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FOREWORD

This report has been prepared to assisgitivernment of the Republic of the Marshall
Islands(RMI) andthe U.S. Department ahe Interior in fulfill ing their respective repbr
ing obligations undethie Compacbf Free Association with the United Statbsthe case
of the RMI, the nation is requirednderTitle One, &ction 215to report to the U.S.
president on the use of sector grant assistancerapobgress in meeting mutually
agreed prograrand economic goal§Jnder Title One, Section 104.h, thesident is -
quired to submit a similar report to Congress concerning developments in the RMI.

This report has been prepared under a grant from the Departntieatrgérior and is
administered tlough the Graduate Schottlis not intended to directly fulfill the reper

ing requirements of the two governments but ratherto ads&=RBsM| 6 s economi c pe

formance and policy environmeahd to present a set of economic statistics. Much of the
materialwill be directly relevant to the two reports. However, the reporting requirements
of the two governments are different; thus, nobhthe material will be relevant to both
reports.

This report containshreesections: (i) a description of economic deyehents in the

RMI; (i) a discussiorof policy developmentand issuesand (iii) a section on prospects

over the medium term with economic projectiohbe descriptive section takes a skan

ard macroeconomic approach and incluéesnomic growth and eng@ment; monetary
developments and prices; the external sector; and fiscal developste#ad ofa can-

prehensive policy reviewthe policy discussionddressskey topical areas. Discussion

focuses on fiscal issues and poliapdpublic sector reformThe prospects sectiongr

vides forecasts ajrossdomesticproduct (GDP) by industry over the medium termg-d
scribes the nationbés fiscal position under
ternal and monetary accounts

This report and statisticabpendix have beengpared by a team: Mark Sturtamho
developed the economic regaahd Glenn McKinlaywhojointly compiled the statistics
with Sturton Thanksgo to: Chief Secretarasten NemraDirector Fred DeBrun, John
Henryandthe staff atthe Economic Policy, Planningnd Statistics OfficéEPPSO; and
Geelong Bingof the Office of CompactmplementationWe are also grateful to Bruce
Bilimon of the Ministry of FinancéMOF); Junior Patrick, the public auditor; and many
other RMI businegseople who all supported the preparation of the report and statistical
appendix.

This report is available onlireg http://econ.pitiviti.org
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|. BACKGROUND AND SUMMARY

1. BACKGROUND

This report has been prepared to assgh the RMI and LS. governmentsn fulfilling

their respective obligations under the Compact of Free Association with the United
States. In the case of the RMI, the amended Compact states, under Title One, Section
215 that:

AThe Gover RepelioofthoMarshatlslandshall report annually to the
President of the United States on the use of United States sector grant assistance and
other assistance and progress in meeting mutually agreed program and economic
goals. The Joint Economic Managemhand Financial AccountabilitCommittee

shall review and comment on the report and make appropriate recommendations
based thereon. o

Similarly, thepresident is required to submit to Congress a report on economic jglevelo
ments in the RMI:

(1) REPORT BYHE PRESIDENTNOot later than the end of the first full calendar

year following enactment of this resolution, and not later than December 31 of each
year thereafter, the President shall report to Congress regarding the Federated States
of Micronesia and tb Republic of the Marshall Islands, including but not limited to

(A)  general social, political, and economic conditions, including estimates of
economic growth, per capita income, and migration rates;

(B) the use and effectiveness of United States fingrmmriogram, and tde-
nical assistance;

(C) the status of economic policy reformmcluding but not limited topro-
gress toward establishing sdfifficient tax rates;

(D) the status of the efforts to increase investiealuding: the rate of inf-
strudure investment of U.S. financial assistance under the kS8 Compact
and the U.SRMI Compact; nofU.S. contributions to the trust fundand the
level of private investment; and

(E) recommendationsroways to incrase the effectiveess of United States
assistance and to meet overall economic performance objectives, includipyg, if a
propriate, recommendations to Congress to adjust the inflation rate or to adjust
the contributions to therustfunds based on neld.S. contributions.

The report contains theemain parts(i) a review of economic developmenfi) a se-

tion on policy developments and issuasd(iii)) a discussion of economic prospects over
the medium term. While this pert relates t¢-Y2012 analysis of developments in that
year alone woulgrovide a limited and onsided view. The approach has been rather to

Xi



review developments in a broader conaxtr the amended Compact persmithat a

more informed assessment can be made. The review of economic developments follows a
standard macroecomic approach: growth and employment; monetary developments

and prices; the balance of payments and exteletatt and fiscal developments.

The policy and issues part of the report covers selected topics and is not intereded to r
view the whole range of plib and private sector policies. The first section discusses fi

cal issues and trends in public sector payroll, external debt management, the operations of
state owned enterpris€SOESs) and the viability of the Compact Trust FW@ITF). The

next sectiondentifies appropriate considerations in the design of fiscal policymand i
plementation. The third section follows up r@eentrepors, with discussion of progress

on implementation of recent public sector reform initiatives: the Comprehensive-Adjus
mentProgram (CAP)the efforts of th&laxandRevenue Reform and Modernization
CommissionTRAM); the Asian Development BanlADB) Public Setor Program

(PSP) andPublic Expenditure and Financial Aaggability (PEFA).

Thethird part of the report features prospdotsthe RMI economyThe four major e-

counts of an economic syst&nGDP by industry, the fiscal account, the balance gf pa
ments, andhe monetary accoudt have been projected over the medium tefi¥2012

to FY2015. The presentation of the four accounts provides an integrated macroeconomic
framework.A baseline projection is made based on likely developmetite @DP by
industry and in overall ecmmic growth Assuming no change in policy, the fiscat-ou

come and eernal outlook are forecasindthe emerging picture of the banking sector is
projectd.While no policy scenarios are investigated, the framework indicates emerging
problems that may occur with no change in policy direction.

2. SUMMARY

After a weak startn the first year of the amended Compadien economic growth was
stagnant, the next three ye@fy¥2005FY2007) saw positive growthaveraging 2.¢pe-
cent,as the nation adjusted to improved provisions of the Compact. In FY202809,
growth turned negated as it did in many countries during this pedodith the onset of
the international recession. However, FY2010 turned out to be a particularly favorable
year for the RMI, with strong economic growth of pecentresulting from low infa-

tion and expasion in the fisheries sector. Economic performance in FY2011 wasdacklu
ter, while FY2012 recorded a positive and surprising grawtbof 3.2 percent refled-

ing increasedn copra,fisheriesandeducation.

Employment data indicates that the economyrhasaged to generate a number ofiadd
tional jobs amounting to 0.@ercentper annum during the amended Compact. Both the
private and public sectors have grown, despite declines at the Kwajalein military base.
However, the generation of additional jobs haen insufficient to provide gainfuire
ployment opportunities for those seeking work, and outward migration remainsnsubsta
tial, averaging 1.percentannually during the amended Compact period.
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After a period of fiscal stagnation at the end of Compabel RMIexperiencedapid

public sector expansion at the start of the amended Compact through FY2007.Rublic e
penditures grew by an annual average rate @etfentbetween FY2004 and FY2007
Employment in the public sectonseby an annual average raie2.8percentduringthe

same period. The various forces that had permitted the rapid expansion came to a halt in
FY2007, and the government was left in a stressed fiscal positifiaringfrom acash

flow shortage that requireatjustment. During FY2IB, adjustment was initiatednd the

RMI achieved fiscal surpluses through FY204averaging dercentof GDP. However,

this positive outcome masks underlying weaknesses: daily cash flow problems, delays in
vendor payments, difficulties in maintaining diskrvice obligations to the ADB, and
increasing use of the ROC project grant to fund operational expenditures. In FY2012 the
fiscal position turned negatiyas large subsidy payments to the ailing SOE sector were
made Going forwarddebt service obligains,atendency to continu® fund the SOEs

and declines in real Compact flows will contribute to a tightening fiscal environment.

The Trust Fund for the People of the RMI was created, according to the CTF Agreement

preface, @Ato c-termbudgetarydele et oabhbe o06Dbnghe RMI é
provide the Government of the RMI with an

The U.S. government has made it clear that the terms of the amended Compact do not
make any guarantee, or even a commitméat,the CTF will sustainably achieve distr
butions of a size required to maintain the real value of the annual sector grants after
FY2023 as specified in the CTF AgreemeAtticle 16(7) (a) and (b)lherefore, tiis

imperative that the CTF Committeegtiher with the U.S. and RMI governmeritsly
understand the CTFO6s p &nofinabilitybatosugportaeand it s
smooth transition to its distribution phasenich begirsin FY2024. A recent awareness

that a significant portion, roughly 2ber cent , of RMI 6s projected

will continue in accordance with the Agreement Regarding Military Use and Operating
Rights will be an issue for future consideratibat the analysis within this report simply
notes this fact without fbasing the CTF sufficiency estimate.

This report, for the fourth year, presents a CTF sufficiency estimate. That estinete is d
fined as: the size the CTF would need to achieve to support a smooth and sustainable
transition from US.-appropriated annual granto fully inflation-adjusted annual CTF
distributions. The sufficiency estimate for the RMI CTF at the end of FY2023 is $745
million. It is projected that the CTF would need to grow from the estimated value at June
30, 2013, through the end of FY2023 atanual rate of 8.8 percent to achieve the-suff
ciency estimate. An alternative perspective is provided by projecting annual growth over
the remaining period through FY2023 at 8.1 percent, which would result in a CTF value
of $704 million which isequivdent to 94 percent of the sufficiency estimate. Consistent
with recommendations in recent CTF annual reports, the authors recommend that policy
makers mobilize additional contributiahgrom domestic and external sourée® the

CTF to more reliably support h e R M Hdins fisdalstahgity and economic security.

Xiii
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Cognizant of the economic and financial circumstances facing the nation in FY2008, the
RMI leadership initiated a series of reforms. The Comprehensive Adjustment Program
(CAP) Advisory Group, anthe Tax and Revenue Reform and Modernization Canmi

sion (TRAM) were created, and the reports of both of these groups were endorsed by the
Cabinet. A report on the SOE sector was initiated, and legislation is with the Nitijela. The
ADB has supported theseform efforts through a Public Sector Progr@sP) which

included a set of fiscal targets and resources foMimshalls Energy CompanigC)

to refinance expensive commercial borrowing. An external debt management policy has
been adoptedind legislation is also with the Nitijela. Finally, the World Bank has been
encouraging reform imformation and communication technologi&ST), and a further

set of legislation is under consideration.

While there is no doulthatthe refinancing of ta MEC debt was a beneficial move, the
fiscal targets of the ADB loan were not achieved. The CAP program has failed to gain
any momentumin additiontax reform has remained under consideration for several
years, and the outcomnemainsuncertain. Similagl, both the SOE and external delg-le
islation appear to be on the back burner. The growth experienced in the economy during
the amended Compalcas been positivaveraging 1.percentwhich ismore than might
have been expectedowever, projections ohte economy through the mediderm sug-
gestthat economic growth will decline to an average 1.1 pereexithefiscal deficit
sustained in FY2012 is likely to deteriorate. Recent cash infuBlobsidgetary suppart
provided by the World Bank and ADBave, contrary to sensible intentiorenabled the
RMI to continue the current policy regime without need for adjustment.

However, he reduction in real transfers under the Compuhet to the decrement and
lack of full inflation adjustment with no signifioa private sector development, imply
that adjustment cannot continue to be staved off much lohgerJoint Economic M&
agement and Financial Accountability Committ@dENIFAC) has called for the devele
ment of longterm fiscal panningunder its two resaokions(20091 and 2016L) to ad-
dress precisely these issues. The RMI has yet to respond in any meaningful way. The
challenge is not simplyof the RMI to develop a fiscalan but also to institutionalize

and recognize thglan as something that the RMiquiresto guideits own future. Donor
support is needed but nfor augmening otherwiseimited general fund resources to
push back adjustment. Rathéonor support and resources are needed to encoarage r
tional allocation of resources during the rendainof the amended Compact andrte e
sure there are sufficient funds in the CTF to provide security to the people of the RMI
thereafter.
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Il REVIEW OF ECONOMIC DEVELOPMENTS

A. Growth and Employment
1. GRo0ssDoMESTIC PRODUCT, GROWTH AND STRUCTURAL CHANGE
I Overall trends in economic activity

1. FY2004 marked the start of the amended Compact, and the RMI negotiated a f
vorable assistance package that increéé&sedingby $10 million above the fivgear -

riod of Compact | (FY199FY2001). Howeer, the economy stagnated, primarily from
the closure of the fish loining plant and capacity constrainisiimgadditional fiscal e-
sourcegFigurel).

2. By FY2005 the substantial increase in Compact resoatm@sethose prevailing
during Compact | had aehed a peak. Greater capatityisethe availabldunds enabled

the economy to expand. The private sector maintained economic activity, with additional
investment demand arising frothe Compact infrastructure grattterenovation of the
Majuro airport the construction otheinternationalconvention centefunded by the B-

public of China (ROC)andthereconstruction of the Majuro fish loining plant under new
ownershipGDP grew by 2.6, 1.9 and 3p2rcentn the three years from FY2006

FY2007.

3. By FY2008 the economy had peaked, and GDP fell byér®ent The initial
wave of Compact infrastructure construction projects had come to fruition, and further
expansion irgovernment was no longer possitds expenditures hit their ceilings.
FY2008 also saw the end of rapid expansion in the world ecqramriyiel and food pet
es reached record levels. Inflation in the Ri\iinbed to15 percent eroding domestic
real income and reducing demand for local business. Compounding these problems, the
MEC underwent a severe casbw crisiswhenfuel pricessoared requiring substantial
cash infusions frornthe

6.0% — government. These for

5.0% es prompted the RMI
leadership to eClare a
firstever nsotate of e
nomi ¢c emergencyo i

2.0% late FY2008.
:H:ﬂ:l 4. InFY2009, while
o0 inflation eased back to
10% H 0.7 percentand reduced
the erosion in household
incomes, the same ige

FY04 FY05 FY06 FYO07 FY08 FY09 FY10 FY1l1 FY12 H
|Real GDP| -0.1% } 2.6% } 1.9% } 3.8% } -2.0% } -1.8% } 5.9% } 0.6% } 3.2% } eral economic forcesxe
erted themselves, and

4.0%

3.0%

-2.0%

-3.0%

Figure 1  RMI real GDP growth (percent)



2 RMI Economic ReviedvFY2012

GDP fell again by a fther 1.5percent

5. In FY2010 the RMI economgrew by 5.6ercend a surprise, given world ee
nomic conditions. The main driving force was expansion in the fisheries sector, which
contributed half of the overall growttvith increased output from the reopened loining
plant and the atition of new purse seiners to the fishing fleet. Education and health se
vices also continued to expand throughout FY2010, producing a positive result with
spillover to other sectors. Improved tax collections contributédetgrowthas wel| ak-
hough tlese gains were largely offset by increased subsidies to the SOE sector.

6. Economic performance in FY2011 was lacklusidtile FY2012 recorded a pes

tive and surprisig growthrateof 3.2percentThe major cotributing factor wagxpan-

sionin the output oflomestic purse seiners operated by Pan Pacific Foods, although o
erations at the loining plant fell in each of the two years, held back by labor shortages.
Copra production and coconut oil productiserenegative during FY201 Ivhen world
prices were highHowever theyexpanded in FY201Zontributing 0.5ercentof GDP
growth, despite a return to low integtional prices. Construction activity fell in both

yearsr ef | ecting weak deomadidndori ps wgracwist @ ndo i
structure projest Education continued to be an expansionary force, especially atlthe Co
lege of the Marshall Island€MI). Indirect taxes also contributed to the econogainis

in FY2012 with strong growth in the volume of imports.

i GDP by institutional sector

7. Figure2 elaboratesnthe story, indicating the performance and contribution of

the private and government secttwrshe economyThe private sector has grown by an

annual average of 1.4 percent since the start of the amended Compact, lower than the

economywide average for GDP of 1.6 percent. Private sector performance has been
mixed and generated

60 150 from fisheries actiity or

. T s from construction ofni-
frastructure and building

projects. (Discussion of

| 135 private sector devein

ments by industry is ka

en up in the following

section.)Growth in ga/-

ernment services has-a

eraged.1 perent du-

ing the amended Qo

50 -

45 1

40 1

US$ '000
=
W
S

US$ '000

35 +

=
N
a

30 -

=
n
o

25

[N
[
13

20 -

[N
=
o

e Enerpise] 354 |43 | 552 | 357 [ 304 | 365 | 317 | a5 [ 6 | i00 pact and haexceeded

o e o i o o s T e T the average rate for the
private sector. Clearly, it

Figure 2 RMl real GDP by private and public sector, has been the publicse

FY2000 prices (US$ millions) tor that has been tha-e



Economic Developments 3

gine of growth in the economsather than the private sector. In the longem these

trends are not sustainable, and it is remarkable thauttie gector has managed ta-ou
perform the private sectouringthe first nine years of the amended Compact. Policies to
promote private sector growth have clearly failed,tbaymust become moreffectiveif

the RMI economy is tachievesustained ecamic growthin the future

8. The SOE sector is particularly significant in the RMI because of its largeend fr
guentlynegative impact on GD&§owth Figure3 provides a snapshot of recent trends
since the start of the amended Compealue added is measured at producer pliess
subsidies) The contribution of the SOE sectbegan to deterioraia FY2003 Value
addedell through FY2006nd reachda low in FY2008 primarily from poor perfa-
mance in the energy sectdihe situationmproved in FY201@hrough FY2012 peaking

in FY2011, largely as a result akgularizingthe financial situation of the MEC

9. With thedeterioraion in the financial viabilityof many SOEs, the need forgo

ernment subsidy increased. Frévi2003to FY2006 theannual average level of go

ernment subsidwas$3.4million. However the level of subsidy increased to an aggr

of $7.5million per annunmbetweerFY2007and FY2@2 Thisjumpwas due to a variety

of forces but was heavily influenced by the impact of high energy prices on the financial

position of theMEC and theKwajalein Atoll Joint Utility Resource$KAJUR). While

Air Marshall Isands (AMI), theMajuro Water and Sewer CompafiWSC) and Dbo-

lar Copra Processing Authorityave required continuing lessdf subsidiesother SOEs

are also now requiringubsidiesThe creation of th#&larshall Islands Shipping Corma-

tion (MISC) in FY2®7 has required an annual average subsidy of $1.1 million. &he N

tional Telecom Authority (NTA) formally returned a positive operating profit, but since

the installation of the fibeoptic connection, has required subsidy. The finances of the

Marshalllslands Resort (MIR) have also deteriorajedquiring direct subsidy frortine
government in the last
two years to maintain a

160 positive cash flow.

