compact Period
Com_lPoattl::;aFt’sriod Early}g gﬁg?jpact A djl‘l':s\t(q]ggn;zgrio " Rece;te Sg&npact
FY1987-2003 FY1987-95 FY1999-2003

Private Sector 2.9 6.5 -4.6 3.6
Public Enterprises 6.0 15.1 -9.2 4.9
Government -0.6 1.4 -7.4 26
Non-Government Organizations 5.1 2.6 6.2 9.0
All 1.6 3.9 -3.9 2.6
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Annual Real Growth Rates (%)

FY03

FY87 | FY88 | FY89 | FY90 | FY91 | FY92 | FY93 | FY94 | FY95 | FY96 | FY97 | FY98 | FY99 | FY00 | FY01 | FY02 Est

M Private Sector| -0.8 | 143 | 4.2 | 10.1 | 125 | 9.3 79 | -41 | 07 | -75 | -11.1| -0.4 11 159 | 02 | -28 | 21

Government 3.9 18 | -2.8 11 18 | 04 | 78 | -19 | 43 | -24 | -96 |-154| -1.4 | 31 2.9 48 | -0.3

—— Real GDP 2.0 6.1 0.7 41 6.2 3.7 6.7 2.0 16 | -51 | -61 | -0.7 | -35 9.3 0.5 0.9 0.1
Figure 1 Real Growth Rates

during the period from FY1994-1999.

8 Private sector growth was a result of two factors. First, there was a shift of
some non-market production to market production in the monetized economy;
such transformation is, to a significant degree, a once-off transition wherein ac-
tivities previously not recorded in the national accounts are now captured. The
second category of growth resulted from actual, albeit modest, improvements in
the environment for private activity. The growth was predominantly in the pro-
duction of non-traded goods and services. In the future, growth of the private
sector will need to be driven by increases in production in those activities pro-
ducing competitively traded goods and services. The policy implications of tar-
geting such outward-oriented growth are outlined.

9 The need to grow the productive sectors is compelling. As of 1996 private
sector activity was so dominated by non-traded activity that the output from the
priority sectors of agriculture, fisheries and tourism amounted to just 5 percent of
total GDP. Thus the challenge of growing the private sector—which is just un-
der one-third of the economy—at a rate sufficient to produce jobs and entrepre-
neurial opportunities is daunting, indeed. Given the fact that the structure of
amended Compact assistance will result in declining real transfers over the next
20 years, the FSM cannot rely on an expanding government to support growth.
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10 The role of the government in the economy of the FSM has been and con-
tinues to be large even relative to other small, Pacific Island nations. The gov-
ernment was the largest sector in the economy from FY1987-2000, supported by
large Compact transfers directly to national and state governments. The private
sector, which was 27 percent of GDP at the outset of the Compact, was 31 per-
cent of GDP during FY2001-2003 (see Table 2). Government contribution to
GDP declined from 39 percent to 28 percent over the same period. The table
also shows significant difference across the four states. Notably, Yap made the
most progress in reducing the importance of the government and increasing the
role of the private sector.

a Policy Developments since the 2nd FSM Economic Summit

11 At the 2nd FSM Economic Summit in 1999 the participants endorsed an
approach to promote private sector development strategy by following the five
principles outlined below:

e  Develop competitive markets through a sound macro-economic envi-
ronment and efficient and competitive for the means of production: land,
labor and finance and for product markets, especially exports;

e Develop efficient transactions or exchanges in these markets through
awareness building and information dissemination on procedures, prices,
clear and property rights, enforcement of contractual obligations, and sys-
tems for dispute resolution;

e Develop effective public agencies and administration to promote good
governance in business, provide information and capacity building ser-
vices, regulate as necessary while streamlining approval processes, mini-
mize government involvement in commercial and service activity through
effective public enterprise reform;

Table 2 Structural Change: Government and Private Sector Contribution to
GDP
Early Compact Period Recent Compact Period

avg. FY1987-89 avg. FY2001-2003

Government Private Government Private

Sector Sector
Chuuk 38% 25% 29% 27%
Kosrae 44% 30% 33% 34%
Pohnpei 37% 29% 28% 31%
Yap 35% 23% 21% 37%
FSM 37% 27% 27% 31%
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e Provide an efficient and cost effective infrastructure to support private
sector development through the provision of efficient social services
(health and education), and physical infrastructure;

e  Commitment to economic reforms to build investor confidence.

12 The agreement on principles was augmented by the adoption of a private
sector development policy matrix that specified: (i) policy elements, (ii) strate-
gies, (iii) programs and activities, and (iv) responsibilities for implementation.
The follow-up actions from the 2nd Summit were extensive in late 1999 and
through 2000; in particular, the ADB fielded a Project-Preparatory Technical
Assistance (PPTA) team to design the Private Sector Development (PSD) project
and program loans. This loan was designed to follow immediately after the com-
pletion of the Public Sector Reform Program (PSRP), which focused more on
fiscal austerity and public sector downsizing.

13 Consistent with the 2nd FSM Economic Summit outcomes and at the re-
quest of the national and state governments, there was a clear need to focus on
private sector promotion. Thus the PPTA team utilized the 2nd Summit private
sector policy matrix as the guiding document. Unfortunately, the PSD loans
were delayed in approval from the targeted start-up in late 2000 to actual project
inception in April 2003. A considerable amount of momentum was lost, and in
the intervening period there was very little progress made in implementing re-
forms to promote private sector development.

14 An additional factor leading to general uncertainty with respect to the eco-
nomic prospects for the nation was the end of guaranteed funding under the
original Compact terms and conditions. In effect, the attention of the FSM lead-
ership was focused on the lengthy Compact negotiations extending over a period
from 1999-2003. The collective focus on policy reform implementation was
diminished throughout that period. The start of the ADB-sponsored Private Sec-
tor Development Program in FY2003 is a good sign that reforms to improve the
policy regime will be given renewed attention.

