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FOREWORD

Thisreviewhas been prepared to assistgheernment of the Federated States of Micro-
nesia(FSM) andthe US Department ofheInterior 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 toliBgresident on the use of secto

grant assistance and on progress in meeting mutually agreed program and economic
goals. Theresident, under Title One, Section 104.h, is required to submit a similar re-
port to Congress concerning developments in the FSM.

Thisreviewhas been preparedder a grant from the Departmenttbé Interior and ad-
ministeredby Graduate SchodaJSA. However, it is not intended to directly fulfill the re-
porting requirements of tHeéSM andUS governments, but rather to provide an independ-
ent assessment thfe FSM& 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 wilbe relevant to both reports.

This reviewconsists ofive chapters(i) a descriptivechapteron economicperformance

in the FSM (ii) a discussion of policy developments and iss(ie3 a chapter on the
Compact Trust Furi@ performancend simulations(iv) achapteron state economic
performanceand {) achapteron prospects over thengterm The descriptivehapter
takes a standard macroeconomic approach and includes economic growth and employ-
ment monetary developments and pricée external sctor, and fiscal developments.
The policy discussion does not attertgpprovidea comprehensive policy review-
steadjt focuses on key topical areaghich includepublic financial managemerand
fiscal and Compact issuehe Compact Trust Fund (CTF) chapassessethe perfor-
mance of the fund arebimmarizesimulations to assess the probability of attaining the
objectives of the CTF subject to market riske statechaptereviews and examinesco-
nomic performance at tretate levelcoveringeconomic growth, employment, payroll
and fiscal development¥he prospectshaptemprovidesprojectionsof the economy and
fiscal position through the end of the amended Comyaaér the current policy environ-
ment andexamines pential adjustments thereafter

Thisreviewwas prepared by Mark Sturton aoglGlenn McKinlay, who compiled the
statisticsappendix Thereview team worked closely with ti@ffice of StatisticsSpecial
thanksgoto Brihmer JohnsoandSharon Pelepwvhoprovided invaluablsupportfor the
exercise Discussions were held withany officials in government, SOEs and public en-
tities as wellasrepresentatives from the private and banking searmtsnanyother peo-

ple.
Thisreviewis available online atttp://econ.pitiviti.org

Mark Sturton
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|. BACKGROUND AND FY2016HIGHLIGHTS

1 BACKGROUND

This review has been prepared to assist both the FSM@gdvernmentsn fulfill ing

their respective obligations under the Compdidtree 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 usdrofed 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

Thepresident of thé&JSis 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 PRESIDENNOot later than the end of the firitll 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 bulimited t@

(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 staus of economic policy reformacluding but not limited to pro-
gress toward establishing sdiifficient tax rates;

(D) the status of the efforts to increase investment including: the rate of infra-
structure investment of U.S. financial assistance undediBeFSM Compact

and the U.SRMI Compact; nofU.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 performabetives, including, if ap-
propriate, recommendations to Congress to adjust the inflation rate or to adjust
the contributions to therustfunds based on neld.S. contributions.

Thereviewis presented ifive mainchapters(i) a review of economiperformance in

the FSM (ii) a discussion of policy developments and iss@i@sa chapter on the Com-
pact Trust Fundis performanceand simulation®f it; (iv) a chapter on state economic
performance and policieand {) achapteron prospects over theng term with eco-
nomic projectionsWhile thisreviewrelates to FY206, analysis of developments in that
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year alone would provide a limited and esided view. Accordingly, a longeerm per-
spective has been taken, andrévewincludes materidirom the commencement of the
amendedCompact, in cases where such information gllp providea more informed
assessment. The content of the review of economic developments follows a standard
macroeconomic approach aoffersa discussion of growth and empioent monetary
developments and pricgbe balance of payments and external defd fiscal develop-
ments.

The policy, prospects and issudmpterof thereviewcovers a selected group of topical
issues and is not intended to review the whole rangaldiqor private sector policies.
The first sectiorconcerngublic financialmanagement (PFMgnd examines trends in
public sector payralipublic expenditureandfinancialaccountability (PEFA)and perfor-
mance management. The second section concecasisuesattempts to reform the tax
regime the FSM corporate tax domicile, exteradabt sustainability, and Social Security
sustainability In thethird section a selected review of the FShfate ownedenterprise
(SOE) sector is undertakefhe fourth section focuses on adjustment to the amended
Compact, decrement managemamtuse of the Compaatfrastructuresector grantA
fifth section looks aspecial topicssovereigawealth managemeiindthe Third FSM
Summit A final section discussesipate sector issuesicluding thewWorld BankfiEase

of Doing Busines$urvey,0 and recent moves to improve the regimeféoeigndirect
investment (FDL)A summary of the FSM Policy Score Casdorovided as well

The Compact Trust Fund (CTF) chapter bagn abbreviated fromarlier reviewsand
replaced by a summary of a longer paper entiiledst Funds in the Three Freely Asso-
ciated States: Mechanics and Stochastic Projectitmsvhich the reader is referrédhe
chapter in this review provides an assessment df then geidosmance and a summary of
the simulationgontained in the longer papter assess the probability of attaining the ob-
jectives of the CTF subject to market risk.

Thestate chaptefocuses a economic developments tine four FSMstates gross do-
mestic product@DP), employment, statgovernment payroll and fiscal performance. In
the case of Yapnd Pohnpeia short section is devoted to policy issues, whilgHer
otherstates the review vill be extended in fuire editions. Inclusion of theate material

in a special chapter allows the general readfydos oneconomic performance at the
FSM level, ad those interested in speciBates camperusehe statechapter.

The lastchapterof thereviewfeatueseconomic prospectsr the economy through the

end of the amended Compactdbeyond It has two main objectiveShe first isto 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 definevkedf fiscal re-
sources that may be available, and the size of the adjustment that may be required in the

1 Forthcoming ahttp://www.econmap.org
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postamendedCompact years as the FSM moves from the current annual grants to draw-
downs from the Compact Trust Fund.

2 FY2016H IGHLIGHTS

1. Economicperformance in FY2016After experiencing strong growth in FY2015 of

4.9 percent, the FSM economy remained flat in FY2016 and GDP félllipyercent. The
component of FSM GDP resulting from domestic ptesimefishing operations adds
considerably to the volatility of yedo-year growth rates. Excluding those domestic
purseseinefishing operations, and despite continuing issues with the use of the Compact
infrastructure grant, the FS®ldomestic economy grew byespectable 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 FSMbecause adifficult adjustments to the new Compact. However, the following
four years saw improvemer, large part resulting from the strong demand for infra-
structure. The poor results in the following period (FYZ0AY2014) reflect manage-

ment issues with the use of the Compact infrastructure grant. With agreement on con-
struction management and procuretngrocedures in mi@017, it is hoped that the large
backlog of infrastructure funds remaining under the amended Compact will underpin a
sustained highegrowth trajectory.

2. Employment After a period of stagnaeimployment conditions since FY2011, the
improved conditions in the FSl® domestic economy led to employment growth of 1.7
percent in FY2016. Private sector employmerttich grew by 1.9 percenas the driv-
ing forced although job prospects in the publecsor also improved. Since the start of
the amended Compagirivate sector employment has remained flat while that in the
public sector has declined by 15 percent as the FSM governments have dowesized
flecting reductions in the real value of Compactding. 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 \iighyear earlier. Food and
fuel prices, the main drivers of inflation in the FSM, declirreglping to moderate the

cost of living.