14.0

10.  The impact of the
120 rising levet of subsidies
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vides continuing dis@sion of the SOE sector and the sitaatof selected enterprises.

11.  For the government of the RiMhere have been two phases of growth: a first
phase of rapid expansigmetween FY2003 and FY200Gieled by the infusion of funds
from the amended Compact, when growth averaged 8 pparehé seond more or less
stagnate periqds the provision of government services respondeethacediscal red
ities. While thegovernment of the RMI is the largest player in the public sector, gever
ment agencies and institutions, including the College oMidweshalllslands (CMI) and
local governmentare also significant. Taken together, the two local govern@ents
Kwajalein Atoll Local GovernmentKALGOV) andMajuro Atoll Local Government
(MALGOV)0 represented about 2@rcentof theshare of theational goernrment in
FY2012(by valueadded) FromFY2006to FY201Q growth in local governmentas
negative, reflecting the contraction in employment at the Kwajaleimiilitary base, the
cyclical downturn in the economy, and the impact of falling tax revehudise last two
years, conditions at the two local governments have shown signs of improvement.

12. Government agencies are represented by the CMa aatbf other entitiesThe
contribuion of the CMIhas grown significantly since FY200bhe contribution®f oth-
er agencies declinesharplyin FY2006 with the amalgamation of the former Uf8de-

al program Head Start into the national governmantihave remained largely stagnant
since that timeTaking government as a whal@MI government, agencies arathl
government)therehave beethreephase®f growth a first phase of rapid growth in the
RMI governmentrom FY2003FY2006;a second phas# stagnatiorfrom FY2007
FY2009, when all parts stagnated and coincided with the international financil crisi
and a third more recent phase since FY204€uling from growth in the CMI.

13.  The household sector makes an important contribution to GDP, producing mixed
incomes from copra, fishing and handicrafts. Nonmarketed production (subsistence) and
home ownersip are the main components and are estimatétcteasan relation to
population growth.

lii GDP by industry

14.  Agricultureconsistof two kinds: production for home consumptjarith small
sales to local marketand production of copra, which provides income to the outer a
olls. Subsistence production is projected in proportion to population ch@ngea po-
ductionexpandedn themid-2000s with the improved shipping servicaadthe newly
created Marshall Island@hipping CorporatiofMISC), a state owned entaise Prodic-
er prices of coprare set byfobolar, another SOEand was$240 a short torbetween
FY2003 and FY2006, and rose to $5®nin FY2012. World market price$or copra
averaged $391 a ton between FY2003 and FY2006cmedta$750a tonin FY201Q
peaked a$1,157 in FY201land dropped back to $741 in FY20P2oductionon the
other hangwas at its lowest point for several years in FY2@t2,036shorttons, and
roseto 6,295 tonsn FY2012 the year after the prices peak&dbolareffectively stab
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lizes the price and receives an annual subsidy thenRMIgovernmentwhich has ave
agedmore thars1 million since FY2007

15.  The fisheries sector in the RMI economy has been a strong driver of growth
commensurate with the economyé6és comparative
erratic, reflecting the opening and closure of the PMOP loiplagt in FY2003nd e-
placement witithe Pan Pacific Foods (PPF) operation in FY2008.RAPEloining plant
(consideed as part of the fishidgnot manufacturing sector) is operated at a loss, but
this is offset by access to RMI fishing rights. PPF initiated fishing activities with the
launching of a first purse seiner 2010, and wo more boats were commissioned in

2011. In addition to the PPF operations, the sectorsists afthe Marshdllslands Fish-

ing Venture(MIFV), alongline operation run by Luen Thai; four purse seiners operated
by Koos;the Marshall Islands Fishing Company (MIFCQ@)joint venturewvith one boat
operatedbetween Koos and the RMI governmeantd finally, a new operatothe Ca-

tral Pacific Fisheries Compani¢€ PFC) which established operations in 20d/ith two

seines. It should be noted that the eshore longline operations of MIFV, the seineps o
erated by KoosandMIFCO and CPFC are considered nonresident and are thus not part
of GDP.

16. In additionto the tuna fikery, there aremumerousmall operators exporting
aquatic fish and producing for home consumption in the outer aldikye is a small
commercial fishing market in Majurdhe impact of theecent developmentprimarily
with the reopening of the loining plant athek operation of new seiners by PRfas been
a dramatic rise ithe contribution otommercial fisheries to the econolifsgeFigure4).
Value added has risen from an average level &f $dlion from FY2005to FY2008 to
more thar$10.1million in FY2012 (FY2004 constant prices).

17.  The manufaturing sector consists of a few small local activities producing for the
local market and obolar, the copra processing plamte contribution of gneral maao-
facturingto the domestic

12.0 marketis modestand
growth has reflecteat
10.0 e cal market conidions

_ Given the vertical irg-
8.0 R gration betweefobolar
andcopra production,
performance atobolar
reflects that otopra
production. The utilities
sector comprises three
SOEs: the Majuro Water
and Sewer Company
(MWSC), the Marshalls
Energy Company

6.0

4.0

2.0

0.0 -
FYO3FYO4FYO5FY06 FYO7FYO8FYO9FY10FY11FY12

Figure 4  Commercial fisheries contribution to GDP, 2004
prices (US$ millions)
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(MEC), and the Kvajalein Atoll Joint Utility Resource$KAJUR). While the MWSC has
shown growth as the capitdajuro, hasexpandedproduction by the two utilities has
declineddueto increasing fuel costs and tariffSonstruction activity includes private
business adstities, operations of the Public Works Department (PWD) and home co
struction. Private constructigreaked irFY2008§ reflecting large infrastructure and
building projectsbutit has declined since that tirle addition, private construction has
beenadverselyaffectedby the decision tpostponeCompact infrastructure grant projects
due to Abondi ng aiihd PWD veageinstatednd-2001 hawisgu e s
been disbanded as part of thgblic Sector Reform PrografR SRR, butits activities

hawe diminishedduring the amended Compact. On the bright,didme buildings esi-
mated to have growin recent years.

18. The wholesale and retailing sector is dominated by retailing to households and has
oscillatedduring the amended Compact &nigh no disernable trendThe MEC operates

a fuel farm andellsfuel to fishing enterprise©utputtankedfrom FY2006to FY 2007,

as the MEC underwent financiallapse and has improved since, btihasyet to return

to the lewels of those athe start of the anmeled CompacfThe private hotel and resta

rant sector has suffered a prolonged dechrneragng 7.8 percenfper annum since

FY2003, despite the potential of the Marshall Islands as a tourist diéstin@he value

added of the Marshall Islands Resdfi R), an SOE, has trended up By6 percentper

annum since the start of thenended Compaatffsetting the decline in the rest of the
industry.

19. The transport and communications sector contains a series of generat private
sectoroperated services aiséverapublicly owned operationd he latterinclude:the
Marshall Islands Ports Authority (MIPAlhe Marshall Islands Shipping Corporation
(MISC), Air Marshall Islands (AMI), and the National TelecmmnicationsAuthority
(NTA). Most transport and commigations activitied private transport, MIPA and the
NTAO have stagnateor declinedduring the amended Compactipe. The MISC
commenced operations only recently, in FY2007, and outpudd@ised since¢hat time

In the case oAMI, output has declinedrsethe startof theamended CompadCombn-
ing the variouzomponents of the transport seceoclear downward trend emerges

20.  Financial intermediation, primarily the banking sector, has gsivamgly
throughout the perih by an annual average rate d Bercentas a result ofhcreasesn
both the dposit basis and commerciadedit.In FY2011 thebanking sector declined
with large payouts to Kwajalein landowners and redustiomieposits and repayment of
loans.Ownership of dwellings hassenduring the FY2000s, reflectingcreased home
construction, whileggrowth inbusiness servicdsasregistered a small increase®8 per-
centsince FY2003While a relatively minor activity, fivate personal services haveen
very buoyantin recent years.

21.  Earlier analysis indicateeixpansion in theublic sector through FY2008eclines
from FY2007to FY2008 andthe reemergence of growth in FY20EHhdFY2011. How-
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ever, ths general trendnasks a series of developments in the different components of
governmat activities in administration, education and health. Administration ofdhe n
tional governmenhas shown a generapward trengdaveraging 24 percentper annum
during the amended CompaBbth government agencies and local government have d
clined durirg the period, by an annual average dféhd 0.9percent respectivelyGen-
eral education has grown continuously through the amended Compact peei@d)ing
2.4 percentper annumreflecting the switch in Compact assistance to the sgcamt
approachThe CMI, with its accreditation problems resolved, expamdptily during

the period while averaging 5 percent during the amended Complaetith services also
grew at the start of the amended Comattreached a peak in FY2Q@-fomFY2008

to FY2009 health servicedeclined, but performance has since improved and now su
passes the FY2007 lev€lverall health services have expanded by an average of 2.9
percent during the amended Compact.

22.  GDP also includes the receipt of indirect taxes and paymestbsidies to the

SOE sector. Import taxes have béangelystagnanthroughout the amended Compact
growing by an annual average of 0.6 percent below the rate of GDP growth. The sluggish
performanceeflecs granting ofconcessions as well as reductiamghe tax base. In

FY2008 and FY2009, changes in import taxes led to a decline in indirect tax collection of
3 percentand 11percentrespectively. The MEC was exempted from import taxes on

fuel resale to overseas shipping vessels, and certain foodviteragexempt because of

large increases inavld prices.n addition the fuel import tax was switched from adh
valorembasis taa specific (or volume) basi$he grossreceiptsax (GRT), which is not
subject to the same forcdws grown by an &vage3.8 percenfper annumLocal gov-

ernment sales taxes mirror the trend in local government @@declining trenaf 1.5
percenfper annunduringthe periodas revenues froitine Kwajaleinmilitary basehave
declined Subsidies to the SO&ectortook a dramiéc jump from FY2007through

FY201Q with the onset of the MEC problemEhe situation improved in FY201butthe

level of subsidies in constant pridas=Y2012is still above the level prevailirgt the

start of the amended Compact.

23.  Finally, an adjustma is made to GDP for financial intermediation services ind
rectly measure@ISIM), which is the difference between interest receipts and payments
of the banking sector relating to productive activitiesetrend has been an increasing
negative amountnirroring the growth in financial services.

Iv Structure of the RMI economy

24.  Changes in the structure of tRMI economyfrom FY1997to FY2012are sun-
marized inFigure5. Not surprisingly, given its rapid rates of growttregoverrme nt 0 s
share has grown froBil.6percentduring theFY1997FY 1999 periodto 33.7percent

from FY2010to FY2012. In the case of the SOEs, the share of thtosbas fallen from
10.2percentto 7.3percent reflecting the large increases in subsidies and negative impact
onthesectod salueadded. As a result diie deteriorating position of the SOEs, the

share of the public sector (including both government and SOEdghksed slightly
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Figure 5  Structure of the RMI economy by institutional economic growth. fie

sector share of the household

sector, which represents
subsistence and home ownerslhigs increased sligllg. With low rates of population
growth (on which the household sector estimates are based), a decline might have been
expected, as growth in the casloeamy oustripped the growth in population. The fact
that the share of the household sector Bamined largely unchangedirrorsthe reb-
tively low growth in the modern sector. The share of indirect taxes has fallen, reflecting
recent discretionary redtions in tax rates and weak collien capacity The finance (or
commercial banking) seémr has dereased its shasdightly and represas 3.8percentof
GDP, while that ohongovernmentalrganizationsNN\GOs9 has fallermarginally

2. POPULATION ,INCOMES, DISTRIBUTION AND POVERTY

25.  Population in the RMI has historically grown at very high rates. From 980
1988, in theyearsleadng up to Compact I, the annual average rate of growth was 4.3
percenfTable 1). Population in Majuro grew at ércent reflecting the emergence of
a modern economy and the availability of jobs and public sensueh as health and
educatdo n . Popul ation in Ebeye wa.dnthe butegght | vy
ol I s (the # papHatonm@sbelcavtaverggas ayrgsult oihternal miga-

tion. This pattern changed radically between the next two census points in 1988 and
1999.Population growth slowed significantly to IJpBrcenta consequence afredwe-

tion in fertility rates and the emergence of largemidration to neighboring U.S. teroit
ries, Hawaii and the U.S. mainland under the migration provisions of the Cofipact.
resultsof the 2011population census indicad that these trends continyedd overall
population growth slowed to Opkrcent Growth in the Majuro population also slowed
while that in Ebeye was largely statamdfigures fromthe outer atolls indicate the eme
gence of depopulatioiVhile overall population growth has been moderated by out
migration, inward migration from Asia has been significant.

bel
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Table 1 Population by major centers and population growth, 1967-2011

Population Population Growth
Total Majuro Ebeye Other Total Majuro Ebeye Other
1967 18,925 5,249 3,540 10,136 3.3% 4.9% 11.9% 0.8%
1973 25,045 10,290 5,123 9,632 4.8% 11.9% 6.4% -0.8%
1980 30,873 11,791 6,169 12,913 3.0% 2.0% 2.7% 4.3%
1988 43,380 19,664 8,324 15,392 4.3% 6.6% 3.8% 2.2%
1999 50,840 23,676 9,345 17,819 1.5% 1.7% 1.1% 1.3%
2011 53,158 27,797 9,614 15,747 0.4% 1.3% 0.2% -1.0%
Source: Census reports

26.  Limited job opportunities and the depressed nature of the economy during the la
ter part of Compact | encouraged laiggale migration to seek employment opportunities
and better rates of remuneration in the United States. Migration plays an equilibrating
role: as incomes decline, outward migration compensates, improving the average income
levels for those remaining. However, outward migration will have a distorting tropac

the local economyf it is achieved through a loss of economically active and skilied i
dividuals. Such a loss of human capital would reduce theramgrodwtive potential of

the economy.

27. Table 2 provides further information on currengmation rates and net movement

of passengers between the RMI and various U.S. destinations. Since the destination of
nearly all flights originating within the RMI is a U.S. point of entry, the figures provide a
very useful indicator of net migration. Thetbte indicates the average rates of migration
since 1990 in three groups: expansionary phase of Compact I, contractionary phase, and
Compact Il. The table confirms the reduction in population growth indidatéde ca-

sus data between 1988d201Q whichis the result of increasing cuatigration. The

outward migration rate of Of8ercentduring the early Compact years acceledap 2.4
percentduring the depressed era of Compact | and continued at thermeeaf 1.5er-

Table 2 Net movement of air passengers between the RMI and U.S. ports of entry
and percent population

1990-1996 1997-2003 2004-2012
Net Population Net Net Population Net Net Population Net
Departures P Migration [Departures P Migration |Departures P Migration
Kwajalein -25 8,775 -0.3% -211 9,335 -2.3% -65 9,546 -0.7%
Majuro -360 21,408 -1.7% -970 23,969 -4.0% -729 26,720 -2.7%
RMI 384" 46,448 -0.8% -1,1817 50,234 -2.4% 794" 52,123 -1.5%

Source: U.S. Department of Transportation "TRANSTATS" database

Notes: Population estimates based on average projected levels between census points.
Only includes air passengers to/from RMI and U.S. airports (Guam, Hawaii, Saipan).
Passengers to/from RMI and other countries (e.g., FSM) are excluded.
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centduring the improved period of Compact Il. The table also implies thanh@ration
from Majuro has been more rapid than from Kwajalein.

