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FOREWORD  

This review has been prepared to assist the government of the Federated States of Micro-

nesia (FSM) and the US Department of the Interior to fulfill their respective reporting ob-

ligations under the Compact of Free Association with the United States. The FSM is re-

quired, under Title One, Section 214, to report to the US president on the use of sector-

grant assistance and on progress in meeting mutually agreed program and economic 

goals. The president, under Title One, Section 104.h, is required to submit a similar re-

port to Congress concerning developments in the FSM. 

This review has been prepared under a grant from the Department of the Interior and ad-

ministered by Graduate School USA. However, it is not intended to directly fulfill the re-

porting requirements of the FSM and US governments, but rather to provide an independ-

ent assessment of the FSMôs economic performance and policy environment as well as a 

set of economic statistics. Much of the material will be directly relevant to the two re-

ports. However, the reporting requirements of the two governments are different; thus, 

not all the material will be relevant to both reports. 

This review consists of five chapters: (i) a descriptive chapter on economic performance 

in the FSM; (ii) a discussion of policy developments and issues; (iii ) a chapter on the 

Compact Trust Fundôs performance and simulations; (iv) a chapter on state economic 

performance; and (v) a chapter on prospects over the long term. The descriptive chapter 

takes a standard macroeconomic approach and includes economic growth and employ-

ment, monetary developments and prices, the external sector, and fiscal developments. 

The policy discussion does not attempt to provide a comprehensive policy review. In-

stead, it focuses on key topical areas, which include public financial management, and 

fiscal and Compact issues. The Compact Trust Fund (CTF) chapter assesses the perfor-

mance of the fund and summarizes simulations to assess the probability of attaining the 

objectives of the CTF subject to market risk. The state chapter reviews and examines eco-

nomic performance at the state level, covering economic growth, employment, payroll, 

and fiscal developments. The prospects chapter provides projections of the economy and 

fiscal position through the end of the amended Compact under the current policy environ-

ment, and examines potential adjustments thereafter. 

This review was prepared by Mark Sturton and by Glenn McKinlay, who compiled the 

statistics appendix. The review team worked closely with the Office of Statistics. Special 

thanks go to Brihmer Johnson and Sharon Pelep, who provided invaluable support for the 

exercise. Discussions were held with many officials in government, SOEs and public en-

tities as well as representatives from the private and banking sectors and many other peo-

ple. 

This review is available online at http://econ.pitiviti.org. 

Mark Sturton 

http://econ.pitiviti.org/
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I. BACKGROUND AND FY2016 H IGHLIGHTS  

1 BACKGROUND  

This review has been prepared to assist both the FSM and US governments in fulfill ing 

their respective obligations under the Compact of Free Association with the United 

States. In the case of the FSM, the amended Compact states, under Title One, Section 

214, that 

the Government of the Federated States of Micronesia shall 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 Management Committee shall review and comment on the 

report and make appropriate recommendations based thereon. 

The president of the US is required to submit to Congress a report on similar develop-

ments in the FSM. Title One, Section 104.h, of the amended Compact contains the fol-

lowing requirement: 

(1) REPORT BY THE PRESIDENT. Not 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 the Republic of the Marshall Islands, including but not limited toð 

(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 financial, program, and tech-

nical assistance; 

(C) the status of economic policy reforms, including but not limited to pro-

gress toward establishing self-sufficient tax rates; 

(D) the status of the efforts to increase investment including: the rate of infra-

structure investment of U.S. financial assistance under the U.S.-FSM Compact 

and the U.S.-RMI Compact; non-U.S. contributions to the trust funds, and the 

level of private investment; and 

(E) recommendations on ways to increase the effectiveness of United States 

assistance and to meet overall economic performance objectives, including, if ap-

propriate, recommendations to Congress to adjust the inflation rate or to adjust 

the contributions to the trust funds based on non-U.S. contributions. 

The review is presented in five main chapters: (i) a review of economic performance in 

the FSM; (ii) a discussion of policy developments and issues; (iii) a chapter on the Com-

pact Trust Fund, its performance, and simulations of it; (iv) a chapter on state economic 

performance and policies; and (v) a chapter on prospects over the long term with eco-

nomic projections. While this review relates to FY2016, analysis of developments in that 
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year alone would provide a limited and one-sided view. Accordingly, a longer-term per-

spective has been taken, and the review includes material from the commencement of the 

amended Compact, in cases where such information will help provide a more informed 

assessment. The content of the review of economic developments follows a standard 

macroeconomic approach and offers a discussion of growth and employment, monetary 

developments and prices, the balance of payments and external debt, and fiscal develop-

ments. 

The policy, prospects and issues chapter of the review covers a selected group of topical 

issues and is not intended to review the whole range of public or private sector policies. 

The first section concerns public financial management (PFM) and examines trends in 

public sector payroll, public expenditure and financial accountability (PEFA), and perfor-

mance management. The second section concerns fiscal issues: attempts to reform the tax 

regime, the FSM corporate tax domicile, external-debt sustainability, and Social Security 

sustainability. In the third section, a selected review of the FSM state-owned enterprise 

(SOE) sector is undertaken. The fourth section focuses on adjustment to the amended 

Compact, decrement management and use of the Compact infrastructure-sector grant. A 

fifth section looks at special topics: sovereign-wealth management and the Third FSM 

Summit. A final section discusses private sector issues, including the World Bank ñEase 

of Doing Business Survey,ò and recent moves to improve the regime for foreign direct 

investment (FDI). A summary of the FSM Policy Score Card is provided as well. 

The Compact Trust Fund (CTF) chapter has been abbreviated from earlier reviews and 

replaced by a summary of a longer paper entitled ñTrust Funds in the Three Freely Asso-

ciated States: Mechanics and Stochastic Projections,ò to which the reader is referred.1 The 

chapter in this review provides an assessment of the fundôs performance and a summary of 

the simulations contained in the longer paper to assess the probability of attaining the ob-

jectives of the CTF subject to market risk. 

The state chapter focuses on economic developments in the four FSM states: gross do-

mestic product (GDP), employment, state-government payroll and fiscal performance. In 

the case of Yap and Pohnpei, a short section is devoted to policy issues, while for the 

other states, the review will be extended in future editions. Inclusion of the state material 

in a special chapter allows the general reader to focus on economic performance at the 

FSM level, and those interested in specific states can peruse the state chapter. 

The last chapter of the review features economic prospects for the economy through the 

end of the amended Compact and beyond. It has two main objectives. The first is to gen-

erate a set of realistic and plausible projections of the FSM economy over the remainder 

of the amended Compact, given the current policy environment and experience of the 

first 13 years of the period. The second objective is to closely define the level of fiscal re-

sources that may be available, and the size of the adjustment that may be required in the 

                                                 
1 Forthcoming at http://www.econmap.org. 

http://www.econmap.org/
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post-amended-Compact years as the FSM moves from the current annual grants to draw-

downs from the Compact Trust Fund. 

2 FY2016 H IGHLIGHTS  

1.  Economic performance in FY2016: After experiencing strong growth in FY2015 of 

4.9 percent, the FSM economy remained flat in FY2016 and GDP fell by 0.1 percent. The 

component of FSM GDP resulting from domestic purse-seine-fishing operations adds 

considerably to the volatility of year-to-year growth rates. Excluding those domestic 

purse-seine-fishing operations, and despite continuing issues with the use of the Compact 

infrastructure grant, the FSMôs domestic economy grew by a respectable 2.3 percent in 

FY2015 and 2.1 percent in FY2016. 

During the first six years of the amended Compact, economic performance was weak in 

the FSM because of difficult adjustments to the new Compact. However, the following 

four years saw improvement, in large part resulting from the strong demand for infra-

structure. The poor results in the following period (FY2012ïFY2014) reflect manage-

ment issues with the use of the Compact infrastructure grant. With agreement on con-

struction management and procurement procedures in mid-2017, it is hoped that the large 

backlog of infrastructure funds remaining under the amended Compact will underpin a 

sustained higher-growth trajectory. 

2.  Employment: After a period of stagnant employment conditions since FY2011, the 

improved conditions in the FSMôs domestic economy led to employment growth of 1.7 

percent in FY2016. Private sector employment, which grew by 1.9 percent, was the driv-

ing forceðalthough job prospects in the public sector also improved. Since the start of 

the amended Compact, private sector employment has remained flat while that in the 

public sector has declined by 15 percent as the FSM governments have downsized, re-

flecting reductions in the real value of Compact funding. Overall, jobs have fallen by 7 

percent since FY2003. 

3.  Inflation : With the substantial declines in world oil prices continuing to filter through 

the FSM economy, inflation fell by 1.0 percent compared with the year earlier. Food and 

fuel prices, the main drivers of inflation in the FSM, declined, helping to moderate the 

cost of living. 

4.  The fiscal outturn: The overall fiscal balance recorded a surplus in FY2016 of $24.1 

million, or 7.4 percent of GDP. This was a significant reduction from the FY2015 levels 

of $32.7 million and 10.4 percent of GDP, despite an increase in domestic (non-grant) 

revenues. There was a significant expansion in public expenditures arising from the re-

cent increases in fiscal space, leading the size of the surplus to shrink. 

However, the fiscal outturn differed significantly between the FSM national and state 

governments. The national government ran a surplus of $26.6 million, while all states 

recorded small deficits, together amounting to $2.5 million. The FSM state governments, 
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where service delivery occurs, have been constrained by the declining real value of Com-

pact grants, while the national government has benefited from a boom in revenues from 

fishing fees and, to a lesser extent, the captive-insurance market. While national revenues 

peaked in FY2014, they remain at a sustained high level. 