4. Thefiscaloutturn: The overall fiscal balance recorded a surplus in FY2016 4f1$2
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 domestigrarah
revenues. There was a significant expansion in public expenditures arismthé&oe-

cent increases in fiscal space, leading the size of the stombhsink

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 deficitdpgetheramounting 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 f
fishing fees and, to a lesser extent, the captisarance market. While national revenues
peaked in FY2014, they remain at a sustained high level.

5. External debt The FSMs external debt, at 26 percent@DP and 18 percent net of
offsetting assets (sinking fund), is one of the lowest in the region. Debt service of 7 percent
of nationalgovernment domestic revenues remains well within the capacity of the national
government and does not present any thredeélot stresswWhile our analysis indicates the

FSM is not at risk of debt stress, the standard dielst sustainabilityanalysis (DSA) places

the FSM in an atisk category. The DSA analysis assumes that large fiscal shortfalls pro-
jectedto follow FY2023will 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 thé IBSump-

tions may be unrealistithe consequence of the DSA is that the FSM has been accorded
figrant only status for access to resources. Under the current round of Worldri@ark
national Development AssociatiofDA) funding, the FSM is thus not eligible for loan
finance but does qlify for up to $25 millionof grants annually, a very large increase in
external aid compared with historical levels.

6. Taxreform: In the mid2000s the FSM embarked on a lengthy processnted toward
enactingtax reforms, which after many years of donor support and hard work has not yet
led to adoptiorof the reformsWith a tax/GDP ratio of 13 percetite FSM revenue effort

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

an efficient tax environment that supports private sector development. Two of the four
FSM states (Chuuk and Kosrae) supported theddorm initiative. Yap State, while ex-
pressing no objection to the reformmadicated that the proposal was unddngonal, and

thus declined to participate. There has been some renewed interestroPlatv@pei State

to reconsider, but it is too early to sekether its suppoxtill come to fruition (three sup-
porting states would be sufficient fimtroducingthereforms).

7. FSM domicile for Japaneseompanies In 2005 the FSM passed corporate tax legis-
lation that enabled to createan overseas domicile for Japanesmpanies. The law pro-

vides for a corporate tax raté2il 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 the national government reaching $6 million in FY2016. In

FY2014 the FSM received full27.6 million, reflecting a large declaration of capital

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

A particular area of concern has been pbamce 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 201the FSM was deemed noncompliant. As a result of Global
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Forum noncompliance, the FSM enhanced iterggfand 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 Jaganesete law
concerning tax haven status. In additiomequiring foreign jurisdictions to have an in-

come tax burden in excess of 20 percent, foreigmiciled companies are required to
display substantial business activity rather thaarctionng only minimally as an address

of convenienceThe exactmeanim of displayingfisubstantial business actiuitis not yet
known,but such activitywill require a physical office and an administrator for each Japa-
nese subsidiary in the FSM.

8. SOE performanceThe FSMhasmanaged 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 withn improved sewer and watieeatment system, Pohnpei
suffers from load sheddingnd 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 arender 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, anfl (Compact) funding. Current in-
dications are that ghkey parties in Pohnp8tate are prepared to endorse and fully im-
plement the comprehensive reforms and practices that resulted in success ist@teiuk

9. World Bank ICT reforms The World Bank is supportingformation and communi-
cationtechnology(ICT) reform Providednecessary 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 ke#rthe establishment of an in-
dependent regulator, atite creationand operationalizatioof anopernaccessentity

(OAE) for the sale of bandwidth to the FSM market on a fair and equitable basis to all
service providersHowever, the project has beenught withproblemsand a lack of
agreement on the terms of access or transfer of the HANTRU (pabléding access be-
tween Pohnpei and Guam) from FSM Teledonthe OAE While the transfer of the
HANTRU cable to the OAE is economically efficierttnow gpears that an IRUr(de-
feasibleright 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 aeldase of funds.

10. Sovereignawealth managementin 2012, the FSM initiated an exercise to plan for
transition to the postmendedCompact era after FY2023, known as the 2023 Action
Plan. Theplan, while focusingn the pos2023 eraalso addressed the use of iz
tional g ewmerging smectural fissal surptuend proposed allocating $10 mil-
lion to the FSM Trust Fund. However, since early 2015, the 2023 planning effort and is-
sue of sovereigmwealth managment is no longer actively on the policy agenda. Alt-
hough the FSM has madeommitment to contributan annua$10 million andallocate
anadditional20 percenshare ofstate revenue into state sabcounts of the FSM Trust
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Fund, the allocation of summ 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 progcts. Clearly, there is a need for a ratioeaponséo the emergence of sig-
nificant sovereign resources. The former 26280on 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. PrivatesectordevelopmentThe World Banks fiEase oDoing Busines$urveyo

paints a discouraging view of tleavironment for private sector development. Out of 190
countriesthe FSM currently scores 151, 79percentdown the listindicating much

room for improvement. The FSM faresmewhatvorse than Palau and tRepublic of

the Marshall IslandsRMI), whichare ranked 1Bstand 148rd, respectivelyandsubstan-
tially worse tharmostotherSouth Pacific nations. Tonga is ranked 85th, Samoa 89th,
Vanuatu 3rd, Fiji 97th, and Papua New Guinea 119th. Overall, the &83dores are
weak. Registering propertgrotecting investors and enforcing contracts all score be-
tween 188d and187h, some of the worst scores of all countries surveyed by the World
Bank. Slightly higher up the listrethe FSMb best scorg 57th for trading across bor-
ders and 7t for obtairing credit.

12. The FSM Compact Trust FundThe FSM CTF experienced market gains during
FY2016 of 9.7 percent Together with a scheduled contribution from t&of $28.3 mil-
lion at the outset of the fiscal yearp#ie gains enabled the fund to grow by $69.6 million
to an enebf-FY2016 balance of $466.9 million. During timvestmeniperiod since the
outset of FY2007, the annualized rate of return has beerp8&réént.

The fund would need to grow at 14.9 percentuatly from FY2017to 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@38million). Such an un-
likely result is all the more unlikely as thislativelysimple sustainability estimate relies
uponperformance during the distribution period at a 5.0 pereztate of return and
does not allow for market volatilitf-he Graduate School has modeled outcomes under
the CTF distribution rulem thepresence of market volatilityrthe 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) proting the real value of the

CTF corpus, (ii) ensuring distributions at or near the real value of the FY2023 grants, and
(i) avoiding yearto-year volatility of distributions. However, recent independent studies
have shown that technical improvementthi® 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 tinfes larger than estimated
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using a simple fixed rate oftrtgn 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 thgS entails both executive and congressional approval.

13. Economicoutlook during the remainder of themended Compact anbeyond
Projections of the FSM economy during the remainder of the amended Compact suggest
an improved perfeanance compared with the first $8ars with a projected average
growthof 1.0 percent annuallyThe returnto normallevelsin FY2017in the fishing sec-
tor andagreemenbetween the US and the FSM with resped¢h®use of the infrastruc-
turegrant should see the recent improvement in ecanperformance continue over the
next few yearsimplementingthe final phase of thetatelevel longtermfiscalframe-
works (LTFF) will depress output in FY202@nd growth in the final years of the
amended Compact is projected to be medgecal balancés projected to benaintained
at the state leveand the national governmestiouldcontinue to run largbut declining
structural surpluss

After FY2023,with aprojected $2 million sustainable drawdown frothe CTF, a mas-

sive reduction from theY2023projected$81 million annual grant allocationstate gov-
ernments willrequiresignificant supporfrom the national government. The national
governmentvill be able to meet the operational needs of the state governments through
transferringhe majorityof the projected structuréiscal surplus anthroughsustainable
drawdown from the FSM Trust Funtihe simulations suggest the FSM should be able to
maintain fiscal stability without the need for external assistance. However, the revenue
projections assue that fishingfee receiptsgcaptiveinsurance tax collectiorend market
returns on investments perform at historical rdiesh ofthese assumptions is subject to
varying degrees of riskvhichsuggest the projectedoutcome is fragile.
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[I. ECONOMIC DEVELOPMENTS

A  Growth and Employment
1 D EVELOPMENTS IN THE FSM ECoNomy
i Overall trends in economic activity

1. At the start of the amended Compake economy went into recession as Com-
pact receipts fell to the new, loweregotiated leve& a reduction from $84 million (the
Compact | level without bumpp) to$76 million. A series of other factors also had

strong negative impacts on the economy: (i) the loss of the Compact | energy grant; (ii)
absorptivecapacity constraints in the use of the new Compact sector grants; and (iii) the
failure to use the infrasicture grant. Projections in tik&M Strategic Development Plan
had anticipated a reduction in GDP gbé&rcentin FY2004, but the actualutcome re-
vealeda decline of A percent Theinitial transition to the amended Compact thus turned
out not to havéeen as severe as anticipated.