28.  Figure6 indicates the changes in constante GDPand real GNDI per capita in

2004 prices. The constaiprice GDP estimates are derived from chaining the earlier GDP
series with the curremational accounts seridReal GNDI includes the primaignd se-

ondary incomes received and paid to the rest of the world. The major differences between
the two measures are the compensation of Marshallese workers at the Kwajalein base,
rent received by Kwajalein landowners, and the receipt of current trafrsfarthe U.S.

and otherdonorgSe e M Bal ance of Paymentso for a I|ist
flows). The GNDI estimates begin in FY1997 and indicate the far higher level ofsdispo
able incomes when the additional flows #aken into account. InY2011, GNDI per

capita was $4,152vhich is52 percenthigher than the currémprice GDP per capita of

$2,741

29.  Figure6 provides a clear picture of the developments in average real incomes.
The advent of the Compact marks a clear and significant impraxtem&DP per capita
duringthe runrup and early years of the Compact. Growth was boosted by theenew r
ceipts of Compact funds and the series of bond issues that enabled the natietnaokfast
public expenditures (including embarking on a series of fsibfic projects and ve

tures). However, the gamble on public sector involvement in productive activities did not
pay off The nation was forced into a difficult period of decline, as the economy adjusted
to low levels of net aid transfers depleted byrtbed to repay the former extravagances.

In 1999matters improvedas fiscal stability was restored with new donor assistaaee, r
payment of the debt, and a favorable financial outcome of the amended Compaet negoti
tions. Between FY999and FY2007GDP per capita expanded by $5@0 average rate

of 2.5percentin each year, bt failed to regain the level achieved in timé&d-1990s In
FY2008 and FY2009,

GDP per capita faltered

65,000 -8-GDP per capita -4GNDI per capita ‘ and tOOk a Shal‘p dOW

ward turn as the econ

$4,500 /‘_HN\W my went into recession,
64,000 butby FY2012it had

r\/ regained thdost ground.
$3,500

30. Figure6 also n-
cludes the trend in GNDI
$2,500 | per capita from FY1997.
While the trenchas the
same broad features

$3,000

$2,000 -

$1,500 that of the GDP series,
POPCE ((-\‘5\ L& Q«‘§ LS (<-k°/\ &8 there are notable diffe
Figure 6  GDP per capita, 1981-2012, constant prices 2000 encesBetween FY1999

(US$) and FY2001 the level of
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grantsrose rapidly, &flecting the initial receipt of grants from the ROC and finalization
of the Compact | bond paymenteal GNDI per capita rose by $662 or 19 perdertivo
years However, from that point oreal GNDIper capita has stagnatedflectingrela-

tively constantevels of grantand Kwajaleirreceifs but an increasing level dividend
outflows fromgrowth infishing activity The increase in GDP per capita has been offset
by declining real primary and secondary incopnesulting in a stagnatevel of GNDI.

31.  While this review is macroeconomic in natutas usefulto commenbn poverty
andincome distributionssues Drawing ondiscussiosraised in théd D B @092As-
sessment of Hardship and Poveaityd its2005Social and Economic Reppendthere-
cently completed 2008 ational Millennium Development Goals (MDG) Progress R
port, prepared byhe United Nations Development Bram(UNDP/EPPSQ it is noted

that while abject poverty, starvation and destituioenot yet present in the RMI, ther

are clear signs that tain groups are facing increasing hardsfiipe RMI is demonstra

ing mixed progress on MDGL1 (eradicate extreme poverty and hunger), and there are
growing concerns over high unemployment, financial hardship (including declining rea
incomes coupled witlargeconsumer debt), hunger and poor nutrition.

32.  According to2011censugiatg 41 percentf outerislanders have an inconoé
less than $1 a dgin 2011 pricey Figure7 provides an overview of average fmapita
cash income in the various atolls of the RVhe dataexclude substance production and
home ownership, which are usualhgluded in the definition of income. In the outsr i
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lands, subsistence production compensates for the lack of cash income, and the emerging
picture of income distribution is thus more extreme than the reality on the growund. Ec
nomic activity clearly diffes between the urban centers of Majuro and Kwajdlein
comprisingthebulb f t he nati onds ¢ asdaneathemuter atolls. a n d
Cash incomes in Majuro and Kwajalein #éneeetimes those of the outer atolls. Howe

er, within the outer atollshe cash incomes dfi¢ nuclearaffected communitiesf

Enewetak and Kili are substantially above those in the other islands. In tmeiclear

affected islands, averagenxrapita incomes range from $184/ear on ke to $75&n

Maloelap Clearly the lak of incomeearning opportunities has provided a strongriace

tive to migrate to the two major urban atolls and, externally, to t6e U

3. EMPLOYMENT , EARNINGS AND WAGES
I Employment

33. Recentrendsin employmentre reflected ifrigure8 and based oquarterly éta
collected by the Marshall Islands Social Security Administration (MIS&djustecby
EPPSOThefigures are estimated from theturnssubmittedto MISSA by employers
andemployment is measured by a count of individuagardles®f how many hours
each individual may hawsorked during the quartefwo generakrendsarediscernible
from the datdFigure 8) the recentisein public sectoemploymenfrom FY2000
thoughFY2007andthe subsequenplateay andan upward trenéh private sector -
ploymentbut a downward shift in the curve in FY2005.

34. Developments in private sector employment in the first part of the 206@s
dominatedby publicsectorled expansion in the economy, the opening of the PMOP fish
loining plant in FY200, andits subsequerdlosurein FY2004. In FY2005, enploymert

in the private sector fell by lJgercent(571 employee} to a level 0f3,6360 thelowest

since FY2000whenthe PMOP plantirst openedHowever, h thesubsequent period
through FY2010private sector employment continued to expand, despite the weak pr
vate sector GDP. In FY2006 and FY2007, construction activity created strong aaldition
demand for labor, and in
FY2008, the fish loining
plant reopenedreating

5,000 M new jobs in FY2009 and
4,500 A FY201Q In the next two
1000 ,-/'_'/ fiscal yearsreductions
= N\ in constructioroutput

‘ -#-Private Sector (lhs)  -e=Public Sector (lhs) ‘

3500 led toa 2percentdecline
3000 |— in private sectorm-
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35.  From a declining level of employment in the lat®Q9 public sector empie
ment xpanded stronglpegnning inFY2000 and peaked in FY2007.#a sector en-
ployment (including public entprises, agenciesndlocal ard central government) grew
by 30percentbetween FY1999 and FY2007, an annualrage rate of 3 percent Of

the four components of the public sector, RMI government, whichepreserg about
half of total public sector employmentasthe dominant force ithe expansiorBetween
FY2008to FY2012, employmenin the RMI government flattened ofsiee the policy
issues section of this report). However, there was a strong esegloyment at the CMI
leading to an increase in public sectopédoyment of 1.5 peent per annum between
FY2009 and FY2012.

36.  The result of thestrcesis that employment in the economy as a whole expanded
strongly between F¥999andFY2004 at an annual rate &fpercentin FY2005 the @-

sure of the PMOP plant led to substantial laydfig=Y2008 and FY2009getrenchment

in the US. military baseat Kwajaleinand declines in construction outmiftset the re-
pening of the loining plant, and employment fell by Pedcentand 1.1percentrespe-

tively. However, in FY2010significant growth iremployment at the plant compensated
for the declines in the prior two yeadespite continuing layoffs at Kwajaleamd redg-

tions in constructionoverall employment growth eanded by 3.percentin FY2011

and FY2012 employment was largely stagnant, with further reductions in Kwajalein and
construction being offset by growth in public adnmtration and education

37. Between FY1999 and FY200the creation of substantial new jobs in the public

sector and growth in the private sector, despite the closure and reopening of tha-ish loi

ing plant,providedadditionalemployment to a large number of MhalleseDuring the

period employment grew by an annual avenageof 3.5 percentand an additional

2,526 jobs were created. Howeyvgince thatime employment growth has stalleshd

only 120morejobs have been creatdelublic sector employment has peakasifiscal

pressures have limited expansion. It is thus clear that future employment opportunities

will require a switch in strategwith greater reliance on the private sector to generate
growth

‘ @ Total Employment (rhs) ‘
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Figure 9  Total employment in the RMI economy
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Wholesale and 38. FigurelO indi-
55 5% cates the structure of
Construction - S nongovernmenﬁm-

7.2%

Hotels and p|0yment, eXCIUding

utilities Resiasyants public administration
5.4% ’ .
Banks and Real educatiorand health. _
Estate The wholesale and retail
trade sector (3perceny
Commbeaaons employs the greatest
18.7% 10.4% number with fishing-
. d related activities now
Other  Kwajalein US making a elatively large
‘ e contribution (1%e-

cen), since theeope-

ing of the loining plant

in 2008.0theractivities,
suwch asbanks and real
estate (percen}, hotels and restaants (4percen}, and castruction (7percen}, provide
muchoft he nat i on demplgymantWanufaturingeandtagricultu e ht i ot
er so) ar e i nsiTheKwdjaleinld B basedsiciudied ig the data set and
represents a significant proportion of empi@nt (14percen). Employment at the base
was projected to fall by 669 jobs out of a tathl,239 in FY2006 because aflvances in
technology guch aghe recently completefiber-optic connection) that enable operations
to be conducted from the U.S. mainland. However, current data indicates that the original
anticipated reduction has been much less severe than expected, dravghstually
fallen by only 349

Figure 10 Employment in the private sector by major indus-
trial sector, FY2012

i Wagerates

39. Thedataon nominal and real wage rates is derived from dividing the MISSA r
ported earnings levels by employment numbers. Although this is not an exact estimate of
wage rates, it should closely approxtehe changsin wage levelsFigurellreveals a

series ofnteresting trends. In the first part of the 20Qflshlic sectonominal wage rates

rose rapidly, at an approximate annual average rate @eBcgntin the FY2000FY2004

period, reflecting the relative abundanceexources. In the FY20a5Y2012period, as

the fiscal situation tightened, public seciecages moderated and grew by pe8cent For

the private sector, the pattern is different. The PMOP plant depressed average rates when
it began operation in FY2000, but wages continued to fall giréty'2004 until the

plant ceased operations and average wages rose in FY2005. therlater period,
FY2005FY2012, nominal wage rates have grown modebiiyl percentper annumde-

spite the reopening of thégmt

40. From Figure 11lit is easily seen thaverage public sector wages are significantly
higher than those in the private sector. Howeves, bt possible to conclude that public
sector wage rates for similar skills are higher than in the private setwrthelesst is
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Figure 11 Nominal and real wages rates by major institu-

tional sectors

clear that the wageif-
ferencebetween the se
tors has widened sigmif
cantly. In FY2000 it was
85 percent but by
FY2004, it had inreased
to 148 percent though it
fell back to114 percent

in FY2012 The widea-
ing disparityhasencou-
aged a shift of resources
(i.e. laba) to the public
sector.Figurellalso
indicates that real wages
largely held their vime
through FY2006How-
ever, in FY2008 inflation

increased rapidly, reflecting rising worldwide food and fuel priaedsignificantly
eroded real living standards. The e real wage fell by 18ercenin FY2008and fell

by 2.

1percentannuallybetween FY2008 and FY2012

B. Monetary Developments and Prices

41.
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1. PRICES

Figurel2 indicates the annual percent changes in the &vikumer price index
(CPI) since FY1990. It might be expected that inflation in the RMI would follow trends
in the United States, given the close historical ties, although in recent times the eme

=RMI -*U.S.

10750 700 T e N N NS
% % 050 0570 79y 7,

Change in CPI: RMI, FSM and U.S. (percent),
FY1984-FY2012

gence of strong ties with
the ROC has resulted in
newsources of supply.
Inflation in the RMI has
mostly been modergte
however,n the mid
1990s, rates were above
U.S. norms. The early
part of the 1990s was a
period of rapid growth in
GDP, and expansion in
demand would likely
have resulted in acke
eration of inflation. In
more recent times, fro
FY1999to FY2004, the
rate of inflation in the
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RMI moderated signi€antly and fell below U.S. rates, despite the pickup in economic
growth and additional demand in the economy. More recently, between #2800
FY2007, inflation in the RMI was very sitar to inflation in the U.S In FY2008, the

rate of inflation rose to 1percentrefleding very large increases in food and gyer
prices.In FY2009 and FY2010, inflation dropped back to @ebcentand 1.5percentn

the two periods, respectively, asges moderated in the U.S. and the economy went into
recessionHowever, in FY2015nd FY2014nflation once again divged from its U.S.
equivalent and rose by an average annual rate @irel®l.3 percent, respectivegain
reflecting world food andresrgy pricesln general, Marshallese prices mirror U.Scpri

es, with differences reflecting the composition of the respective consumer baskets; the
Marshall Island CPI contains a higher proportion of food and fiteins.

42.  From the first quarter of 2003, the EPPSO initiated a new CPI series based on the
2002 Household Income and fienditure Surveyrigurel3indicates changes in the new
index for selectedammodity groups sincthe first quarteof 2008 Clearly, the most
dominant price change has been in the housing andestdéction of the CPI, reflecting

the impact of higher utility prices, which peaka&tds2percentn the third quarter of

2008. The changing environment confronting the MEC required large changes ic-electri
ity prices because of both a hike in world fuel prices and a need to charge prices more
closely related to the basic costs of operai The direct impact of higher fuel prices can
be seen more clearly in transportation prices, which rose pgd2ntin the same qua

ter. Meanwhile, the food section of the CPI, reflecting the increases in world food prices,
rose by 3lpercent The conbination of these forces caustb@ overall CPI to rise by 15
percentn FY2008 to rates notecorded in the RMI before

43. In FY2009 food and fuel prices moderated significantly to levels below the
FY2008 levels. In the third quarter of 20@%el prices hadallen by 31percentand food
prices by 7percent Dur-
[ EACPI_—~Food =-e-Housing and Utilities =a=Transport | ing FY2010 average
80% price changes were ge
erally less errationith
food prices continuing to
decline and transport
prices rising modestly at
1 percent However, the
housing and utility se
torsagain réurned to
high rates of inflation
and priceslimbedby 8
percentand the overall
CPlroseby 1.8 percent
o In FY2011 the same

Figure 13 Change in CPI by selected major commodity trenc_is continued as il
groups, FY2004-FY2012 ty pricessoarecby a fu-

60%

40%

20% -

0% -~

-20%




Economic Developments 17

ther 21percentrefleding current fuel prices and costsadéctricity production Food
prices alsancreasedignificantly in FY2011, by 4.@ercent and the overall CPI rose by
5.4percentGenerakrends in FY2012 were similar to those of FY20&ith inflation
recording 4.3ercent food prices increasing by 4p@rcentand inflation in utility prices
moderating significantly to fercent

2. MONEY AND BANKING

44.  With the adoption of U.S. currency in the RMI, macroeconomic policy dnd a
justment has been limited to fiscal policy. The use of a foreign currency is practiced in
many other small island economies of the Pacific and has served the RMI well. While the
range of macroeconomic policy options is limited, the use of U.S. currency has removed
the potential to use inflationary monetary policy to adjust to changes and reduntio
Compact funding. Consequently, the RMI has no means of adjustment to reduced levels
of resource transfers, other than the more politically painful policy of directly cutting
government expenditures, reducing public sector employment and wages;raadiing
domestic revenues. Furthermore, the use of a foreign currency has removed exchange rate
realignment, to encourage the export and traded goods sectors of the economy. At this
stage of economic developmeanthe RM| with many underlying structurahped-

ments, exchange rate adjustment without accompanying supporting policies would be
unlikely to have encouraged a favorable supply response in {gadels production.

45, The banking system in the RMI is rege@ldtby the banking commissionamose
roleincludes licensing of domestic and foreign banks,aoml offsite supervision of all
commercial banksand consumer protection. The Marshall Islands Development Bank
(MIDB) does not currently come under the regulatory inspection of the banking sommi
siorer. Until December 2002, when the Bank of Hawaii withdrew from the market, there
were two U.S. banks operating in the RMI. There is one locally owned bank, the Bank of
the Marshall Islands. The remaining U.S. bank, the Bank of Guam, is a branch of its pa
ent registered in the U.S., comes under U.S. federal supervisory requirementsnand is
sured by the Federal Deposit Insurance CdtpIC). Although the financial system has
provided satisfactory and secure banking services, the marketplace, becausmalf its
size and lack of a wetleveloped supervisory capability, requires careful monitoring.