2.1.2 Macroeconomic Policy and the Private Sector in the FSM

15 The macroeconomic tools available to FSM policy makers to manage the
economy and to adjust to domestic or external shocks are extremely limited.
With the use of the US dollar as the official currency and with no domestic debt
instruments with which to affect interest rates or monetary aggregates, macro-
economic management in the FSM is virtually limited to fiscal policy.

a The Primacy of Fiscal Policy

16  Not only is the burden of macroeconomic management largely restricted to
fiscal policy, but, in practice, the burden of adjustment has been largely focused
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on expenditure policy. The fiscal expansion of the early Compact period led to
rapid growth of recurrent expenditures, in particular on wages. More recent fis-
cal adjustments required austerity and were affected predominantly through ex-
penditure cutting, falling heavily on wages, as well.

17  During the original Compact period a large portion of FSM annual reve-
nues fell outside of direct policy control. Compact receipts ranged between 53-
65 percent of total annual revenues. These transfers were virtually guaranteed
through the “full faith and credit of the US Government” under a Treaty obliga-
tion. An additional major source of revenue was from fishing access fee receipts,
ranging from §8-13 percent of total annual revenues. These access fees varied
largely with fish price and catch factors and are not readily subject to fiscal fine-
tuning on an annual basis.

18 Revenue sources that were subject to direct policy control were taxes and
non-tax revenues such as user fees and other charges. Tax revenues ranged from
7-20 percent of total annual revenues, increasing as a share of revenues over time
with modest policy intervention and economic growth, as well as declining Com-
pact transfers. Non-tax revenues aside from fishing access fees were never large
and actually declined as government activities were corporatized. In FY2001-
2003 this component of the revenue structure averaged 3% of total annual reve-
nues.

19 Revenue measures have been few and far between, due to weak administra-
tion of a tax regime that is little changed from that which was inherited from the
Trust Territory Administration at outset of self-government in 1979. Constitu-
tionally inflexible revenue-sharing provisions between the national and state gov-
ernments also limit the ability of policy makers to implement revenue policies.
The nature of the amended Compact economic assistance provisions, declining in
real terms over twenty years, implies that there will need to be considerable at-
tention paid to the revenue component of fiscal policy. There are severe implica-
tions for private sector development with respect to the nature of revenue reforms
that will be implemented over the medium-to-long-term. The strategic planning
matrix for private sector development thus highlights the need to address eco-
nomic efficiency concerns and avoid distortions.

20  Given the structure of the FSM economy and the heavy reliance of policy
makers on expenditure policy to adjust to shocks, the impact of such shocks on
the government translates directly into impacts on the private sector. In the case
of a negative fiscal shock, government expenditure cuts on goods and services
tends to bear the brunt of adjustment. In the past, positive fiscal shocks, although
few, led to expenditure increases that were skewed toward wages. Perhaps more
importantly, the effect of fiscal shocks on the private sector has been magnified
where fiscal policy failed to make timely and transparent adjustments. This has
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been most pronounced in two fiscal crises in the state of Chuuk and a brief re-
view follows.

b  The Impact of Financial Instability on the Private Sector

21 In the states other than Chuuk, when a fiscal adjustment was required, the
private sector suffered the indirect, macroeconomic effect of reduced demand in
the economy. In Chuuk, the private sector suffered that effect plus the direct
effect of a failure of the allotment payments system and a build up of arrears for
goods and services already provided. The crisis was compounded by the impact
on the banking system. When Chuuk state government withheld employee allot-
ments, the loan portfolio for the two commercial banks operating there was se-
verely affected. Both banks ceased lending to government employees and to
businesses that did a significant portion of their business with the government. In
1996, this led to a 70 percent reduction in outstanding loans. In 2000-2001,
there was a reduction on the order of 50 percent of total loans. Thus government,
by forcibly financing its deficits to maintain cash flow off the backs of employee
wages (allotments) forced the private sector into a massive contraction. The re-
covery from the initial crisis took about three years and the recovery from the
most recent crisis is still underway. Strategic goal 1 outlined below is particu-
larly important for the Chuuk state economy given the recent history of instabil-

1ty.

¢ The Special Need for Efficient and Flexible Markets for Labor,
Land and Finance

22 Given the reliance of policy makers on fiscal policy alone, together with the
absence of sufficient fiscal reserves (or borrowing capacity) to enable the gov-
ernment to undertake counter-cyclical policies, the private sector can expect little
insulation from inevitable shocks to the economy. Thus, even more than would
be the case in many of its Pacific Island neighboring countries, the FSM requires
substantial flexibility in its factor markets. In particular, without the ability to
affect real wages through exchange rate policy, real wages, and even nominal
wages need to be flexible in the FSM. Real wages in both the public and private
sectors have generally moved in the expected direction—upward in times of eco-
nomic expansion and downward during recession. However, the relative wage
between the public and private sector has moved in the wrong direction as further
discussed below. Furthermore, the important ratio of wages in the sectors pro-
ducing traded goods and services versus wages in the non-traded sectors has al-
most surely not adjusted to improve the competitiveness of the FSM for the pro-
duction of traded goods.

23 The financial market in the FSM is relatively market-oriented; however,
there is an extreme degree of concentration in the commercial banking sector and
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financial sector development has stagnated since the mid-1990s. The banking
sector competitiveness issue is addressed in greater detail in chapter 1.

24 Looking forward, it is expected that the banking sector, which has a surplus
of loanable funds, will increase lending as a result of two important factors.
First, the completion of amended Compact negotiations puts an end to the high
degree of uncertainty that constrained lending recently. Macroeconomic stability
is well protected and the economy is unlikely to suffer any sustained or large-
scale negative shock. The second important factor is that governments will not
have the same level of funds available to provide grants for activities that would
have otherwise created demand for business loans, and the government will nei-
ther be investing in commercial enterprises nor maintaining the level of subsidies
earlier provided to public enterprises. This, too, should increase the effective
demand for lending from the commercial banks and the FSM Development Bank.