2. While the economy fell sharply by Bpercentin FY2004with the reduction in
Compact fundingKigurel), some of the lost ground wascouped in thaextyear
However growth turned negative in the following three ye&N2006i FY2008 with
GDPfalling by 4.1percentduringthe period.In FY2007, Chuuk and Kosrae weseach
required to implement a sizeable reduciioforce (RIF), amog other measures, to re-
store fiscal balance as the useh@capacitybuilding sector grant for nonconforming
purposes was phasedtpand he economy contraetl by 1.9ercentBy FY2008 the
negative shock of the world recession had a strong impact on the state ecphighees
fuel and food prices eroded real incomes, and GDP fell by aefu2tBpercent
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3. While the international economic conditions remained adverse in FY2009, strong
growth in constructiorirom airport renovatioriunded by the Federal Aviation Authority
(FAA) resulted in a return to positive growth o2 percent. FY2010 turned out to be a
good year for the FSM economy. This reflected continuing expansion in constagtion
use of the infrastructure grant picked up momentum and the FAA projgsited addi-

tional funds After several years of fiscal consolidation, FY2010 saw a return to growth
and the economy expanded by Bedcent overall. These trends continued terethem-
selves in FY2011and the economy grew by Ip@rcent.

4, FY2012ushered in a period of declining economic activigwersing the gains of
the previoushreeyears. @nstruction activityplateauedsalarge increase in the use of
the infrastructurgrant was offset by fall in FAA expenditures. GDP fell bg.0 percent
reflecting large drops in retailing and educatiBoth FY2013and FY2014wereterrible
yeass for the FSM economyin FY2013 the economyell by 3.9percentwith both con-
struction and fisheries declining, while in FY20b4v construction output was the main
culprit inthe 2.2 percentdrop inGDP.Construction outputumbledby 26and 40 percent
in the two years with the completion of the FAA projeidsueswith project manage-
ment anddisagreement ovehe disbursement requiremenfsthe infrastructure grant.
Infrastructuregrant disbursementdungedfrom $29million in FY2012 to $5 million in
FY2014.

5. Despite the continuingroblemswith the use of the im&structure grant, FY2015
turned out to bagood year for the FSM economy and GDP grewt &percent. While
constriction contributed a negative Qp@rcent, fisheries grestronglyd with thefull

fleet operatioal after drydockingd andwereresponsibldor 2.7 of the4.9 percent

growth. The remainder of the growth in the economy was spread across a variety of in-
dustries: wholesale and retailing, finapaed business services. Public administration
also grewin the national governmemneflecting boomingevenuesin FY2016, the gen-

eral uptick in the economy was maintained in the private setdspjte the continuing

lack of infrastructureggrant disbursementsidheries contracted by 2.0 percent, offsetting
the expansion elsewhe@nd the economy contrid 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. Figure2 indicates the influence of the magniversof the economyluring the
FY2000i FY2015 period Clearly, construction haseen thenajor influence both on the
upswing and downswingdput the level in FY2015 is little chang&#dm that of FY2003
The domestic fishing industhas also had a significaand volatilempact,as boats
have entered the fleet and been withdrawn for dry dockiugrtime, the domestic fleet
has expanded drthe industry has grown at a trend rate of 1.3 percent per afitber.

1 InFY2016, lack of provision of administrative data on the business gross receipts tax (BGRIEldisab
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 natiorakcounts seeis will be resumed. See appendix 2 for a greater detail.
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Figure 2 Contribution to economic growth by major industry ( percent )

industriesalsohavehadimportantimpacts (although not shown gure2), with educa-

tion and wholesale and retail exerting a downward influence during much of the period.
Taking thefirst 13 years of the amended Compact as a whole, the size of the economy
was 2.4 percent smaller in FY20tn it was before the start in FY200dis isavery
disappointing resulfThe above analysis and the impacthef disagreemermtverhow to
usethe infrastructure grant clearly indicate the desirabiftyectifying theissuesand

getting the economy back @ammore stablé&ack.

i GDP by institutional sector

7. Figure3 provides further information on recent economic developmenitssiy
tutional sector After an initial ceclinein FY2004,the governmentsectorexpandedur-
prisinglyin FY2005 and FY2006The ncreased funding in education and hesfibirred
growthin these activitiesbefore adjustment was made for the lack of funding in others.
This expansion wamirroredin additional hiring in Chuuland Pohnpei, with Yap taking
on additional staff in FY200f®r cyclone reovery Thereafterthe governmensector
contractedbetweerFY2007and FY2®8, resulting from phasing otlhe use of the ca-
pacity-building sector grant to fund nonconformiagtivitiesin Chuuk and Kosrae. Both
states implemented Rdfand maddig cutsin public expenditures. With the contraction
in Chuuk and Kosrae completggvernmenisector servicebBave stabilizeénd shown a
declining trendsinceFY2010.

8. Figure3illustratesthe negative growth in the private sector in each year of the
first six years of the amended Compact through FY2009. Oyérealprivate sector con-
tracked byl17.2 percentor an annual average afldercent reflectingthedrop inde-
mand in the ecomoy. This lowerdemandesulted fronreducedevels of the Compact
sector grantdailure to implement the infrastructure graand,from FY2008to FY2009,
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the impact on real incomes of the world recessioth highefood and fuel prices. In
FY2010and FY2011with the passing of the recession, &evels of inflation, greater
use of the infrastructure grant, and large volumes of FAA Airport ImprovelRtegtam
(AIP) projects the privae sector reounded and grew ki7.8percentover the twoyears

In FY2012 the private sector contractad output in construction and other parts of the
economy declined. In FY2018hd FY2014private activity declined furthewith reduc-
tionsin constructiorbeing the dominant forc&Y2015 and FY2016 were good years for
the private sectowhich grew by 65 percent.

lii  GDP by industn

0. Review of the economy by industrial sector provifietherinformation on re-

cent developments. Estimates for agriculture (largely for home consumption) indicate a
long-run upward trend of.2 percentper annumwhich, afterallowing for the recent de-
cline in population growth of @.percentwill come as a surprising developmehhe ag-
riculture estimates are based on the two most recent household iacdexg@enditure
surveys and are interpolated on the basis of population growth and adjusted for weather
conditions. The implicatiors that in the absence of gainful economic opportunities or
emigration, households have returned to subsistence productigrpmristinemselves.

While this is asignificantresult consistent witka decline in the modern sectarthe
economy, one should be cautious of overreliance on the statistical supeayshich

the estimates are based.