46.  Since there is no independent monetary policy, domestic interest rates are closely
aligned with those in the .8. Deposit interest rates are broadly similar tosiin the

United Statesas well.In 2004 the thregnonth depositvasl.3 percentsee Appendix,

Table 6¢) It strengthened slightlfiyom FY2005to FY2007 but fell back to 1.Bercentn
FY2008 andit fell significantlyin FY2012to 0.9percent Lendingrates, however, are
generally higher, reflecting the additional risk, costs of doing business in the RMI and
limited competition. Interest ratesm consumer loans stood at 1pefcentn FY2004,
averaged 18.percentrom FY2005to FY2008and dropped to3.8percentn FY2012

Lending rates for commercial borrowing are significantly lower than unsecured consumer
rates buttheyhave followed a similar patterrising in the early part of the anded

Compact and falling to 7 8ercentn FY2012 As in manydeveloping countries, fima
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cial intermediation is accompanied by a significant spread between lending and deposit
rates.

47.  Major trendsn lending and deposits the RMI banking sector during the
amended Compaetre shown irFigure14 (see Appendix, Table 6)On the dposit side
the first three years of the amended Compact saw little moveh@never,growth
emerged in FY20Q7and deposs grew by &ercentper annunmin the FY2006FY2010
period The deposit base contractedrY2011and fell significantly in FY2012 by 3.8
and 13.4 percent, respectivelgflecting the payout of $29 million in rent owed to &w
jalein landownersAfter several years of dispute with the U.S., the landowners came to
anagreementand a large back load of prior ye@@ompactransfers was released. Part
of the paymentvas used to finance consumpti@amd somevas usedo pay down exis
ing debt.On the lenthg sidea similarpictureemergesCommercial bank credit was
stagnanat the start of the amended Compact,ibexpandedetweenFY2006and
FY2010 at an annual average rate 0fpkrcentandthendropped back in FY2014dy 4.9
percentwith the landownesettlementanddeclinedl.3 percent in FY2012

48. The difference between loans and deposits indicates the large level of liquidity in

the RMI banking systenit is another example of a widely observed phenomenon in the

Pacific Islands region: capital is tn@ factor of production in short supply. Reflecting the

trends decribed abovethe loango-deposit ratiovas largely stagnatt 60percentrom

FY2004to FY27 butincreased durinthe FY2008FY2011 period,averaging 6 pe-

cent and rose to 73.9 percent in FY20TI2e large difference between the level ef d

posits and loans is invested offshore, and, mirroring the treripsits and domestic

credit, the level of foreign assets rose frabd fillion in FY2004to $72 million in

FY20118 an annual avege growth rate of percentIn FY2012 the level of foreignsa
sets fell back to $62 i
lion.

1200 49.  Figurel5indi-
cates the extension of
0o credit to the private se
o = [ T H tor in the consumerral
commercial marketdur-
H H ing the amended Qo
pact periodAt the start
of the periodlending
opportunitiedor con-
sumer creditleclined,
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$'millions
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buttheygeneratedn
ososis | 746 | 745 | 766 | w5 | av0 | ws | moai [ oz | s upward trendrom
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Figure 14 Commercial bank loans and deposits (end of pe- percenthrough FY2011

riod)
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00 and dropping back by 4.3
percent in FY2012As
500 _ pointed out in the remt
- InternationaMonetary
40.0 — — Fund (”V”:)Al'tiC'e v
= missionreport consumer
g 300 lending as a percent of
total compensation of

employees is vgrhigh
in the RMI (46percentin
FY2012. Deducting
payments for taxesps
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FY04 FYO05 FY06 FYO7 FYO08 FY09 FY10 FY11 FY12 H H
\EIConsumer 38.5 38.2 35.2 38.5 439 46.1 48.6 49.0 46.9 .CIaI Securlty’ and health
\DCommerciaI 4.9 5.4 8.0 11.4 14.3 15.9 14.7 11.2 12.5 Insurance’ the ra‘tlm
Figure 15 Commercial bank credit by sector household dispable

income is even higher.
While there may be some misclassification of consumer loans thatmfagt be for
business purposes, the figures indicate a high level of household indebtedness, which will
not only place stress on housé&hfinances but also poses a threahtlanking system.

50.  While growth in consumer credit has bdrroyantduring much of the amended
Compactlendingto thecommercial sectdnas been lackluster and refletsufficient
collateral, poor business management and the many impediments to lending. At the start
of the amende@ompactlending to the commerciakector stood & meage$4.9 mi-

lion. Thisrosethrough FY2009 to $16 8illion, but n FY2010 and FY201tommercial
crediteased bacgkwvhich, in the later yeareflects pay down of debt out of the Kwajalein
landowner settlemenin FY2012 commercial lending recovereahd an additional $1.3
million of credit was created. In FY2012 the level of commercial credit represented 8.3
percent of monetary GDP, indicating a very low level of financial intermediation by any
standards.

C. Balance of Payments and External Debt
1. BALANCE OF PAYMENTS

51. Thecurrent account of thigalance of payment8¢P) is presented in abbrated
form in Table 3and in more detail in the statistical appendix. The trade accousists

of imports and exports. Exportemprise three main itemfsiel reexports (MEC off

shoe fuel sales), fish and otheofonut products, and a few other small itergp
through FY2008fuel represented 7percenif total exports. In FY2009, with theae
pening of the fish loining plant and commissioning of a new purse seiner by PPF, fish
exportsrose to $2.8nillion. By FY2012 with a full year of operation (twmoreseiners
were commissioneduring 2010)fish exports rose to $2518illion. Estimates of imports
arepreferablybasedn a datdbasecompiledby the Customs Division by consignnie
However,in someyears whertustomsdata collections weak estimates are based
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Table 3  Balance of payments, current account, FY2006-FY2012 (US$ millions)

(US$ millions) FY06 FYOQ7 FY08 FY09 FY10 FY11 FY12

Current account balance -6.2 -8.1 -5.3 -26.4 -46.9 -15.3 -13.9
Goods and services balance -101.6 -112.9 -109.2 -127.0 -142.1 -112.5 -114.6
Goods balance -64.1 -69.6 -69.8 -73.5 -100.8 -68.6 -66.5
Exports of goods 17.9 18.3 20.2 20.8 32.3 50.1 59.1
Fish 1/ 0.4 0.7 0.8 2.8 8.8 19.0 25.8
Other 17.5 17.6 19.4 17.9 235 311 33.3
Imports of goods f.0.b. 82.0 87.9 90.0 94.3 133.1 118.7 125.6
Services balance -37.5 -43.3 -39.5 -53.5 -41.3 -43.9 -48.1
Exports of senices 10.2 10.0 10.2 10.6 12.1 13.0 13.1
Fish processing 2.3 2.3 3.0 3.3 3.7 4.2 4.3
Travel 3.1 2.9 2.7 2.9 35 3.9 3.7
Other 4.8 4.7 4.5 4.5 4.8 4.9 5.0
Imports of senices 47.7 53.3 49.7 64.1 53.3 57.0 61.2
Transport 26.0 27.2 28.0 26.0 26.9 28.6 29.8
Freight and postal senices 13.8 14.4 15.1 13.7 15.9 17.5 17.2
Passenger senices 12.2 12.9 12.9 12.2 10.9 111 12.6
Construction senices ~ ~ ~ 12.9 1.8 ~ ~
Other 21.7 26.0 21.6 25.2 24.6 28.4 31.4
Primary income balance 41.3 42.8 41.8 40.6 35.1 38.6 41.4
Primary income, inflows 55.7 56.5 54.8 52.9 51.7 55.8 60.1
Compensation of employees 23.3 22.3 19.9 20.1 19.1 18.9 18.5
Rent receipts for use of Kwajalein land 15.4 15.9 16.3 17.2 16.8 16.9 17.0
Ship registration fees 1.0 1.8 2.0 3.3 3.0 3.8 4.0
Fishing licence fees 3.1 1.9 2.6 3.0 3.5 5.3 9.6
Dividends and interest 2/ 11.9 14.0 13.2 8.5 8.0 9.8 9.4
Other 0.9 0.8 0.9 1.0 1.3 1.2 1.5
Primary income, outflows 14.4 13.7 12.9 12.3 16.6 17.2 18.7
Secondary income balance 54.1 61.9 62.1 60.0 60.1 58.6 59.3
Secondary income, inflows 57.8 65.8 66.2 64.5 65.4 64.6 65.6
Gowvernment grants 49.2 53.6 57.1 54.3 55.5 53.9 54.1
Compact current grants 26.0 28.0 30.3 34.3 32.3 30.9 31.7
Other budget and off-budget grants 23.2 25.6 26.8 20.0 23.2 23.0 22.5
College of Marshall Islands 2.9 3.3 3.2 3.9 4.4 4.6 5.5
Other 3/ 5.7 9.0 5.9 6.3 5.6 6.1 5.9
Secondary income, outflows 3/ 3.7 3.9 4.1 4.4 5.3 6.0 6.3

1/ Pelagic fishing vessels operated economically from abroad are treated as nonresident;

thus, their sales are not included in exports in the main dataset.
2/ Coverage of nuclear-related trust funds is incomplete.

3/ Mainly households

duty collections divided by an estimate of the average tariff irmteY2011 and FY2012
the estimates have been based ordétea: version of the customs databdsgort
growth has been elastic during the amended Compact and grown by 5.8 percamt in co
parison with nominal GDP growth of 3.5 percddetailed trade data by commodity is

not produced in the RMI arftas beem maj or
tems.The proposed tax reform initiative currently under consideration by the RMi; if i

plemented, will include installation of n@mformation technologgystemswhich

should help remove this impediment.

weakness

s~

t he

nat
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52.  The service account on the receipt side comprises a series of small items: pr

cessing and transshipment of fish owned by nonresideat®l expenses of visitors to

the RMI and a grop of other exports, including port facilities, telecommunications and

others. In total, these flowserestaticduring the initial period of the amended Compact
butshowedsigns of growttbetweerFY2010to FY2Q0L1. On the payment side, the large

figure for freight andpostal servicesepresents the adjustment made to importsost,

insurance and freight(.f.) to estimate imports onfeee on boardf(o.b.) basis. Pg

ments for passenger services represent payments for air tradtelonstruction serses

reflect payments foranewficerpt i ¢ connection to thhe RMI. Tt
er, o0 includes personal travel expenses overs
technical assistance.

53.  On the primary income account, the twajor items ar¢he compensatioof
Marshallese workers on the Kwajal&inS. military base and the receipts for remder

the Compacby the Kwajalein landowners. With the reduction of workers at the &waj
lein base, earnings have declined since FY2D06the impact &s not been as adverse as
initially feared Feescollected fronthe ship registry aremall buthave grown since
FY2006 reflecting changes in the terms of the contract with the company managing the
registry Fish licenses fees have grown rapidly in regeatrs as a result othe impke-
mentation of the Partners to the Nauru Agreement (PNA) and operation of the Vessel
Day Scheme (VDSPDividends and interest are an im@otsource of earnings andpre
resentearnings from thauclearrelated trust funds. IRY2009 earnings fell, reflecting
poor market returns in the U.S. as markets crashieeseremained low in FY201,(ut
performance improved in FY2010n the payments siddividends paid byoreign d-

rect nvestmentkDI) are the major component and havewn recently with the expa
sion in fishing activity. Other payments @fimary income are represented by interest
payments on external dedgohd Compact rent payments to Kwajalein nonresitdent
owners living in the U.S.

54. The secondary income account\yades a major souraaf revenueor the RMI.

Budget grants include both the sizeaBtampact grants and other transfers received from
the ROC and U.S. federal prograrAs the start of the amended Compact, grants skdow

an upward trendeflecing the incease in the absorptive capacity of the RMI to enpl

ment the grants rather than any increase in available f8imtse FY2009 the level of
Compact grants has fallen slightty.Ot her 6 recei pts include inwar
households, which is an impartt item but for which little reliable data exists. Tl

also receives relatively large transfers fron®. federaPell grants. Remittance outflows

are mainly household transfers and are estimated to be larger than inward remittances of
Marshallese liing in the U.S. Included in outward transfers are payments not only from
Marshallese families but also from the sizeable Chinese and other Asian communities
living in the Marshall Islands.

55.  The capital and finance accounts of B are shown in Table 4.iE capital e-
count includes Compact capital grants, which reflect the use of the infrastructure sector
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Table 4  Balance of payments, capital account, FY2006-FY2012 (US$ millions)

(US$ millions) FY06 FY07 FY08 FY09 FY10 FY11 Fy12

Capital account balance 22.3 23.2 19.7 23.8 18.6 145 8.1
Capital inflows 24.8 232 19.7 238 18.6 15.8 9.1
National Govt, Compact capital grants 9.5 16.6 11.3 13.2 13.3 12.0 54
Other capital grants to government 15.3 6.7 8.4 10.6 5.3 3.8 3.8
Capital outflows 25 0.0 0.0 0.0 0.0 1.2 1.0
Net lending/Borrowing (Curr + Cap) 16.1 15.1 14.3 -2.6 -28.3 -0.8 -5.8
Financial account balance 27.6 -0.1 225 30.7 35.2 254 15.7
Direct investment -1.1 7.0 5.7 14.6 38.0 4.8 3.4
Portfolio investment (increase in assets: -) 22.6 -2.0 17.6 12.0 10.1 14.7 6.8
Assets 22.7 -0.5 18.2 11.2 9.7 14.6 6.5
Local Government, Trust Funds 3/ 20.4 5.9 10.3 13.9 13.4 13.4 13.4
Social Security -3.8 -6.4 8.0 -2.8 -3.8 1.2 6.9
Other investments 6.2 -0.0 -0.0 0.1 0.1 ~ ~
Liabilities 0.1 -1.5 -0.6 0.8 0.4 0.1 0.3
Other investment (increase in assets: -) 6.1 5.1 -0.9 4.1 -12.9 5.8 54
Assets (bank deposits) -4.0 -3.2 3.6 -6.5 -8.2 -0.1 9.8
Liabilities (public sector loans) 10.1 -2.0 4.5 10.6 4.7 5.9 4.4
Errors and omissions 43.8 15.0 36.8 28.1 6.9 24.6 9.9

3/ Coveraae of nuclear-related trust funds are incomplete.

grant. In the early part ehe amende@ompact, capacity constraints limited the use of

this grant, buthese issues were quickly resolvedFY2012 U.S. concerns over @f

curement procedures limited implementatiandall new projects wenton hald i Ot her 0
capital grants include FAA grants to the Ports Authority for airport improverfi¢oie
thatcontributions to the Compact Trust Fund (CTF) have been treated as nonres

dent and apart from an RMI transfer to the fund in FY2@@4d additional contributions

in FY2011 and FY2012re no longer reflected in the balance of paymgnts.

56. Inregard tahe financing account, direct investment flows have generally been
small Howeverfrom FY2007 through FY201Odirect investment increasedieto the
reconstruction of the fish loining plant and investment in three purse seinePHy

Portfolio investmenincludes a series of important itenfidote that increases in assets

are shown as negative in the BoP, whiler@ases in liabilities are positivéirst, the

U.S. paid sizeable reparations and funds for relocation to the islandgksnif

Enewet&, Utrik and Rongelaptollswho wereaffected by the nuclear testing in the

1950s. Table édicatesthe sizeableacent drawdowns fromesetrust funds and raises

the question of sustainability in the longer tefithe Marshall Island Social Security
Administration(MISSA) holds significant reserves for future pension payments. In most
yearsthere has beea buildup in funds, but in FY2008, a large positive item was decor

ed, reflecting drawdown of fundk FY2011 a similar drawdown of less magnitude o
curred indicating the financial weakness inherent in MIS®&her investments include

the RMI intergenational trust fund that was establishedeimporarily parkunds for
eventualransfer to the CTF. After the CTF was establislieid fund was dissolved in
FY2007.The remainingnajoritem on the finance accoyit ot her i,omepe st me nt
sents changes commercial bank foreign assets, which has generally shown a significant
increaseaeflecting deposit growth. In FY201@&ith theKwajalein landowner rent ya
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out, depositsas well acommercial bank foreign asséétl. Other investment liabilities
reflectdrawdowns and repaymerds external debt.

57.  The structure of thBoPis a large trade account deficit matched by substantial
inflows on the primary and secondary income accounts. In essence, the level of imports
and services consumed is matched by earrohiy$arshallese workers at ti@vajalein

U.S. base, rent of the base and current Compact transfers. The current accownt has re
orded deficits in each yeaf the amended Compaetveraging $5 million, and a sh-

stantial deficitwas recordeth FY2009 and F2010. In theetwo years, imports ohk
vestment goods and construction services signifigampacedthe current account ba

ance, butheywere matched biDI and external borrowing on the financing account.

The capital account always makes a positiverdoution, reflecting receipt of capital
transfergiinfrastructureand FAAgrans) mainly from the U.S. Thetfiance account also
generatec positive flow in most yearsjirroring the dominance of FDI and nuclear trust
fund drawdownOverallerrors and oissions the difference between net lending and the
financing accounthas aveaged $2 million during the FY2004-Y 2012 period,or 12

percent of goods and services. Clearly, there is a consistent bias and error in the balance
of payments of aonnegligible amount. Imports are most likely underestimated, but
there are a variety of other flows that are not kn@th precision.