25 The market for land in each state is entirely unrelated to markets in the
other states. In all states the market for land is characterized by few transactions,
limited market information and no formal mechanisms for public dissemination
of market transaction data, and price demands from (often multiple) landowners.
As a result of these conditions, together with prevailing cultural factors influenc-
ing the perceived value of land, it can be said that transactions are only partially
influenced by economic market forces and the potential productive value of land.
Distortions and rigidities in land market transactions will be difficult to reduce
and change will undoubtedly be gradual. A focus on public education and in-
formation dissemination may result in accelerating progress.

2.1.3 Description of Factor Markets in the FSM: Issues and Constraints

a The Labor Market—Distortions and the Need for Qualitative Im-
provements

i Distortions

26  The labor market in the FSM is relatively free from regulatory distortions
and institutional rigidities. There are currently no unions in the FSM and no in-
dexation of wage rates (until FY 1999 there was no consumer price index). The
state and national governments set a “minimum wage” by law, but in all but
Pohnpei, this binds only the Government as in each case the legislated minimum
is set at the lowest pay level on the civil service pay scale. The private sector
minimum wage for Pohnpei is $1.35, but this rate appears to be non-binding as
local employers are not vocal and tend to set entry level wages above that rate.
There are two factors, however, that do distort the market for labor in the FSM.

27  The first distorting factor is the high level of public sector wages relative to
private sector wages. This is a result of the manner in which Compact transfers
from the US have been appropriated by the national and state governments to
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fund a large and relatively well-paid government workforce. Just as the booming
of the oil and natural gas extraction sector of the Netherlands led to a shift of
labor and capital resources to the booming sector and led to widespread decline
in competitiveness of the previously well developed manufacturing and services
sectors in what has come to be known as the “Dutch Disease” effect. The FSM
had a booming government sector from the outset of the Compact in FY1987
through the initial decade of assistance. Not surprisingly, talented workers were
attracted to work in government and the wage pressures spilled over, making the
FSM less competitive in the production of traded goods for domestic and exter-
nal markets.

28  The relative wage distortion issue was addressed in the economic Summits
with the policy objective of reducing the differential in real wages; however, the
differential has actually increased over time. For the FSM as a whole, the aver-
age real public sector wage in constant 1998 prices fell from $8,413 at the outset
of the Compact (FY1987-90) to $8,007 at present (FY2000-03). For the same
two periods, average real private sector wages fell from $4,253 to $3,844. Thus
the differential ratio of average public to private sector wages increased from
1.98:1 to 2.08:1. While the skill and experience base of the employees working
in the two sectors are not directly comparable in aggregate, the differential
clearly affects both wage demands and the allocation of trained workers.

29  The second labor market-distorting factor is the ease of migration to high
wage locations, such as Guam, Commonwealth of the Northern Marianas, Ha-
waii, and mainland US. This ease of migration, ostensibly limited to migrants to
secure employment or to take advantage of educational opportunities, is seen as a
valuable right of FSM citizens negotiated as an important part of the original
Compact and re-affirmed under the amended Compact.

30 There is no direct policy response proposed to eliminate this market distor-
tion; however, there is a need to ensure that the FSM as a nation minimizes the
negative impact of emigration on the FSM society and economy while maximiz-
ing the benefits from its special relationship with the United States. FSM will
need to devise a human resource development strategy and develop related poli-
cies to gain the best advantage from the access of Micronesians to these labor
markets. Remittances are not yet an important macroeconomic factor, but there
is potential for remittances to grow and sustain FSM income levels even as
amended Compact flows decline over time.

i Improving Human Resource Development Linkages to Labor Mar-
ket Requirements

31 Lack of skilled labor and staff in areas of potential comparative advantage
for private sector production will limit the extent to which the private sector can
expand its activities. While government attracted much of the better-qualified
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labor pool when it was expanding, say through FY1996, competition with the
private sector for labor resources has been negligible in the period since then.
However, labor scarcity is likely still a constraint for private sector expansion
due to a lack of (or inappropriateness of) vocational and training courses. There
is no effective training for the agriculture sector. Training for tourism is more
available, especially in Pohnpei; however, operators comment on the lack of
high-quality, skill specific training of relevance for their tourism operations. For
the fisheries sector, the National Government has invested heavily through the
College of Micronesia-FSM to establish a Marine Training capacity, but results
to-date remain disappointing.

32 In general there is limited and probably declining access to vocational and
technical training in the FSM. Perhaps most importantly, there is need to im-
prove the coordination and information flow between the private sector and the
training institutions.

b Land in the FSM—the Challenge to Bring More Land into Produc-
tive Use

i Land Tenure System Constraints on Economic Use

33 Land is managed under a complex mix of modern and traditional systems.
However, the majority of transactions in commercially important areas and for
commercial ventures in other areas transpire with survey, titling and documenta-
tion completed under modern land management institutions. Chuuk is an excep-
tion, due to long-standing unresolved disputes between individuals and clan
groups. Disputes also arise periodically in the other states and often take an in-
ordinately long period of time to resolve.

34 Land matters are subject to state laws and not national law by the FSM
Constitution. Improvements in mortgage laws, leasehold mortgages, and land
management in general require actions within each state. The PSD project aims
to improve all of these, but only Chuuk State has taken action to-date, by passing
leasehold mortgage law but not yet promulgating regulations to implement the
law.

35 The limited land area in the FSM, growing population, and increasing inte-
gration with the market economy is placing ever increasing pressure on the tradi-
tions of ownership, and needs for improved security of rights and land manage-
ment. The evolution of ownership patterns toward individual titles, while vary-
ing by State, is advanced in the FSM compared to many Pacific countries. In
Kosrae, Chuuk and Yap land rights may be legally sold to FSM citizens. In
Pohnpei land can only be sold to Pohnpeians. The FSM Constitutions forbids the
ownership of land by foreigners, but they are permitted to lease land. Multiple
ownership of land still exists throughout the FSM—requiring the consensus of
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families, clans and traditional leaders for leases and development. This may or
may not present a constraint to development depending on the ability to achieve
consensus. Specific problems are as outlined below:

Limitations in systems to support individual titles: A concern is the suit-
ability of systems needed to support evolving land tenure based on indi-
vidual titles and rights. Effective institutions and systems are needed for
land titling and registration, land purchase and leasing, mortgaging and
increasing public understanding and awareness. Weak systems have re-
sulted in: (i) constraints in accessing government and private land for pro-
ductive and investment purposes; (ii) barriers to new business entry; (iii)
obstacles to long-term, land or lease-secured lending; and (iv) distorted al-
location and of land use patterns. The extent to which land can be lever-
aged and mortgaged is important for increasing productive activity and
incomes. Land assets that become locked outside the modern market
economy cannot be leveraged or redeployed for production. The overall
effect is that many landowners are asset rich and income poor.