5.  External debt: The FSMôs external debt, at 26 percent of GDP and 18 percent net of 

offsetting assets (sinking fund), is one of the lowest in the region. Debt service of 7 percent 

of national-government domestic revenues remains well within the capacity of the national 

government and does not present any threat of debt stress. While our analysis indicates the 

FSM is not at risk of debt stress, the standard IMF debt-sustainability analysis (DSA) places 

the FSM in an at-risk category. The DSA analysis assumes that large fiscal shortfalls pro-

jected to follow FY2023 will be financed through (hypothetical) concessionary external 

borrowing. However, the FSM does not have access to the assumed persistent borrowing 

from donors, especially to maintain operational expenditures. While the IMFôs assump-

tions may be unrealistic, the consequence of the DSA is that the FSM has been accorded 

ñgrant onlyò status for access to resources. Under the current round of World Bank Inter-

national Development Association (IDA) funding, the FSM is thus not eligible for loan 

finance but does qualify for up to $25 million of grants annually, a very large increase in 

external aid compared with historical levels. 

6.  Tax reform: In the mid-2000s, the FSM embarked on a lengthy process oriented toward 

enacting tax reforms, which after many years of donor support and hard work has not yet 

led to adoption of the reforms. With a tax/GDP ratio of 13 percent, the FSM revenue effort 

has been weak and presents an opportunity to adjust to future fiscal shocks and to create 

an efficient tax environment that supports private sector development. Two of the four 

FSM states (Chuuk and Kosrae) supported the tax-reform initiative. Yap State, while ex-

pressing no objection to the reforms, indicated that the proposal was unconstitutional, and 

thus declined to participate. There has been some renewed interest of late in Pohnpei State 

to reconsider, but it is too early to see whether its support will come to fruition (three sup-

porting states would be sufficient for introducing the reforms). 

7.  FSM domicile for Japanese companies: In 2005, the FSM passed corporate tax legis-

lation that enabled it to create an overseas domicile for Japanese companies. The law pro-

vides for a corporate tax rate of 21 percent, and through differential tax rates, the FSM 

host environment provides an attractive domicile for Japanese captive insurance compa-

nies and other corporations. The benefit of these arrangements has been a steadily grow-

ing stream of revenues to the national government reaching $6 million in FY2016. In 

FY2014, the FSM received fully $27.6 million, reflecting a large declaration of capital 

gains by one company. Such large payments are expected periodically. 

A particular area of concern has been compliance with the Global Forum on Transpar-

ency and Exchange of Information for Tax Purposes. As a result of the phase 1 first 

round of peer reviews in 2015, the FSM was deemed noncompliant. As a result of Global 
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Forum noncompliance, the FSM enhanced its efforts and passed legislation on transpar-

ency and exchange of tax information, and the FSM is now designated as largely compli-

ant. Additional risks to the industry have resulted from changes in Japanese corporate law 

concerning tax haven status. In addition to requiring foreign jurisdictions to have an in-

come tax burden in excess of 20 percent, foreign-domiciled companies are required to 

display substantial business activity rather than functioning only minimally as an address 

of convenience. The exact meaning of displaying ñsubstantial business activityò is not yet 

known, but such activity will require a physical office and an administrator for each Japa-

nese subsidiary in the FSM. 

8.  SOE performance: The FSM has managed to operate the SOE sector without the need 

for large subsidies. However, weak pricing policies in the utility area have led to ineffi-

cient operations and lack of replacement of capital. While the supply of electricity in 

Chuuk is now 24 hours with an improved sewer and water-treatment system, Pohnpei 

suffers from load shedding, and central components of its sewer system need rehabilita-

tion. In Yap, the utility charges the government twice the normal price to maintain a posi-

tive cash flow. Moves are under way at Pohnpei Utility Corporation to reform the ailing 

utilities along the lines of the Chuuk initiative through a jointly financed reform program 

with the World Bank, Asian Development Bank, and US (Compact) funding. Current in-

dications are that the key parties in Pohnpei State are prepared to endorse and fully im-

plement the comprehensive reforms and practices that resulted in success in Chuuk State. 

9.  World Bank ICT reforms: The World Bank is supporting information- and communi-

cation-technology (ICT) reform. Provided necessary conditions are met, the FSM will be 

the beneficiary of $47.5 million to lay a fiber connection to Chuuk and Yap. The reforms 

required a new law permitting competition in the ICT market, the establishment of an in-

dependent regulator, and the creation and operationalization of an open-access entity 

(OAE) for the sale of bandwidth to the FSM market on a fair and equitable basis to all 

service providers. However, the project has been fraught with problems and a lack of 

agreement on the terms of access or transfer of the HANTRU cable (providing access be-

tween Pohnpei and Guam) from FSM Telecom to the OAE. While the transfer of the 

HANTRU cable to the OAE is economically efficient, it now appears that an IRU (inde-

feasible right of use) will be granted by FSM Telecom to the OAE at no cost to provide 

connectivity. In addition to the need to finalize the IRU deed, the OAE itself needs to be 

operationalized to meet World Bank conditionality and release of funds. 

10.  Sovereign-wealth management: In 2012, the FSM initiated an exercise to plan for 

transition to the post-amended-Compact era after FY2023, known as the 2023 Action 

Plan. The plan, while focusing on the post-2023 era, also addressed the use of the na-

tional governmentôs emerging structural fiscal surplus; and proposed allocating $10 mil-

lion to the FSM Trust Fund. However, since early 2015, the 2023 planning effort and is-

sue of sovereign-wealth management is no longer actively on the policy agenda. Alt-

hough the FSM has made a commitment to contribute an annual $10 million and allocate 

an additional 20 percent share of state revenue into state sub-accounts of the FSM Trust 
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Fund, the allocation of surplus resources has dissolved into an ad hoc process of funding 

priority state infrastructure projects, substantial increases in contractual and professional 

services, increased transfers to government agencies, and growing appropriations for leg-

islative projects. Clearly, there is a need for a rational response to the emergence of sig-

nificant sovereign resources. The former 2023 Action Plan established a sound frame-

work for resource allocation, and the FSM would be well advised to revisit the approach, 

if not the precise content, to ensure the best use of the funds to address predictable CTF 

shortfalls. 

11.  Private sector development: The World Bankôs ñEase of Doing Business Surveyò 

paints a discouraging view of the environment for private sector development. Out of 190 

countries, the FSM currently scores 151st, 79 percent down the list, indicating much 

room for improvement. The FSM fares somewhat worse than Palau and the Republic of 

the Marshall Islands (RMI), which are ranked 131st and 143rd, respectively, and substan-

tially worse than most other South Pacific nations. Tonga is ranked 85th, Samoa 89th, 

Vanuatu 93rd, Fiji 97th, and Papua New Guinea 119th. Overall, the FSMôs scores are 

weak. Registering property, protecting investors and enforcing contracts all score be-

tween 183rd and 187th, some of the worst scores of all countries surveyed by the World 

Bank. Slightly higher up the list are the FSMôs best scores: 57th for trading across bor-

ders and 75th for obtaining credit. 

12.  The FSM Compact Trust Fund: The FSM CTF experienced market gains during 

FY2016 of 9.7 percent. Together with a scheduled contribution from the US of $28.3 mil-

lion at the outset of the fiscal year, those gains enabled the fund to grow by $69.6 million 

to an end-of-FY2016 balance of $466.9 million. During the investment period since the 

outset of FY2007, the annualized rate of return has been 5.91 percent. 

The fund would need to grow at 14.9 percent annually from FY2017 to FY2023 to 

achieve a level sufficient to provide a smooth transition to CTF distributions from 

FY2024 onward at the real value of FY2023 sector grants ($81.035 million). Such an un-

likely result is all the more unlikely as this relatively simple sustainability estimate relies 

upon performance during the distribution period at a 5.0 percent real rate of return and 

does not allow for market volatility. The Graduate School has modeled outcomes under 

the CTF distribution rules in the presence of market volatility. The model results for the 

FSM indicate a high probability of periodic fiscal shocks, including years in which zero 

dollars are legally available for distribution. 

No distribution rules would simultaneously allow for (i) protecting the real value of the 

CTF corpus, (ii) ensuring distributions at or near the real value of the FY2023 grants, and 

(iii) avoiding year-to-year volatility of distributions. However, recent independent studies 

have shown that technical improvements to the existing rules could provide objectively 

better results at no extra cost. A key finding is that once market volatility is accounted 

for, the size of the CTF would need to be approximately 1.67 times larger than estimated 
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using a simple fixed rate of return with no market volatility. Making substantial improve-

ments to the terms of the CTF Agreement would require mutual agreement by the origi-

nal parties, which for the US entails both executive and congressional approval. 

13.  Economic outlook during the remainder of the amended Compact and beyond: 

Projections of the FSM economy during the remainder of the amended Compact suggest 

an improved performance compared with the first 13 years, with a projected average 

growth of 1.0 percent annually. The return to normal levels in FY2017 in the fishing sec-

tor and agreement between the US and the FSM with respect to the use of the infrastruc-

ture grant should see the recent improvement in economic performance continue over the 

next few years. Implementing the final phase of the state-level long-term fiscal frame-

works (LTFF) will depress output in FY2020, and growth in the final years of the 

amended Compact is projected to be meager. Fiscal balance is projected to be maintained 

at the state level, and the national government should continue to run large but declining 

structural surpluses. 