! I'n the absence of data on GDP by industry, the anal
because the discussion in this section concernsriamgrends.
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10.  With the withdrawal of the public st from the fisheries industrfisheries
havedisplayed a risg trend ofl.3 percent per annumWhile growth has beesignifi-

cant and is consistent with the econ@ngomparative advantage, it has yet to provide a
sufficient source of growth to lithe economy onto a higher trajectoBaroline Fisher-

ies Corporation (CFC) expanded its fleetloepurse seiners tiive during the latter

part of FY2015 Outputwas expected tose significantly in FY2016reflecting the en-
largement of the fleetlowever, this was offset by a contraction in the other domestic op-
erator Yap Diving Seagullin the case of manufacturing, activity fell sharply during the
initial years othe amende@€ompact, with the closure of the Yap garment factories.
Since that tire, production hafocused orthe home market and manufacturmgput

has remained largely stagnant.

11.  Electricity generation trended downward duringithigal years of theamended
Compact, resuihg from increasem price perkilowatt. Theincreasesvereduenot only
to rapidly rising energy prices during this period but &isthe loss of the Compact | en-
ergy-sector grantSince FY2008electricity productiorhasstabilized, butgiven the fre-
guent power outagesused byighly inefficient generationt is difficult to assess the
underlying trendConstruction activityvas largely statim the early years of the
amended Compadbutit grewrapidly betweerFY2007 and FY201becausef the
FAA-financed airport renovatiocend enhanced capacitgeof the infrastructure grant
As already notedhe rapid rise in construction peaked in FY20dr&d output declined
precipitously in FY201&nd FY2014by 26and 39percentrespectivelyas the FAA
projects came to an end and as utilization of the infrastreigrant was held up Ipyo-
jectmanagementeaknesse®y FY2015 construction output had bottomed out araksw
at a level 0.2ercent below that prevailing at the start of the amended Compact.

12. The wholesale and retail sector has declined by an averageleate of1.5 per-

cent reflecting the weak conditiore demandn the FSMand lack of competitiariThe
variety of goods on store shelves is highly restricted compared with neighboring,islands
such as Majuronvheremarket entry idess restrictedalthough pricesn Majuroare con-
siderablyhigher. Valueadded in the hotedndrestaurant sector has fallen by an average
annual rate of 2.ercentduring the amended Compact. This is a disappointing result,
given thattourism has been identified as a segtidh the potential for major develop-

ment.

13. Inthe public sector, provision of general government serd@kesignificantly,

by an annual average rate 0@ percentetweerFY2003to FY2008, reflectingthe adop-
tion of the sectegrant approach to granisthursementrhe FSM was required to execute
RIFs in Kosrae and Chuuk to phase out the use of the capadiiyng grantfor noncon-
forming purposes and to reduce payroll levels to fit within the fiscal envelpaet

1 GDP fisheriesstimation 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 irmminsubsitence.
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from the minor sector grants in cafigduilding, private sector development ahe en-
vironment, the resources for general government have been severely constvhited.
the early period of the amended Compact saw a reduction in public administadtion,
ministrativesewices have grown b.9 percentduring the remainder of the amedde
Compact over the FY2@DFY2015period In the case of educatiptiherewas rapid

growth in the first three years of the amended Compact, a leveling offaarfdsequent
decline since FY2009 as accreditataord teachecertification issues have reduced ser-
vice delivery.Delivery of education services in FY2015 was at the same level as at the
start of the amended Compadealth services, on the other handyénexpandedat a
consistentateeach yegraveragng 3.3 percenfper annum

14.  Figured4 summarizes the contributions of the various industries in the FSih&to t
overall decline in GDP of 2.8ercentduring the amended Compa&M2003to

FY2015. Agriculture has growjreflecting increasing household nonmarneiduction
while fisheries outpuwvas largely unchangdzetween FY2003 and F¥24 but grew
stronger inFY2015 Manufacturing output declinecdkeflecting the closure of theap-

based garment factoriestter the completion of the FAA projects and collapse in the use
of theinfrastructure grant, construction activity is now back to where it was in FY2003
Thedecline in thevholesale and retail trade reflects the general adversiitons pre-
vailing during the period. The contraction in public administration was responsible for
the major part of the overall decline in GDW#th alack of any significant growth else-
where. While education services have remained largely unchangedtthe amended
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Compact, growth in health servicgsanced through the Compact sector gizag been a
positive force.

2 THE STRUCTURE OF THE ECONOMY

15. The economyras beemominated by a large public sector, with a dependent pri-
vate sector producing nontedigoods and services to the government and its employees
(Figureb). The share of government Halen significantly, byl4 percent since the be-
ginning of @mpact I. This decline reflects three major forces: (i) a reduction in the size
of governmenbecause athe lower levels of assistanaethe end of Compact (i) the
restructuring of the public sector through the creatiostateownedenterpriseSCES);

and (iii) adjustments required to conform to the new structure and lower levels of grants
in the amende@ompact An increase in the share of SOEs of Bedcentin the initial

period reflects the creation of utility services in power and telecommunications as well as
the creation of fishing enterprises. By the i#0s, the growth in SBs had largely run

its course, and inefficient fisheries are now mostly detfon consolidated under private
sector managment. However, with the successful creation and operation of the FSM Pe-
troleum CorporatiorfPetrocorp)n 2008the share of the SOE sechas expanded by a
further 4.7percentince the latd 990s. Overall, combiningthe government and SGE:

the contribution of the public st at large has fallen by 6p&rcentsince thestartof the
Compact.

16.  With a decline in the public sectatr might be imaginedhatthere would be a
compensating offset and increase in the share of the private sector, but this did not hap-
pen.The 25percentshare of the private sectior 1987, at the start of Compact |, haswv

been reduced by.8percent Rather the offset tdhe public sector declingas been an in-
crease in the share abirsehold, which has grown by.6 percent This sectoincludes

EFY87-89 BFY97-99 EFY13-15
45%

40%

35%

30%

25%

20% A

15% +

10% A

5% A

0% +

Private Financial Government State Owned  Households Indirect
Sector Enterprises Enterprises Taxes

Figure 5 The institutional structure of the FSM economy (percent)
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market production of commaodities, 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 moréoe$iabsist-

ence production.

17.  In addition to households and the private and public sectors, indirect taxes form a
significant proportion of the economncreasingoy 1.3percent over the Compact pe-

riod. This development reflects two trends. First, reform of the national customs tax
structure undethe Asian Development Bank (ADB)ublic Sector Reform Program

(PSRB broadened the tax base by subjecting all sectors in the economy to the same tax
rates It changed the valuation of duties franfreeon-board {.0.b.) basisto acost, in-
surance and freight(.f.) basisas well Second, indirect tax rates at the state and national
levels rose through tremended Compatt offsetthedeclininggrants

3 INDUS TRY D EVELOPMENTS

18.  Agriculture: Data on the primary economic sectors of the FSM are wigsdte
havebeenno indicators of agricultural productioalthough theecentagricultural census

will hopefully improve the situatioonce the results have been preeesSubsistence
agriculturalactivities 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 slomaserialize 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. Copraduction, 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 produitte. former Coconut De-
velopment Authority was transferred to the FSM Petrocaam@BOE with the intention of
producing cocondbased product#\ large-scalecoconutprocessing facilitys being set
uponthe island of Tonoas i@huuk Statdy the FSM Petricorp. 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 Rae#s been a secular decline in the coconut
and copra industry with lowwage competition from the Philippines, which controls 70
percent of the market.HE basic economics ana@fortunatelynot favorable despite the

large volume of availableaw material Further discussion of this topic is discussed in the
section of this review on SOEs and the FSM Petroddrp.Pohnpei pepper indusipyo-
videsa good example of mgh-quality internationally recognizeproduct that was not

able to achieve commerciahbility, given the high costs of production ofadorinten-
siveactivity. The Majuro fishloining plantin the Marshall Islandsan activity relying on
low-skilled wage employment, also attests to the problems of establishing industries in
the islands whermigration to thdJS 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 wdbkveloped sectpmaking a significant contribu-

tion to GDP. However, the secthas 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 publisector investment in fisheries facilities and enterprises. Joint ventures
with foreign partnergn purseseine fishing operations were initiat&tihile 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 implemefitezltwo remaining
businessegCaroline Fisheries Corgnow withfive purse seinergnd Diving Seagull