Slow titling and registration: the FSM uses a compulsory, systematic ad-
judication and registration system aiming for a complete survey of FSM
lands and registration of title. A number of factors contribute to a failure
to meet survey and titling targets. Land registers are therefore incomplete,
out-of-date, and in some cases in a state of deterioration.

Inefficient land markets: As sales require and result in individual titles,
the ability to understand and manage land use and transfer processes from
owner and buyer perspectives is important. This includes how to arrange
finance and lease land or to sell it for a fair price. Lack of information on
prices paid and land values can confound owners and buyers. There is no
public (or private) dissemination of land transaction information.

Restrictions on leases: Restrictions on the length of leases may give insuf-
ficient time for investors to realize an adequate or competitive return on
an investment. The lessors often do not understand the nature of leases
and the different ways in which rents can be charged to ensure the in-
tended use of the land, provide a fair income to the landlord, and security
of tenure for the lessee. Lease conditions may not be in the best interests
of either party.

Limitations on the use of secured loans raising lending risks: Currently,
only the FSM Development Bank, and housing authorities are permitted
to directly secure loans through mortgages. Foreign commercial banks
are not permitted to own land and therefore cannot arrange mortgage se-
cured lending. The alternative, Deeds of Trust, are often poorly under-
stood by borrowers and considered a second best by banks. This limits
the options on loan foreclosures and therefore increases the risks from
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poor loan management and default, and limits the access to commercial
finance for development.

¢ The Financial Sector—the Need to Improve the Risk and Cost of
Lending to the Private Sector

i Description of the Commercial Banking Sector and Reforms To-
Date

36 The two commercial banks, the Bank of Guam and the Bank of the FSM,
are regulated by the US Federal Deposit Insurance Corporation. This regulation
carries with it the benefit of deposit guarantees up to $100,000 per account, as
well as a high degree of confidence in the banking system in general.

37 The FSM Banking Commission also provides oversight through both off-
site and on-site supervision. Banking statistics are well managed and compliance
in reporting is ensured by active oversight. The banking statistics are compiled
and provided to the government on a monthly and quarterly basis. The Banking
Survey (a summary of gathered statistics) is published quarterly in the newspa-
per, providing for considerable transparency.

38 The two commercial banks are well capitalized. The commercial banking
system has adequate funds to expand lending, but there has been a decline in
lending for both business and consumer loans.

39 The effects of the 2000-2001 Chuuk financial crisis were severe, but have
been largely reversed through payments from the state. The practice of public
sector employees repaying loans through payroll deductions (allotments) has
been negatively impacted by Chuuk State’s use of such amounts to finance defi-
cits (in 1995-96 and again in 2001). Some bad loans persist as Chuuk and
Pohnpei State governments both allowed employees to cancel allotment agree-
ments for loans. While neither Bank faced a solvency threat, there has been an
impact through reduced access to credit for a broad category of government em-
ployees, though the allotment practice is still utilized. The impact on balance
sheets spilled over into reducing credit to enterprises.

40  The Bank of Guam is a branch of a US-based bank while the Bank of FSM
has well-established correspondence bank relations that make foreign exchange
transactions smooth and relatively well priced. Other services of relevance to the
private sector, such as wire transfers, letters of credit and trade credits, are avail-
able, though at relatively high cost.

41 The Bank of the FSM is owned by the national and state governments (ag-
gregate ownership of over 90%), however, with multi-government ownership and
sound governance structures, it operates without significant interference and on
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commercial principles. Efforts to sell government shares of the Bank of the FSM
have not been active over past five years.

42 Since 1997 deposit and lending rates have been effectively determined by
market forces, at least to the extent limited competition allows. The only remain-
ing lending rate ceiling is a 24% per annum limit which is non-binding for com-
mercial lenders. Real interest rates on deposits have been near zero or weakly
positive. Rates on CDs have been in range of 2-3%. Interest rate spreads are
moderately high and have increased marginally over past two years. Deposit
rates generally track US markets, however loan rates are higher reflecting in-
creased risk and limited competition. Perceived economy-wide risks may be
reduced with the amended Compact provisions now secured and well understood
by banking officials.

i The Role of the FSM Development Bank

43 The FSM Development Bank has a sound record and, unlike many PDMC
institutions, has been managed prudently for nearly two decades. Problem loans
are concentrated in a portion of the portfolio that was directed (under Compact
provisions for an Investment Development Fund) by Government officials and
implemented by the Bank. Those loans occurred mostly in the early 1990s and
are fully provisioned and separately accounted for on the balance sheet.

44  The FSM Development Bank provides credit to the commercial sector;
however, it also has not been successful in extending credit to small enterprises
or to the rural and outer island populations. The FSM Development Bank is en-
couraged to lend to small businesses and specific sectors from time to time; how-
ever, political interference is negligible. The Bank is the focus of one component
of the ongoing ADB-financed PSD project.

2.1.4 Private Investment in the FSM

a The Policy Regime and Incentives Facing Investors

45  The potential for private sector development sufficient to support a growing
economy during the amended Compact period will be reliant upon securing an
improved environment for domestic and foreign investment in the FSM. As
noted above, there is considerable variability across the four states on policy and
infrastructure factors affecting investment decisions. An important consideration
for domestic and foreign investors in deciding whether or not to undertake a po-
tential investment is the regulatory environment and how this will affect the abil-
ity to realize an acceptable return. It can be said that the policy regime and the
environment for investment has been slowly and consistently improving over
time. A number of issues are outlined below:
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Business registration and corporate laws are clearly legislated and busi-
ness registers are generally well administered.