After FY2023, with a projected $32 million sustainable drawdown from the CTF, a mas-

sive reduction from the FY2023 projected $81 million annual grant allocations, state gov-

ernments will require significant support from the national government. The national 

government will be able to meet the operational needs of the state governments through 

transferring the majority of the projected structural fiscal surplus and through sustainable 

drawdown from the FSM Trust Fund. The simulations suggest the FSM should be able to 

maintain fiscal stability without the need for external assistance. However, the revenue 

projections assume that fishing-fee receipts, captive-insurance tax collections and market 

returns on investments perform at historical rates. Each of these assumptions is subject to 

varying degrees of risk, which suggests the projected outcome is fragile. 
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II.  ECONOMIC DEVELOPMENTS  

A Growth and Employment  

1 DEVELOPMENTS IN THE FSM ECONOMY  

i Overall trends in economic activity 

1. At the start of the amended Compact, the economy went into recession as Com-

pact receipts fell to the new, lower-negotiated levelsða reduction from $84 million (the 

Compact I level without bump-up) to $76 million. A series of other factors also had 

strong negative impacts on the economy: (i) the loss of the Compact I energy grant; (ii) 

absorptive-capacity constraints in the use of the new Compact sector grants; and (iii) the 

failure to use the infrastructure grant. Projections in the FSM Strategic Development Plan 

had anticipated a reduction in GDP of 6 percent in FY2004, but the actual outcome re-

vealed a decline of 3.1 percent. The initial transition to the amended Compact thus turned 

out not to have been as severe as anticipated. 

2. While the economy fell sharply by 3.1 percent in FY2004 with the reduction in 

Compact funding (Figure 1), some of the lost ground was recouped in the next year. 

However, growth turned negative in the following three years, FY2006ïFY2008, with 

GDP falling by 4.1 percent during the period. In FY2007, Chuuk and Kosrae were each 

required to implement a sizeable reduction in force (RIF), among other measures, to re-

store fiscal balance as the use of the capacity-building sector grant for nonconforming 

purposes was phased out, and the economy contracted by 1.9 percent. By FY2008, the 

negative shock of the world recession had a strong impact on the state economies, higher 

fuel and food prices eroded real incomes, and GDP fell by a further 2.2 percent. 

 
Figure  1 GDP, constant prices 2004 (percent annual change)   
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3. While the international economic conditions remained adverse in FY2009, strong 

growth in construction from airport renovation funded by the Federal Aviation Authority 

(FAA) resulted in a return to positive growth of 1.2 percent. FY2010 turned out to be a 

good year for the FSM economy. This reflected continuing expansion in construction as 

use of the infrastructure grant picked up momentum and the FAA projects injected addi-

tional funds. After several years of fiscal consolidation, FY2010 saw a return to growth, 

and the economy expanded by 3.3 percent overall. These trends continued to exert them-

selves in FY2011, and the economy grew by 1.0 percent. 

4. FY2012 ushered in a period of declining economic activity, reversing the gains of 

the previous three years. Construction activity plateaued as a large increase in the use of 

the infrastructure grant was offset by a fall in FAA expenditures. GDP fell by 2.0 percent, 

reflecting large drops in retailing and education. Both FY2013 and FY2014 were terrible 

years for the FSM economy. In FY2013, the economy fell by 3.9 percent, with both con-

struction and fisheries declining, while in FY2014 low construction output was the main 

culprit in the 2.2 percent drop in GDP. Construction output tumbled by 26 and 40 percent 

in the two years with the completion of the FAA projects, issues with project manage-

ment, and disagreement over the disbursement requirements of the infrastructure grant. 

Infrastructure-grant disbursements plunged from $29 million in FY2012 to $5 million in 

FY2014. 

5. Despite the continuing problems with the use of the infrastructure grant, FY2015 

turned out to be a good year for the FSM economy and GDP grew by 4.9 percent. While 

construction contributed a negative 0.3 percent, fisheries grew stronglyðwith the full  

fleet operational after dry dockingðand were responsible for 2.7 of the 4.9 percent 

growth. The remainder of the growth in the economy was spread across a variety of in-

dustries: wholesale and retailing, finance, and business services. Public administration 

also grew in the national government, reflecting booming revenues. In FY2016, the gen-

eral uptick in the economy was maintained in the private sector, despite the continuing 

lack of infrastructure-grant disbursements. Fisheries contracted by 2.0 percent, offsetting 

the expansion elsewhere, and the economy contracted by 0.1 percent. Ignoring the vola-

tility of the fisheries sector, GDP grew by 2.3 and 2.1 percent in FY2015 and FY2016, a 

respectable performance after the several years of contraction. 

6. Figure 2 indicates the influence of the major drivers of the economy during the 

FY2009ïFY2015 period.1 Clearly, construction has been the major influence both on the 

upswing and downswing, but the level in FY2015 is little changed from that of FY2003. 

The domestic fishing industry has also had a significant and volatile impact, as boats 

have entered the fleet and been withdrawn for dry docking. Over time, the domestic fleet 

has expanded and the industry has grown at a trend rate of 1.3 percent per annum. Other 

                                                 
1 In FY2016, lack of provision of administrative data on the business gross receipts tax (BGRT) disabled 

the ability to estimate GDP by industry. Aggregate GDP estimates have been maintained using Social 

Security data as a proxy, although there are known biases. It is hoped that lack of data provision is only 

temporary, and the full national-accounts series will be resumed. See appendix 2 for a greater detail. 
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industries also have had important impacts (although not shown in Figure 2), with educa-

tion and wholesale and retail exerting a downward influence during much of the period. 

Taking the first 13 years of the amended Compact as a whole, the size of the economy 

was 2.4 percent smaller in FY2016 than it was before the start in FY2003. This is a very 

disappointing result. The above analysis and the impact of the disagreement over how to 

use the infrastructure grant clearly indicate the desirability of rectifying the issues and 

getting the economy back on a more stable track. 

ii  GDP by institutional sector 

7. Figure 3 provides further information on recent economic developments by insti-

tutional sector. After an initial decline in FY2004, the government sector expanded sur-

prisingly in FY2005 and FY2006. The increased funding in education and health spurred 

growth in these activities, before adjustment was made for the lack of funding in others. 

This expansion was mirrored in additional hiring in Chuuk and Pohnpei, with Yap taking 

on additional staff in FY2005 for cyclone recovery. Thereafter, the government sector 

contracted, between FY2007 and FY2008, resulting from phasing out the use of the ca-

pacity-building sector grant to fund nonconforming activities in Chuuk and Kosrae. Both 

states implemented RIFs and made big cuts in public expenditures. With the contraction 

in Chuuk and Kosrae complete, government-sector services have stabilized and shown a 

declining trend since FY2010. 

8. Figure 3 illustrates the negative growth in the private sector in each year of the 

first six years of the amended Compact through FY2009. Overall, the private sector con-

tracted by 17.2 percent, or an annual average of 3.1 percent, reflecting the drop in de-

mand in the economy. This lower demand resulted from reduced levels of the Compact 

sector grants, failure to implement the infrastructure grant, and, from FY2008 to FY2009, 

 
Figure 2  Contribution to economic growth by major industry ( percent )  
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the impact on real incomes of the world recession and higher food and fuel prices. In 

FY2010 and FY2011, with the passing of the recession, lower levels of inflation, greater 

use of the infrastructure grant, and large volumes of FAA Airport Improvement Program 

(AIP) projects, the private sector rebounded and grew by 17.8 percent over the two years. 

In FY2012, the private sector contracted as output in construction and other parts of the 

economy declined. In FY2013 and FY2014, private activity declined further, with reduc-

tions in construction being the dominant force. FY2015 and FY2016 were good years for 

the private sector, which grew by 6.5 percent. 

iii  GDP by industry1 

9. Review of the economy by industrial sector provides further information on re-

cent developments. Estimates for agriculture (largely for home consumption) indicate a 

long-run upward trend of 1.2 percent per annum, which, after allowing for the recent de-

cline in population growth of 0.2 percent, will come as a surprising development. The ag-

riculture estimates are based on the two most recent household income and expenditure 

surveys and are interpolated on the basis of population growth and adjusted for weather 

conditions. The implication is that in the absence of gainful economic opportunities or 

emigration, households have returned to subsistence production to support themselves. 

While this is a significant result, consistent with a decline in the modern sector of the 

economy, one should be cautious of overreliance on the statistical surveys upon which 

the estimates are based. 

                                                 
1  In the absence of data on GDP by industry, the analysis presented here in last yearôs review is repeated 

because the discussion in this section concerns long-run trends.  

 
Figure 3  FSM constant - price GDP by sector , FY2004 prices (US$ millions)  
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10. With the withdrawal of the public sector from the fisheries industry, fisheries 

have displayed a rising trend of 1.3 percent per annum.1 While growth has been signifi-

cant and is consistent with the economyôs comparative advantage, it has yet to provide a 

sufficient source of growth to lift the economy onto a higher trajectory. Caroline Fisher-

ies Corporation (CFC) expanded its fleet of three purse seiners to five during the latter 

part of FY2015. Output was expected to rise significantly in FY2016, reflecting the en-

largement of the fleet. However, this was offset by a contraction in the other domestic op-

erator, Yap Diving Seagull. In the case of manufacturing, activity fell sharply during the 

initial years of the amended Compact, with the closure of the Yap garment factories. 

Since that time, production has focused on the home market and manufacturing output 

has remained largely stagnant. 

11. Electricity generation trended downward during the initial years of the amended 

Compact, resulting from increases in price per kilowatt. The increases were due not only 

to rapidly rising energy prices during this period but also to the loss of the Compact I en-

ergy-sector grant. Since FY2008, electricity production has stabilized, but, given the fre-

quent power outages caused by highly inefficient generation, it is difficult to assess the 

underlying trend. Construction activity was largely static in the early years of the 

amended Compact, but it grew rapidly between FY2007 and FY2011 because of the 

FAA-financed airport renovation and enhanced capacity use of the infrastructure grant. 