2. GROSSNATIONAL INCOME & GROSSNATIONAL DISPOSABLE INCOME

58. The availability ofBoP estimategnables us to generate a#&br grossnational
income (GNI) andyrossnationaldisposabléncome (GNDI). In most countries economic
analysis tends to focus on GDP, which is usually the aqgstopriateeflection of the
economic circumstances of the country under investigation eMeryvin the RMI the

large inflows of primary and secondary incomes from the rest of the world indicate that
analysis should also feature changes in GNI and GMDRQhe RMI, G\l and GNDI were

24 percentand 58percenthigher than GDP, respectively. Whdealysis of GNI and

GNDI might be placed in the section on GDP, we thought it more appropriate to put it in
the section following the analysis of tBeP, since the data to construct the additional
series comes from the Bol.terms of analyzing the ressilit is useful to single outed
velopments in constant price changes in primary and secondary incomes, whidhk are pr
vided inFigurel6. Both the primary and secondary incomes of the BoP have leeen d
flated by a composite index of the CPIl and GDP defl&ligurel7 provides a desqot

tion of the trends in BP, GNI and GNDFrom FY2004through FY202.

59. The main determinants pfimary incomesrecompensation of employeasthe
Kwajalein base, rent received by the Kwajalein landowreansjings on portfolion-
vestmentsandinterest andlividendspaid on external debt and FDh FY2008 e-
trenchments were made at the base as the newoftbiercable was stalled and con-
pensation of employees has fallen through the remainder of the FFXA®IA 2 period
Landrentreceipts of the Kwajalein landowners hiesen in line withthe two-thirds par-
tial inflation indexation of the amended Compamitdividendsearnings on investments
have been weakfollowing the world recessioim FY2008 On the payments side theei
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in fish exports has been
matched by growing ©t
idend payments on FDI
The overall mpact of
these forces has been
that during the initial
stages of the amended
Compactnet nominal
primary incomes grew
up toFY2007, declined
through FY2010 and
then expanded in the last
two years In constant
price termghis translates
into a static impact on
GNI in the initial period
a significant drop

In the case afecondary incomeghe current price series is domirchtey Can-

pact and other country grants. At the start of the amended Cqmypaats rose strongly
in nominal termghrough FY2007but thereaftetheyhaveheld steady at about $60Imi
lion per annum andisplaya stationary trendl'ranslating into constant priceecondary

incomesrose through FY2007 and subsequently declined

61.

During the amended Compact peri@DP averagedn annual rate of growth of

1.5 percent The impact of declining real primarycomesredu@d thisrate and GNI
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Figure 17 GDP, GNI and GNDI, constant prices 2004 (US$

grew by0.8 percentper
annum The impact ok
static level olsecondary
incomesbetween
FY2003 and FY2012
createdachangdan

GNDI of much the same
rate asn GNI, 0.7per-
cent SinceCompact
flows are only partially
indexed to inflationand
other extenal sources
are fixed in nominal
terms, the existing drag
on the economy of fal
ing real primary and se
ondary incomes is likely
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to continueIn the case of the RMthese forces underline the need to develop the private
sector and real s&dof the economy to compsate.

3. EXTERNAL DEBT AND INTERNATIONAL |INVESTMENT POSITION
i  External debt

62. During Compact I, thgovernment developed a substantial portfolio of loans from
the Asian Development Barfkee Table 5)The RMIbegarborrowing from the ADB in
1993 with the funding of the Fisheries Development Loan, which focused on fisheries
development in Ebeye. Subsequieans have includegksources fowater supplyand

social sector and transport projects, including reform program loatwgalithe ADB has
approved $86.million worth of loans since the RMI joined in 1991, including B&P

loan that was disburséd October 2010or refinancing MEC debtAfter debt repayment
and lack of full disbursement for some loans, outstanding ADB debt at the end of
FY2012 was $&.2million. All but $4 million of this outstanding amount is provided on
highly concessional termsadim the Asian Development Fund (ADF) resources of the
ADB. These resources provide grace periodsigiit to10 years and full repayment of
principal over 40 yearsncludinggrace periods) for older loans and 32 years for more
recent loans. No interestasp pl i ed t o the principal of these
c h ar g edrcent tl.5 flercents applied to the outstanding principal. New program
loans, such as those through Bf&P now have a term of 24 years. The concessioaal n
ture of the lendingneans that the ADF loans have a significant grant component when
valued on a discounted cash flow basis.

63.  Other major external debt commitments represent government guaranteed debt to
the SOE sector arlihbilities owed tathe Rural Utilities Service (RUSformerly known

Table 5 External debt by loan, commitment date, original debt and outstanding principal

Estimated
outstanding

Loan Lender Number Year Or|g|r3al debt, principal
$000
September
2012, $000

Ebeye Fisheries Loan ADB 1102-MAR (SF) 1992 3,622 2,677
Emergency Rehabilitation Loan (Typhoon Gay) ADB 1218 MAR (SF) 1993 508 412
Basic Education Project Loan ADB 1249 MAR (SF) 1993 8,383 6,475
Majuro Water Supply Project Loan No. 1 ADB 1250 MAR (SF) 1993 765 592
Majuro Water Supply Project Loan No. 2 ADB 1389-RMI (SF) 1995 8,400 7,140
Health and Population Project Loan ADB 1316-RMI (SF) 1995 5,861 4,387
Public Sector Reform Program ADB 1513-RMI (SF) 1997 12,000 10,048
Ebeye Health and Infrastructure ADB 1694-RMI (SF) 1999 9,250 7,088
Skills Training and Vocational Education Project Loan ADB 1791-RMI (SF) 2001 7,600 4,205
Fiscal and Financial Management Program Loan ADB 1829-RMI (SF) 2001 8,000 6,816
Fiscal and Financial Management Program loan ADB 1828-RMI 2001 4,000 1,874
Outer-Islands Transport and Infrastructure Loan ADB 1948-RMI (SF) 2003 7,900 465
Public Sector Program ADB 2659-RMI (SF) 2010 9,980 9,980
Marshalls Energy Company - New Powerplant Loan RUS 1997 12,500 5,358
NTA Loan RUS 1989, 1993, 2009 41,300 28,102
MIDB ICBC Loan ICBC 2004 4,000 800

Total 143,969 96,420
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asthe Rural Electrification Administratiofior loansto theNTA and the MECIn 1989

the RMI guarantetan $18.8 million loan fathe NTA, which wasextended by another

$4 million in 1993 although the extension of the loan was not got@ed by the RMI
governmentin 1997the MEC secured mRUS loan for $12.5 million to finance the new
power plant on Majuro. More recently, in FY2004, the government guaranteed a-loan i
sued by the International Bank of China to kB. In 2009 the NTA gain extended

the RUS facility by a further $14.5 million to finance the filogtic link from Kwajalein

to Majuro. In all cases of default by the SOEs, the RMI rmestt debt service reqei

ments.

64. Figurel8s hows
the debt servicing from FY20G4 FY201L2. In FY2004 the kevel of outstanding debt was
$9 million (72 percentof GDP). External deldtad riserto $1@® million by FY2012, but

as a percerdf GDP, it had declined to 5p6ercent Debt service, on the other handk, i
creased from $4.nillion to $7.4million or from 14percento 19 percent ofjeneral

fund revemies In FY2007 the sharpsein debt service represents transactions relating to
the MEC crisisand refinancing of an expensive Bank of Guam loan with concessional
funds from the ADBThe RMI debt profile as a percent of GDP has improved signif
cantly dumg the amended Compaaes a result of restraint on new borrowing and growth
in nominal GDPHowever, the external debt service picture is diffeféfitile much debt

is on concessional terms, there has been a substantial increase in debtasgmnace,
periods of prior loans hawxpired. Sincexternal debt servicinig funded out of the

government 6s

t he

substanti

a l size of t he

d i stlere are sigaificanit mp Ir iecsatuircres ,f or
fiscal policy.This issue is taken up further in the policy issues patisfreport.
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Table 6 RMI international investment position, FY2006-FY2012 (US$ millions)

(US$ millions) FY06 FYO07 FY08 FY09 FY10 FYi11l FY12

TOTAL STOCKS, NET 257.9 288.1 240.7 221.0 236.9 228.2 228.4
Direct investment, net n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Portfolio investment, net 303.5 329.4 281.1 265.8 269.0 267.7 274.2
Assets 307.2 331.6 282.7 268.2 271.8 270.6 277.4
Local Government, Trust Funds 1/ 258.5 282.6 242.3 225.3 225.2 225.2 225.2
Social security portfolio 41.4 47.8 39.8 42.6 46.5 45.3 52.2
Other 7.4 1.2 0.6 0.2 0.1 0.0 0.0
Liabilities 3.7 2.2 1.6 2.4 2.8 2.9 3.2
Other investment, net -45.7 -41.3 -40.4 -44.8 -32.1 -39.5 -45.8
Assets 57.6 60.7 57.1 63.6 71.8 71.9 62.1
Deposits, commercial banks 2/ 57.6 60.7 57.1 63.6 71.8 71.9 62.1
Liabilities, loans 103.3 102.0 97.5 108.4 103.9 111.4 107.9
Gowvernment 63.6 62.4 61.3 59.6 57.4 65.2 62.8
Public entities 39.6 39.6 36.2 48.9 46.5 46.2 45.1

1/ Coverage of local government trust funds is incomplete
2/ At banks abroad

held by local goverments The effort to document the size and flows relatethé -

clear funds is ongoinflata for FY201hasnot yetbeenupdated, but the magnitude and

impact of thefundson the economy is clear. The data shows a declining trend, with the

exception of FY2007, reflecting market performance and drawsloam the funds. The

Social Security Administration is the other major holder of portfolio investments. Under

the fiother investmento category, the commerc
representing that portion of bank deposits that are not loanéul that RMI. These

amounted to $B million at the end of FY2@ Lastly, the external debt of the gomer

ment and public corporations represents the

D. Fiscal Developments

1. FiscaL PoLicy FRAMEWORK

66. The RMI and U.S. g¢govanemed&onmpachwhelebo pt i on of
came effective in FY2004, initiated a new fiscal framework for the RMI. The structure

entailed a series of sector grants earmarked for education, health, private sectpr develo

ment, capacity building, infrastructuaad the enviroment The innovative element of

the amended Compact was the introduction of a Trust Fund, which was desigreed to pr

vide a yield sufficient to replace the annual grants after 20 years. Teddeates the

aggregate structure of the annual Compact geardghe contribution to th@TF. Each

year, over a 2ear period, the 1$. will contribute $57 million to the RMI, partiallyca

justedfor inflation. The inflation adjustment factor remains as in the original Compact.

The annual sector grants start at $88ion in FY2004 but are to be annually reduced by
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$0.5 million. The difference between the total contribution and the annual sector grant
levels will be deposited ithe CTFto accumulate over the 2@ear Compact period. In
addition to the sector grarasdCTF, the US. will contribute $15 million a year, for
Kwajalein impactto the Kwajalein landowners. The.&) agreed to contribute a further

$5 million to the RMI in FY2014, $2 million of which would be added to the anngal se
tor grants; the remainin3 million would be used foKwajalein impact.

67. In comparison with the original Compact, the new arrangement avoids the need
for large fiscaldjustmentgvery five years. However, in order to establish the viability
of theCTF, the US. instigated the annual decrement. While avoiding large shocks to the
system, the decrement will still require annual adjustment. Coupled with the lack of full
inflation adjustment, the annual reduction in real resodressimated to be apprx

mately 2peren® will require active fiscal policy adjustments, unless the country can
develop a policy regime that will attract and encourage private sector investment and
economic growth sufficient to offset the decline.

68. A special condition agreed upon by both partgethat the RMI will devoteds

tween 3Qpercentand 50percentof the total Compact sector grant specifically toanfr
structure. Of the infrastructure grantp&rcentmust be set aside for infrastructure
maintenance, and the RMI must contribute an aaltili 5percentout of local revenues.

In general, the implementation of the sector grant approach of the amended Compact did
not impose on the RMI any effective fiscal constraint or need for restructititige

outset hereweresufficient general fundevenues to maintain operations without cutting
back expenditures inom-Compact sectors:romFY2004to FY2Q12, the use of the m

nor sector grants for private sector developmeumblic sector capacity buildingnd the
environmentwasminimal.

69. In additionto the sector grant§TF and Kwajalein impacthe amended Compact

providesfor the community needs of Kwajalein Atoll. Access to federal programs co

tinues with the exception of certain education
have been replacdldrough the Supplemental Education Grant (SEG). Finallynthe i

plementation of the amended Compact entails a whole new accountability regime that is
specified in the fiscal procedures agreement (FPA). Taken as a whole, the new-fiscal a
rangements of theneended Compact havedan important impact on the conduct &-fi

cal policy and management in the RMI.

70.  In addition to the special relationship the RMI enjoys with ttfe,the RMI has

also developed strong ties with the ROC. The ROC initially contrit®&8dmillion to

the RMI government, of which $4 million was transferred to the general fund arel the r
maining $6 million was available for special projects to be agreed upon between-the pa
ties. As fiscal pressures have mounted, more of the project mosdgéa used for ge

eral activities, and, in effect, the project contribution now simply augments general fund
revenues. Of special significance is the additional support provided by the ROC to the
CTF. By way of a memorandum of understanding, the ROC tna&=d to transfer $50
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Table 7 U.S. annual Compact grants and contributions to the Trust Fund

(US$ millions)

Annual Sector Trust Fund Kwajalein Total

Grants  Contribution Impact  Contribution

FY04 35.0 7.0 15.0 57.0
FYO05 34.5 7.5 15.0 57.0
FY06 34.0 8.0 15.0 57.0
FY07 335 8.5 15.0 57.0
FYO08 33.0 9.0 15.0 57.0
FY09 325 9.5 15.0 57.0
FY10 32.0 10.0 15.0 57.0
FY11 315 10.5 15.0 57.0
FY12 31.0 11.0 15.0 57.0
FY13 30.5 11.5 15.0 57.0
FY14 32.0 12.0 18.0 62.0
FY15 315 12.5 18.0 62.0
FY16 31.0 13.0 18.0 62.0
FY17 30.5 13.5 18.0 62.0
FY18 30.0 14.0 18.0 62.0
FY19 29.5 14.5 18.0 62.0
FY20 29.0 15.0 18.0 62.0
FY21 28.5 15.5 18.0 62.0
FY22 28.0 16.0 18.0 62.0
FY23 275 16.5 18.0 62.0

million to the RMIduringthe period of the amended Compact; $40 million of this will

accumul ate in the AAO0O account and &¢10 millio
count may not be touched during the amended Compact period tmenhlRMI has the

right to utilize the yield earned on the resources in the D fund once they have reached $10

million.

71.  Fiscal policy in the RMI is conducted under the constitutional requirement of a

Abal anced budget. o This, of course, does not
balanced: either revenue may fall shortegpenditures may exceed budget estimates.

The execution of the budgeperations is performed through a series of separate funds,

the most important being the general fund. Expenditures from this fund are largely unr

stricted, but there is limiteftiexibility or authority to use monies from the other funds.

Under Compact I, a major part of the external assistance provided revenue to the general

fund and thus was unrestricted. Under the amended Compact and sector grant approach,
however, all such reipts are earmarked for specific purposes and must be liquidated if

they remain unused at the end of the financial year. This requirement effectively inhibits

deficit spending under the sector grants. Fiscal policy in the macroeconomic sense is thus
execued only through the general fund. The structure of the standard Goverriment F

naneSt ati stics (GFS), which aggr ethgedti m® 0acr oss
revenues and expthed dintewr €9 naamd i mlge| adwes not
some of he additional constraints faced by fiscal polcgkers.
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72.  Government in the RMI consists: die national government; the urban local
governments of Majuro Atoll Local Government (MALGOV) and Kwajalein Atoll Local
Government (KALGOV); the nucleaffected #oll local governments of Bikini,

Ronelap, Enewetak and Utrik; and other smaller atoll local governments. At present, |
cal governmerstprovide servicesuch asadministration, policandgarbage collection.
Under the constitution, powers to raise taxas weth the national government, but local
governments may raise taxes, provided the increase has been authorized by law. The L
cal Gowernment Act of 1989 provides the framework and limits the powers of loeal go
ernmentgo levy taxes in specified aréasotably, sales taxes, licenses and other indirect
taxes.

73.  The RMIhas had good record of timeliness in the preparation and publication of

the annual single auditsloweverthe FY2011 auditvas delayed until 2012nd the

FY2012 audit was one month late this part of the report, discussion will focus os fi

cal developments durirthe FY2004FY2012period Analysis of the emerging fiscaltsi

uation and the fiscal outdlicydssueswi |Tla bbdee wWnad @ rnt
the statistical appendihews fiscal performance on a consolidated basis, and thenprese

tation follows the standard GFS format.