(with two purse seinersformerly SOES but now under private management or owner-
ship, make a substantial contribution to GDP,thigvaressignificantly from one year

to the nexdepending on catch and pricés. indicated in the earlier discussj@¥FC has
recently expanded its fleatith two new vesselbeginning operationis 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 najoveshment reve-
nues. After a prosperous period in thel-1990s when annual fishing royalties avgesl
$21 million, receipts fell by about G&ercenduring the initial years of the 2000s. During
recent years, this trend has reversed, and in E§#26hing fees exceeded $nillion,
reflecting the new arrangements under thei®sd the Nauru AgreemeéPNA) andun-

der theimplementation otheVessel Day Scheme (VDSJhe cost ofdays fishing

rose froma PNA minimum rate d65,000introduced in 2012 to $6,000 in 2014 ande
further to $8,000 in 201%lthough rate$or tradeddaysare currently irthe $10,000 to
$11,000 rangeThe increase ifishing revenues has generated a significant structural fis-
cal surplus at the nationgbvernment level and raises importasues aboudistribution
between tha@ational government arfelSM states. Thedssuesare taken up in later sec-
tions of the review.

21. Thoughestablished to encourage the development of a local fishing incilrgtry
operation of the FSMgreementwhereby domestic fishing vessels pay a lower daily

rateg has encouraged a large number of overseas operators to establish local operations. In
essencghese ventures set up affice in the domestic econormgnd pay lower fees on
thejustification of developindocal industry. However, skipjack tuna is a migrgtspe-

cies and fishing occurs where thisli are locatedncreasindocal value added is thus

not a realistic proposition unleshingresults in orshore processing. Two foreign oper-
ators Kasar and Taiydeamed up with the National Fisheries Cogtimn and set up a

local office but in effect operate no differenthanany other foreign fishing entitiKoos
FishingCompanywhich has operatesix seiners in the RMrelocatedhreevessels to

the FSM to gain more favorable daily ratestotal, nonresident purse seiners operating
under the FSM agreement (excluding Diving Seagull and Carolyn Fisheries Corp., which
havea significant local presence) nawmberll. However, the loss in fishinfge in-

come issubstantialour estimates suggeitmay be as mucas$10 million, or 17 percent
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of the current fisHicense takeA careful analysis of the benefits of the FSM arrangement
and enlarging thédomestio fleetneed to beundertaken so that island leaders and the
FSM populationarefully awareof the costs associated with allowing foreign corpora-
tions to take advantage of the provision.

22.  Tourism: Information onvisitor arrivalsfrom immigration sourcess considered
unreliableandhasdeteriorated in recent years. However, the data suggesttauivals
haveremained virtually stagnastnce the start of the amended Compact, and the national
accaints indicag¢ a trend reduction of 2#rcentper annunof the hotel and restaurant
sectorover the same period. Despite the weaknesses in thetdatzdear that the perfor-
mance has been lackluster and well below the potential for an industry designated as a
if not thed major gowth sector of the FSM economy.

23.  Many factors currently hinde¢he development of a vibrant tourism industihe
climate fa foreign direct investmer{fEDI) was streamlined during the PSRP. Additional
improvements were carried out during fPrevate Sector Development Program (D
which wasalsoinitiated with ADB loanfinancingandintended to rectify many of the
weaknessed heforeigninvestmenboardsin Pohnpei and recently in Yap hindbe de-
velopment ofa predictable and transparent FDI environmantording to the World
BankfiEase of Doing Business Surveéyhe FSM ranks 81stout of a total of 20 natiors
surveyedin 2016 clearly indicaing thatfurther reform must be completed before an at-
tractive climate for private sector investmeah beestablished. Difficulties in obtaining
securelong-term land leases are an impediment. Hotels currently operate at low capacity
levels, but mosif not all, of the facilities offer a standard of accommodation that is unat-
tractive to international traveler&rowth in demand has been hampered byamek on a
single carrier operating higpriced flights to and from a remote geographical location.
While these factors have aliscouragedourist development, the FSM has much poten-
tial, particularly as a niche marketacotourismanddiving. However, he currentgener-

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

4 INCOMES , POPULATION AND M IGRATION

24. At the beginning of the Compact, population groveth recorded between the
1986 andl989 censuses, waapid, at Jpercentper annumTablel). Between 1989 and
the next count in 1994, the rate fell to p&rcent reflecting lower fertility rates and
modest rges of emigration. However, between the 1994 and 2000 censuses, the popula-
tion growth rate felkignificantlyto 0.2percent andthe 2010census indicated the popu-
lation wasfalling annuallyby 0.4 percent Populationdroppedn both Chuuk and Kosrae,
while Pohnpei and Yapawsmallbut positive increases. While fertility rates fell, the ma-
jority of the decline reflected outward migration to neighboti®territories, Hawaii,

and theUS mainland, under the migration provisiosisthe Compact. Clearly, the nega-
tive economic growth rates in the FS¥lthe end of Compactihd RIFs in Chuuk and
Kosrae resulted in larggcale migration to seek employment opportunities and better
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Table 1 Population by state and annual average growth rates

Population Annual average growth
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%
Ld Ld Ld Ld
FSM 73,159 95,740 105,506 107,008 102,843 3.0% 1.9% 0.2% -0.4%

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

rates of remuneration in the US. In the long, migation plays an equilibrating role: as
incomedfall, 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 #mnomically active and skilled individuals.

This loss of human capital will reduce the letegm productive potential of the economy.

25.  Figureé6 indicates the rates of changer@al incomes, empiment and migration

in the four FSM states during the amended ComgeP per capita hdallen in Chuuk

by an annual average of (p8rcentremained largely unchangedKosrag and im-

proved slightly inPohnpeiandYap. Employment opportunities hatalen in all states

with the exception of Pohnpei. The rate of-migration! as measured by net movements
of air passengers leaving the FSM between 2004 arit] B@% been remarkably similar

in all FSM states, averagingBlpercent.Thefigure suggestshatwhile migration rates

W GDP per capita growth E Employment growth ® Net Migration FY04-FY11
FY95-FY16 FY03-FY16
1.5%
1.0%
0.5%
= E——
3
“\\9 s ?g\h
-0.5% ‘)0
-1.0%
-1.5%
-2.0%
-2.5%
Figure 6 GDP per capita, migration, and population growth (annual averages)

1 USDepartment of Transpation. Data quality deteriorated in 2011, implying an untenable increase in
net inward migration. It has not been used in the current analysis.
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havelittle direct relationwith changesn GDP per capitatheymight correlatesignifi-

canty with employment, although the lack of association in Pohoypedses that view
Figure7 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 muatgkr 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 mignagardless of employment con-
ditions. It is worthnotingthat a siilar study in theRepublic of the Marshall Islands

found nosuch relationshipClearly, the lack of economic opportunities in the FSM and
theattraction of higher wages in thiS provide strong incentivato migrate. Since the

start of the amended Compdaatough FY2011it is estimated som&4,845people have
migrated, which is approximately 15 percent of the FM28dpulatiord alarge percent-
age by any standard.