As already noted, the rapid rise in construction peaked in FY2012, and output declined 

precipitously in FY2013 and FY2014, by 26 and 39 percent, respectively, as the FAA 

projects came to an end and as utilization of the infrastructure grant was held up by pro-

ject-management weaknesses. By FY2015, construction output had bottomed out and was 

at a level 0.2 percent below that prevailing at the start of the amended Compact. 

12. The wholesale and retail sector has declined by an average annual rate of 1.5 per-

cent, reflecting the weak conditions of demand in the FSM and lack of competition. The 

variety of goods on store shelves is highly restricted compared with neighboring islands, 

such as Majuro, where market entry is less restricted, although prices in Majuro are con-

siderably higher. Value added in the hotel-and-restaurant sector has fallen by an average 

annual rate of 2.2 percent during the amended Compact. This is a disappointing result, 

given that tourism has been identified as a sector with the potential for major develop-

ment. 

13. In the public sector, provision of general government services fell significantly, 

by an annual average rate of 5.9 percent between FY2003 to FY2008, reflecting the adop-

tion of the sector-grant approach to grant disbursement. The FSM was required to execute 

RIFs in Kosrae and Chuuk to phase out the use of the capacity-building grant for noncon-

forming purposes and to reduce payroll levels to fit within the fiscal envelope. Apart 

                                                 
1 GDP fisheries estimation is now based on volume indicators of catch and has been revised from the 

estimates provided in the FY2014 review. Fisheries estimates were possible in FY2016, despite the lack 

of BGRT data, based on data on SOEs, household mixed income and subsistence. 
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from the minor sector grants in capacity building, private sector development and the en-

vironment, the resources for general government have been severely constrained. While 

the early period of the amended Compact saw a reduction in public administration, ad-

ministrative services have grown by 0.9 percent during the remainder of the amended 

Compact over the FY2009ïFY2015 period. In the case of education, there was rapid 

growth in the first three years of the amended Compact, a leveling off and a subsequent 

decline since FY2009 as accreditation and teacher-certification issues have reduced ser-

vice delivery. Delivery of education services in FY2015 was at the same level as at the 

start of the amended Compact. Health services, on the other hand, have expanded at a 

consistent rate each year, averaging 3.3 percent per annum. 

14. Figure 4 summarizes the contributions of the various industries in the FSM to the 

overall decline in GDP of 2.3 percent during the amended Compact (FY2003 to 

FY2015). Agriculture has grown, reflecting increasing household nonmarket production, 

while fisheries output was largely unchanged between FY2003 and FY2014 but grew 

stronger in FY2015. Manufacturing output declined, reflecting the closure of the Yap-

based garment factories. After the completion of the FAA projects and collapse in the use 

of the infrastructure grant, construction activity is now back to where it was in FY2003. 

The decline in the wholesale and retail trade reflects the general adverse conditions pre-

vailing during the period. The contraction in public administration was responsible for 

the major part of the overall decline in GDP, with a lack of any significant growth else-

where. While education services have remained largely unchanged through the amended 

 
Figure 4  Contribution to  GDP growth by industry, FY20 03 zFY2015 (percent)  
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Compact, growth in health services financed through the Compact sector grant has been a 

positive force. 

2 THE STRUCTURE OF THE ECONOMY  

15. The economy has been dominated by a large public sector, with a dependent pri-

vate sector producing nontraded goods and services to the government and its employees 

(Figure 5). The share of government has fallen significantly, by 14 percent, since the be-

ginning of Compact I. This decline reflects three major forces: (i) a reduction in the size 

of government because of the lower levels of assistance at the end of Compact I; (ii) the 

restructuring of the public sector through the creation of state-owned enterprises (SOEs); 

and (iii) adjustments required to conform to the new structure and lower levels of grants 

in the amended Compact. An increase in the share of SOEs of 3.9 percent in the initial 

period reflects the creation of utility services in power and telecommunications as well as 

the creation of fishing enterprises. By the mid-1990s, the growth in SOEs had largely run 

its course, and inefficient fisheries are now mostly defunct or consolidated under private 

sector management. However, with the successful creation and operation of the FSM Pe-

troleum Corporation (Petrocorp) in 2008 the share of the SOE sector has expanded by a 

further 4.7 percent since the late 1990s. Overall, combining the government and SOEs, 

the contribution of the public sector at large has fallen by 6.0 percent since the start of the 

Compact. 

16. With a decline in the public sector, it might be imagined that there would be a 

compensating offset and increase in the share of the private sector, but this did not hap-

pen. The 25 percent share of the private sector in 1987, at the start of Compact I, has now 

been reduced by 3.5 percent. Rather, the offset to the public sector decline has been an in-

crease in the share of households, which has grown by 4.6 percent. This sector includes 

 
Figure 5  The institutional structure of the FSM economy (percent)  
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market production of commodities, nonmarket production (subsistence), and home own-

ership. In essence, the failure of the private sector to become the engine of growth has 

forced households to fall back on their own resources and devote more effort to subsist-

ence production. 

17. In addition to households and the private and public sectors, indirect taxes form a 

significant proportion of the economy, increasing by 1.3 percent over the Compact pe-

riod. This development reflects two trends. First, reform of the national customs tax 

structure under the Asian Development Bank (ADB) Public Sector Reform Program 

(PSRP) broadened the tax base by subjecting all sectors in the economy to the same tax 

rates. It changed the valuation of duties from a free-on-board (f.o.b.) basis to a cost, in-

surance and freight (c.i.f.) basis as well. Second, indirect tax rates at the state and national 

levels rose through the amended Compact to offset the declining grants. 

3 INDUS TRY DEVELOPMENTS  

18. Agriculture: Data on the primary economic sectors of the FSM are weak. There 

have been no indicators of agricultural production, although the recent agricultural census 

will hopefully improve the situation once the results have been processed. Subsistence 

agricultural activities make a substantial contribution to GDP, while production for either 

the domestic or export market is surprisingly small. The perception persists among local 

growers that returns from agriculture are low and slow to materialize compared to other 

activities, such as nontraded services and government employment. Compact assistance 

has exerted upward pressure on wages, turning the terms of trade against agriculture and 

making agricultural production unattractive. Copra production, as in many other Pacific 

Islands nations, has all but disappeared because of inefficiencies and low prices, but prof-

itable export opportunities exist in niche agricultural products. The former Coconut De-

velopment Authority was transferred to the FSM Petrocorp, an SOE, with the intention of 

producing coconut-based products. A large-scale coconut-processing facility is being set 

up on the island of Tonoas in Chuuk State by the FSM Petrocorp. The project is relying 

on collection of available coconuts (essentially lying unused on the ground) by the is-

landers. However, whether the islanders will find this an attractive occupation is yet to be 

established. Experience elsewhere in the Pacific has been a secular decline in the coconut 

and copra industry with low-wage competition from the Philippines, which controls 70 

percent of the market. The basic economics are unfortunately not favorable despite the 

large volume of available raw material. Further discussion of this topic is discussed in the 

section of this review on SOEs and the FSM Petrocorp. The Pohnpei pepper industry pro-

vides a good example of a high-quality internationally recognized product that was not 

able to achieve commercial viability , given the high costs of production of a labor-inten-

sive activity. The Majuro fish-loining plant in the Marshall Islands, an activity relying on 

low-skilled wage employment, also attests to the problems of establishing industries in 

the islands where migration to the US affords more lucrative opportunities. 
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19. Fisheries: With the vast marine resource under FSM jurisdiction, it might be an-

ticipated that fisheries would be a well-developed sector, making a significant contribu-

tion to GDP. However, the sector has failed to achieve the anticipated growth. In the 

early 1990s, in an attempt to develop the economy, the FSM embarked on a strategy of 

substantial public sector investment in fisheries facilities and enterprises. Joint ventures 

with foreign partners in purse-seine fishing operations were initiated. While there was 

awareness that the public sector should not be involved in the productive sectors of the 

economy, it has taken a long time for this policy to be implemented. The two remaining 

businesses, Caroline Fisheries Corp. (now with five purse seiners) and Diving Seagull 

(with two purse seiners), formerly SOEs but now under private management or owner-

ship, make a substantial contribution to GDP, but this varies significantly from one year 

to the next depending on catch and prices. As indicated in the earlier discussion, CFC has 

recently expanded its fleet, with two new vessels beginning operations in late FY2015, 

and will have a significant impact on GDP with the new vessels operating a larger capac-

ity. 

20. The main benefit of the fisheries resource has been the annual rents earned from 

fishing access fees; these make a substantial contribution to national-government reve-

nues. After a prosperous period in the mid-1990s, when annual fishing royalties averaged 

$21 million, receipts fell by about 50 percent during the initial years of the 2000s. During 

recent years, this trend has reversed, and in FY2016 fishing fees exceeded $63 million, 

reflecting the new arrangements under the Parties to the Nauru Agreement (PNA) and un-

der the implementation of the Vessel Day Scheme (VDS). The cost of a dayôs fishing 

rose from a PNA minimum rate of $5,000 introduced in 2012 to $6,000 in 2014 and rose 

further to $8,000 in 2015, although rates for traded days are currently in the $10,000 to 

$11,000 range. The increase in fishing revenues has generated a significant structural fis-

cal surplus at the national-government level and raises important issues about distribution 

between the national government and FSM states. These issues are taken up in later sec-

tions of the review. 