2. RECENT FiscAL PERFORMANCE

74.  Fiscal PerformanceIn theFY2011 report the fiscal dataas revised to conform
to 2001GFS standards; both abewand belowthe-line estimates are available in the a
pendix.Figurel19 indicates recent trends in the fiscal positiBrpendituregincluding
nonfinancial assetgjrew strongly in the first three years of the amended Compact as a
result of higher levels of funding and increased capacity utilization of the secto®grants
the infrastructure grant, in particular. In FY2004 expendituiggsfgsantly exceeded ve
enuesand the fiscal account recorded a deficit fi$nillion, or 1.6percentof GDP. In
FY2005 expenditures
spiked reflectingthe

130.0

need to transfer $30 i
1200 A lion to the CTF andon-
1100 / \ tinued strong growth in
1000 otherexpenditures(Fig-
g 90.0 /W ure 18 indicates the level
= o / B of expendtures with and
® J without the CTF contr
001 bution) However, eve-
60.0 nues also grewigorous-
500 ly, and afteradjusting
00 for the CTF contribution,
FY04 | FYO5 | FY06 | FYO7 | FYO8 | FY09 | FY10 | FY1l | FY12 . .
~e-Total Revenues 704 | 87.0 | 87.9 | 101.6 | 99.6 | 97.7 | 101.0 | 100.0 | 94.8 a smalldeficit of 0.5
TS s s o M S PU  percenif GDP was re-
Figure 19 RMI consolidated revenues and expenditures, orded. In FY2006 and

FY2004-FY2012 FY2007, the fiscal sifa-
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tion remainedightered, but the geernment achieved small surpluses of fiefcentand
0.3percentof GDP, respectively.

75. By FY2008 the period of fiscal expansion had run its course, and a fiscal-corre
tion was required. Totaxpenditures contracted Bg.9million, reflecting a significant
drop-off in nonfinancial assets of $5Hillion. Revenues were also wealecliningby
1.9percentdue tothe contracting economy and a failure to sustain the growth of earlier
years. However, adjustment was ackeand an overall surplus of 3gercentof GDP

was attained. In FY2009 revenues continued to wedkdrexpense was held in check
although subsidies to SOEs grew strongly. While there was some expansion inmonfina
cial assets, overall the gowenent ran aeduced surplus of 1ercentof GDP. In

FY2010 the economgxperienced robust growtand all categories of revenues exgan

ed: taxes, nontax revenue and gravitkile there was some growth in payroll and other
expenss, subsidies were scaled baekd btal expensecontracted. With little changa
nonfinancial assets,sazeabldiscal surplus of 3.@ercentof GDPwasachievedIn

FY2011 revenues declinetlie tolower grants levelsalthough tax revenues continued to
grow. Currenexpenses expandedile compensation of employees was held in check.
Overall a suplus of 2.2percentof GDP was attained througlductionson nonfinancial
assetsln FY2012 revenues declined sharply due to a reduction in Compact sector capital
grants, despite a small grdwin taxes and other revenues. While all categorieg-of e

pense grew, outlays on nonfinancial assets declined significantly with the hold placed on
new projects. However, there was a small deficit of 0.8 percent of GDP, the first deficit
since FY2005.

76.  The gparently close proximity of revenues and expenditureshaability to

maintain a fiscal surplus averagi@ percentof GDP during the amended Compaet p

riod (excluding FY2005provides a misleading impression of the fiscal situation in the
RMI. The anerging crisis in FY2008vith the onset of the world recession and higher

fuel prices precipitated a financial crisis at the MEC, which in turn threatened the fiscal
stability of the nation. The existence of a priority list of creditors, difficultieramtan-

ing debt service obligations to the ADB, increasing use of the ROC project grant to fund
operational expenditures, afidely balancedcashflow managemendll indicate a

stressed fiscal position. The limited ability of the government to borrdiwance a def

cit, the fine balance between revenues and expenditures, and the high risk of insolvency
in the SOE sector, all indicate that the RMI remainsfiagile fiscal position.

77. The Fiscal Structure Table 8 provides a summary of the structure of the fiscal
account. Grants as a percent of Gifddod at 3percentof GDP in FY2004 and reflected
weak absorptive capacity aadinability to fully utilize the resources available under the
amended Compact.f@ total FY2004 budget ceiling of $35 million, the RMI was able to
utilize only $20.5 millionor 59percent Absorptive capacity limitations were slowly
overcome during the next few yeaBy FY2007capacity utilization stood at 18-

cent indicating tle use of carryover fungdas prior unspent resources weraployed.

As seen in Table,grants as percent of GDP rose fromp@3cenin FY2004 to 46.4
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percentn FY2007 and have slowly declidsince that timgfalling to 36percentin

FY2012 although he moratorium placed on capital grants in FY2012 artificially reduced
grant levels A similar trend is observed in termsgraintsas a percent of total rev

nue$ risingto a high in FY2007 and thdalling back during the remainder tife

amended CompadtVith an increasing level afominal GDP andstagnantevel of Can-

pact transfersafter decrement and lack of full indexatj@ndeclining trend can be aritic
pated in the future. Receipt of grants from other governments (mainly ROC) and federal
programs hafluctuated during the amended Compacthmgdisplayed a downward

trend.

78. Tax revenuess a percent of GDP grew in the early part of the amended Cqompact
reaching a peak in FY200@nd since that time have displayed a gradually declining
trend.This recen decrease reflects both discretionary changes in tax rates and-the ou
moded tax regime and lack of tax buoyancy in the RMI. While tax effort is above that of
the FSM, it is below that of the majority of other Pacific Island economies and below the
rate pevailing in the Wited States Public expenditurencluding outlays on nonfinancial
assetshas displayed a more stable pattern (FY2005 excepted) but also has shown a
downward trendreflecting the basifiscal forces at work. In FY201®tal government
expenditures fell to 58.percentof GDP, butthisremains a very high level gbven-
mentinvolvement in the economy by normal economic measures

79. RevenuesThe tax regime in the RMI is based on a tax system inheritedfrom
and largely unaltered sing@eTrust Territory days. The major source of tax revenue is a
tax on wages, accounting for $11 milliont of a total tax yield of $2illion in

FY2012 The reduction in military presence on Kwajalein in FY2008 and reduction in
Marshallese employees waspectedo erode the tax base, and a $1.6 million reduction
was projecteddowever, nominaincome tax receipts have largely held thevel during
the amended Compaetnd declining receipts from Kwajalein have been compenbated
increases in general economic activilyage earners payggrcentof income, up to a
threshold of $10,400, and above thatp&2cent Those earning lessah $5,200 have a
tax-free threshold of $1,560. The gross receipts tax (GRT) is leviegeat8ntof bus-
ness turnover and is intended as a proxy income tax, althougitithence icompaa-

ble to that of a sales tax. The tax suffers fromvib#-known cascading effect, such that
each sale from one business to another multiplies the tax yield and distorts resource all

Table 8 Comparative analysis of fiscal structure, FY2004-FY2012

FYO4 FYO5 FY06 FYO7 FY08 FY09 FY10 FY1l  FYi2

Grants as % of GDP 33.4% 41.1% 40.5% 46.4% 44.4% 44.5% 43.4% 39.8% 36.0%
Grants as % of Total Revenue 62.3% 65.0% 66.1% 68.5% 68.0% 685% 67.5% 65.5% 62.5%
Tax Revenue as % of GDP 17.5% 18.3% 18.2% 19.2% 18.4% 18.3% 18.0% 17.6% 17.8%
Total Expenditure as % of GDP 55.2% 85.5% 61.0% 67.5% 61.7% 63.4% 60.7% 58.6% 58.5%
Current Balance as % of GDP 3.2% -14.0% 10.6% 13.1% 12.6% 12.3% 14.1% 10.2% 3.6%

Ovwerall Balance as % of GDP -1.6% -22.3% 0.2% 0.3% 3.5% 1.5% 3.6% 2.2% -0.8%
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cation. Fish and fish products have been exempted from the GRT to enable the fishing
sector to remain competitive in international markets

80. Customs duties provide the secandst significant category in terms of tax yield
and displayed surprising buoyantyough FY2007 bubtaveshowna declining trend

since that timelmport duties cdécted $6.7illion in FY2004androseto $9.4 million

in FY2007.Theyfell to $8.7million in FY2008andstood at$6.9million in FY2012, as

the economy suffered the effects of the world recessint special exemptions ared r
ductions in taxes on basic items were grantiedrY2004 the geneal rate of import d-

ties was &ercentwhich has remained unchanged, although food items attract a lower
rate, and there are wide ranges of exemptions for different categories of importers. In
FY2005 new higher rates we aditonaihrpversiesd on fisi
earmarked for the CMI. In 2008, in a response to the high inflatifurel and food po-

es, the government granted an imgauty exemption tahe MEC for its imported diesel
fuel (for generatiorand reexport) and to imports of badiood staplessuch agice and
flour. Tax holidays continue to be granted by the Cabinet in special cases, inchkiding e
emptions on GRT for the existing fishing operationssporgrowth in exports and fe

eign exchange earningsations generally try to avd taxing expororiented business
activities This principle has not been adopted in the Riiiseveral exportersnclud-

ing the MEC, still pay GRT on theiexport revenues:inally, levies charged on the RMI
ship registry provide the remaining signédnt source of tax revenda.FY2004 these
levies generateds1 million in revenue for the RMRecent fee changes negotiated with
the responsible enterprise have enabled buoyancy from this sebrckwas resporis

ble for $4 million in FY2012

81. Of nontaxrevenues, fishing fees raised an ageof $1.3million duringthe
FY2004FY2009periodbut have been a volatile source, depending on the location of the
fishing stock.SinceFY201Q with the implementation of the Vesl Day Scheme (VDS
under the Brtnesto the Nauru Agreement (PNA), fishing fees have been buayaht

rose to $4.1 million in FY2012n addition to fishing feesiontax revenuesicludea va-

riety of smalleritems,such agarnings on investments, administrative fees and incidental
sales.

82.  Expenditures Theadoption ofGFS2001 for compilation of the fiscal accounts
hasenabledamore precise set of estimates. Howetlee lack of detail or adequate sla

sification on the expenditure sidethe auditcreates large area of unknown expense.

For examplejn FY2012there were $5./illion intheaudio f Aot her 06 expenses
$176mi | I i on of 0 g.0Theuseof thertediigrants lard isubsid@® the

auditsdoesnot conform to GFS terminologgnd it is not possible to classify these items.

However, g@neral fund expenses are specified in more detailit was possible to cta

sify $12.7million of the $£3.3 million in FY2012 This still leaves a very large amount of
unidentifiedcost $10.7million in FY2012 Until more detailed work can be done at the

Financial Management Information SysteleS) level, analysis of expenditusavill
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remainweak The following discussion provides a description of compensatiomof e
ployees, use of goods and\sees, the unidentified component, and nonfinancial assets.

83.  Outlays on payroll and goods and serviaesdisplayed ifrigure20. Both caé-
goriesgrewrapidly at the start of the amended Compaathavemoderatedn more e-
cent yearsAt the start of themended Compadhe improved financial conditions and
the removal of the fiscal discipline necessary at the end of Compact | eaatlsghin
payroll. From FY2004to FY2Q06, payroll increaselly 6.7 percentper annumHowever,
since FY2006, as expenditurasce agairhnit their ceilings only modest growth in pa
roll was possibleaveragng 1 percentper amumbetweernFY2006andFY2012. The g-
parent downturn in FY2007 reflects the creatiothef Marshall Islands Shipping Carp
ration (MISC) whose function was previously executed through the Ministry of
Transport and Communicatis(MOTC). Wages and other costs of thHdOTC are thus
now funded out of a subsidy to the MISQutlays on goods and services also expanded
quickly at the start of the amended Camfy by an annual average of pércentduring
the FY2004FY2007 period but since that time¢heyhavemoderated and grown by 0.5
percent per annunWhile holding payroll and cutting otheostsmay keep expenditures
within budgettheymay not be efficienineasure# theyundermineghe ability to man-
tain properlevels of service due to inadequate supplies of goods and service

84.  Figure2lprovides a picture of the two other major items of expenditure: mhide
tified costs and outlays on nonfinancial assetere is no clear trend in the case af un
dentified costsgiventhe lack ofdefinition, it is not possible to comment furthir the
case ohonfinancial assets or fixed capital formation, capacity limitations held back e
penditures at the start of the amended Compact. As these were ovendthe FAA-
funded airparrenovatiorwas undertakerexpenditures rose rapidly and peaked in
FY2007 From FY200&0 FY2QL1, with the completion of the airport renovation and
lower-level of use of the

ROG-fundedprojects for
40.0 investment purposes,
outlays on fixed capal
35.0 haveremaned more or
less at the level of aai
30.0 ability of the infrastra-
g o ture setor grantin
£ /-—‘\‘\/’r FY2012 the moratorium
¢ 200 on new infrastructure
— projects led to a substa
150 tial reduction in public
investment.
s | e | [ Y0 [ o0 [P [0 [ [ vz 85.  The level of co-
‘-A—Goods and Services| 19.4 18.3 20.5 24.2 24.5 22.9 22.2 24.4 24.9

Figure 20 Expenditures on payroll and goods and services, rent SupSIdy to the PUb“C
FY2004-FY2011 enterprise sector has-
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25.0
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creased significantlglur-

ing the amended Qo
pact éeeFigure3). The

level of subsidy average
$3.3 millionduring the

$'millions
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15.0 /\
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tweenFY2007and

FY2004FY2006 period
and plateaued at an ave
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FY2012. The level of
subsidy now represents a

substantial drain orthe
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2 RMIgovernment 6s u
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16.2

16.5

13.1

73 committed resources,

Figure 21 Expenditures on unidentified costs and non-

financial assets, FY2004-FY2012

terest payments have remained at low leddspite increaseekternal debservice.
While interest charges on a fixesl/el of debthave grown modest]yrincipal repg-

ments have grown as debt Haken due

Financing: The revisions to the GFS statistics now enable analysis of the finandimg of

RMIigover nment 6s

side the government lent the proceeds of the ADB public sector loan ($9 million) to the

fi

scal
Analysis will focus on recent transactiothsring FY2011when severaldrge andm-
portant transactions occurrezhd on developments in FY2Q1@n thedomesticasset

and the issue of SOE
padlicy is taken up in fit
ther detail in Part I1l.1-

operations,

and

MEC to refinancea former Bank of Guam loafAccumulationof assets is shown as a
negative in the GEpThis transactionvasmatched by mincrease in foreign liabilities
and incurrencef external debt from the ADB. In FY2011 the Kwajalein landowners
came taanagreement with the U.8n landowner rent paymen®revious Compacer
ceipts under this item had been heldty RMIgovernment irescrowuntil settlement
with the U.Swas reached. During FY2011 there was a large payout to landowanédrs
thiswasrepresented by a decrease of $24 millimgovernmenforeign currency def

its anda matching reduction in liabilities recorded under domestic accounts payable.

There were a number of other financial transactions in FY.2flitthese were minor.