26.  Figure8indicates the changes in constanite GDP and reaross national do-
mestic incomg¢GNDI) per capita in 2004 prices. The constprite GDP estimates are
derived from chaining thiermer GDP series with the current natioradcounts series

Real GNDI includes the primary and secondary incomes received and paid to the rest of
the worldfrom the balance of paymeniBhe major differences between the two esti-
mates are the inclusion of fishing fees, earnings on foreign investments, transfers from
overseas households, and gsargiceivedrom theUS and other doors.The data for the
GNDI estimates begin in FY1995 and indicate a far higher level of disposable incomes
when the additional flows are taken intaagnt. In FY2016GNDI per cagiain curent
prices was over $4,78549 percenthigher tharthe currentprice GDPper capita figure

of $3,220
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Nt Employment
0
0402270
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Figure 7 Net migration and employment change, FY1996 zFY2011
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27.  Figure8 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 then-up to the CompaciThis improvement was sus-
tained until theadjustment in the lat#390s when Compact grant levels féWhile this
triggered a significant shockicome levelgyradualy improvedduringthe remainder of
Compact I, and by FY2001 pegpita incomes had surpassed thenrecordlevel

(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 fellvith the need o second round of adjustmensésd the international
recessiortakinghold. During the FY2®8i FY2011 periodincomes regained the lost

ground and attained the highest level ever recoritdr FY2011, per capita GDFell,
reflecting the weak economic performanioet in FY2015and FY2016t improved

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

28.  Since the start of the amended Compiazl GDP per capita hgsown margin-
ally, by 0.1 gercent per annupin comparison witlan annual average decline of p&x-
cent in real GDPThedifferences in rates of changesin part beerachieved by ouini-
gration, whichhassustainedhe average living standards of those remaining behihe.
GNDI series although reflecting the same trends in GEBls a slightly different story.
Real disposable per dégpincomes rose strongly after the second-gi@pn in funding
under Compact I, but with the advent of the amended Compeacinesfell asgrant lev-
els declined and theconomy dedriorated. After FY2008eal disposablencomeser
capitaremained relatively flatouttheyhave risen in théhreeyearsfollowing FY2013
reflecting increases in fishing fees and corporate tax receipts frorStiedomicilefor
Japaneseorporations
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29. Analysis at the state level tells an interesting s(brgure9), both in termsof
growthand incomelifferencesbetween the state€urrent GDP per capita in Yap i23
percenthigher than in Chuuk, whildatin Pohnpei and Kosrae id@percentand 69
percenthigher, respectively. Attributions of the differences are complex and reflect many
factors. Under the Compdckevenuesharing formula between the states, the smaller re-
ceive a higher proportion. On thissis Kosrae should top the li&r revenue received

but, in fact, it achieves third place. The remoter location and particutbegmalker size
impose special constraints. While Pohnpei bensigsificantlyfrom being the host of

the capital, Yaphas attained the highest mapitaincomelevels. Growth and develop-
ment polices haveobviouslyplayed an important paiVhile the disparities were less
pronounced at the start of the Compact, higher growth rates havedstabds to im-

prove living sandardsin Chuuk percapitarealincomeshavedeclined by 0.percent
overtheamendedCompact periodin Kosrae therewas a largepikein FY2011 and
FY2012 reflecting the FAAairportrenovationproject, but incomes have now falland

are atmuch thesameevel asat the start of the amended Compé#ttPohnpeithe trend
indicates a clear arglibstantiaimprovement in living standargdwith GDP per capita
growing by an annual average of 0.6 percenYap, after being one of the begerfom-

ing statesluring Compact, lliving standards have declinbég an average 1 3ercent

Yapin fact has recorded the worst performance of all the FSM states

5 EMPLOYMENT
30. Table2 indicates that from FY199% FY2016, formalsector employment con-
tracted by armnnual aeragerate of 0.6percent(a 7 percentdecline over the period) and
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Figure 9 GDP per capita in Chuuk, Kosrae, Pohnpei and Yap, 1982 -2016, constant prices 2004
(US$)
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Table 2 Employment growth rates by sector and state (annual averages)

Amended Compact

FY1995-FY2016 FY2004-FY2016

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%

Source: FSM Social Security Administration data

was unable to provide enougpportunitiesor new job seeker®uringthe period, some
1,970jobs were lost in Chuuk (32ercentof those employed in FY199%osrae suf-
fered a loss 0182 (13percentof those employed in FY199mndYap lost 332(13 per-
centof those employed in FY1993pohnpei generatet¥ 5new jobs, represeng some

7 percentof those employed in FY1995. Public sector employment contracted overall and
in all states except Pohnpei, reflecting the downsizing of the public s¢d¢he end of
Compact land the completion of the RIFs in Chuuk and Kosrae in FY2007. Preate s
tor employmengrewin KosraeandPohnpeiremained stationary in Chuuk acah-
tractedin Yap. The general results are very disappointing, and the lack of job creation
clearly reinforces the already strong incentive to emigrate and seek empl@ppertu-
nities in the United State$heresults fothe amende€onpact period areot dissimilar
and areshown inTable2.

31. FigurelOrepresenttongtermtrends in private and public sector employment
since FY1995. Employment in the public sector contracted se\adrtig end of Com-

pact | reflecting a major fiscal adjustment. The AffiBanced PSRP enabléde FSM to
implementanearly-retirement prograrthat facilitated the needed compression to restore
fiscal balanceEmployment in the public sectéell from 9,762in FY1995 to 8,357n
FY200Q a 14percenteduction. However, in the following period, FYZDEY 2016,

public sector employmemrbntinued itsdownward trend but with periodic spikegrre-
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 theead to canpress expenditurdsa result of the phasaut

of the use of the capacithuilding grant to fund government operatiamdoth Chuuk

and Kosraé public employmenhad fallen by=Y2016by a further 857 (1@erceny be-

low what it was at the height of public sector reforms in FY2000.
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32.  Private sector employment contracted between FY1995 and FY1997, reflecting
thereductionin the public sector, but rose strongly between FY1997 and FY2Q00

ing thesdateryears, the FSM economy improvexdter the adjustmerat the end of
Compact Wwascompletedand the earlier financial crisis in Chuwlas resolvedHow-
ever,from FY2000to FY2Q08, private sector employment declingignificantly, by 820
jobs, or 11percentas Compact | came to an emddadjustments were madering the
initial three years ofhe amended Compad®uringthe FY2008i FY2011 period private
sector employmergrewstrongly, fueled by the need for additional jobs in construction
and an additiona@75jobs were createdHowever, as construction peakand subse-
guently contracted, private sector employmentdetiveerFY2011 andFY2016 and
some otthe 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 ithe 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 labensive activities, although private sec-
tor operators do not sggst that thiss thecase. All the FSM governments have set mini-
mum hourly wages for government employment ($2.0®fdrnpei, $1.25 for Chuuk,
$1.49for Kosrae, $.80for Yap,and $2.36or thenational governmehtbut these levels
coincide with thdowest step on the publservant 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 fromposed regulatory re-
strictions it is distortedby high publicsector wage ratethe ease of migratigandthe
availability of higher wages in Guam and othis labor marketsTable3 illustratesthe
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Table 3 Real wages and differentials by sector and state

Real Public Sector Real Private Sector Differentials

Wages (2004 US$) Wages (2004 US$)

Average Average Average Average Average Average
FY95-FY97 FY14-FY16|FY95-FY97 FY14-FY16|FY95-FY97 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%

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

level of realwages by state and compares the privategovernment sector8verage

wages betweeRY2014andFY2016 for the FSM as a wholeere 220percenthigherin
governmenthanin 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, policynakers 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 TitlEhreeof the Compact. However, during the Second
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Figure 11 Nom inal and real wages, private and public sectors, FY2004 zFY2016
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Economic Summit, th FSM adopted a policy to reduce the differences between the pri-
vate andpublic sectors. Data ihable3 indicate that this objective has been achieved in
Yap, andto alesser extent ikosrae andPohnpei, but in Chuuk there has beeina

crease in theidparity.Figurellindicates recent developments in nominal and real
wages in therivate and public sectarSlominal wages have growom averagéy 1.8
percentn the private and public sectors, respectively. However, in real terages af-

ter adjustment for inflatiorhave declined bg.5percent in the two sectors, indicatiag
dedine in living standards.