21. Though established to encourage the development of a local fishing industry, the 

operation of the FSM agreement, whereby domestic fishing vessels pay a lower daily 

rate, has encouraged a large number of overseas operators to establish local operations. In 

essence, these ventures set up an office in the domestic economy and pay lower fees on 

the justification of developing local industry. However, skipjack tuna is a migratory spe-

cies, and fishing occurs where the fish are located. Increasing local value added is thus 

not a realistic proposition unless fishing results in on-shore processing. Two foreign oper-

ators, Kasar and Taiyo, teamed up with the National Fisheries Corporation and set up a 

local office but in effect operate no differently than any other foreign fishing entity. Koos 

Fishing Company, which has operated six seiners in the RMI, relocated three vessels to 

the FSM to gain more favorable daily rates. In total, nonresident purse seiners operating 

under the FSM agreement (excluding Diving Seagull and Carolyn Fisheries Corp., which 

have a significant local presence) now number 11. However, the loss in fishing-fee in-

come is substantial: our estimates suggest it may be as much as $10 million, or 17 percent 
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of the current fish-license take. A careful analysis of the benefits of the FSM arrangement 

and enlarging the ñdomesticò fleet needs to be undertaken so that island leaders and the 

FSM population are fully aware of the costs associated with allowing foreign corpora-

tions to take advantage of the provision. 

22. Tourism: Information on visitor arrivals from immigration sources is considered 

unreliable and has deteriorated in recent years. However, the data suggest tourist arrivals 

have remained virtually stagnant since the start of the amended Compact, and the national 

accounts indicate a trend reduction of 2.2 percent per annum of the hotel and restaurant 

sector over the same period. Despite the weaknesses in the data, it is clear that the perfor-

mance has been lackluster and well below the potential for an industry designated as að

if not theðmajor growth sector of the FSM economy. 

23. Many factors currently hinder the development of a vibrant tourism industry. The 

climate for foreign direct investment (FDI) was streamlined during the PSRP. Additional 

improvements were carried out during the Private Sector Development Program (PSDP), 

which was also initiated with ADB loan financing and intended to rectify many of the 

weaknesses. The foreign-investment boards in Pohnpei and recently in Yap hinder the de-

velopment of a predictable and transparent FDI environment. According to the World 

Bank ñEase of Doing Business Survey,ò the FSM ranks 151st out of a total of 190 nations 

surveyed in 2016, clearly indicating that further reform must be completed before an at-

tractive climate for private sector investment can be established. Difficulties in obtaining 

secure, long-term land leases are an impediment. Hotels currently operate at low capacity 

levels, but most, if not all, of the facilities offer a standard of accommodation that is unat-

tractive to international travelers. Growth in demand has been hampered by reliance on a 

single carrier operating high-priced flights to and from a remote geographical location. 

While these factors have all discouraged tourist development, the FSM has much poten-

tial, particularly as a niche market in ecotourism and diving. However, the current, gener-

ally low quality of tourism facilities and infrastructure is unlikely to attract any but the 

most hardened of travelers. 

4 INCOMES , POPULATION AND M IGRATION  

24. At the beginning of the Compact, population growth, as recorded between the 

1986 and 1989 censuses, was rapid, at 3 percent per annum (Table 1). Between 1989 and 

the next count in 1994, the rate fell to 1.9 percent, reflecting lower fertility rates and 

modest rates of emigration. However, between the 1994 and 2000 censuses, the popula-

tion growth rate fell significantly to 0.2 percent, and the 2010 census indicated the popu-

lation was falling annually by 0.4 percent. Population dropped in both Chuuk and Kosrae, 

while Pohnpei and Yap saw small but positive increases. While fertility rates fell, the ma-

jority of the decline reflected outward migration to neighboring US territories, Hawaii, 

and the US mainland, under the migration provisions of the Compact. Clearly, the nega-

tive economic growth rates in the FSM at the end of Compact I and RIFs in Chuuk and 

Kosrae resulted in large-scale migration to seek employment opportunities and better 
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rates of remuneration in the US. In the long run, migration plays an equilibrating role: as 

incomes fall, outward migration compensates, improving average income levels for those 

remaining. Outward migration will have a distorting impact on the local economy, how-

ever, if it is achieved through a loss of the economically active and skilled individuals. 

This loss of human capital will reduce the long-term productive potential of the economy. 

25. Figure 6 indicates the rates of change in real incomes, employment and migration 

in the four FSM states during the amended Compact. GDP per capita has fallen in Chuuk 

by an annual average of 0.3 percent, remained largely unchanged in Kosrae, and im-

proved slightly in Pohnpei and Yap. Employment opportunities have fallen in all states, 

with the exception of Pohnpei. The rate of out-migration,1 as measured by net movements 

of air passengers leaving the FSM between 2004 and 2011, has been remarkably similar 

in all FSM states, averaging 1.8 percent. The figure suggests that while migration rates 

                                                 
1  US Department of Transportation. Data quality deteriorated in 2011, implying an untenable increase in 

net inward migration. It has not been used in the current analysis. 

 
Figure 6  GDP per capita, migration, and population growth (annual averages)  
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Table 1 Population by state and annual average growth rates  

 
Sources: National census reports, May 2002; preliminary census results, 2011. 

1980 1989 1994 2000 2010 1980-89 1989-94 1994-00 2000-10

Chuuk 37,488 47,871 53,319 53,595 48,654 2.7% 2.2% 0.1% -1.0%

Kosrae 5,491 6,835 7,317 7,686 6,616 2.4% 1.4% 0.8% -1.5%

Pohnpei 22,080 30,669 33,692 34,486 36,196 3.7% 1.9% 0.4% 0.5%

Yap 8,100 10,365 11,178 11,241 11,377 2.7% 1.5% 0.1% 0.1%

FSM 73,159 95,740 105,506 107,008 102,843 3.0% 1.9% 0.2% -0.4%

Population Annual average growth
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have little direct relation with changes in GDP per capita, they might correlate signifi-

cantly with employment, although the lack of association in Pohnpei opposes that view. 

Figure 7 provides an interesting comparison of annual net migration and the annual 

change in employment. The association and direction of change is similar in the two se-

ries, although clearly the level of migration is much larger than the change in employ-

ment. While migration would thus appear to be associated with employment opportuni-

ties, there also appears to be a constant rate of migration, regardless of employment con-

ditions. It is worth noting that a similar study in the Republic of the Marshall Islands 

found no such relationship. Clearly, the lack of economic opportunities in the FSM and 

the attraction of higher wages in the US provide strong incentives to migrate. Since the 

start of the amended Compact through FY2011, it is estimated some 14,845 people have 

migrated, which is approximately 15 percent of the FY2011 populationða large percent-

age by any standard. 

26. Figure 8 indicates the changes in constant-price GDP and real gross national do-

mestic income (GNDI) per capita in 2004 prices. The constant-price GDP estimates are 

derived from chaining the former GDP series with the current national-accounts series. 

Real GNDI includes the primary and secondary incomes received and paid to the rest of 

the world from the balance of payments. The major differences between the two esti-

mates are the inclusion of fishing fees, earnings on foreign investments, transfers from 

overseas households, and grants received from the US and other donors. The data for the 

GNDI estimates begin in FY1995 and indicate a far higher level of disposable incomes 

when the additional flows are taken into account. In FY2016, GNDI per capita in current 

prices was over $4,785ð49 percent higher than the current-price GDP per capita figure 

of $3,220.  

 
Figure 7  Net migration and employment change, FY1996 zFY2011  
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27. Figure 8 provides a clear message about the developments in average real in-

comes (discussion is based on the GDP series). The advent of the Compact saw a large 

improvement in income levels in the run-up to the Compact. This improvement was sus-

tained until the adjustment in the late 1990s, when Compact grant levels fell. While this 

triggered a significant shock, income levels gradually improved during the remainder of 

Compact I, and by FY2001 per capita incomes had surpassed the then record level 

(FY1993). The implementation of the amended Compact caused a reduction in incomes 

as the economy adjusted to the new regime. Incomes recuperated in the following two 

years but then fell with the need of a second round of adjustments and the international 

recession taking hold. During the FY2008ïFY2011 period, incomes regained the lost 

ground and attained the highest level ever recorded. After FY2011, per capita GDP fell, 

reflecting the weak economic performance, but in FY2015 and FY2016 it improved 

slightly and reached the same level as at the start of the amended Compact in FY2004. 

28. Since the start of the amended Compact, real GDP per capita has grown margin-

ally, by 0.1 percent per annum, in comparison with an annual average decline of 0.2 per-

cent in real GDP. The differences in rates of change has in part been achieved by out-mi-

gration, which has sustained the average living standards of those remaining behind. The 

GNDI series, although reflecting the same trends in GDP, tells a slightly different story. 

Real disposable per capita incomes rose strongly after the second step-down in funding 

under Compact I, but with the advent of the amended Compact, incomes fell as grant lev-

els declined and the economy deteriorated. After FY2008, real disposable incomes per 

capita remained relatively flat, but they have risen in the three years following FY2013, 

reflecting increases in fishing fees and corporate tax receipts from the FSM domicile for 

Japanese corporations. 