In FY2012 financial transactions were much smaller and marealoThe major source

of funds was a drawdowrf éoreign assets of $6.2 million. This was used to finance the

deficit of $1.3 million, a buildup in foreign accounts receivable of $2.5 million, and r

payment of foreign loans of $2.3 million. The remainiransactions, domestic accounts
receivable and payable, made up the difference and largely offset each other.

dat a

C



[1l.  POLICY |ISSUES

A. Fiscal Issues
1. PuBLIC SECTOR PAYROLL

86. The RMI gov er graweignificastly gt taeyendoof dompacafter
the government paid ofhe ADB Public Sector Reform PrografRSRP)oan andmade
areductionin force.Additional resourcesnabled civil servant payrdlb return to its
former levels and expand further with the niewdsfrom the amended Compaatd

other sourcegrigure21 indicates recent trends in the number of civil servants ard pa
roll coss. The number of civil servaniscreasedrom 1999in FY20® to 2,479 in
FY2013 or at an annual rate of2percent Payroll cost roseat an average rate of 2.9
percentover the period but grew strongly in FY2013 by 7.4 percCEmese trendsave
been influenced by a number of extraordinary itemsrégtireincorporation into the
analysis

87. A significant portionof the growth in the payrotiostandin employeenumbes
hasbeenin the Ministry of Education (ME). In FY2004 employment at the ®E was
720and had expanded t9162by FY2012 More than 200 of these employees were
hired in FY2006 to support the implementatiorirtid SEGfunded kindergarten program,
which replaced the former federally managed Head Start pro@ace. allowance is
made forthisanomay, expansion ireducation payroll dimg the FY2004FY2012 peli-
odwasan extra 24positions or anannual aerage increse of 3.3percentWhere e-
cruitment has taken plagéhas supported delivef frontline servicesfor example,

with increases in teaching staff and elementary school services gattsup

88.  Substantiagrowth in payroll has come from outside th€©& Employment in
the Ministry of Health
(MOH) increased bp4
3,000 $35.0

positions, from480in
2500 ,\.,.—-M’"'/ 1 $300 FY2004 to 53 in
I FY2013 (seeTable 9.
Significant staffincreas-
esoccurredn the Ma-
juro and Kwajaleirhos-
pitals, suggesting a
greateremphasis onwe
rative careTheother
ministry to grow signif-
cantly during the ameh

+ $25.0
2,000 +

+ $20.0
1,500 +
+ $15.0

1,000 +

No. of Employees on Payroll

+ $10.0

Total Government Payroll $'000

500 - 1 $5.0

0 i FY04 FY05 FY06 FY07 FYo08 FY09 FY10 FY1l FY12 FY13 [ $00 ed CompaCt has been
o e e e e e o o Internal Affairs which
Figure 22 RMI government payroll cost and number of pub- hasincreased its staffing

lic servants, FY2003-FY2013
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Table 9 RMI government number of public servants by department, FY2004-FY2013

(US$ per annum) FY04 FY05 FY06 FYO07 FYO08 FY09 FY10 FY11 FY12 FY13
President & Cabinet 32,382 26,753 27,174 23,754 21,601 26,106 27,745 27,880 24,510 27,720
Chief Secretary Office 21,974 22,482 21,868 19,321 21,715 19,106 17,457 19,580 19,175 22,960
Special Appropriations 6,829 3,029

Council of Iroij 16,820 16,208 16,000 16,558 16,249 15980 15,304 15,275 15,639 14,882
Nitijela 18,939 20,150 19,245 21,082 17,571 19,644 19,514 21,867 18,890 20,988
Auditor General 15,980 16,008 15,492 16,221 18,899 14,772 14,040 17,033 18,386 20,861
Foreign Affairs 22,959 22,368 22,756 22,877 22,463 22,213 23,603 23,209 23,132 24,295
Public Senice Commission 25,441 24,878 24,289 23,178 23,089 22,405 23,154 23,268 23,267 22,578
Judiciary 18,530 14,762 13,233 14,351 15,625 14,744 13,444 12,765 13,524 12,120
Attorney General Office 18,164 18,959 18,615 18,467 19,065 18,749 19,067 21,347 21,353 22,429
Ministry of Education 11,136 10,018 10,162 10,172 10,176 10,386 10,502 10,657 10,810 11,070
Health & Environment 12,453 12,669 12,726 13,147 13,716 14,139 13,866 13,693 14,121 15,507
Transport & Communications 13,137 12,910 12,377 13,451 17,769 18,075 18,611 18,101 18,417 19,266
R&D 13,620 12,414 13,402 13,722 13,320 14,357 14,383 15,329 15,453 15,161
Internal Affairs 15,568 14,729 15,081 13,656 6,032 13,776 12,833 14,074 12,889 14,307
Justice 12,799 12,829 12,510 12,388 12,716 12,992 12,918 12,743 13,050 13,016
Finance 15,374 16,501 15,977 15,858 15,819 15911 16,709 17,249 17,515 18,220
Public Works 11,872 11,587 12,123 12,414 12,810 12,832 12,321 12,443 13,087 13,730
EPA 13,749 15210 14,955 14,866 15,946 15488 16,280 16,666 15,870 15,800
Compact Il Capital 41,537 34,150 32,775 32,102 30,424 26,405 26,786 20,226 23,487 22,798
Total 13,224 12,750 12,537 12,665 12,070 13,026 12,993 13,170 13,229 13,838

Note 1: Based on first two quarters of FY2013

levels by 39ercent The operations of thdlinistry of Public Works (MDPW) were

scaled back in the late 1990s, dahd ministryhad adopté alargely oversight and reg

latory role. However, this policy was reversaad during the amended Compadbe

MOPW took ona more proactive role in outesland project implementation and mant
nance TheMinistry of Transport and Communicatio OTC) was also scaled baak

the late 199Qswith the intention of privatizing outéslands shipping services. However,

this policy was not successful, and the services were initially brought back into the public
sector and later transferred to the newly fedMarshall IslansiShipping Corporation
(MISC).

89.  The overall trendn payroll, afterallowing for the structural changesthe MOE

andthe MOTC, has been an addition 869 jobs, or an annual rate of growth @f6 per-

cent Much of ths growth occuredin the early years of the amended Compassocid-

ed personnel expendituresuichasthgover nment 6 s MI SSA contri but.
allowances for expatriate stafire also sigricant. Housing allowances alone require

budget of &.9million in FY2012; nearlyhalf was fothe MOH, which has darge num-

ber of expatriate medical staff. While the number of public servants has increased signif

cantly, wage rates hawatso grown Average public sector wages increased ipercent

over thenine-yearperiod,or atan annual average rate of @é&rcent

90. While analysis of payroll trends by department is important, it is also useful to
assess the impact of the amended Compact sector grant approach. Taptesnts
public servant payroll by fund source during the amended Compact period. Thatable i
dicakes a 1gercenincreag in general fund employees (184ployees). It alsshows

that the number of employees fundbtbughthe Compact sector grants has increased
but onlyby 9.9percentafter adjusing for the switch from Head Start tbe SEG While
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Table 10 RMI government number of public servants by fund, FY2004-FY2013

FYO4 FY05 FY06 FYO7 FY08 FY09 FY10 FY1l FY12 FY13 Change® % Change’

General Fund 820 866 870 855 908 925 942 934 931 954 134 16.3%
Compact Il 899 981 1,188 1,113 1,135 1,107 1,130 1,130 1,150 1,188 89 9.9%
Special Revenue 71 74 7 79 87 60 46 53 31 48 23 -32.2%
Federal Grant 167 195 234 285 228 220 230 234 240 247 80 48.0%
ROC 36 33 30 27 38 28 26 26 27 21 -15 -41.1%
UNDP 1 2 3 5 5 7 9 8 13 10 9 ~

Total 1,994 2,151 2,402 2,363 2,341 2,346 2,381 2,385 2,392 2,468 274 13.8%

Note 1: Adjusted for switch in employment of 200 teachers from Head Start to the SEG in FY2006

not shown in the tablgeneral fund wags have risen by 8j#rcentduring the period
and health departmeniagesby 25 percent Average educatiosecor wages have fallen
by 0.6percentwith various other offsetting changes occurring elsewhere.

2. EXTERNAL DEBT M ANAGEMENT

91. External debt management in the medium term presents a major challenge. There
are two major components of debt\gee: government debt on concessional terms to the
ADB, and government guaranteed debtimed by the SOE sectdfigure23indicates
the projected trend in debt service for the two types. For government guaranteed debt,
there is a projected decline frahe current level of service of $3r6illion to $2.5mil-
lion by FY2019, when the debt service schedule stabilizes. External debt of the SOEs is
at higher interest rates and shorter terms and thus incurs a proportionately higher service
commitmentDebt sevice ofthe NTA, MIDB and MEGn FY2013areprojected to be
$2.8 million, $0.4million and $4.3million, respectively. The recent ADBSPloan em-
bled the MEC to refinance its costly loan from the Bank of Guam with concessioenary f
nance Further, the MEC
was ablan June 20120

45 restructure its debt with
the RUS and defer $2
40 —e million of repaymentdy

/’ N/ \_‘ﬁ\ two yearsAs a result, its
a5 debt service level of $3.1
/\/ million in FY2010 drojs
\ to $0.4 million in

30 FY2013 However, MEC
repayments rise to $44
25 million in FY2015 but

are fully repaid byhe
end of FY2019.

$'millions

2.0 FY13|FY14|FY15|FY16|FY17|FY18|FY19|FY20|FY21|FY22|FY23|FY24|FY25
\-O-Guaranteed debt| 36 | 39 |40 |37 |37 |37 |37 |25 |25|25|25]|25 |25

‘TbADB debt 32 |34|32|33|35)|42 ! 4-.1 37 -3.7 -3.6 36 | 36| 35 92 For debt to the
Figure 23 RMI debt and debt servicing projections, FY2013- ADB, the government

FY2025
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will be required to set asidm averagdetween $2 million and $4.2million from the
general fund for the next 15 yeafr$is currentlyrepresents slightllessthan 10percent

of the $38million of general fund revenues. In previous years, nearly all of the RMI debt
was in the graceeriod era, and debt service obligations were not significant. However,
in the lasffive years, principal repayments for maoiythe loans have fallen due, and

debt service has contributed to significant fiscal pres3ime spikeduring theFY2018
FY2019 periodrepresentshe first repayments of the public sector progrand the drop

in FY2020 signifies completion dlfie Fiscd and Financial Management Program |aédin
2001.

93. In FY2006 theRMI government experienced its first problems in servicing ADB
debt and defaulted on several loans. In FY2007 it remained in arrears, as servae oblig
tions rose to $2.2 million. By FY2008 tigevernment placed ADB debt service higher

on its payment priority schedule has made good on past delinquencies and is currently
up to date with payments, although the requirement for periodically large payments co
tinues to cause cash flow problemseT&DB debt service crisis hasdught home the
impact of a poorly managed external debt strategy. A-arétiulated debt management
strategy is needed to assist the RMI in determining the type of projects for which external
loan finance is appropriate atite capacity tadentify cases where there is potential for
projects to cover service cos®hile such alebt management strategy has baevd-

oped andhdopted byhe Cabinet it has now been in the pipeline imore thara year and
requires commitmerity the Nitijela to enact the policy into law

3. PuBLIC ENTERPRISE | SSUES
I Overview and update on SOE sector

94. The SOE sector, comprising a dozen public enterprises, continues to underpe
form and to impose significant riskknd burdens on the fiscal system aocdremy.
Transfers (current subsidje® SOEs in FY2012 reached a record level of &lBon,
up from the previous record in FY2009 of $&lion, representing nedy 23 percentof
generalfund revenuessée Table 6 of thestatisticalappendix) Adding capital transfers
to curent subsidies, FY201dtal transfers to the SOE sector wetd 2 million (nearly
30 percent of general fund revenyeblg bulk of which was made up of transferé&\hl
($2.3million), KAJUR ($2.9million), the MEC (8 million), the MISC ($1.4million)
andTobolar ($1.4million). Clearly, operation of the SOE sector plaasgnificantcost
ondiscretionaryrevenues, thburdenbeingmore tharthree times that ahe external
debt service.

95. The2010 ADBReview of Publi€nterprises and Options for Reforeport for

the RMland the 2011 ADB region&inding Balanceaeport both highlight significant

and sobering weaknesses in the RMI&ds SOE
weak SOE oversight and accountability, whitave allowed continued poor performance

on the part of the vast majority of the enterprigesth reports strongly emphasize the

gov

need for reform. As transferingesdnificant publiceesoréed 0 r evi e
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to weakly performing public entelipes without any strong accountability requirements
has senavery clear message: performance really does not niatter.

96. In FY2012 all major SOEs suffered net operating losses, with tossids in the
sector reaching $14illion. EventheNTA, which ha enjoyedmanyyears of operating
surpluses, saan operatindossfor the first time in FY2010, and an operating loss
FY2012 ¢ $0.1million. Figure24 illustratesthe averagésses for the major SOEur-
ing theFY1999FY2001 andFY2010-FY2012 periods

97. Nevertheless, reforms tbe MEC have been undertakésee section othe MEC
below), ard the government has pledgednd soughtievelopment partner support dor
reforms to dber SOEgTobolarand AMI). SOE reform constituteal major component of
therecenly completedADB-supported Public Sector Program (PSP). To signal ite-inte
tion to strengthen governance of SOEs, the RMI Calpiasted in 2010 a set of good
practce principles which state that:

1 SOEs are to prepare business plans that disclose the strategic directior and pe
formance targets@nd, aftethe Cabinet has approved them, they are to be publi
ly released.

1 The activitiesundertaken by SOEs are to be categorized as either essential or
nonessential; the nonessential should then be sold or wound down.

1 The government will ensure that SOE boards are independent in operation and
that they comprise members who are suitably §adland experienced.

1 The government will also ensure that the senior management within the SOEs
have suitable qualifications and experience.

1 SOEs will be required to align their prices and charges with the total cost of se
vice delivery, except
where theyare being

$000s SFYOO-FYOL  @FY10FY12 funded by community
$1,000 service obligtion (CSO)
$500 arrangements.
$0 4 : w ‘ : = ‘ ﬂvu ‘ ‘ ! 1 SOEs will be e-
N @ & L 2 \g\ K\ o . .

8500 -} <8 quired to operate inca
$1,000 ﬁ cordance with sound-f
s1.500 L nancial management
52000 L] I principles.
$2,500 1 The government
$3,000 has agreed to establish

an SOE policy and SOE
act to provide mecé
nisms for the effective

-$3,500

Figure 24  State owned enterprises, net operating profit
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application of good prtices.

98. According to the 2011 ADEinding Balancee epor t, fAWhi |l e the for
helpful and if implementedwill provide useful guidance, the principles are too short on

detail to be sufficient on their aw The government should adopt a more detailed SOE
policy that could then be usedVoreaver,ggui de t he
appears that despite the official adoption of these principles, not all of them have been
implemented. Foinstance, thenajority of SOEshave yet to develop and publicize bus

ness plans. Also, alignment of prices and charges with total cost of service delivery r

mains an area for improvement.

99.  With ongoing technical support frothe ADB, a new SORpolicy wasdrafted and
adted bythe Cabinet in late 201 However, as in the case of the external debt-ma
agement strategy, the new law was drafted sometime back and awaits passage into law by
the Nitijela.These efforts notwithstanding, it is clear that significant technicafiasaa

cial resources, political will and time will be necessary to see real changes in the-gover
ance and performance of SOEs in the RMI.

il Reform update on the Marshalls Energy Company

100. The Marshalls Energy CompanyEC) reforms are guided by its Comprehensive
Recovery Plan (CRP), which idemi$ major reform goals, objectives and actions for the
FY2010FY2012 period. The CRP sets out a number of reforms covering MECrgover
ance, policy, performance and finances. The AEEP loan also includeMEC policy
actions and requirements.

101. A review of progress made against the CRP since 2010 shows armafmbe
achievements. In 201the MEC adopted a new tariff template that has brought the costs
and revenuesf its electricity businssinto closer alignmentHowever, tariffs are not set

to achieve fulcost recovery but rather to achieve cash flow balance. Tariffs are thus well
belowlong-termfinancial viability, by an estimated 30ercent

102. The retirement otheME C6 s ¢ o mnmeviththe Rahk ofiGudm in early
2011 (facilitated by the ADB PSP loan) has freed up some cash flow to the company
Part ofthis has been used to complete the refurbishing of one of its two large Dautz ge
erators, thus improvintheME C6 s g e n edieacy.TheMEL Ihas eoliedl out more
than2,500 prepay meters bmid-2013 In June of 2012 the MEC was able to negotate
$2 million defermenbf debt servicingosts for two years on the RUS loan ($5.4 million
wasoutstandingat theend of FY2012)This restructuring will free up around $mil-

lion tothe MEC in FY2013 and FY2014, although services costs will be greater in the
outer years of the repayment scheditlevas also awarded a $2.3 million competitive
grant to be allocated to refurbish thexcomnl Deutz generatomhich is undeway.

103. Other reforms and initiatives are in motion to hislpMEC improve its financial
and operational viabilityThese includéechnical assistance frotine ADB for the expb-
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ration of a coconut oil and diesel blendmpt project which, if successful, could result
in significant cost savings for the compaiijte MEC has also retrofitted all Majuro pu

lic streetlights to more efficient LED lights, which should reduce its nonrevenueagener
tion ratio.Finally, the retun of fuel purchases to a consignment basis has aidedl@ash

management.

104. As shown in Table 1Xthe MEC continues to run major operational losses in its

eledricity businessin FY2012 despite its revised tariff templateeME C 6 s

pt i |t

erating expases exceeded revenuesmgre thar$2.2 million (although the magnitude
of losses has falleduringthefive-year period). In its nonutility business andpartia-
lar, its diesel fuel sale businesbe MEC has seen a return of significant gross profits
duringthe lastfour years registeringnearly$2 million in operating incomén FY2012

105. Neverthelesshe MEC remains in a precarious situati@speciallywith regard to

its cash flow and shoeterm solvency position. As shownTablell,theMECG6 s cash
ratio (the amount of cash on hamdiative to current liabilities) has deteriorated signif

canty in the past four years, such thlaé MEC had only &cents on hand for every $1
owedfor current liabilities (due within one year) at the end of FY2Uhe utility has

been forced to continuts reliance on shoiterm commercial borrowing and/or gower

ment transfers (subsidies) to cover its obligations. As shown in the table, government
transfers tahe MEC were recorded at $1.6 million in FY2Q12

106 TheMECG6s system | o sasealkeyarea foramprovemmantgh and

technical survey conducted in 2010 quantitiee ME C 6 s

system

| osses

nontechnical) at well over 28ercentan unacceptably high and inefficient levighe
renovation of the two Deutz generators, howewdt,assist in reducing system losses.