Land laws are at the state level and are clearly legislated. Delays in dis-
pute resolution in land courts remain a concern.

Prior to 2005, there was no formal bankruptcy law, although insolvencies
of several (public and private) corporations were relatively well adminis-
tered under court supervision.

There is generally good respect for rule of law, though enforcement is
limited by capacity constraints and funding. Citizens and enterprises have
ready access to the courts and to legal counsel. Foreign individuals and
corporations have guaranteed access to the National Court, which is con-
sidered more efficient and consistent in its handling of cases.

The lack of regulations surrounding secured transactions and bankruptcy
are disincentives for potential investors and borrowers. For subsistence
producers and artisanal fishermen and others starting or expanding small
commercial businesses, their ability to understand and follow regulations
will affect their decision on whether to become involved in commercial
activity. Unclear, protracted reviews or excessive regulation and control
will discourage commercial activity and private sector development.
Conversely, regulations are needed that control unsustainable and unscru-
pulous practices. A balance is needed that enables sound private sector
development while controlling counterproductive activity in a way that
does not result in excessive government and bureaucratic interference.
The FSM and its States have a range of laws and regulations for commer-
cial activity specified in the FSM and State Codes that were developed
during the Trust Territory period or early in the Compact period. The re-
cent emphasis on an economic strategy that centers on a private sector-led
growth requires assessment of the adequacy and balance of the regulatory
and enabling environment that affects private sector activity.

Variable infrastructure and transport limitations undermine the potential
for private sector growth. All business, domestic and foreign, needs ac-
cess to basic economic infrastructure. Despite the considerable public in-
vestment throughout the FSM, the state of completion and durability of in-
frastructure is still variable. This includes the adequacy of roads, access
to telecommunications, electricity, water and other utilities essential for
most business operations, especially those requiring cost-effective move-
ment of products to markets, cleaning, processing, refrigeration, and stor-
age. In some cases, most notably in Chuuk State, thinly spread infrastruc-
ture investment has resulted in the lack of concentration needed to achieve
the advantages of economies of scale from industry or business clusters.
This is partly due to the lack of formalized land-use zones to encourage
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easily serviced and efficient industry clusters (e.g. tourism, fisheries,
small-scale manufacturing or processing) but also due to policies that
have attempted to provide equal investment to as many islands as possi-
ble. While some infrastructure is inadequate in certain states (e.g. roads),
the scale of other infrastructure, especially fish bases, is excessive in size
and uneconomic. This situation has been compounded by the inefficient
operation or subsidy dependency of State-owned or managed infrastruc-
ture (e.g. fish bases, etc.).

e Transport constraints and high fuel costs: Difficult problem facing poten-
tial investors include transport bottlenecks, especially airlines, high costs,
low or inconsistent frequency, and poor handling (i.e. for sashimi export)
reducing competitiveness in fisheries, tourism and agriculture. On the
other hand, the services that are provided are in some cases under-utilized,
and the airlines claim that it is hard to justify additional flights. A clearer
understanding of the airline situation is badly needed. High fuel and en-
ergy production costs further increase downstream production costs and
reduce international competitiveness.

e There are no active price controls, though Pohnpei and Kosrae maintain
price-monitoring mechanisms.

e Foreign investment laws were reformed as part of the reform program in
1997-98 to remove overlapping jurisdiction at the national and state lev-
els. Implementation of the reformed laws through regulations reduced the
intended effect and left a large degree of bureaucratic discretion and
lengthy case-by-case reviews for many applicants. Yap is an exception,
having implemented a simple business licensing system that treats domes-
tic and foreign businesses alike, consistent with best practice among
PDMCs. Apart from simple municipal level licensing, there are no re-
strictions on enterprises of any size.

e  National monopoly rights are granted to the FSM Telecommunications
Corp. and state-owned public utility corporations hold power distribution
monopolies. There are no monopolies granted through import or export
licensing schemes.

e  Privatization has proceeded slowly. The only direct private participation
in infrastructure services is the contract to provide sanitation removal and
solid waste management in Pohnpei.

b  Business Development Services and Entrepreneurship Training

46 There has been a wide array of business support and outreach programs.
National and state institutions of direct relevance to business development in-
clude: The Department of Economic Affairs (FSM), FSM DB (credit), JTPA
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(FSM and State), T3 Program (FSM and State), COM (FSM and State), Com-
merce and Industry agencies (State), small business advisory and entrepreneur
development centers (State), Agriculture agencies (FSM and State), Marine Re-
sources (FSM and State), Visitors Bureaus (FSM and State). Private sector and
non-government institutions that support business development include Cham-
bers of Commerce (State), Commercial banks, Community Action Programs
(State), PATS and the Micronesian Seminar. The type and nature of services,
technical support, and training varies considerably among each of these institu-
tions and agencies, but combined they represent a wide array of potential sup-
port. A project that has played a central role in promoting FSM business devel-
opment in recent years is MEDC supported by UNDP/UNIDO. The project has
provided technical assistance, institutional strengthening and direct business
training and advisory services to the four States and established the overall direc-
tion for business support services. Future coordination among these programs
will be important to improve the delivery and efficiency of funds use and build
on lessons learned.

47  Entrepreneurial training was provided under UNDP sponsorship through
the 1990s and this program was meant to be continued and extended under PSD
project. The delay in initiating the PSD has resulted in a lack of clarity on next
steps. There is a widely perceived need for skilled specialist staff to train coun-
terparts and ensure participant training quality. Partnerships with the University
of Guam-centered, US Commerce Department Business Development Centers
has provided significant funding for staff and facilities. Outcomes of training to-
date have not been demonstrated by significant growth in small enterprise out put
or employment and there has been limited success in improving access to credit
for training graduates.

48 The University of Hawaii-based business development program has pro-
posed a joint program with UNDP and state governments to target horizontal
expansion, especially into export activities, of existing successful entrepreneurs.
The approach is designed to address the observed fact that the failure rate of new
enterprises is very high in the FSM, as elsewhere, and there is merit to working
with entrepreneurs who have proven their capabilities in management, marketing
and a wide range of skills required to grow their businesses (for the domestic
market).