 
Figure 8  GDP and GNDI per capita, 1981 - 2016, constant prices 2004 (US$)  
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29. Analysis at the state level tells an interesting story (Figure 9), both in terms of 

growth and income differences between the states. Current GDP per capita in Yap is 125 

percent higher than in Chuuk, while that in Pohnpei and Kosrae is 116 percent and 69 

percent higher, respectively. Attributions of the differences are complex and reflect many 

factors. Under the Compactôs revenue-sharing formula between the states, the smaller re-

ceive a higher proportion. On this basis, Kosrae should top the list for revenue received, 

but, in fact, it achieves third place. The remoter location and particularly the smaller size 

impose special constraints. While Pohnpei benefits significantly from being the host of 

the capital, Yap has attained the highest per capita income levels. Growth and develop-

ment policies have obviously played an important part. While the disparities were less 

pronounced at the start of the Compact, higher growth rates have enabled states to im-

prove living standards. In Chuuk, per capita real incomes have declined by 0.5 percent 

over the amended-Compact period. In Kosrae, there was a large spike in FY2011 and 

FY2012, reflecting the FAA airport-renovation project, but incomes have now fallen and 

are at much the same level as at the start of the amended Compact. In Pohnpei, the trend 

indicates a clear and substantial improvement in living standards, with GDP per capita 

growing by an annual average of 0.6 percent. In Yap, after being one of the best-perform-

ing states during Compact I, living standards have declined by an average 1.3 percent. 

Yap in fact has recorded the worst performance of all the FSM states. 

5 EMPLOYMENT  

30. Table 2 indicates that from FY1995 to FY2016, formal-sector employment con-

tracted by an annual average rate of 0.6 percent (a 7 percent decline over the period) and 

 
Figure 9  GDP per capita in Chuuk, Kosrae, Pohnpei and Yap, 1982 -2016, constant prices 2004 
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was unable to provide enough opportunities for new job seekers. During the period, some 

1,970 jobs were lost in Chuuk (32 percent of those employed in FY1995). Kosrae suf-

fered a loss of 182 (13 percent of those employed in FY1995), and Yap lost 332 (13 per-

cent of those employed in FY1995). Pohnpei generated 475 new jobs, representing some 

7 percent of those employed in FY1995. Public sector employment contracted overall and 

in all states except Pohnpei, reflecting the downsizing of the public sector at the end of 

Compact I and the completion of the RIFs in Chuuk and Kosrae in FY2007. Private sec-

tor employment grew in Kosrae and Pohnpei, remained stationary in Chuuk and con-

tracted in Yap. The general results are very disappointing, and the lack of job creation 

clearly reinforces the already strong incentive to emigrate and seek employment opportu-

nities in the United States. The results for the amended-Compact period are not dissimilar 

and are shown in Table 2. 

31. Figure 10 represents long-term trends in private and public sector employment 

since FY1995. Employment in the public sector contracted severely at the end of Com-

pact I, reflecting a major fiscal adjustment. The ADB-financed PSRP enabled the FSM to 

implement an early-retirement program that facilitated the needed compression to restore 

fiscal balance. Employment in the public sector fell from 9,762 in FY1995 to 8,357 in 

FY2000, a 14 percent reduction. However, in the following period, FY2000ïFY2016, 

public sector employment continued its downward trend but with periodic spikes corre-

sponding to the fiscal position in different states. A lack of discipline in Chuuk in 

FY2002 and FY2006 is reflected in sharp increases in total FSM public sector employ-

ment levels. However, with the need to compress expendituresða result of the phase-out 

of the use of the capacity-building grant to fund government operations in both Chuuk 

and Kosraeðpublic employment had fallen by FY2016 by a further 857 (10 percent) be-

low what it was at the height of public sector reforms in FY2000. 

Table 2 Employment growth rates by sector and state (annual averages)  

 

Source: FSM Social Security Administration data 

Total Gov Private Total Gov Private

Chuuk -1.8% -3.3% 0.0% -1.9% -3.9% 0.6%

Kosrae -0.6% -1.4% 0.2% -1.4% -1.3% -2.7%

Pohnpei 0.3% 0.1% 0.5% 0.9% 0.2% 1.6%

Yap -0.7% -0.3% -1.1% -1.9% 0.4% -4.2%

FSM -0.6% -1.2% 0.1% -0.6% -1.2% -0.1%

Amended Compact

FY2004-FY2016
FY1995-FY2016
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32. Private sector employment contracted between FY1995 and FY1997, reflecting 

the reduction in the public sector, but rose strongly between FY1997 and FY2000. Dur-

ing these later years, the FSM economy improved, after the adjustment at the end of 

Compact I was completed and the earlier financial crisis in Chuuk was resolved. How-

ever, from FY2000 to FY2008, private sector employment declined significantly, by 820 

jobs, or 11 percent, as Compact I came to an end and adjustments were made during the 

initial three years of the amended Compact. During the FY2008ïFY2011 period, private 

sector employment grew strongly, fueled by the need for additional jobs in construction, 

and an additional 975 jobs were created. However, as construction peaked and subse-

quently contracted, private sector employment fell between FY2011 and FY2016, and 

some of the newly created jobs were lost. 

6 WAGES 

33. The labor market in the FSM is relatively free from regulatory distortions and in-

stitutional rigidities. Pohnpei is the only state to impose a minimum hourly wage ($1.35) 

for the private sector. While the minimum wage may not affect the demand for skilled 

workers, it may be an active constraint in labor-intensive activities, although private sec-

tor operators do not suggest that this is the case. All the FSM governments have set mini-

mum hourly wages for government employment ($2.00 for Pohnpei, $1.25 for Chuuk, 

$1.49 for Kosrae, $0.80 for Yap, and $2.36 for the national government), but these levels 

coincide with the lowest step on the public-servant pay scale and are thus redundant. 

There are currently no unions in the FSM, and there is no indexation of wage rates. 

34. However, while the labor market is relatively free from imposed regulatory re-

strictions, it is distorted by high public sector wage rates, the ease of migration, and the 

availability of higher wages in Guam and other US labor markets. Table 3 illustrates the 

 
Figure 10 Employment by sector, FY1995 zFY2016  
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level of real wages by state and compares the private and government sectors. Average 

wages between FY2014 and FY2016 for the FSM as a whole were 220 percent higher in 

government than in the private sector. While the skill mix of the two activities affects the 

differential, the public sector clearly asserts an upward pressure on wages and influences 

the allocation of labor among the sectors. 

35. Unfortunately, policy makers are constrained in their ability to influence distor-

tions in the labor market. The effect of unrestricted external migration is part of the basic 

rights of FSM citizens under Title Three of the Compact. However, during the Second 

Table 3 Real wages and differentials by sector and state 

 
Source: FSM Social Security Administration data 
Notes: * Includes national government 

Average 

FY95-FY97

Average 

FY14-FY16

Average 

FY95-FY97

Average 

FY14-FY16

Average 

FY95-FY97

Average 

FY14-FY16

Chuuk 6,399 6,087 3,224 2,505 199% 243%

Kosrae 8,161 5,915 3,236 2,641 252% 224%

Pohnpei* 11,682 8,307 4,649 3,611 251% 230%

Yap 10,188 6,270 3,798 3,514 268% 178%

FSM 8,728 7,065 4,000 3,218 218% 220%

Differentials
Real Public Sector 

Wages (2004 US$)

Real Private Sector 

Wages (2004 US$)

 
Figure 11 Nom inal and real wages, private and public sectors, FY2004 zFY2016  
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Economic Summit, the FSM adopted a policy to reduce the differences between the pri-

vate and public sectors. Data in Table 3 indicate that this objective has been achieved in 

Yap, and to a lesser extent in Kosrae and Pohnpei, but in Chuuk there has been an in-

crease in the disparity. Figure 11 indicates recent developments in nominal and real 

wages in the private and public sectors. Nominal wages have grown on average by 1.8 

percent in the private and public sectors, respectively. However, in real terms, wages, af-

ter adjustment for inflation, have declined by 1.5 percent in the two sectors, indicating a 

decline in living standards. 

B Monetary Developments and Prices 

1 PRICES 

36. Figure 12 provides information on the annual rate of change in the FSM consumer 

price index (CPI), including food and energy prices. In the early 2000s, inflation was 

very benign, and during the initial years of the amended Compact it was moderate and 

averaged 3.5 percent through FY2007. However, in FY2008 and FY2009, with the onset 

of the world recession, inflation peaked, reaching 6.6 percent and 8.2 percent, respec-

tively. Inflation has moderated during the remainder of the amended Compact, although it 

rose again in FY2012. In FY2015, the CPI recorded no change, and in FY2016 the FSM 

entered a deflationary period as the CPI turned negative, reflecting the impact of rapidly 

falling fuel prices and to a lesser extent moderation in food prices. The main forces influ-

encing the rate of inflation have been (i) increases in imported food prices in FY2009 and 

again, to a lesser extent, in FY2012; (ii) soaring utility prices at the start of the amended 

 
Figure 12  Change in consumer price index, food and energy sections (year - on - year)  
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Compact because of the loss of the Compact I energy grant; and (iii) surges in world pe-

troleum and utility prices in FY2011 and FY2012, and large reductions in FY2015 and 

FY2016. 

37. Imported food prices rose sharply in FY2008, reflecting the disequilibrium in 

world markets. Given the significance of food in the FSM CPI (37 percent), the 18 per-

cent jump in food prices in FY2009 had a large impact on the overall CPI. The Compact I 

energy grant was used in Chuuk and Kosrae to subsidize utility prices, and its loss com-

pelled both states to raise electricity tariffs. In Pohnpei and Yap, the state governments 

had adopted a cost-recovery price basis of production and had, in the mid-1990s, ceased 

to use the energy grant to subsidize prices. However, the impact of the loss of the energy 

grant was compounded throughout the period by rising world petroleum prices, which not 

only pushed up prices of gasoline at the pump but also required further increases in utility 

tariffs in all states. At the end of 2008, world energy prices began to moderate, and the 

energy section of the CPI recorded a negative change in the first quarter of 2009. In 

FY2010, energy and utility prices again started to rise, reaching 9.4 percent in FY2011, 

but subsequently moderated and entered negative territory in FY2015, falling by 2.8 per-

cent in that year and then by 6.2 percent during FY2016. 