Table 11  Marshalls Energy Company indicators, FY2007-FY2012 (US$ millions)

FY2007 FY2008 FY2009 FY2010 FY2011 FY2012
Utility operations indicators
Utility operating revenues (a) 13.7 18.7 14.1 15.0 18.0 18.7
Utility operating expenses 17.5 21.7 16.3 17.9 20.3 20.9
Net operating income (loss) from utility operations -3.7 -3.0 2.1 -2.9 -2.2 -2.2
Non-utility operations indicators
Non-utility revenues (fuel, propane, lubricants, other) 8.4 13.0 13.0 19.8 27.3 314
Non-utility expenses 7.5 13.0 11.9 18.5 25.8 29.6
Net operating income (loss) from non-utility operations 0.8 0.1 11 1.3 15 1.8
Total net operating income (loss) -2.9 -2.9 -1.1 -1.7 -0.8 -0.5
Other indicators
Transfers (current subsidies) 0.9 0.4 1.2 0.9 0.9 1.6
Cash ratio (cash to current liabilities) 45.0% 9.4% 9.4% 4.9% 2.6% 4.7%
Accounts receivable (b) 2.6 5.0 3.3 3.8 6.7 7.1

(a) net of provision for doubtful accounts
(b) net of allowance for uncollectable accounts

Yy o
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107. TheMEC also continues to slack on its collections; accounts receivable balances

are high and risingrhe utility ended FY2010 with nearly $&million in receivables, an

amount which, as dheendof FY2012 had balloonetb aound $7.1milliond clearly

an untenable situation for a company already strapped for cash. Conversion to mrepay m

ters will provide some relief, but meeggressive collection practices are necessary to

stem the rising tide of receivables. OneldMEC6 s most del i nquent cl i
stateowned enterprise, the Marshall Islands Resuanich systemically fails to pay its

utility bills. By mid-2013 the MIR had unpaid bills amounting&&3 million.

108. In summary, whilethe MEC has made tangible mess in several areas, tr
mains generally insolvent and will have to step up its efforts to realize the goals-and o
jectives of its CRP.

lii Update on other public enterprises

109. Air Marshall Islands (AMI): AMI continues to run major operational losses, t
talingan estimated $0.8 million and $Inllion in FY2011and FY202, respectively

These shortfalls have necessitated continued government capital anchgserasidies,
which totaled $1.9nillion in FY2011land £.3million in FY2012. A review of AMI in
20l0documented major shortcomings in the comp:
of policy reform options for government consideratisse@AMI Financial Review and
Reform Analysis, conducted as part of ADB-F¥&36) A Chamber of Commerce public
forum on AMI in April 2011 was followed up by a policy advisory letter from ther@ha
ber Executive Committee, which argued for more aggressive reforthe RMI gov-
ernment. The letter called for, among other things, a new management team, an end to
interferene in the dayto-day operations of the airline and removal of all elected officials
from the board.

110. In 2013 abusiness plawasprepared for the airlineith the objective to operate

on a commercial basis financed from internally generated resourcescéapany that

has negative equity of $1.3 million, accumulated losses of $6.5 million and $10 million in
debt this poses a significant challenge. The plan is baseikabjectives:

1 Rebuild the financial base: séle Dash 8 and repladewith a secondornier
228, capitalizexistinggovernment debt and repay MISSA debt.

1 Revergloss making: focus on efficiency gains in operatiomproveuse ofair-
craft, strengtlen marketing effors$; increase faresandstop flyinguneconomic
routes orequesing subsidiesrom thegovernmento compensatéor losses

Restore reliability

1 Renew operationgocus onhuman resource development and training, rerew a
counting and billing systemandimproveinstitutional strength

Restrict state subsidiesid woud supportonly noncommercialviable routes.

Repair outeifisland airstrips.
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111. AMI has been a company in crisis for many yéacentinualy operating at a
loss, with government support only on a crisianagement basiwith weak manag-
mentand government irolvement in operation&kunningan airline in an environment
such as the Marshall Islands with a strong social objective to sénmeioateratoll can-
munities is clearly no easy tasBther airlines in the Pacific region have achieved this
objective andthere is no reason the Marshall Islands should not be able toadonsail
However, moving from an inefficiendependent operation will require strong political
commitment; something that has so far not beadent

112. Kwajalein Atoll Joint Utility Resouces (KAJUR) KAJUR, which provides

power, water and sewer services on Ebeye, ran operating losde9 wilfon and $3.2

million in FY2011and FY202. Capital and operating subsidies to KAJUR in these years

totaled 4.6 million and $2.8nillion. A U.S. Army Corps of Engineers survey in 2010
documented major problems in KAJUROGOS core op
has made significant investments in new generators, which have in turn stahiized

power supply on Ebeye. NonetheldssAJ URG6s system | osses remain
more thar20 percen}, and its water and sewer systems and services remain very poor.

An Australiafunded water and sanitati@mgineetis currentlyin-countryto advise

KAJUR (and MWSC) on necessary water/satiniin reforms.

113. Majuro Water and Sewer Company (MWSQYIWSC ran operational losses of
$0.14million and $041 million in FY2011and FY202, requiring subsidies of $D4

million and $0.37million in these years. Like KAJUR, MWSC has seen steady dederior
tion in its operating assets, and its tariffs fall far short of covering its operating costs.
With the guidance from the Australianded water and sanitation engineer, and with
support from the ADB, MWSC will develop a medittarm reform plan.

114. The Marshall Idands Shipping Corporation (MISC)The MISChassignificart-

ly improved the reliability of shipping services compared to the previous service run by

the Ministry of Transport and Comnheni cati ono
MISC operates a fleet dlfilapidated vesselsvhich are in desperate need of majorreve

haul.TheMl SCb6s oper at i bailitnasd $12 million o F¥R201kathd $ 1 .
FY2012, requiring subsidies of $1L.million and $1.4million in each othe twoyears

respectively An MISC landing craft sank on Jah, 2011, reducing its fleet from four to

three. Japan has agreed to finance two new vesseletdiSC (to be delivered in

2013), but major reforms to the company will be necessary to ensure that these vessels
areproperlymait ai ned and to i mprove the companyds
management dhe MISC have agreed to work withe ADB to develop a mediurterm

strategic plan.

115. Tobolar. The Tobolar Copra Processing Plaas ruroperating losseaveraging
$0.8million during the amended Compactd received subsidies fraime government
averaging $1.1 million during the same periOgherating income is variable depending
on copra prices. In FY2011 a profit of $1.1 million was achigveflecting low produ-
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tion andhigh prices. However, in FY2012 the situation reversed, with increases-in pr
duction and weak prices; a $2rlllion loss was recorded hese subsidies have allowed
Tobolar to continue its lorbeld practice of purchasing copra from otigéand farmers

a prices abovéhe world marketThis arrangement is considered a social assistanee pr
gram, targeting lowncomefarmers buta number of studies have characterized it as
highly inefficient and unsustainabl&.2010 evaluatiof T o b o Ipteysicél and opra-
tional capabilities documentedajordeterioratiornin the physical condition of its main
plant facilities and called for major improvements imit@intenance, safegndpersm-

nel management. Respondingids assessmerthegovernmenimade managemen
changes in the companpcluding a newgeneralmanager and several new boardnme

bers. The new managementkaslared t s i ntentions to reform an

operations, and thacrease imet assetsn FY2011will help finance some impraev
mentsand reforms. Support frothe ADB should lead to the development of medium
term reform and strategic plan for Tobolar.

116. Marshall Islands National Telecommunications Authority (NTA) FY2009

the RMI installed a submarine fibeptic cable linking Majur@ao Guam This venture
wasfundedby extending the existing RUS loan of $12 million yaalditional .8 mi-
lion (with a total outstanding debt of $2%#llion to theRUS attheend ofFY2012. For
an entityalreadyoperating on a tight caslow basis inFY2008 before the installation
of the new fibefoptic cabléd theincreased debt servicing costs pushed the NTA into a
financial crisis. Coupled with a nonoperative billing system that crasHate 2009, the
NTA defaulted on its loan obligationgthoutinforming the governmenbDuring most of
the 2000sthe NTA was the only SOE that recorded consistent operating profits, but in
FY2010it recorded its firsbperating loss of $0.093 milligfollowed by $0.53 million in
FY2011and$0.1 million in FY2012In FY2010 it received subsidy of $1 millionand
although itreceived no subsidyp FY2011,a further$l million was provided in loan
fundingfrom the national govement.Again in FY2012 a subsidy of $0.6 million was
received While instigation of a newilling system and sale of existing but unusedlsate
lite bandwidth to neighboring Pacific islands will improve cistv, the underlyindi-
nancesare not viable.

117. In early 2012 the government initiated a shakeof the management of the NTA
revamped theoardof directorsandappointed a new general manager. These moves
were instigated at the same tithatthe government was considering a World Bank-init
ative to liberalize the RMI telecom sector and to open the NTA to compefitien.

World Bank progranpropogsa series of grants totaling $13 million of budgetany-su
port in return for liberalization of the telecommunications sector. In order to qualify for
the first tranche of $3 million, the governmevasrequired to:

1 adopt a new information and comnications technology policy,
1 draft new telecommunications legislation for introduction to the Nitijela, and

1 publicly advertise the ongoing developments.
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118. The next stage of the ICT program is $1.2 million of TA to support the reforms.
This includes assistante establish a corporation to own and manage the-@ipgc ca-

ble and sell access to a new competitive and deregulated market. The TA will support
guiding the development of a new regulatory frameveort establishment of an ied
pendent regulatory bodinstitutional strengtheningill be providedfor the Ministry of
Transport and Communications diod preparation of the NTA for competition.

119. The project clearly has significant challeng&kich includeithe cost of financing
the existing RUS loarthe esablishment of a sustainablengoing regulatory bogynd

the provision of services to remote areas of the RMI. Granted, the existing stbieip at
NTA is not financially viableand services are poor. However, any reform efforts need to
be welldevelopedand implemented in order to avoid the same fate as previous maivatiz
tion efforts sponsored by the ADB in the [a®0s. The ICT reforms are controversial

and passage by the Nitijela is uncertain. Release of further tranches of the $13 million
grant will await the passage of the new laws.

4. TRUST FUND VIABILITY O MONITORING THE SUFFICIENCY OF THE TRUST
FUND
| Background

120. The establishment of the Trust Fund for the People of the RMI (CTF) was a major
feature of the amended Compact. The Trust Fund was createddiag to the preface of

the CTF Agreement , -fermbudgetanysef ebutaceoof hehkoh

[and] to provide the Government of the RMI with an ongoing source of revenue after
FY2023.0 The design f eat istribaitions tofthe RN #omT r u s t
FY2024 and thereafter are specified in the CTF Agreevsditie 16(7) (a) and (b). The

explicit linkage of distributions to the fully inflatieadjusted value of the Compact ann

al grant assistance provided in FY2023 has yr&ingly created expectations within the

RMI that such levels of support from the CTF may be forthcoming during the distribution
phase. However, the U.§overnment has made it clear that neither the terms of the
amended Compact nor the terms of the CTre&@ment make any guarantee, or even a
commitment, that the Trust Fund will be able to sustainably achieve distributions of any
specific size.

121. A careful reading of the sections noted above supfiwetinterpretation that the

CTF Committee would view theplicit linkage to the real value of the FY2023 sector

grant assistance as indicative of a maximum distribution,leatéler than as a required or
prescribed level that the RMI could reasonably demand. Speculation related to this matter
would be best addssed well in advance of the onset of distributions from the CTF. In

F u

fact, CTF Agreemenarticle1 5( 1) st ates that the, @é Commit

vise from time to time, an investment and distribution policy consistent with [the]
Agr e e me nt aidadded)nfgate there has been no publicly releasediinfo
mation by the CTF Committeen@fforts to focus on the distribution policy component of
this requirement.
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il Potentialaction toprepare for thelistribution phase

122. Concern about potential CTdtstribution level® which is already intengewill
likely grow as time passes. As noted in previous reports, the CTF suffers from certain
technical flaws, particullyr with respect to the distribution phase af&12023. hargua-

bly, all parties would b&es served if, over the lontgrm, the real value of the CTF is
protectedand robust mechanisnaseutilized to attempt to ensure tebility of annual
distributions from the CTF to the RMI. Unfortunatess currently structured, only the
nominal value bthe Trust Fund is likely to be protected, while the stability of annsal di
tributions will be at severe risk. Immense and repeated fiscal shocks are more likely to
arise due to the previously identified design flaws. ThHumakes sense for the CTF
Committee, in collaboration with the U.S. and RMI governmgtatgonsider modifia-
tions to improve the specified buffer account and distribution rules.

123. At a minimum, the ACO0 account cotrl d be mo
ed by fiat at the outset &Y2024. Subject to technical review, consideration should also

be given to increasing the initial hol di ng s
CTF Committeeds Arelsb@d)tcsestdbiish a distyibutiompbleyr,
consideratiortould be given to the basic annual distribution.rGlerrently, the rulepro-

vides no feedback mechanism to relate the annual distribution rate to the actuangize

therefore the sustainabiléyof the Trust Fund.

lii Performance of the CTF versadficiencyestimates

124. This report, for the fourth year, presents a CTF sufficiency estimate and related
analysis. That estimate is defined th& size the CTF would need to achieve by the end
of FY2023 in order to support a smooth and sustainable transition fi@rappropriated
annual sector grants to fully inflatieadjusted annual CTF distributions to the RMI. The
RMI began the amended Compact period with an annual direct grant of $35.2 million.
That stream of direct grants is adjusted annually in two countexyaiys: annual grant
levels are adjusted upward by the addition of-thieds of inflation, and adjusted dow

ward by the subtraction of the-salled decrement of $500,000. The same $500,000 is an
increment to the annual contributions from the U.S. ¢éoGHF.

125. The sufficiency estimate is updated to reflect actual outcoqmesthe present

time, particularly with respect to the partial inflation adjustment that has been applied and
projectedinflation going forward. This year the authors have switchewh fa standard 3
percent value of future inflation to a linkage to U.S. Congressional Budget Office (CBO)
published projections through FY2023. Using these lower inflation projections, the level
of Compact sector grants in FY2023 is projected at $36.%milli

126. A 3 percent full inflation factor from FY2024 forward is us&tus the estimate
for a distribution in FY2024 that is consistent with CTF Agreemetitle 16(7)(a)
would be $38 million. However, $9.6 million of that $38 million in sector grantdtiegu
from Compact sections 211(b) (1) and (2) is scheduled to continue beyond F¥2023
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accordance with the Agreement Regarding Military Use and Operating Rightse-Awar
ness of this reality that 25 percent of the grant stream carries forward BeyR0&3 is

just emerging. Since this reality was apparently not taken into consideration in bstablis
ing the contributions to the CTF, the size of the annual decrement and other factors, this
report continues to assess the viability of the CTF as if theeéff2023 sector grant

level is meant to be supported by subsequent CTF distributions.

127. Itis assumed that the RMI investment strategy after FY2023 would neeatto pr
vide for a prudent balance of risk while allowing for letegm growth. From FY2024
onward,a balanced investment allocation is assumed, with 65 percent of assets in equ
ties with an assumed real rate of return of 6.5 percent annaally35 percent in fixed
income with an assumed real rate of return of 2.5 percent annually. The blendesteeal
of return for the distribution period is thus estimated ap&rtentlf inflation were to
average 3 percent, a nominal rate of return of 8.1 percent would thus be required to
achieve the historically derived 5.1 percent real return. All ratessatereed to be net of
investment and management costs.

128. Using the abowletailed assumptions, the current sufficiency estimate for the
RMI CTF at the end of FY2023 is $745 million. It is projected that the CTF would need
to grow from the estimated value ah&u0, 2013, through the end of FY2023 atmn a
nual rate of 8.8 percent to achieve the sufficiency estimate. Such a rate of grosmh is
tainly achievable; however, considerable risk of a less favorable oupensists

129. The estimated value of the CTF dsJane 30, 2013, remains below the levei-co
sistent withsmooth growth toward meeting the sufficiency estimate of $745 million at
the outset of FY2024:trlarc kor der atcdi kresr i pirge d ihsad
June 30, 2013, the value would hdnad to havegrown to approximately $213 million
However the actual value of the CTF at that date is estimated at $194 palficihown
in Figure 25. To offset this trend tdate, the investment return required for the remaining
9.25 years of the accumuian period for the Trust Fund is estimated at an annual rate of
return of 8.8 percer{see
Figure 2§. Achieving
t hi s -uipcoatrcaht e of
return is by no means
assured.

130. An alternative
perspective is provided
by projecting annual
growthduringthe period
through FY2023 at 8.1
percent Thiswould re-
sultin a CTF value of

. . 704 million which is
Figure 25 Projected RMI Trust Fund value through FY2023 $ n


























































