¢ Foreign Investment: Regulatory and Promotion Issues

49  All four states exhibit some degree of protective attitudes toward foreign
investment. Past policies and regulations for foreign investment applications
required lengthy, case-by-case review, and lacked transparency. This approach
toward foreign investment arose from the prevailing desire to protect local jobs,
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business opportunities, incomes, and resources, but limits the attractiveness of
the FSM as an investment location.

50 The feelings within communities toward protecting local interests and op-
portunities will not disappear easily. Quality investors, who are bringing their
own capital, will not be attracted to an environment where they face an uneven
playing field, or worse, a non-transparent risk of discretionary bureaucratic inter-
vention. As government financing diminishes, the FSM must increasingly com-
pete for serious foreign investors who are looking for the best business environ-
ments that will ensure an adequate and relatively low-risk return on their invest-
ments. The mutual benefits from quality investment, for the FSM and for the
investor, must be recognized if the FSM is not to lose quality investors to more
competitive and investor-friendly economies elsewhere in the Pacific region.

51 Foreign investment approvals occur with very limited frequency due to
limited interest. Complaints about the length and complexity of the process have
been reduced, but still exist.

2.1.5 Trade, Tariff and Tax Policy in the FSM

a The Need for an Outward-Oriented Foreign Trade Regime

52 One fortunate aspect of the FSM’s reliance in the past on Compact transfers
is that the tax system was not required to yield high revenue levels. Most other
Pacific Island nations have much higher tax effort, measured by revenues as a
share of GDP, and raised major portions of their taxes at the border through cus-
toms and duties. This led those countries to have tax systems which distorted
economic incentives in favor of domestic production of non-traded goods or of
traded goods behind high protective tariff barriers.

53 In the FSM average tariff collection as a share of imports (c.i.f.) is roughly
5%. Rates are set at 3, 5, 25 and 100% but distortions are minimal. The 25%
rate is, in effect, applied to excise-type products (e.g. alcohol, tobacco, perfume).
The 100% rate protects locally produced bar detergent but is irrelevant, since the
higher rate is not applied to preferred substitutes (powder and liquid detergents).
Thus dispersion is very narrow, in actual effect. There are no quantitative re-
strictions on imports or exports and no significant non-tariff barriers to trade in
goods or services.

54 In the future, as the requirement that the tax effort increase, it is essential
that the relative neutrality of the tax system not be lost. If the FSM were to ramp
up existing import tax rates, the disincentives for internationally competitive pro-
duction would increase.
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b Regional Trade Agreements and the Role of WTO Accession in
Ensuring Policy Coherence

55 The FSM is a party to regional trade agreements (PICTA and PACER) that,
over the next ten years if the FSM Congress approves, will have the effect of
forcing the FSM to adopt an outward-oriented, internationally competitive tax
regime. Should the FSM decide to pursue accession to the World Trade Organi-
zation (WTO), it is likely its current tax regime would be seen as favorable and
generally acceptable. While other Pacific nations will need to reduce their reli-
ance on border taxes as a result of the regional agreements (and certainly for
WTO accession), the FSM will likely just need to ensure that its reliance on bor-
der taxes stays at the current low level. There would be other benefits to private
sector development in the FSM to have the FSM government commit itself to a
broad range of economic management principles embodied in the membership
agreements to the regional agreements and the WTO.

¢ The Need for an Efficient and Effective Modern Tax Regime in the
FSM

56 As noted above, the FSM will surely have to increase total tax effort (reve-
nues as a share of GDP) over the long-term. If the tax rates under the current
system, which was initially designed to be a minor local revenue component of
the Trust Territory Administration, were to be simply ramped up, the impact on
private sector development would be disproportionately negative. While private
sector actors will likely resist tax increases on principle, there will come a time,
given the declining real value of Compact transfers, when it is clear to all parties
that fiscal adjustment cannot only focus on expenditure-cutting. The distortions
in the existing system are well-known to the private sector. The most obvious
problem is with the Gross Revenue Tax (GRT), which has a cascading effect
(taxes upon taxes). The GRT is also disdained as it taxes revenues of even un-
profitable firms. This latter is made the worse by the perception that it is meant
to be a tax on business (income) when in effect it operates as a simple sales tax.
The import tax has distorting effects as well, although in a manner which is not
so obvious to domestic producers. In the end, the existing distortions are rela-
tively insignificant simply because the rates are so low. It is important that the
distortions be addressed through system-wide reform with a focus on consistency
with an outward-oriented, private sector-led economy.

2.2 Strategic Goals, Policies and Outcomes
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2.2.1 Strategic Goal 1: Create a sound economic policy environment to
support outward-oriented private sector-led growth.

a Analysis and Justification

57 The FSM has placed sound economic management at the top of its reform
agenda since the 1st FSM Economic Summit in 1995. Progress has been made;
however, the nature of the global economy, taken together with the new realities
the FSM faces under the amended Compact calls for a re-doubling of effort to
improve the economic policy environment in a coherent and comprehensive
manner. Private sector development can only occur on the basis of investment
and hiring decisions of domestic and foreign-owned enterprises. Incentives mat-
ter, thus this strategic goal is about improving incentives for the private sector.

58 Domestic investors and the banking institutions are now fully aware of the
terms of the amended Compact and they will be looking to ensure that the degree
of relative economic stability provided for by that 20-year package is consoli-
dated through the adoption—and, most importantly, the implementation—of a
sound economic strategy to support sustained economic growth.

59 The expected result of successfully achieving strategic goal 1 is improved
economic incentives that will lead to increased investment and growing employ-
ment levels in the private sector. Existing and potential domestic investors will,
presumably, be the first to respond to improvements. Experience has shown that
foreign investors tend to require a significant period of policy reform “coher-
ence” before they become sufficiently confident that improvement will be long-
lasting. It may be the case that recent policy reform stagnation (and even some
back-tracking) has made domestic investors somewhat skeptical that FSM policy
makers will, in fact, follow a coherent economic strategy.