2 M ONEY AND BANKING  

38. With the adoption of the US currency in the FSM, macroeconomic policy and ad-

justment has been limited to the use of fiscal policy. Many other small island economies 

of the Pacific use foreign currency, and this practice has served the FSM well. The range 

of macroeconomic policy options is limited; thus, there is no potential to use inflationary 

monetary policy to adjust to changes and reductions in Compact funding. Of course, this 

has left the FSM with no way to adjust to reduced levels of resource transfers other than 

the more politically painful processes of cutting government expenditures, reducing pub-

lic sector employment and wages, and increasing domestic revenues. The use of a foreign 

currency has removed exchange rate realignment and devaluation as ways to encourage 

the export and traded-goods sectors of the economy. At this stage of the FSMôs economic 

development, with many underlying structural impediments, exchange rate adjustment 

without accompanying supporting policies would be unlikely to encourage a favorable 

supply response in traded-goods production. 

39. The result of a lack of an independent monetary policy is that domestic interest 

rates are closely aligned with those of the United States. Deposit interest rates observed 

in the market are broadly similar to those throughout the US, while lending rates are gen-

erally higher, reflecting the additional risk and costs of doing business in the FSM. Ini-

tially, the higher rates charged on loans resulted in regulation, and limits were placed on 

both consumer and commercial loan interest rates. As part of the PSRP, removal of regu-

lation was recommended and was a loan condition. The interest rate limits were effec-

tively dropped (leaving only a nonbinding usury limit of 24 percent) in 1998, and there 

was no adverse change in the local interest rate structure even as the financial system was 

allowed to adjust to market forces. CD rates have fallen from the 1 percent prevailing in 
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2004 to the 0.4 percent where they now stand, reflecting the low level of interest rates in 

the United States. Lending rates on consumer loans have always been high and have av-

eraged 15 percent during the amended Compact. Commercial lending rates appear more 

subject to market forces and are generally lower than consumer rates. Commercial rates 

stood at 6.2 percent in FY2016. 

40. The FSM banking system benefits from the Federal Deposit Insurance Corpora-

tion (FDIC), as provided in the Compact. The FDIC has played a critical role in supervis-

ing the banking system and ensuring a sound and stable financial system. Under the 

amended Compact, FDIC support remains effective and will help maintain financial sta-

bility in the economy and avoid the adverse consequences of a banking-system failure, 

which has occurred in many other Pacific Islands economies. The banking system is also 

regulated by the FSM Banking Board, which is developing the capacity for banking su-

pervision. The role of the board includes licensing of domestic and foreign banks, on-site 

and off-site supervision of all banks, consumer protection, and consultation with the 

FDIC. Since December 2002, when the Bank of Hawaii withdrew from the FSM market, 

there has been one US bank operating in the FSM. There is also one locally owned bank, 

Bank of the Federated States of Micronesia. The remaining US bank, Bank of Guam, is a 

branch of its parent, and thus also comes under US federal supervisory requirements. The 

present system is thus well supervised and provides a secure basis for financial intermedi-

ation, and has avoided ñde-riskingò issues associated with a loss of correspondent bank-

ing relationships that have been experienced in other developing countries. 

41. Statistics on the FSM banking sector were first created in 1990, but analysis be-

gins at the start of the amended Compact in FY2004 (see Figure 13). With regard to de-

posits, the data indicate a static period during the first five years. Since FY2008, the de-

 
Figure 13  Commercial bank deposits, loans and foreign assets, end of period  
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posit base has grown more rapidly, averaging 10 percent during the FY2008ïFY2016 pe-

riod. The lack of financial deepening during the early period is consistent with the lack-

luster performance of the economy, and the expansion since then represents the improve-

ments in economic conditions. The large difference between the level of deposits and 

loans is invested offshore. Reflecting the trends in deposits and domestic credit, the level 

of foreign assets stagnated between FY2004 and FY2008, averaging $95 million, but rose 

strongly through the remainder of the amended Compact, attaining $203 million in 

FY2016. 

42. Regarding lending, at the start of the amended Compact, the Bank of Hawaii had 

just completed withdrawing from the FSM market, leaving a very low level of outstand-

ing credit in the FSM of $16.9 million. At the time, the Bank of the FSM was restructur-

ing its portfolio but has since taken a more proactive stance, opening operations in Sai-

pan. The level of outstanding credit in the FSM has grown by $31.9 million since 

FY2004 and stood at $48.8 million at the end of FY2016. While the opening of new mar-

kets in Saipan was a good idea at the time, the subsequent weakened state of the Com-

monwealth of the Northern Mariana Islands (CNMI) economy gave rise to concern about 

the quality of the business, although conditions in Saipan have now improved. 

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

the FSM banking system and reinforces a widely observed phenomenon in the Pacific Is-

lands region: as a factor of production, capital is not in short supply. Reflecting the trends 

described above, the loans-to-deposit ratio had fallen to a very low level of 15 percent at 

the start of the amended Compact, after the withdrawal of the Bank of Hawaii. The ratio 

improved through FY2011 to 21 percent as the economic conditions expanded, dropped 

as the economy contracted and improved over the last two years, recording 19 percent in 

FY2016. However, overall lending performance has been weak during the amended 

Compact and is little improved. This reflects the high level of perceived risk in the FSM 

and lack of bankable projects. Overall, the inability of businesses to prepare meaningful 

business plans, lack of collateral, the inability to use land as security, and inadequate pro-

visions to secure transactions have inhibited development of the financial sector. With 

limited opportunities, commercial banks have preferred to invest their assets offshore in 

less risky and more secure markets. 

44. Because of a lack of bankable projects, the commercial banks have generally pre-

ferred to extend credit to consumers with secure public sector jobs and an identified re-

payment stream. Consumer lending growth was sluggish at the start of the amended 

Compact, but since FY2009 has been more active (figure 14). Commercial credit has 

taken a somewhat opposite course to consumer lending: it grew in the initial years 

through FY2011, but since that time has stagnated. In FY2008, the newly created FSM 

Petroleum Corporation (FSMPC) was extended a large credit facility by the Bank of 

Guam to initiate operations, but most of that was paid down early in FY2009. 
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C Balance of Payments, External Debt, GNI, GNDI and Interna-
tional Investment Position  

1 BALANCE OF PAYMENTS  

i The current account 

45. In this section, the balance of payments (BoP) is discussed and presented in Table 

4 and Table 5. This is followed by a review of GNI and GNDI (and not along with GDP, 

as earlier in the review), as they reflect changes in the primary and secondary income ac-

counts of the BoP. The international investment position is presented in the next section, 

followed by a discussion of the nominal and real exchange rates. The section closes with 

an analysis of external debt. 

46. The trade account of the balance of payments is composed of imports and exports 

and runs a significant deficit, reflecting the excess of imports over exports. Exports cur-

rently include fish, re-exports of fuel, and a small quantity of agricultural produce. While 

small volumes of inshore reef fish are exported to neighboring islands, fish exports are 

mostly tuna caught by local purse-seine and longline vessels operated by enterprises with 

joint private-public ownership but under private management. Most of the fish caught in 

FSM waters are, however, caught by foreign vessels under license, and the associated 

fishing access fees are treated as a primary income in the balance of payments. Imports 

dominate the trade account, and growth reflects the level of activity in the economy. 

Overall imports have grown by an annual trend rate of 3.0 percent since FY2003. This is 

a similar rate of growth to nominal GDP (2.3 percent), GNI (3.3 percent) or GNDI (2.2 

percent). The most noticeable development has been the large reduction in fuel imports, 

by 33 percent since FY2013, reflecting the recent reductions in fuel prices. Imports of 

 
Figure 14  Commercial bank credit by sector  

$0 m

$5 m

$10 m

$15 m

$20 m

$25 m

$30 m

$35 m

$40 m

Consumer credit

Commercial credit



 Economic Developments 23 

 

construction materials follow a clear path reflecting the level of construction activity in 

the economy. Use of intermediates have generally fallen through the amended Compact 

while transportation equipment has risen. 

47. The service account is dominated by two main items: receipts from travel (tour-

ism) and payments for transport of freight and passengers. The demand for tourism/travel 

has grown during the amended Compact, but while the BoP estimates indicate increasing 

revenue from tourism, the GDP figures show a stationary trend since FY2009. Service 

imports are dominated by the cost of freight and reflect the level of imports of goods into 

the FSM. Travel (including medical referrals) is significant as well. Construction services 

provided by nonresident producers are also important and peaked in the FY2008ïFY2010 

Table 4 Balance of payments, current account, FY2008ïFY2016 (US$ millions) 

 