B Monetary Developments and Prices
1 PRICES

36.  Figurel2provides information on thennualrate ofchangen the FSMconsumer
price index CPI), including food and engy prices In the early2000s,inflation was
very benign, andwing the initial yeas of the amended Compactvas moderate and
average®.5 percent through FY2007. However, in FY2008 and FY 2048 the onset
of the world recession, inflation peakedating 6.6percentand 8.2percent, respec-
tively. Inflation has moderatieduring theremainder of the amended Compaithough it
roseagainin FY2012 In FY2015 the CPI recorded no change, and in FY20FSM
entered a deflationary period as @Rlturned negativereflecting the impact of rapidly
falling fuel pricesand to a lesser extent moderation in food pri€as mainforces influ-
encing the rate of inflatiohave beelii) increases in imported food priceshiv2009and
again to a lesser extenn FY2012 (ii) soaringutility prices at the start dhe amended
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Compact because of the loss of the Compact | energy gradiji) surgesn world pe-
troleumand utility prices in FY201Jand FY2012andlargereductions in FY201and
FY2016

37. Imported food prices rose sharply in FY208flectingthe disequilibriummn

world markets. Given the significance of food in the FSM CPp@ten}, the 18per-
centjumpin food pricesin FY2009had a large impact on the overall CPhe Compact |
energy grant was used in Chuuk and Kosrae to subsidize ptitigs and its loss com-

pelled both states to raise electricity tariffs. In Pohnpei and Yap, the state governments
had adopted a costcovery price basis of production and had, in the 19RDs, ceased

to use the energy grant to subsidize prices. However, thecinof 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, iebenergy prices began to moderate, and the
energy section of the CPI recorded a negative ahantie first quarter of 2009n

FY201Q energyand utility prices agairstarted taise reachingd.4 percentn FY2011

but subsequentignoderatechindentered negative territory in FY201%lling by 2.8 per-

centin that yeamandthenby 6.2 percent during FY2016

2 M ONEY AND BANKING

38.  With the adoption othe 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 FSNhealange

of macroeconomic policy omns 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 politally painful processes afutting 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 exportand tradeejoods sectors of the economy. At this stage of the@8tbnomic
development, with many underlying structural impediments, exchange rate adjustment
without accompanying supporting policies would be unlikely to encourage a favorable
supply respose in tradedjoods production.

39. The result of a lack of an independent monetary policy is that domestic interest
rates are closely aligned with those of thated StatesDeposit interest rates observed

in the market are broadly similar to those throughbeUS, 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 et rates. As part of tHRSRR 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 2ercen}in 1998, and there

was no adverse change in the locéiest rate structuevenas the financial system was
allowed to adjust to market forces. Caies have fallen frorthe 1 percent prevailing in
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2004 tothe 0.4 percent where they now stand, reflecting the low level of interest rates in
the United States Lending rates on consumer loans have asd@sen high and have av-
eraged 1percentduring the amended CompaCommercial lending rates appear more
subject to market forces aade generally lower than consumer ra@smmercial rates
stoodat 6.2percentn 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 Copact, FDIC support remains effective and will help maintain financial sta-
bility in the economy and avoid the adverse consequeneesamikingsystem failure,

which has occurred in many other Pacific Iskadonomies. The banking system is also
regulatedby the FSM Banking Board, which is developthg capacity for banking su-
pervision. The role of theoardincludes licensing of domestic and foreign bankssita

and oftsite 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 oS bank operating in the FSM. There is also one locally owned bank,
Bank of the Federated States of Micronesia. The remaigank, Bank of Guam, is a
branch dits parent, and thus also comes urid8ifederal supervisory requirements. The
present system is thus wslipervised and provides a securdsfs financial intermedi-
ation, and has avoiddéderiskingd issues associated wigHossof correspondent tve-

ing relationshig that have been experiencediimer developing countries

41.  Statistics on the FSM banking sector were first created in 1990, but analysis be-
ginsat the start of the amended Compadt¥2004(seeFigurel3). With regard to de-
posits, the data indicatesgatic periodduring the first five yearsSinceFY2008, the de-
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Figure 13 Commercial bank deposits, loans and foreign assets, end of period
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posit base has grown more rapidlyeragng 10percentduring the FY208i FY2016 pe-
riod. The lack of financial deepening duritigeearlyperiod is consistent with the lack-
luster peformance of the economy, and the expansion sincerépeasentshe improve-
ments in ecoomic conditionsThe large difference between the level of deposits an
loans is invested offsharBeflectingthe trends in deposits and domestic credit, the level
of foreign assetstagnated between FY2004 and FY200&ragings95 million, but rose
strongly through the remainder of the amended Comatiahing $203million in

FY2016

42. Regarding lenihg, at the start of the amended Compé#uwot Bank of Hawaiihad

just completedvithdrawing from theFSM market leaving a very low level of outstand-

ing creditin the FSMof $16.9million. At the time the Bank of the FSM as restructur-

ing its portfoliobut has since taken a more proactive stance, opening operations in Sai-
pan The level of outstanding credin theFSM has grown by &L.9million since

FY2004 and stood at 88 million at the end of FY2018Vhile the openingof new mar-
ketsin Saipanwas a good idea at the time, gwbsequentveakened state of thg&om-
monwealth of the Northern Mariana Islan@N\NMI) economygaveriseto concernabout

the quality of the business, although conditions ip&ahave 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. Reflectitigrile
described above, the loattsdeposit ratidhadfallen to a very low level of 1percent at

the start of the amended Compadter the withdrawal of the Bank of Hawaii. Theioat
improved through FY2011 to Zdercentas the economic conditions exyied dropped

as the economy contracted and improved over the last twq yee@wsding 19 percent in
FY2016 However, overall lending performance has been weak during the amended
Compact and is little improvedhis reflects the high level of perceivedkiin 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 developni¢hé dinancial 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 cretio consumers with secure public sector jobs and an identified re-
payment streanConsumer lendingrowth was sluggish at the start of the amended
Compact, but since FY2009 has been more afigare 14). Commercial credihas

taken a somewhat oppositeurse to consumer lendinigygrewin the initial years

through FY2011but since that time has stagnatedFY2008 the newly created FSM
Petroleum Corporation (FSMPC) was extended a large credit facility by the Bank of
Guamto initiate operationsoutmostof thatwaspaiddownearly 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 sectionthe balance of paymeniBoP)is discussed and presentadrable

4 andTableb. This is followed by a review d&NI and GNDI é&nd notalong with GDOP,
asearlier in the reiew), as they reflect changes in the primary and secondary income ac-
counts of the BoP. Thaternationainvestmenposition is presented in thextsection,
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, reexports of fugk 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 purseine and longline vessels operated by enterprises with
joint privatepublic avnership 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 tramlaccount, 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). Thenost noticeable development has been the large reduction in fuel imports,
by 33 percent since FY20i&flecting the recent reductions in fuel priciesports of
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Table 4  Balance of payments, current account, FY20081 FY2016 (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 -1254 -1288 -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 senices 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 25.3 235
Other 13.7 13.3 16.0 16.5 16.2 17.7 14.6
Imports of senices 80.1 79.8 81.7 815 78.0 76.5 78.9
Transport 41.3 43.9 47.0 44.7 42.1 42.4 44.5
of which: Passenger senices 15.6 15.4 17.2 16.8 16.7 17.4 18.2

of which: Freight and postal senices 25.6 28.4 29.7 27.8 25.4 24.9 26.3
Construction senices 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 235 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 1115 109.6
Receipts 128.6 1255 125.0 124.3 1447 1281 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

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 transportatioequipmentas risen.