60 For the private sector to confidently invest and create new jobs, their per-
ceptions about governance need to be effectively addressed. Through an im-
proved public-private dialogue four positive outcomes can be achieved: (i) pri-
vate sector perceptions can be comprehensively addressed; (ii) misperceptions
and misinformation can be corrected; (iii) information on actual improvements
and policy objectives can be shared; and (iv) emerging issues can be addressed
collaboratively.

b  Economic Policy Implications
61 Achievement of this strategic goal calls for attention to four policy areas:

e  Maintain financial stability.

e Improve fiscal accountability, transparency and performance management
systems.
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e  Establish an effective system to disseminate information and promote
public-private sector dialogue.

e  Adopt trade and tax policies consistent with improving the international
competitiveness of FSM-based producers.

62  Policies related to the size, cost and scope of government activities could
also be included under this strategic goal, but instead have been addressed sepa-
rately under strategic goal 4 below.

¢ Critical Issues for Implementation

63 None of the identified policy areas are new; however, the leadership of the
national and state governments must find a way to re-establish momentum for
reform that has diminished since the reform period following the 1st FSM Eco-
nomic Summit.

64 A suggested remedy to address this issue is the adoption of a succinct eco-
nomic vision statement at the 3rd FSM Economic Summit and, more importantly,
the establishment of a policy-monitoring matrix to demonstrate commitment
and—over time—to demonstrate progress. While some of the policy monitoring
will occur as a direct result of implementation of the fiscal procedures of the
amended Compact, the FSM should consider a monitoring mechanism that is
closer to home and that includes private sector and NGO participation on a peri-
odic basis (perhaps semi-annually, in conjunction with regular leadership meet-
ings).

65  With respect to the financial stability policy area, the major concern is, of
course, fiscal policy. It is essential that the FSM governments proceed with cur-
rent plans to adopt a new financial management information system (FMIS). At
the present time, the lack of reliable and timely information on the fiscal position
of any of the five governments is a constraint to sound fiscal policy development.
Similarly, to improve accountability and transparency, the new FMIS should be
augmented by improved accounting standards and performance, greater resources
devoted to audit and compliance, improved response to audit findings, and im-
proved dissemination of results. All of these have been identified under an ac-
countability improvement project (AIP) and should be funded adequately.

d Outcome Measures and Justification

66 Achievement of strategic goal 1 may be measured by a growing economy
and increased employment; however, it is preferred to focus on a narrower set of
outcome measures that are more closely and more directly related to the strategic
goal. While it is difficult to measure achievement of the goal directly, five meas-
ures are identified below. Each of these can be measured using existing data
collection and analysis systems. For each there is data for the baseline year
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(FY2003). A few additional measures are identified for possible future consid-
eration; however, they cannot currently be measured using existing data collec-
tion systems.

e  Fiscal stability is maintained
[fiscal balance as % of GDP for each government and consolidated]

e  External debt remains at prudent levels
[(a) total external debt as % of GDP, (b) debt service as % of total export
of goods and services]

e Tax policy does not discourage internationally competitive production
[(a) average effective tariff rate on imports, (b) import taxes as % of total
taxes]

e  Export production increases
[$ value of exports]

e Tourism sector grows
[# of tourist arrivals]

67 Additional outcome measures that should be considered, but that cannot be
adopted at the present time due to inadequate data systems, include:

e Total investment as % of GDP
e  Tourist expenditures ($) and tourism value-added as % of GDP

¢ Business confidence rising (measured through quarterly or semi-annual
business confidence sample survey)

2.2.2 Strategic Goal 2: Improve the competitiveness of the factors of
production in the FSM to promote private sector development.

a Analysis and Justification

68  There are significant distortions in the markets for labor, land and finance
in the FSM. Many of these distortions are long-standing and cannot be readily
influenced by feasible policy measures. This makes it all the more important that
policy measures that can be plausibly implemented be given priority attention in
order to progressively move the FSM economy forward. Small, incremental im-
provements in the markets, as called for below, can add up to significant gains in
competitiveness over time.

69  Some actions called for may suffer from yielding limited benefits—notably
where it is difficult to determine which constraints are binding. For example, it
may be that improvement of the efficiency of adjudication of land disputes does
not immediately result in significant amounts of land being brought into directly
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productive activities. Other constraints may persist. However, this should not be
seen as a reason to forestall action on the numerous pieces of the reform agenda.
The approach recommended is to make as many improvements as possible,
knowing that benefits may be forthcoming only over time, when other comple-
mentary reforms are implemented and as the economy as a whole becomes char-
acterized by more market-oriented behavior.

70  The policy issues are addressed separately for three factors of production.
b  Economic Policy Implications

i Labor Market Policies

71  To address the distortions caused by the “Dutch Disease” effect that have
caused public sector wages to be high relative to both productivity and to private
sector wages, it will be necessary to:

®  Avoid labor market restrictions such as minimum wages.

e Resolve alien labor recruitment and retention issues to ensure access to
sufficiently skilled labor for FSM enterprises.

¢ Encourage wage restraint in the public sector.

72  To address the distortions caused by the ease of migration to high wage
locations, such as Guam, Commonwealth of the Northern Marianas, Hawaii, and
mainland US, it will be necessary to:

e  Reduce the “push” factors leading to emigration of productive workers,
especially by improving living standards in general and health and educa-
tion services in particular.

® Reduce the negative impact of Micronesian emigrants in their new com-
munities, especially through improved orientation programs and screening
(health and character) of potential migrants.

e Improve the likelihood of success of Micronesian emigrants through tar-
geted human resource development (training), regulation of external labor
recruitment programs, and increased overall academic standards.

e Introduce programs to encourage remittances and return of skilled Mi-
cronesian workers and entrepreneurs.

i  Land Market Policies

73 While there are a wide range of proposed project and program activities to
address land distortions and improve the economic use of land in the FSM, the
policy implications can be limited to two items:
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e Improve the effectiveness and public outreach of institutions that support
an efficient market for land sales and leases.

e  Facilitate the use of land as collateral for commercial lending.