FY2010 FY2011 FY2012 FY2013 FY2014 FY2015 FY2016

Current account balance -46.5 -59.3 -44.5 -32.8 4.1 6.8 9.3

Goods and services balance -170.4 -178.7 -168.9 -167.0 -150.5 -161.4 -151.0

Goods balance -128.4 -134.0 -125.4 -128.8 -117.5 -127.9 -110.3

Exports of goods 31.6 40.5 57.8 50.2 38.2 39.9 49.7

Fish 19.0 27.7 39.7 28.3 21.2 22.5 33.3

Other 12.7 12.8 18.1 21.9 17.0 17.4 16.5

Imports of goods 160.0 174.4 183.2 178.9 155.7 167.7 160.0

Services balance -42.1 -44.7 -43.4 -38.2 -33.0 -33.5 -40.8

Exports of services 38.1 35.0 38.3 43.3 45.0 42.9 38.1

Travel 24.4 21.8 22.3 26.8 28.7 25.3 23.5

Other 13.7 13.3 16.0 16.5 16.2 17.7 14.6

Imports of services 80.1 79.8 81.7 81.5 78.0 76.5 78.9

Transport 41.3 43.9 47.0 44.7 42.1 42.4 44.5

of which: Passenger services 15.6 15.4 17.2 16.8 16.7 17.4 18.2

of which: Freight and postal services 25.6 28.4 29.7 27.8 25.4 24.9 26.3

Construction services 10.2 7.1 7.3 8.1 8.2 8.1 7.7

Other 28.7 28.8 27.4 28.7 27.7 26.0 26.6

Primary income balance 10.6 9.6 15.4 25.5 25.4 56.7 50.7

Receipts 23.5 23.7 31.4 39.9 52.9 70.5 68.5

Fishing licence fees 17.7 18.7 26.3 34.9 47.4 65.1 63.2

Other (mainly dividends and interest) 5.8 5.0 5.1 5.0 5.4 5.4 5.3

Payments 12.9 14.2 16.1 14.4 27.5 13.8 17.8

Secondary income balance 113.4 109.8 109.0 108.7 129.2 111.5 109.6

Receipts 128.6 125.5 125.0 124.3 144.7 128.1 126.3

Budget grants 85.9 83.7 81.7 79.7 78.4 78.9 76.8

Compact current grants 66.1 66.9 65.2 63.8 61.0 64.6 65.9

Other budget grants 19.8 16.8 16.4 16.0 17.3 14.4 10.9

Off-budget grants 6.6 6.2 5.7 4.8 3.3 8.9 5.1

College of Micronesia 16.3 13.4 13.7 12.8 11.5 11.3 12.3

Corporate tax from non-resident companies 0.8 2.1 2.6 4.4 27.6 4.1 6.0

Other (mainly households) 18.9 20.1 21.4 22.6 23.8 24.8 26.0

Payments (mainly households) 15.1 15.7 16.0 15.6 15.5 16.6 16.7
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period, reflecting the buildup in FAA grants for airport improvements and Compact infra-

structure projects. However, they weakened subsequently, as the projects neared comple-

tion and Compact infrastructure grants were reduced. ñOtherò service imports are large in 

total but comprise a host of smaller items. 

48. The primary income account comprises fishing access fees, payments of divi-

dends, payment of interest on debt, and earnings of dividends and interest on overseas in-

vestments. Fishing-fee earnings have shown a positive uptrend since FY2001 and in 

FY2016 attained a level of $63 million. The FSM governments including Yap State have 

maintained a sizeable level of foreign investments, which have provided a significant 

source of interest and dividend earnings in the past. The level of FSM investments was 

largely stable through the initial part of the amended Compact, but has risen significantly 

in the last two years as additional revenues from fishing fees have accumulated in the 

FSM Trust Fund. However, returns on investments have fallen, reflecting lower market 

returns. Commercial bank earnings on foreign assets and earnings on Social Security 

funds are also important. On the payment side, dividend payments on foreign investment 

are the major item, while the low level and concessional nature of the FSMôs external 

debt has held debt-service obligations in check. 

49. The most notable component of the balance of payments is the secondary-income 

account, which includes Compact transfers and other aid flows. Compact flows comprise 

the sector grants, while other budget grants include federal and special programs. Off-

budget grants reflect additional receipts from the US and other donors, while receipts by 

the College of Micronesia include Pell grants. In total, current grants represent about a 

third of current-account receipts. A new item in the BoP is corporate taxes received 

through the FSM domicile for Japanese captive insurance and the investment-oriented 

major corporation (IMC) scheme. The lower tax rates, 21 percent, in the FSM are attrac-

tive to Japanese companies and have resulted in a growing level of receipts in recent 

years. In FY2014, a very large payment was received, reflecting tax payment by an indi-

vidual company declaring a large capital gain. In FY2015, payments reverted to more 

normal levels, which can be expected to continue, although occasional large payments 

can be expected from time to time. The FSM domicile is managed by a private corpora-

tion, which receives a fixed percentage of the tax take. Inward private remittances are rel-

atively small in the FSM compared with other Pacific Islands, which have large migrant 

communities living in neighboring metropolitan nations. However, the BoP has estimated 

this item to be rising strongly, during the amended Compact era, as a result of the large 

out-migration in previous years and the subsequent associated flows back home. Outward 

payments of remittances from households reflect transfers from foreign workers living in 

the FSM and are also substantial. 

ii  The capital and finance accounts 

50. Table 5 provides details of the capital and financial accounts of the balance of 

payments. The major items in the capital account include Compact capital transfers (in-

frastructure-sector grant) and other capital transfers (FAA airport-improvement grants). 
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Drawdowns under the infrastructure grant grew significantly through FY2012, once the 

FSM was able to meet the conditions of the grants. However, as noted in numerous other 

places in this review, grant disbursements dropped by half in FY2013 and fell to low lev-

els from FY2014 through FY2016, reflecting inability to fulfill grant conditions and pro-

ject-management weaknesses. Other capital transfers have grown strongly during the ini-

tial years of the amended Compact, mirroring the large FAA contributions, but declined 

significantly in FY2012 through FY2014, as the projects came to a close. While there is a 

major airport renovation in Chuuk, which boosted levels of other capital grants in 

FY2016, the pipeline of FAA projects is otherwise complete. 

51. The main items in the financial account are foreign direct investment (FDI), port-

folio investment, and other investments. While FDI has been small, reflecting low levels 

of FDI in the FSM, portfolio investment has been a significant component of the BoP. 

Portfolio investment comprises the foreign assets of the various governments and public 

sector entities and liabilities of the commercial banks. Public sector investments represent 

the pooled reserves managed by the national government and the Yap State Trust Fund. 

In FY2015, the large savings from fishing-fees income coupled with the exceptional 

FY2014 FSM domicile tax receipt were allocated to the FSM Trust Fund. Other invest-

ments include changes in the levels of foreign assets of the commercial banks and exter-

nal-debt drawdowns and repayments. In FY2015, the buildup in the FSM Trust Fund was 

offset by withdrawals from local banks, resulting in a lower-than-usual bank foreign-in-

vestment accumulation. External-debt drawdowns and repayments have generally been 

small but were large in the FY2008ïFY2009 period, reflecting the drawdown of the FSM 

Telecom fiber optic loan. 

Table 5 Balance of payments, capital and financial accounts, FY2008ïFY2016 (US$ millions)  

 

FY2010 FY2011 FY2012 FY2013 FY2014 FY2015 FY2016

Capital account balance 64.2 62.0 68.3 42.2 21.2 30.9 32.2

Compact capital grants 16.3 19.2 28.5 16.5 4.9 7.3 7.2

Other 47.9 42.7 39.8 25.7 16.3 23.6 25.0

Capital outflows (contributions to CTF) ~ ~ ~ ~ ~ ~ ~

Net lending/Borrowing (Curr + Cap) 17.7 2.7 23.8 9.4 25.3 37.6 41.5

Financial account balance -19.9 -8.2 -34.6 -16.0 -27.4 -47.4 -26.7

Direct investment 0.7 0.8 0.9 0.6 0.3 0.2 0.2

Portfolio investment (increase in assets: -) -8.5 0.2 -1.0 -3.6 -7.1 -40.7 3.3

Assets -8.8 1.4 -0.4 -4.7 -7.0 -42.5 2.9

Liabilities 0.3 -1.2 -0.6 1.1 -0.0 1.8 0.4

Other investment (increase in assets: -) -12.2 -9.1 -34.5 -13.0 -20.6 -6.9 -30.1

Assets (mainly bank deposits) -12.5 -12.5 -35.2 -13.0 -21.6 -4.9 -26.8

Liabilities (public sector loans) 0.3 3.4 0.7 -0.0 0.9 -1.9 -3.3

Reserve assets ~ ~ ~ ~ ~ ~ ~

Errors and omissions -2.2 -5.5 -10.8 -6.6 -2.1 -9.8 14.8
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52. Since FY2006, the errors and omissions in the balance of payments have gener-

ally been negative and within 3 percent of total imports and exports of goods and ser-

vices, which represents a satisfactory outcome. However, in FY2016 the error was posi-

tive: 4.5 percent. The analysis and structure of the BoP clearly indicate the dependent na-

ture of the FSM economy. Attainment of the Compact goal of economic self-sufficiency 

and replacement of official transfers with other foreign-exchange earning sources will be 

a long-term process and presents, perhaps, the major and most difficult challenge facing 

the FSM economy. 

2 GNI  AND GNDI  

53. In most economies, analysis focuses on GDP, since this indicator most accurately 

reflects the economic circumstances of the country under investigation. However, in the 

FSM the large inflows of primary and particularly secondary incomes from the rest of the 

world have a significant impact on aggregate demand and indicate that analysis should 

also feature changes in GNI and GNDI. In the FSM, GNI and GNDI were 15 percent and 

49 percent higher than GDP (nominal values) in FY2016. In analyzing the results, it is 

useful to single out developments in constant-price changes in primary and secondary in-

comes, which are provided in Figure 15. Both the primary and secondary incomes of the 

BoP have been deflated by a composite index of the CPI and GDP deflator.  

54. While several factors influence primary income, the most dominant has been 

changes in fishing-fee royalties. Fishing fees have risen through the amended Compact, 

rising rapidly between FY2012 and FY2015. While dividend and interest receipts have 

fallen, reflecting weakening market conditions, the overall trend in primary income re-

ceipts has been upward. On the payment side, dividend and interest outflows have shown 

a rising trend. In FY2014, the large secondary income receipt from the FSM domicile has 

 
Figure 15  Primary and secondary incomes, constant prices 2004 (US$ millions)  
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