47.  The service account is dominated by two main itereipts from travel (tour-
ism) andpayments fotransport ofreightandpassengersrhe demand for tourism/travel
has growrduring the amended Compgltt while theBoP estimates indicate increasing
revenue from tourism, the GDP figures shostationarytrendsinceFY2009 Service
imports are dominated by the costfreightand reflect théevel of imports of goodento
the FSM Travel (including medical referrals) is significaag well Construction services
provided bynonresident producers are also important@eaked irthe FY2008i FY2010
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period reflectingthe buildup inFAA grants for airport improvemesnand Compact infra-
structure projectdHowevertheyweakenedubsequentlyas the projects nesdtcomple-
tion and Compact infrastructure gramiere reducediOthelo service imports are large in
total but comprise a host of smaller items.

48. The primary incomaccount comprises fishing access feagments of divi-

dends, payment of interest on dedotdearnings of dividends and interest on overseas in-
vestments. Fishinfge earnings have shown a positive uptrend since FYaod1n

FY2016 attained a level d§63 million. The FSM governmentacluding Yap Statdave
maintained a sizeable level of foreign investments, which have provided a significant
source of interest and dividend earnings in the f&st.level of FSM investmentsas
largely stable through the initial part of the amended Compact, but has risen significantly
in the last two years as additional revenues from fishinghf@esaccumulated in the

FSM Trust Fund. However, returns on investmdatgefallen, reflecting bwer market
returns.Commercial bank earnings on foreign assets and earnings on Social Security
funds are also important. On the payment side, dividend paymefaeeign investment

are the major item, while the lovel and concessional nature of theVis external

debt has held delservice obligations in check.

49. The most notable component of the balance of payments is the secmudang
account, which includes Compact transfers and other aid flows. Compact flows comprise
the sector grantsvhile otherbudget grants include federal and special programs. Off
budget grants refleetdditionalreceipts from thé&JS and other donors, while receipts by
the Collegeof Micronesia include Pell grants. In total, current grants representabout
third of currentaccount receiptsA new item in the BoP is corporate taxes received
through thed=SM domicile for Japanesaptive insurance artleinvestmendoriented

major corporation(IMC) scheme. The lower tax rat&d percentin the FSM are attrac-

tive to Japanese companies and have resulted in a growing level of receipts in recent
years. In FY2014a very large payment was receiyegflecting tax payment by an indi-
vidual company declaring a large capital gainF¥2015 paynents revegdto more
normallevels,which can be expected to continue, although occasional large payments
can be expected from time to timiehe FSM domicileis managed by a private corpora-
tion, which receives a fixed percentage of the tax tiaveard pivate remittances are rel-
atively small in the FSM compared with other Pacific Islands, which have large migrant
communities living in neighboring metropolitan nations. However, thetzsRestimated
this item toberising strongly,duringthe amended Compgera, as a result of the large
out-migration in previous years and the subsequent associated flows backOhdvard
paymentof remittancesrom households reflect transfers from foreign workers living in
the FSM and aralsosubstantial.

i The capital ad finance accounts

50. Table5 provides details of the capital and financial accounts of the balance of
payments. The major items in the capital account include Compact ¢egitders (in-
frastructuresector grantandother capital transfer&AA airportimprovement grants)
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Table 5 Balance of payments, capital and financial accounts, FY2008i FY2016 (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 14 -0.4 4.7 -7.0 -42.5 2.9

Liabilities 0.3 -1.2 -0.6 11 -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
Resene assets ~ ~ ~ ~ ~ ~ ~
Errors and omissions 2.2 -5.5 -10.8 -6.6 2.1 -9.8 14.8

Drawdowns under the infrastructure grgrew significantly through FY2® once the

FSM was able to meet the conditions of the gradtsyever, asioted in numerous other
places in this reviewgrant disbursements dropped by half in FY2@hafell to low lev-
elsfrom FY2014through FY2016reflectinginability to fulfill grant conditions angro-
jectmanagemenweaknesse®ther capital transfers hageown strongly during the ini-

tial years of the amended Compamtrroringthe large FAA contributiondyut declined
significantly inFY2012 throughFY 2014 as the projects came to a close. While there is a
major airport renovation in Chuuwhich boostedevels of other capital grants in
FY2016,the pipeline of FAA projects istherwisecomplee.

51. The main items in the financial account are foralgaectinvestmen{FDI), port-
folio investment, and other investments. Wil has been small, reflecting low levels
of FDI in the FSM, portfolio investment has been a significant component of the BoP.
Portfolio investment compriséise foreign assets of the various governments and public
sector entities and liabilities of the conmtial banks Public sectolinvestmentsepresent
the pooled reservasanaged byhe national government atiok Yap StateTrust Fund

In FY2015 the large savings from fishiffges incomeoupled with the exceptional
FY2014 FSM domicile tax receiptereallocated to the FSM Trust Fun@ther invest-
ments include changes in the levels of foreign assets of the commercial banks and exter-
naldebt drawdowns and repaymentsFY2015 the buildup in the FSM Trust Fund was
offset by withdrawals from local bank®sulting in a lowethanusual bank foreigin-
vestment accumulatiofExternatdebt drawdowns and repayments have generally been
small but were large ithe FY2008i FY20M period reflecting the drawdown of tHeSM
Telecomfiber optic loan.
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52.  Since FY2006the errors and omissions in thalance of paymentsavegener-

ally beennegative anavithin 3 percent ototal impors and exports ofjoods and ser-

vices which represents a satisfactory outcort@wever, in FY2016 the error was posi-
tive: 4.5 percentTheanalysis and structure of the BoP clearly indicate the dependent na-
ture of the FSM economy. Attainment of the Compact goal of economisigétfiency

and replacement of official transfers with other foreggichange earning sources will be

a longterm piocess and presenfgerhapsthe major and most difficult challenge facing

the FSM economy.

2 GNI aANnD GNDI

53. In most economies, analysis focuses on GDP, since this indicator most accurately
reflects the economic circumstances of the country under investigebarever, in the

FSM the large inflows of primary anghrticularlysecondary 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 B&M, GNI and GNDWwere 15percentand

49 percenthigher than GDP (nominaklues) in FY20&. In analyzing the resultg is

useful to single out developmentsdonstanprice changes iprimary and secondary in-
comes which are provided ifigurel5. Both the primary and secondary incomes of the
BoP have been deflated by a composite index of the CPl and GD®defla

54.  While several factors influence primary income, the most dominant has been
changes in fishindee royaltiesFishing fees have s through the amended Compact
rising rapidlybetweerFY2012andFY2015. While dividend and interest receigtave
fallen, reflecting weakening market conditigrise overall trend in primary income re-
ceipts has beampward On the payment siddividend and interesiutflows haveshown
a rising trendin FY2014 the large secondary income receipt fromF$M domicilehas
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Figure 15 Primary and secondary incomes, constant prices 2004 (US$ millions)
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