74  In addition, consideration of Constitutional reform is proposed to address
restrictions on sales of land (Pohnpei), and on transitory (10 year time-limited)
land ownership by foreign banking institutions to affect mortgage foreclosure to
recover secured debts.

i Financial Market Policies

75 To support financial sector deepening and to better meet the needs of an
outward-oriented private sector, three policies are highlighted:

e Reduce the risks of bank lending to domestic businesses.

e  Reduce transaction costs for banks and businesses in the event of loan de-
fault or business insolvency.

e  Expand access to bank financial services and products to a broader range
of enterprises.

¢ Critical Issues for Implementation

76  Many of the policy issues outlined above are being implemented as part of
the PSD project. However, given the delay between design (1999-2000) and the
initiation of the project (2003), there is a pressing need for a rejuvenation of ef-
fort to implement the PSD project. There is also a need to highlight the policy
objectives more clearly and to share them more widely, especially with private
sector advocates in the four states.

77 The use of the private sector development grant under the amended Com-
pact has been substantially focused in FY2004 on sectoral development activities
(agriculture, fisheries and tourism). While spending in these areas is certainly
appropriate, it will be necessary to identify the more “policy-based” objectives
that require funding to implement and seek to get them prioritized for funding
under the PSD sector grant in FY2005 and beyond.

d Outcome Measures and Justification

78 In the interest of simplicity and ease of monitoring it is proposed that there
be only one or two outcome measures to monitor achievement of strategic goal 3
for each of the three factors of production. Over time it may be beneficial to
expand the set of outcome measures to highlight these areas.
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i Labor

e  Private sector employment growth
[(a) # of private sector employees, (b) $ value of private sector wages]

e Reduced distortion in labor market due to relative wage levels in public
sector
[ratio of average public and private sector wages]

i Land
e Increased lending as a result of improved use of land as collateral
[$ value of leasehold/mortgage secured lending]

i Financial Sector

e Increased lending of mobilized savings for business investment
[(a) ratio of loans to deposits, (b) total commercial lending as % of GDP]

79  Additional outcome measures that should be considered, but that cannot be
adopted at the present time due to inadequate date systems, include:

e Ratio of public and private sector wages categorized by corresponding
skill levels.

e  Total number and value ($) of registered land sale and lease transactions.

e Total number of secured transaction on active register and value ($) of se-
curity registered.

2.2.3 Strategic Goal 3: Improve the environment for direct investment
and expand entrepreneurial and business development support ser-
vices.

a Analysis and Justification

80  An often-noted characteristic of the FSM private sector is a lack of entre-
preneurial talent and a tendency for successful businesses to engage in a wide
variety of endeavors through horizontal expansion. As noted above, there have
been many project activities to address the development of entrepreneurial skills
and the delivery of business development services. While not all of these at-
tempts have been successful, there is a cumulative effect of support in this area
that is undoubtedly positive.
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b Economic Policy Implications

81 The broad policies required to achieve this goal are quite limited. The ac-
tivities and outputs associated with this strategic goal are outlined in detail in the
strategic matrix in Section 3.

¢ Improve the corporate regulatory environment.
e Revise foreign investment laws and regulations to improve attractiveness.

e  Government support at the level of private enterprises should be limited to
facilitation, coordination, information dissemination, and broad-based ad-
visory and training services (and not on subsidized finance).

e  Support for entrepreneurial development and export promotion should not
be limited to new entrepreneurs or to small and micro-enterprises.

¢ Critical Issues for Inplementation

82 The FSM needs to coordinate the ongoing activities under this strategic
goal; there are now numerous players and potential for inefficiencies. The US
Commerce Department’s program, based at the University of Guam but now ac-
tive in all four states, provides significant and welcome resources and needs to be
complemented through activities of the government, the ADB, UNDP and the
University of Hawaii’s business development program. The 3rd FSM Economic
Summit provided an opportunity for the players to meet and clarify roles and
objectives.

d Outcome Measures and Justification

83 At the present time the statistical collection system can only provide a
rough proxy indicators for achievement of the foreign investment component of
this strategic goal and there are no readily available indicators for the entrepre-
neurship and business development service component.

¢ Increased domestic and foreign investment
[(a) # of existing domestic and foreign investor enterprises, (b) gross turn-
over of existing domestic and foreign investor enterprises]

84 It will be necessary to coordinate with the providers of support in this area
to develop a small number of feasible outcome measures, these may include:
e  Foreign Direct Investment ($)

e  Total number and value ($) of commercial bank and FSMDB lending to
enterprises (aggregated by annual turnover and/or employment level).

e Number and value ($) of business support services provided to the private
sector (measured by fee collection where service fees are charged).
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2.2.4 Strategic Goal 4: Reduce the direct role of government in the
economy.

a Analysis and Justification

85 The government has been the dominant force in the FSM economy for at
least four decades and it is essential, for the sake of stability, that the government
remains an important force for the foreseeable future. What is most important is
that the long-standing rhetorical policy of the FSM to promote private sector
development, be put into effect with a sense of purpose. The areas of greatest
concern with respect to impact on private sector economic incentives are two-
fold: first, government must avoid the past tendency to spend excessively on
wages to the detriment of other government responsibilities; and second, gov-
ernment involvement in commercial activities, while undertaken for ostensibly
positive social purposes, has proven to be detrimental to the fiscal position of the
governments and to the development of those sectors in which direct intervention
was greatest. Put in simple terms, the role of government must change from di-
rect intervention to a facilitation role in support of private sector development.

b  Economic Policy Implications

86  Achievement of this strategic goals calls for attention to three policy areas:

e Maintain wage discipline in the public sector (including public enter-
prises).

¢ Eliminate new investments in public enterprises and eventually eliminate
subsidies to commercial public enterprises.

®  Pursue opportunities to privatize or otherwise transform existing public
enterprises.

¢ Critical Issues for Implementation

87  Similar to the situation described earlier, the economic policies to achieve
strategic goal 4 are not new. A greater degree of transparency and public dis-
semination of policy monitoring may assist policy makers to implement policies
(or to resist taking actions contrary to policies) by m